
a Ell 

I,ES R 

;aq~ I O NEa 

.S SS b8 S 8 _ 

ASSS SR sSS IsaVRS 

AI % N ' , ..-
Us am"uS5 181 SISS 

T'-. 6 

SR SIO IR=iags af 

SIMSISISM IMONISISRS1 

sums 1 S 1Sms gs SOMSSM1a OMMO 

4 SO 

~ bSIs, SUM 

ILb 

Wina a IRSSS 

1 o!ls 

s lls9 

lot! 



African Finance
 



Other Sequoia Seminar Publications 
available from ICS Press 

Policy Reform and Equit),
 

Beond the hnbrinalSector
 

Development With 7'ade
 

More Taxing TMxin WMxes?
 

CapitalMarkets and Development
 

Promoting Democract, and Free Markets
 
in Eastern Europe
 

If Texas Were Chile
 

Development !)' Consent
 

Institutions of Democracy and Development
 

.V 



AFRicAN FINANCE
 
RESEARCH AND REFORM
 

A Sequoia Seminar
 

Edited by
 
Lawrence H. White
 

IE.. PREss 
Institute for Contemporary Studies
 

San Francisco, California
 



African Finance: Research and Reform 
Copyright © 1993 by tile Sequoia Institute 

Printed in the I nited States ol"America. All riglts reserved. No part of ti,,
book Lbe used or rep)dlCed in any aner without written perimis
sion except in tile )fbrief qU(l)at ions in critical airticles and reviews.case 

Inquiries, hook orders, anid catath)g requests sho)uld he addressed to ICS 
Press, -20 Market Street, San Irancisco, California 9-102. (-il5) 981-5353; 
Fax: (A15) 986--i8-78; lt U)k ()rders witlin the C()ntigutOLis 'nited States: 
(800) 326-0263. 

The cover designed 1)\' Siiiori.was Ben 

The index was compiled )\-Shirley Kessel. 

This )( k is derived froii the proceedings of one of the seminr:lt's illI 
series conducted 1'W the Sequoia Institute. B()ll the seminailr series aid this 
pullicaItion were funded by the I Tnited States Agency for Internationl 
Development. 

lI')C-0092-A-00-6050-00 

US.A.I.I). 

Library of Congress Cataloging-in-Publication Data 

African fin;tnce : resear'ch and reformll / edited by Lawrence 11.White. 
p. cm.-(A Sequoia seminar) 

Includes bihliographicail references and index. 
ISBN 1-55815-27+-i. - ISBN 1-55815-25-X (p)k.) 
1. Fillallcial instit Liti( ls-Africa-C()ngresses. 2. IFinanrce

Africa-Congresses. 
II. Series. 

I. White, Ltwrence I1.(iawrence Ilenry) 

lGIg.5.A33 1993 
332.1 '096-dc2O 93-24369 

CIP 



Contents
 

Preface 
Robert B, Hawki is, Jr. 

ix 

Foreword 
Jerrn Jenkins 

xi 

Acknowledgments xv 

1 African Finance: Toward Understanding and 
Liberalization 
l.awrence I-. Vhite 

1 

2 African Finance in 
,Millarc ILong 

Global Context 11 

3 Some Unresolved 
Reforms 

Jo Ann PaitllSOn1 

Comment 
Stephen O'Connell 

Issues in African Financial 17 

25 



vi 

Discussion 

4 Restructuring of the Banking System in 
Rolakid Tenconi 

Appendix 

Comment 
Nancy 3enjatmin 

Discussion 

5 Financial Restructuring in 
Barber 13.Conable 

Ghana 

Addendum I 
11tieS ")tlreille 

Addendum II 
M. G. Sri-rani Aiycr 

Appendix 

Comment 
Scrgio Bortol)i 

Discussion 

Contents 

31 

Guinea 39 

62 

67 

71 

85 

107 

111 

114 

121 

123 

6 Borrowing and Lending in The Gambia: Local 
Perspectives on Formal and Informal Finance in 
Agrarian West Africa 
lrker Shipt()n 

133 

Comment 
Carlos Cuevas 

163 

Discussion 167 

7 The Impact of Adjustment Policies 
Informal Financial Systems 
Philippe 1IugOn 

on African 177 

Comment 
Anand Chandavarkar 

193 

Discussion 197 



Contents 	 vii
 

8 	 Inflation in African Countries: General Issues and 205
 
Effect on the Financial Sector
 
.loshuL I-. Greene
 

9 	 The Impact of Monetary and Fiscal Policies on the 229
 
Financial System in Tanzania
 
C. S. Kiiici 

Discussion (chapters 8 and 9) 	 263
 

Responses 	 269
 
JoshtIRI 1. ;rCOnc 
C. S. Kimci 

10 	Financial Crises and tie Process of Adjustment in 273
 
the Franc Zone: The Experience of the West African
 
Monetary Union
 
Patirick PII:r.i
 

Appendix 	 297
 

Comment 299
 
((O)rlA)fliM, .\1, LX
 

Discussion 	 307
 

11 	 Nonbank Financial Innovations in East Africa 319
 

Appendix 	 331
 

Comment 337
 
Dvid Gkllsner
 

Discussion 	 343
 

12 	 Innovations and Markets in African Finance 353
 
Nohli11i1Id(JLi l)iop, Kenneth R. Locklili, Proinodh MAhotra,
 
A. B.Ndh)n';. .tiiid LIwlv,'rcnce II. Wile 

Discussion 	 371
 

13 	African Financial Sector Research: A Conclusion for 381
 
Today
 
.I.
Clark l.eith 

Discussion 	 389
 



viii 	 Contents 

14 	 Separating Bank and State in Africa 411
 
lawreiice 11. White
 

Notes and References 427
 

Contributors 445
 

Seminar Participants 447
 

Academic Advisers 449
 

Index 	 451
 



Preface
 

Afiican Finance joils allother Sequia Seminar hook,fl 1 I/as IV'-' C/ile: A
 
Prinerin Bankintg 'eforn, as IgeC grphically centered aplpl icat ioll Of the
 

niversal, :ahiding principles thIat were in:rducced in ('apitatlank' d(,tso 
)evteho/m.'t, m earlier \.(hlule in the Se!qm11i:l Series. EaIch (f these uIOoks 

a:firtirls Iila, thi elmntGiCi ldvehpuntanlObljcCli ve, Iinllcilng enter
prise, r,(luires istllitrn s Ihat enable n l)nv to he illatchcd with 
illerit-hereby re\vald!illlinllmiziilg Wa'stfnil acliVitiCs, indcligcelt',, and1LI 
Coirr'pt iiO . 

It is h l lpful to think Of1ilnalciAl :aid cajijial ilarkets ,i inistitutio ins that 
Ltllldantlliv se've-as dii well-fuiilctiHllig ci n llic, ill g ll 'erll--n 

ic talllo w pNei pe to (o1 rm10I it2th ti'ir.rCSOtllC_. thn tilev Ollerwis c 1C(Old. 
The' dail' activities f1sti ckbri ikers, hank O1n Off icers, ald 0 4)therdiCht a1d 
eILritv' initerni'jdiariCs All w eolilC's \\Cltlh he naClied with, to suport,bt 
ind to belefit fri t)l tile hest ideas a11d tlCnts ill s Cici,. t1lnfi'lUt illt, l\fir 

Africains, thiis mathl1 is no where relliZed lsCs well th u1 in t1e1con1,11.itS of 
their c n il ilent. 

A.s this hook reveals, capital rlarkCIs iil Africa, whern tltv arelii 
inadIrate anrid uneClrdvel ll'led, aire, sinll l) v aSlni (Oir, at best, info rala). 
BeIaUSC Of this, nlluch lICr gioines unrCwalrde,d AihlghilThe\frica. 
earlings therel\ lvhst alsi imply' Ii st savings, aind cn that hwiat savings 
reni in carlnoit le nllaximallv emi-lho .ed 

Seen iil these hasic teirms, the deveh pl elnt of African finiianlce is ilo 
iil Ire Or less than ai Orllhlr)f Thus it istile expansion Of Africaii freedi n. 



x Preface 

tiat this book may well exceed its stated objective of launching a research 
and reform program in African finance. Consistent with the theme of the 
Sequoia series, development in Africa, as elsewhere, is shown to necessi
tate efforts to "include the excluded" people of the world. 

Robert B. lawkins, Jr. 
October 1993 



Foreword
 

As Paul A. Volcker has observed, "central banks in the Western world... 
were not t the cutting edge of a market economy; they were Johnny-come
latelies .... ."IIn all of the world's most industriai;zed countries, market 
economies have developed be.bre the establishment of central banks by 
those countries' g.overnments. While the eVolution of market economies is 
clearly integral to the development of countries, central banks are 
derivatives-at best-of development. Reading this volume, however, one 
is struck to note the establishment in e ery African country of a central 
bank before the emergence of a market economy, exactly reversing the 
earlier sequence experienced ly each of today's most industrialized 
c()uit ries. 

Africa hats followed an untimely schedule for the establishment of 
central banks. Ruling i)oliticians, uinrest rained bv the demand of market 
participants for the liquid, stable currencies that are most propitious for the 
functioning of market econonies, have frequ,ently been disi)osed to use 
their countries' central bank.; to sLIp)ly their immediate revenue needs. In 
such circunistances. the value of currencies rapidly depreciates, and 
citizens rationally prefer cattle, jewelry, and other tangible, moveable, 
assets that are less subject to taxation or depreciation by governments. 
I lence do fi'unny money"and an intelligent preference for cows over cash 
come to be associated with countries where central banks have been 
established in the absence of market economies. 
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These considerations reinforce the urgency of a (uiestion asked during 
the conference from which this Volume is distilled: \h\'y are grants and 
loans to African governments made conditional 'pOn so illnv other items 
of policy reform, hut never upol the dissolutiiin of their central banks and 
stalte-m )n(ipi lyLI fn the CInd itiO()I ita r1oste rcurrencies? Tlis OlliSSit5 r(o 
seems to defer morwe to extant gt\ICrnment authiIrit ie. than t) tle l)gic an1d 
evidence of devehlpment history. It is to he li )ped thatt such deference is 
not tanta:mlt t()IIt,I denial r frestalling it devehIpment. Otherwise, thet a 
llisdirectiu n of co)lncern, attelntiol, ld resi t+IrCeS may perpetItnate thle 

exclusiont fil'nsl the deve'l()lielt process of) milli)ns tOf Africans who have 
never vet heen ilcluded. 

Because Afr'ica's colotnizers neithet 1 il iiln10- left intpcrs)nal mar'ket 
clnomics ol the comt inent, there llay he lo instance's il history in which 

the fwmal indlpeCnnce'i1CC of inew c lltriC Ihas secured 1,ls flreedoll tllll it 
has ili Africa since \\,()IrlL \ir I1.It ip ioss iihlc tha t 1st(f Alrica iw IdChe 
ci lmi)iliicatllk" aiid s)cia liv 1II()"Ce Ihiglyv devehIl0iped t mdaV it' coilii Ialisill 

either had 1(2vC1 t CC!IiTC (i theIClltilIiCn -tl; qJIIen that it did, haid I()t 

ended. 
Colhin iaiist Irilhrugt1it li' Coers Io)l.S, t)(P(Issssii i isj;.at:tte trad itiiillS 

ind institutiolS, ill() Stiiiled contact with )le ail ther within houndal:riCs 

that scarcel' rc c)gqlizcd th eir respective histories :anLd levels Of dli lp
melit. The new co()tlftlriCS !hait CnllTged e\Cle( left with governments vhose 
offIicials rari ly si ialhI.c If mst Iftethilic lietrit ac their citizens. 

The alrhit rarines 4 n li.! ,lhinLld;iriC.S dtrliild by' cOlhomiilists 

with I n( I h ' t Itxi t lhiliC uip;ithi ies ihl liln theseregard )Ir" g led nCw 
g()ve rnmentsil Itoward celn llrliz;tiitil. The Cxe'rcise! If siniC dCgree2 of 
cintral izatio)n ill ci rctin istiA Itices tf ",iic is linot dcvoid Oi'CI:s()ln;lt i litipit li 
it n 1esp1 ti tet Ih3whliat was (tlike YuiC slavia, for examiiple1c, as to 
n oSt African ci m lltii eS. Btt ill Afirici, Sich cellt ra lizitioIl hIs telidedC' to he 

extren ely na-rwlv h:ised, al rh leni dcl ribed Is)v" 'I2OldIOthy President I 

Ohiallg NgutCna.i \I1hasigi OI" l'Csidelt Obi:ltg \\ites tOfFxlu ati Itil (atuine.. 

the need to 

OverCollLe first the sai\'Ige aspl CtSIl ( lr l tlIligilhil ethic, ill StltC I )I 
breaking the is latitmi11 t(hc trih. MuLn()rgalizing thinu il lige state,,, h)r 

hri)ader sicietics RIiI Ict '1111ill lIkilws. I3ecil 5 iIf tIhtsc' tribal C luSil l \' ImS, 

piolitical n. illltaIlt ()rl"li/alit Iltw 'dl ;I nl,01, )i(If dC\'l)Ipillg lliAnd 
universalist ililuliii integrali i1 , hLS. ir t d 10I )i(1)1clilalL' )(2iSl1aI pmIWer, 

identifyilg it witl Ithe I ' I I rt, ethiic gl()lp, clan ()leaders' trie.-

The new gl )'ernlents i f C()luitIis with Il ItCl Ieii ILl,ilinpula

tiltns are inItl'm;.lk' the heielficiatiCs ()i traditii nal instittitiInS. In contrast, 
the new-governments i If Africa have heen biurdened hv tiooi nian1v difteren 
lradi tiiiniIl ilstituti(nS, With th Li hil)Iicitv' Of [Ilosiieistitutitis simply 
mirroring thle heterogeneity if their ipotpu:iatioIs. It is sad, hut not surpris

http:inItl'm;.lk


Iorwt'ord xiii 

ing, then, th1,t Coercion and Comnmiand, )rather than cntxict and consent, 
have been integral to tile pratoices f the ne\\ governnents ntI lesCs, id 
ofte.'n moire, than of their c(oh0nioIl )redcCssIr.S, But nowhere have cour
cih in and CO1nlnmaidic ste,r.ed develh nt, Ihllncil r thiiiterwise. It is a lso 
nlit su'I-pi'isi n g, the ii, that mi 1st Africains emlho the illstrUimell ls and 
sCi'V'iCCS if t'01rlli (iLit is, finiainan-autihrii.zed)eiientities less 
ih;an tile\, di i1r110 1a11 alternatives (whet he tralcdilitini a!r newly created ). 

ILiiiiildiViLua Ipi)pC'rt V iwne rsl I)rCC hlbse'd I~l't' Ite Citlherhbe ii 
COIlItiizatll 0i"illepennc. Ihe'n tlhe incentell ili I1i\a lhi, CClthvc 1wu1ed 
1 imiialket ect niyV Iv) emIliierge Might hiC Withstood thle mpulse to 

ceniltillizatiol ill the ctolonial aftel1rn:ilh. llsteil, the- gellr:ll abslence f a 
p)1 )rtht v-I iiIdintg illl igCn( itis IN)I L iiati in I)OssCssirIg cioiri'CS nilitI irights 
hiis llletltl Ihat thlieIieI) s slLlh-Sal aihI-ali 9it)cl'nlllts toAfrican CixplI)it 
tleit" citizens Me uusuall hii il. [heCresulting ceralizationl l go '1n
nitit ill Africa his hail prilictbleC alnlll tlirlllltC i-CS1i1IS.' 

\' lhtrCVer freCeCdmiii is the rule, iilliViLiiAls aire, alC-unlike most 
fricarills-t( witldt ll restiCL-' lc'01s )tlie antitier allit the staCt. Ther frilm 

legAi ititle owne rs ttl ir proipe rly vges c apacity lieg the i i that 

ptierlt)yleSS Siilrl)k' ilO r1ot haivlI r irb'it); cario.S, o)r1'0*esistihng 
itietwiSe untuldesirbleC autlh' irit A tilelh l(i re ,xpaisivC aInul ,cuC'tteC are art 

indiviilul's proplierly rights, the grcicr the likelih loOl ;llll ir,tCtnsit\' Of his 
resistatice. The ilils of resistanice being sllccc&/ill atrc CeNzpic litilly 
inc'rCi SCe!, if ci LirsC, il :1 I )tIatiikitil witlhiil whi 'l ilte i\ltiM'sl u a il 

excrcise of tlie rights if pri il it is gCn2IiI ciinlititl. I inftirt unitcl;lI 
i(.s2 rilckil -lelleti-ilt of resist atiCl W1tltwhrc ill tilie wi'l 1 i1" 
i1ti' iMVIv cii-cuiiisc1iihcl a1nl ii e-urt ll:-il the\' i-C ill Alica. Tlleir tell
isllC.Ss h.,s little to iti with [Ite ptxirtiCCS (it uliSpositiOli if inldiViiluail 

AflriCAins. hut iiLiCli tol ioWith tile li tributiill llofthC'ir iti-,11sIt)c', Il-)hLugit 
aI vast ioiintlinttit. 

Greate r pi ttiitn letsityv thia hiI a)Cs ill Africai mvlie a11p tC0ml111t10.in 

1cesS ril.' h tiifticienit, c i tile etn if itl imIictli( mugll II it Oi)dit iT Iti il -gel i'Ci 

iarkt,s ai thlie ir integralaelemyents. S ,c'i aIlizeil I)irtiilut'litil--a cotll a i-vt 
of tilt: divisitn of lahor in SOci,2tV-ioit-eslir' tlie excIhalt ige ((or tr ile) lhlat 
OllVl i ciCt-rS in markets. I3e-IuiSe Of tillis, tile ver\ furialisl)Cci:tlizil 
p rcLictilt i anl priI icts2'' gCeIIta ll' uii'i-es A'1alrge pop1i"ttonlioif itelnr i t 
ti.l cuSt iiiiiS. Ifl given ar'ls impltititil is too s1tinll to Ciiit speCiili el 
I)Iiiillu itn, tICIn in fraiSr ui t- ;iLr tchii ilthigv" fIr trilS :tlid'IilI )r1 ttiiln 

oiillllltllljCi inu b fhtl i\i-oirgll iciaill with
i lIl-t sitSicit It 10r MVe tile cioist,'; Jssi 

gei igranhical dlistaince. Niin ttheseIhr l 'C'(li.SitCS ft)r the Clleergence tif 

iiiarkets have been rtealizeil generll' ill Afl'ica, 3iil piitenltial Suil)liCit'S 
I'Clllill Ott if tOiCih with ilist iit tlie ci liltllnt tiL le rs. ThIus iS tleM *ScIIS 
Ciitict llitig peo ple that elsC\whe're hais CngeCliCrCd itldiVidul lpo'erty 
rights il c innractual I '-kIatiSi sli I)C ll h\\'aitel tile grgrowth and 

istriblution tif Africaln I)tIiulaktiiils. And, ince again, it is where most of the 

http:ml111t10.in
http:isllC.Ss
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population is lacking the experience of rights and responsibilities attend
ing to property ownership and contractual relatiovi;hips that central banks 
and other instruments of official governments are most subject to abuse 
and misuse by ruling politicians. 

What might tile governments and citizens of African countries do to 
ameliorate these egregious circumstances? What institutional changes 
might they accomplish to reduce the aiitidevelopment consequences of the 
steep transaction costs of fragmented economies? What changes in financial 
institutions and policies could either complement or be essential to other, 
more pervasive changes? The need for answers to these and mally other 
fundamental questions was the catalyst for the international conference 
from which this book comes. No one should be satisfied with the answers 
found in this Volume alone; after all, this book was conceived as a launching 
platform for further research. However, readers are unlikely to find another 
book on the financing of African enterprise that contains more of the right 
questions and considerations. Thus should future research in African 
finance be a beneficiary of this volume. 

Jerry Jenkins 
Series Director/Editor 

June 1993 



V1'
 

Acknowledgments
 

A program of research into the organization of finance and financial 
practices of Africans and their governments vas formally launched by the 
three-day (June 20-22, 1989) conference that isrepresented in this volume. 
Unlike other volumes in the Sequoia, Seminar Series, this hook reflects the 
proceedings of a conference jointly sponsored by the Agency for Interna
tional Development (All)), World Bank, and International Monetary Fund 
(IMF). This expansive format allowed for dialogue greatly enriched by the 
diverse perspectives Of outstalding African participants and an interla
tiona! cast of c(;iltril)uto(rs appropriate to the aim of the conference: to 
develop an expanded and improved research agenda addressing African 
finance; and also to identify consensus oin research priorities, thereby 
conuribuLing to collab( ratiVe research. 

Leonard G. Rosenberg, and the Bureau for Africa of All) which he 
represents, are the parties most responsible for bringing into existence the 
African Finance conference, and also for engaging alimost all of the 
cO(ntri lut)rs to this b)k. In addition to I)r Rosenherg, particu lar"apprecia
tion is extetnded to John R.Westley, xho was then acting assistant adminis
trator of the All) Bureau for Africa and who chaired the confercnce, to Jerry 
wolgin, chief economist of the All) Bureau for Africa, who chaired the 
opening session of the conference, and to Edwin LI.t-lullandet; Xarren 
\Veinstein, Neal S.Zank, Fred Kirschstein, Catherine R.Gordon, and Robert 
Ni)Lung, who contributed greatly as All) project officers for the Sequoia 
seminar series. For their participation in both planning the c.)nference and 



xvi Acknowledgments 

chairing one of its sessions, special thanks are extended to: Michael N. 
Sarris of the World Bank; Alan Gelb of the World Bank; and Donald J. 
Mlathieson of the IMI On behalf of ICS Press, Janet Mower, Peter Hayes, 
and Trudy Kaplan also warrant particular mention for bringing this 
manuscript into its present form. 

Finall. , I want to thank LawrencC II. White fir editing this volume and, 
in its k the circumStaMCesconcluding chaptiC; fr comparing uniquCe of 
present-dav African linance with the eighteenth- and nineteenth-century 
experiences of what IhcCamne the industrilizCd \,;'est. 

Of course, none of the opinions expressed in this volume are neces
sarily shared 1w either SCquoia Institute or All). Nevertheless, tile volumes 
in this series are expected to provide substantia assistance to the activities 
of their readers who suppOrt the theme ofthe series: extending the benelits 
of development hy inluding the excluded. 

Jerry Jenkins 
Series Director/Editor 

June 1993 



1 Lawrence H. Thite 

African Finance: Toward
 
Understanding and
 

Liberalization
 

This volume is the product of a conference organized by tile Bureau for 
Africa of the U.S. Agency for International )evelopment (All)) with tile 
cosponsorship of the Internatiional Monetary Fuid (MMF) and the Interna
tional Bank for Reconstruction and Development (\Vorld Bank). It iicludes 
the papers presented and the transcrihed remarks of assigned commenters. 
More interestingly, it inclides edited ta'lnscripts of the ensuing discussions 
amiong very knowledgeable participants. I was asked to edit the conference 
volnine b\' the SequItoia Institute, w(orking tinder Cuntract for All), well after 
the autho(rs and other commenters had heen chosen. I mention this 
becaIse man' readers tnay aipproach this volumle with tile Samllle misap
prehension I had in attending the conference. I CxptcId to hear bureau
cratic rationalizations fortlhe failuures of interventionist policies in the past, 
ea rnest calls for avoiding similir mistakes in tie futnire, and presentat ions 
of central plannin g templates only marginally different from those respon
sible for paist failure,s.' In fact, there is ailost Iolle of that here. 

Virtuall\, all the contributors, representing the international agencies as 
well as African govermlents and the African banking corntn .nitv, recognize 
that the financial development policies of the international agencies and 
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African governments in the 1960s, 1970s, and 1980s were far too interven
tionist. Thy agree that the way forward is through liberalization. The 
remaining questionS are how far, how fast, and in what order to dismantle 
barriers to free financial markets. This is a remarkable and heartening 
transformation of tie agenda for economic development. The old ap
proach to development viewed tile domestic financial system simply as an 
is,rument for state planning. As Millard Long indicates in remarks that 
opened tihe conference, newy,independent African nations in the 1960s 
foLind their inherited banking systems geared to)ward financing tLe export 
trade. 'lb redirect the banks in line with then fashionable development 
ideas, governments nationalized existing banks, founded their own devel
opment fimance companies, Or imp(osed credit priorities. 

hostc( honial arranygements have awarded credit to state-owned enter
prises and "priority sectors" while crowding out the unfavored private 
sect( r I)mestic ()utpul has not risen, and the distri buti n)f wealth has 
been skewed to)\\'ar'l those favOrCd b\' tile state. Financial institution 
po)rtf'olios have been sto)cked with nonperfnOrming lo ans to state-(c)wned 
enterprises and to p litical friends of the government. Wilh such distorted 
portfo)lios, c )tlbind with the nor'mal dose of mismanagement endemic to 
enterprises undisciplined by the bh)ttom line, the institutioins have naturally 
proved vulneralle to external shocks adverse to the terms of trade. 
Ilnsolvency has been the singular achievement of African state-owncd and 
-regulated finlacial instituticins. 

Long notes that these insolvencies prcsent opp)ortunities for reform. 
African governments might close loss-making state-owned development 
finance cimpanies. They might reconsider restrictions oin private banks. 
They must do.somlething Wil the insolvent s'te- owned enterprises whose 
banuk loans are in arrears. The new pc)licy thrust in man' African countries 
recognizes the imp(ortance of the private sect(r for gr(owth and acknowl
edges the vital role of a liberalized finncial system.n illmiObilizing4 resources 
throiugh the private sector. Lomg correctly emphasizes that the necessary 
grcO)u ndwi'k must be lklidf itaprivate, market-()rie nted financial system to 
flourish. At :aminimum tilelegal s\'stem must secure private property 
ownership and ensure contract enf,)rcement. 

Reform and restructuring, driven by insolvencies, have already begun 
in l number cOifsub-Sa iharan nations, as I1oAnn PalulsOn reports in her 
informiative survey The fundamenttl issue is whether these reforms will 
establish a proper long-run framework foir financial development or get 
the "rules of the game" right. The issue is not whether they will put in place 
any preconceived set of institutions. No one knows what the optimal set of 
finaicial institutio ns looks like. With this in mind, Paulson's questioll of 
whether it is safe to lower entry barriers can be reversed. If competition is 
not only a source of discipline on firms but also an indispensable means for 
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discovering what kinds of financial firms are really viable, is it safe not to 
lower entry barriers? A s )onald Mathieson points nutt inl the discussion of a 
later pape, it is no it even clear whether African linancial markets should 
fo0ll 1,a01tioal )()ualrics or which services should he domestically 
proCLduceCd a idwhich imnl)ortCd. 

Colsisteltly with this vieV, SteheClln O'Connell argues il his lead 
commiltientarv Oi- Iontalson tllit the right \va\- to go is to faicilitate the formation 

ef plv financial institLitiI)ns tl'r )uglh rin the andprivate rcff Of legal 
regulatory framework, raterhan to eCCsign ndl iIi)SC new state-run 
inst itLutio ns. )'(illln ell pi)Oi ntS tIle ciitiCaIhrii-bOllcm () "regu lat(r ' fliIre'" 
Ci to tihe lir\'vrs, incen S d bvo regulat TheIvslace ''illrnCint irs. 
fi nancial Sec oir is a majoi ir S ilulcc (f i-evellie to ) Atiican goiivern ments 
through scigniirirgc a haIink taxes. Credit facilities aire harnessed for 

p)litical favor'it ismin. I'hese poiints re iiif()irce ones skepticism IbOtit the 
chances fir ,SuccCs's.ful ie'ii-cctini, as l)ppi.cit) shrinkage, i f the regula
tor) u..I .api-t-ri 

Ill the dliScuiS.Sin nllIts the i of exiibltiStLh.seLucit O'CollCII it 
blirii's. Fo r Coinpettitii in t( Operate ppierl, Ibiianks n uit be free t( ,liil. 
Recapitalizatioin Of inso lvcnt Ihianks, as iino ther pairtic ipant remiat irks, sho rt
circuiits the lCa'lilg ii')c'Css. N1hhmilli 1I)iDiop notes that whcreas market 
forces (prolit tInl Ii ss) coIlnil IIaii ks to be disc iPIiinedl and respionsive, 
supervisionl sotimesilllCS gets inl the W: MillOr Li1i1gl sUmmar1izCs tle sense 
of the disc'iiscsion: the needed instit itiins will c sfI ()In Iheir Ownl wwai-d 

Once tle cori-ect lCeoill i'Cttl-C is il placC. 
lI llatiCt 'iUcnisi',S IotiLntilngi'C)rt ncP l a cae studyr in ('uii iIvi Lces ILf 

one giovernmcnt's i-cc ipe foi bank 'U ii n isttc-i iwned Iiinalc iaist it ut tiins 

inlI ISIbSCqie-nt goWlrin-ielit's )ti'grarI i I r1dealing with their inisolvency\ 
Guineti'.s six StatC- Wlid banks ri they did nI) extendwent hl'ikC I caLI.Se 
Ii ullsbased o)n the ci'edit-w rtlill nes if thiei Ir ir ri i-s. Instead the\,were 
directed Ihv the g vernment t_ o ide'ict credits ti state-i wned enterprises, 
ill aiu i tdctci- inlil b'v the aI deve liopmeit (tentr al ) plIa ll, irhcflciftil to 

make hlas to ipi'i\'ilcgCel riV:at. enterprises. A le\w,government clioscd and 
liquidlaitCtl the Iiks. It his estailihCL three Ilew c' tieiC-ciil banks with 

mixed gvrlnmlt-f rcigl iwnership. foriicigi initial!'management, atdit 
little aiparetii tgiovc irnmnt iit tre ncie iil their ereatiins. Rcgulitioins 
have SIIISulucntlv iicri-e d. Ei rv Iarrieit-s. haivC vt t liledi-Snitled, ild 
the iovcrniint has vet ti clisetigage liv s!!iing its shares. 

Naiicv IlBenlamin's C1tl1111tit i1 i1t repit riss 11il.l11h)r ofqlestiolns, 

tp:irt icuIarty' I-Cgau'tli it liel. i-alIceIs CClI i u l atil i fdinor erlWee ail tlih 
sici.ailist Ci iuilti-iCs tilit ha.e iccitlyI lii-cralizcc. TI ie conmruents iOf' Alain 

S(itlkul-I, W11) in iti atCetl LIiscuisiln ill lt ailisence Of'iici ui, antI Of Kerfalla 

Ytnsane, spacaking fronm the flioor as gi.vernior of the Central lank of 
OutiInca, throw adtlitinal andti llliities coilntli-sting light on the (ilinean 
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restructuring. All three, antI several remarks in the sulbsequent di.cussii n, 
touch onl the Luestion of C(irruption within the state-( iwned banks. Minsane 
also mentions that inder the old rCgilme curlrecy' was actuall\' issued 
under the erSOIil auth O lC1ritthe presidCnt, wih( winuIhl sCnd the central 

'
.
bank ordelrs to li 

The C( llferels rhhi Ipaper wals hinti'nat inl al l)evuhInent A.st Cia
-ti(in (and \\l r(ILI Bink) Piesi'eiCt IB3(rh2r COllahic's rCil't til (ih1l13'a 

fi naneia I seCt( r reCstIm tirin. )l'griinl. The abriigCLe ve.is h iniciltiCL in 
this VxCutitie iOviCCs a sct mn case ill iesi curing. The rema'llrs-; on 

the reltilt h' .la(tliCS "iurielliC if the \\, wIld Bank clarify the prOgrams 
c(intelts: a iiit tire i(f Ihil, rlizatiM (Oif illeCest rates inL secti'il credit 
all icatiot)i, new regulatioins (Calitil acyl'UCV require ts, le'nding
Iinilis, replt iirtinzig retituirc mlte ti nt lliil II, ink s. pl N 1i( )ni aniu eI'l/l l atlii in ), 

Steps to iward rd Iti nt Ihof inl inV1"ill 'iC , Ainul trin ssi.t aiICie. Tle 
renlrks hy M. (i. Sri-rali :\i'cr, ais ()f the \\rlld &nk.gencralize aloult 
financial I in llgras and the stlaclcs they flice. 

Sergio Bi ilanis cOin1itil, Ix)ASeLtI n his, CXrience Ividilg tC'hnilprot 

cal assistince in So tmalia, iiv makesmaket a single p)int: the intricate steps 
and techiical i c ss o:iftifaetl'l ettri g Ilt )%Ilg Mire ulsCs xxh li the 
IOcal go,'ve lM ntlcilrCl t)nlihs i IIi" its in i i Ie tent atiiin i, fuI Lnll ic illtaiv• 

c.itirrtllt. ( ive rt'i'meGt .ll" the iwnen htCic iI CLesC. ifl icill isfthestaeil- Il nks. 
Bortollni find, it sAnalotti, thaitd ir ftinds gilI t c10 elitesOrrtlptCL itLlin 

whilo are ii 'ipt-!ehslling their ci) ilnlrvIlen. SLurrisillgi, givCn tile willin4

ness t) talk ab t c')Irrti hil ill Cariir 'S+io lls, the stihSCtiLiC'11 diScu.Si in 
nelr acrChsse H't ini pit. The SOialian 11fficials in :ittin-Ilsrti hink 
CdinCe o Ilt Ci m11nlt. 

Nb iha.llacui l)iipit:akes tilte illiere.st iillg )sOei-vatii in tham1 evenl wCll-rtlin 
private hanks can l iiI.s \ ihierailtiioll Climistiffr loa t),n whcn ihca llll 

na.tes tle StihsidiCS anti l mIp lie t.Ih c r iil l t ittlain hilad ctit 
generate the il ne(im, repay bank Iiins, This Uiiir til ltemakesto Ither 
trad, 'erailiztioin a, lltlrC Ctinplicateci nCtl l3ilippeCalliel" aillS tile 
of. ,-.iic corl'laruy tilit finaincial clistress Call threffire he a p)ositive sign 
that listt iititins are Iinai lx- , ing eliminatecd. Alhi\wing bIanlks I0 clivl'Sifv 
acrtoss natitnalbIhoi-die \Vilcd liiniini C tle finnlciI cli stiCs c Ltiscli bW 
pmurely h teal shifts ill p-I ifrt liti vLit( -, .1ti -,I.S i-ici ithxv1h C 11i1liC,rili Zatiion 
btit which caln :1ls) arise hcCatise Of ICrsl-f-tfai cllCIllg S -iinl t)tlier 
causes). Natitonala h irdiers are thi'eref'tire unlike ly to ctincite with )ptin l 
banking te rrittries ill Afric-a ( )tu1a itl)Olftsil'.l, Ii)Oint ). \iveir sc ciCs thisNnI i 
point.
 

IUlnti-icial ir illfkrmal fillallCili i Stititils, like ri i:atiilg credit lcibhs 
(i Iit ils ), are inll pirtlnt ill illThilV suh-,Sah:aranl citin sll'iC.,.Parker Ship
tons', pie)llr bri iadCns t0.r uclnrsianCling tif African s'illgs ant Cieclit h\' 
examining rural bIrrowing and lendlinlg ltract)ces in The Gambia . l.Vnding 

http:illiere.st
http:diScu.Si
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appears in a variety of (unwritten) contractual forms, reflecting inter alia 
the seasonalit of agriculture, the inlluence of Islamic prohilitions of Isury, 
gender distinctions in property rights, and the common reliance on 
kinship and social ties to ensure rupaynent. Carlos Cuevas's comment 
draws parallels to practices in G i ne: and C(anmertt n. lie motCs that 
repa\ ment rates Oil informal 1)ans are quite high hecause (if the effective
ness tof" flaini lv and sociil peCs ure. 

In the discussion J. 0. Saneisi draws similar parallels to Nigeria, where 
he heads the central hank. Il emphasizes "tile beauty of tile inrformal 
sector" i I wax' remitniscent of Adam Smith s appreciation of the invisible\\a 
hand: ' ie ';eft' t"it is that eve ry dv d eCsit ina way that he considers 
benefhi i'i to himself and gets at result, although over time there is a 
pattern." In this view 'in ftOrnial' financial markets :ire sitmply free markets. 
..\nand Cimdava rkar rcinfi rces this po)int iin his latr comment inl Phillipe 
I lugti'., papri Clark Lcith inipl icitly dispuLtes this v\iexx; arguing that 
inftrmal lending is segmented and noncomnpetitive aId questioning 
whether it C.ai be extlded as a niodel for financial development. iarker 
Shiptill replies with examples f larger firmal institiutions 1.thahve 
eo'lx'ed fl't l, tr Ire enln Iating the practices Of' info)rmal lending arrange
menIs..\It M,'e fu Iidametit allv, Ile chaIletiges I.eithIi aIp tt assuiptft ii thI:it 
develh pment planners sltOIld he lotnkitg for wax's to interfere with 
indieitllius a tatrlmigentills, to extend Ile i, or II use them as illstl'lllents t0f 
growt h. Why ii t leave Ihiem aIotie? 

Tie paper b\' II lilie IIugt a Iiprovides a taxt li i\ ( f inftrmal 
finalcall istititutiotis, their links to official ectmn.tiies, and their possible 
dI\iat ic resil tMses adjustmeiCt policies. II itmg Itlenit )iisill pi1ssintg tile1 t 
ilhet iia l "finti attcia] I eprIessii - ana lx'sis of Riunild N\IcKinntin (1973) aid 

Edvard Mlaxv ( 193). Atniatd Chaldlxvarkar's coimimient suggests further 
lisntiti btilinCtnt nsti1thiat tile fo rial and inft ial financial sectors are 

strongly linked. \Nla nv eCCmtrleIllic agetits plierate ill both simultaneouIsly (for 
example, shtpkeepers xh horrow from haks aid relend to their 
cust( tiier-s) Or graduate ft-ltn tile iniftrl ial tt tile ftirtiial sector (such ais bor
ro'wers w'ose credit demilands aind credit-wtliness grtwxv large enough). 

The disctissiil raises tile -eStiln of wh' faniiliar Western finaicial 
illstiltiitls ir t iltitSacts, sohias vellti-c capital or ii editi-term loans, 
appear to le ''missing' itn certain African econoiies. Some participants 
seem to cntisider these to be cases Of l'SCrious "market failure." As )avid 
Glaslier later indicates, lox'ev'e; :ii explaalltion Ca_11Ile sought ili transac
tions costs that exceed the potetiial ihenclits. Other participants gixC: 
exa mpiles illustraitilg tle PtOiit that legal or regu lalot' fai lire is typically to 
blanle for traisactions The a)seice Of icuIi tinaicialIiigh costs. partnIa 
contracts is explained by their legal noilenfortceability, owing to explicit or 
implicit legal prohibition of the coii-acUll provisions. Other contracts fail 
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to appear because entry barriers (for example, restrictive bank licensing) 
block those who might offer the contracts.' Legal and regulatory obstacles 
block certain organizational forms in the same ways. 

From these very microeconomic concerns we turn to African macro
economic experiences.Joshua E.Greene uIsefully surveys African inflations 
since 1975. The evidence clearly supports the quantity-(If-mnney theory: 
countries that have more rapidly expanded their nominal money stocks 
have experienced higher inflation rates. The evidence does not show a 
similar link between fiscal deficits and inflation. Iligher inflation is associ
ated with more rapid exchange rate depreciation, isthe monetary ap
proach to exchange rates would predict. Greene also considers the 
negative effects of inflation-particularly in combination with fixed nomi
nal interest rates-on financial markets and the economy as a whole. 

C. S. Kimeis paper examines inl detail the case of socialist Tanzania, 
where, Under a relgime of monopo)listic state-owned banking, monetary 
policy oriented toward accommodating government credit demands, aiid 
financial repression tn(market interest and exciiange rates), financial and 
economic well-being regressed markedly in the 1980s. As Kimei indicates, 
tile Tanzanian decline forcefully illustrates the value of competition in 
banking, depoliticization of monetary polic', and financial and economic 
liberalization. 

In tile discussion of Greene's and Kimei's papers, Alan Gelb notes that 
in repressed systems where credit is allocated by decree rather than by 
market price, banks lose their competence at screening borrowers. This 
makes transition to a liberalized system more difficult. I would add that it 
also makes liberalization all the more crucial. J. 0. Sanusi argues that there 
is a causal connection between fiscal deficits and inflation in many African 
cO)untries, despite tile apparent lack of a statistical correlation, because 
central banks finance deficits hy high-povered money creation. Pitrick 
I-lonohan and C. S. Kimei reinforce this point with specific examples. 
Greene agrees that tile method of financing deficits matters for inflation, 
even though the size of tile deficit per se may not seem to matter. 

Discussion of tile different money-printing proclivities and corre
sponding inflation experiences of African countries naturally raises the 
question of h(w their m inetarv regimes differ. The franc zone countries of 
West and Central Africa, committed to maintaining a fixed exchange rate 
parity with the French franc, are constitotionally restrained from printing 
money ad lihition. The fixed exchange rate ties their price levels and 
inflatio)n rates to those of France, and consequently their inflation rates 
have heen lower on average than in the rest of Africa. The paper by Patrick 
Plane and coImment by LI.ouis M.G( reux explain the management of this 
regime by tile West African Monetary IJnion and its central bank. 

Plane notes that members (If the Union have suffered balance-of
payments crises. This is of course a common difficult' with a fixed 
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exchange rate regime managed by a central bank. Acentral bank is typically 
more eager t( expand credit when gains in external reserves (for example,
due to favorable movements in the terms of trade) make expansion
possible than to contract credit when reserve losses make contraction 
necessary As Gtoreux says, tile adjustment up is eaS); but tile adjustment 
down is painful. There ire political and budgetary pressures for expansion 
but no(ne for contraction. A balance-of-pavinents crisis is the occasion, to 
put it Optinisticall)', when tile constitutional restraint on noney creation 
finally (if belatedly) uxe,'ts its discipline. 

The disciplinary effect of the franc zone regime, both directly on loney 
creati( )and co onse(IuelntIy oll goverlnment budgets, is tile ma1lil topic of the 
ensuing discussio)n. SCrgio lBurtolani, in coinon with Plane and Goreux, 
attributes lhe rlativC inflation-rate success of tile franc zone to its mone
tary discipline ( rather than too French intervention). Brian Aics makes the 
argunlC t (often Made regarding the classical gold Standard) that the 
maintenance f the fixed parity redlects, rather than provides, the discipline 
of tile m)neta rv and fiscal au thoroities. 

The last topics of the conference were nonbank markets and financial 
iln(iOvatIoi, iiltr Oduced by Ant hony Saulnders's analvticaI survey of East 

African noonbank ftnancial inn oa()tions. l)rawing on the work (," other 
economists, Satin ers distinguishes between "market completeness" and
"co nst raint-ilnduceCi" theories innovationof and outlines the principal 
pr(.OXillate caiseS for tile appearance of new financial products. lie then 
aippliCs the caUsall fralnCwo)rk to three East African coountries: "Tnzania, 
Kenya, aind ,alui'itius. 

l)ivid GlaSiICr's conineClt usefully shows how tile second theory of 
innovatiol canle subsuned Under the first, unifying and simplifying the 
analytical franework. Innovation occurs when the potential benefits from a 
new financial instr.lment are ncwly seen to exceed tile cost,; of creating and 
narketing the instrument. Either its benefits have risen (for example,
 
beclst, 
 reulltory or tax policies have eliminated alternative instruments 
or lie"aisC microec mononicpolicie; have increased the level of uncertainty 
in the narket againsi which traders need to hedge). or its unit transactions 
costs have fallen (for example, because technology has advanced, legal
barriers have fallen, ( o the potential market has grown). In tile discussion 
Michael Sarris :iuccinctlv sunarizes an implication of the analysis: "when 
an ccono)mv is overregulated, overtaxed, and distorted, people will inno
\ate to find ways 0rotind Overregulation, distortion, and overtaxation." 

lb decide whether i particular financial innovation is i sign of 
improvenent, one has to ask whether it wvas due to i policy change and, if 
so, whether that policy change was ,. improvement. Glasner argues that a 
very definite policy improvement would be to eliminate the uncertainty 
that stenis from having a central bank. He advises that external aid be made 
contingent on a recipient cotintrys undertaking the policy improvement of 
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abolishing its central bank in favor of a contractually constrained free 
banking system. This sort of conditionality is of course r'ather unlikely as 
long as donor nations retain their own central banks. 

Surprisingly, no one challenges Glasner's adv'icC in the enasuiing discLs
sion. Michael Sarris asks how policy advisers can tell when a country is 
ready for a paricular new financial product.Jerrv \VOlgin asks again why we 
see nissing.markets." m[he henefit/transaction-c)st franiew)rk can help to 
organize ill answer, Ibecause explaining a missing market (a noninnova
tion) is simply the converse of" explaining an innovation. Tb block a 
financial market, transaction Costs must exceed tile )1tentijalbCnefits let of 
other costs. Th ts ,,d reas(n for high transactin c ists is the presence )f 
legal and regul torv barrie rs ,t lpe)ple have n Itv't cir-'iinvented. 
Saunders gives the example of regulatoI ' restriction on sock issues in 
Kenya. Donald Mathieson emphasizes the restrictive effects of tax laws and 
regulations, designed to raise revenue from thle financial s\stem, al(Lnd 
which innovations are lltCmpted. Both Niathiesiin and Salnders mention 
principal-agent monitoring pI)rohICins as s inrcCs )fti-a nslcti(in cost. But the 
need to monitor, bIsed oin lack of ex pi st ciintrict cifrcelent, again 
depends greatly on legal and rCgulaltiry restrict ii)ns. 

An especially interesting part of this his ik presents the perspectives of 
four ind ivid ualIs whi, have lctuallv done busi ness in sul -Sal ;i finanda 
markets. Their remarks illiistrate the v'ari(ins ibsiLcles to Africii financial 
enterprise. MNIhamad( iu l iop iif Afribank, a private commercial hank witll 
branches throughout the WCst African ,\lonCtarvl i( n, discusses its efforts 
to identify niches for banking services in the market. One examplis the 
prevalence of cash transactioins led the bank to try to) market a sort of 
traveler's check as a safer subTstitute. Regul~matiry restrictions have blocked 
the product in all but one countlry. 

Kenneth Locklin of Equattor Advisory Services reports on a joint 
private-U.S. government effort to develop a venture capital fund to raise 
private foreign equity for investment in pri\ate enterprises in sub-Saharan 
Africa. Lack Of currency convertibility has restricted tile iange of tle fund's 
potential investments. 

Promodh Malhotra, manager Of tile syndications department Of the 
World Banks International Finance Corporation, relates the lessons gained 
from years of trying as an outside agenc\' to create vialle institutiolns to 
meet financial needs in African countries. The first lesson is that intimate 
knowledge of the local economy and social lractices is needed. Malhotra 
gives tile illuminating example of learning from experience how not to 
collateralize a loan in Kenya. Tile second lesson, reaffirming Diops 
perspective, is that domestic savings exist in Africa but that tapping theill 
can be quite difficult. Malhotra concludes that what African economies 
need for development is not innovative inlstitLtiOls as sLIch1 but demand
oriented institutions that can pass tile market survival test. 
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A. B. Ndofor, manager of the Cameroon Cooperative Credit Union 
League, explains that the informal-sector tontines (or danggis) have 
certainly passed such a test and that they provide further evidence of tile 
existence of savings. Ndofor underscores the important question of 
whether the legal framewirk allows financial systems to evolve on 
their own. 

The ensuing discussion provides fascinating insight into the image 
f0irma1 financial institutions have among tie ordinary citizens of Africa. 
Diop observes in the discussion that tontine contributtors ar, usa!allv 
women, who cannot trust banks to keep their savings secret from their 
husbanods, or informal traders wh1o view \Xestern-sty'le bankers as corrupt. 
Malhiotra co mments on the financial sophistication of these traders: "they 
know that when their savings go to a formal bank the government, in their 
WOrds, steals 30--t0 percent (f it" through reserve iequirements and 
s1,Inders it. I)iop adds that migrant workers, appriached by his bank as it 
researclhed demand f' a,naine' transfer service, have said that thel\'Wuld 
n01 trust a1public sector bIank with their moneV .1.0. Sanusi dissents 
s01itn2wat from this discussinm, citing evidence from Nigeria indicating 
that rurt'al pcple arC willing to use local branches of formal banks. 

Clark leith, in remarks presented at the conference, and I, in an essay 
written Litert, CoIcldC the voiilume. leith places aInumber of important 
(LItestioi s Oiit ICeseai-cll ageucda. In palrticuIltr he raises the question ofr 

tle o(pti ual evilitiiOln Oft itia ci a sx'ste ins. Sl()iulIId financial deepening and 
growing splhisticattion occur tlhro-iugh builling Oil local traditions or 
IItroigh tile en ulation if fire'ign practices? I ant reminded lie re of \Walter 
Bagelhot's well-known aplirism: "Credit is a power which may. groxw, but 
cntnit be constructed" ( 18-3: t9). 

The discussiin follioiwing Leith's remarks lengthens tie research 
agenda CiitiSiderabl\ Alan Gelb pertinently suggesI.s, among other topics, 
stcidying hoiw African governments are using the:r financial systems for 
revenIe ext ractioti and cross-subsidization (th lilgh directed credit) of 
fitvored enter-rises. .oseplI Goodwin and Miclhael Sarris interject notes of 
political realism regarding the power of good ideas to overcome vested 
interests itl the retiirm 1 ifAfrican financial systems. Patrick flonohan adds 
that vested interests cai bli ck contract enforcement. Building up the 
inft'istruLcture of contract law is probablly the reform most necessary for 
fuller inancial markets. 

A nuniber of participants propose collaboration on research projects 
aniong the INII- the World Bank,All), academics, and African central banks. 
These proposals perhaps call fir , bit of critical consideration. If the 
international agencies aid central banks engage academics to help evaluate 
their successes and t,tilures candidl.; the results could be useful. If they use 
them otherwise, as there are obvious incentives to do, there is danger of 
compromising the independent appraisal of the agencies' and central 
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banks' activities. A possible antidote would be independently funded 
appraisal by academics working with participants in the informal financial 
communities. This volume's quest for research and reform of financial 
development policies might be facilitated by-indeed might require-just 
such . reform of research itself 

That said, the reader will be aware of the need to judge the degree of 
candor in the following chapters. As I said at the outset, I was pleasantly 
surprised. 



2 Millard Long 

African Finance in 
Global Context 

Except for specific examples drawn from the African context, the issuance 
in 1989 of tile World Bank's annual \wold De'elopment Report did not 
address African finance. \XIe do believe, however, that the general lessons 
drawn in the report apply to Africa no less than to the rest of the developing 
world. 

Let me just say one or two words on ;iv I think finance was chosen as 
the topic of the twelfth Wbrld De'veloptnent Report. Each year tile hank 
selects a special topic to which it devotes its anual development report. 
The topic of domestic financial systems had never before been a topic of 
the development report. I think it was chosen this year (although I was not 
involved in making that choice) because wre are beginning to see that 
financial systems are very important in developing countries in the whole 
process of mobilization and allocation of resources aind in handling the 
problems that are associated with risk. And, ats the development paradigm 
seens to he changing from a focis on government finance to one that 
draws more onl the private sector, people are eginning to put more 
emphlsis on the financial process. 

There is a second aspect of the increased attention to domestic financial 
systems. The 1990s are probably going to be more like the 1980s than they 
will be like the 1970s. With the exception of some of the sub-Saharan 
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countries where official development assistance will be available, countries 
are not likely to experience a large flow of resources on commercial terms 
from abroad. Countries that want to finance a higher level of investment 
than in the 1980s, something more akin to the 1970s, are therefore going to 
be more dependent on domestic resources, both for the mobilization of 
resources and for developing their own sources of term finance. 

I think that a third reason why finance was chosen as the topic of a 
development report is that we have come to realize in the past four or five 
years that tile financial institutions in most of th developing countries are 
in serious straits. I think it is fair to say that most of the institutions in the 
sub-Saharan region would be in even greater difficulty if assets were 
marked to market. That is, taking due account of their had loans, many of 
these financial institutions would he insolvent, having liabilities greater 
than the cash for which their assets could be sold in the market. This 
phenomenon is ol()less true ill man\' countries throughout the world thaln 
it is in Africa. 

At the time of independence of most Africal co)uutries, their financial 
systems were inherited col(,nial financial s\'stets. Thus in the 1960s most 
consisted of foreign-owned banks with branches in the port ciues and 
perhaps the capital city fOcused on providing short-tern financing for 
trade. 

The inherited colonial financial systems were often considered unsuita
ble for financing the kind O)f development projects that would emphasize 
industrialization to a certain degree in conjunction with small-scale agri
culture. Most of the banks of the inherited systems might have been lending 
some money to large-scale (plantation) agriculture but not Much to small
scale agriculture. 

To get the financial systems more in line with the development process 
that was being envisioned by newly independent Afticans, most of these 
countries nationalized one or more of the banks and started government 
bLnks of their own, often called development finance companies (DFCs). 
The DFCs would have been no more or less than most other commercial 
banks except that the newly independent governments of the 1960s 
typically instituted a set of controls whereby they directed the financial 
institutions to make loans to tile people that government officials consid
ered to be in the priority secto. 

Tile government itself and the public enterprises were usually the chief 
beneficiaries of this direct credit. Much of it went to the government. 
During the 1980s, particularly, less foreign funding was available, and the 
governments were still running quite substantial deficits. In that circum
stance the amount of credit that the governments took out of the financial 
system for financing themselves or the public enterprises either crowded 
out the private sector or increased the rate of inflation. In many countries 
there was simply too much credit creation. 
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Tile impact of these programs and this approach to finance was a little 
difficuh to judge, particularly on output. It is al)propriate, then, to look at 
two other dimensions that are relevant to an evaluation of the financial 

programs of the newly independent governments. Were they successful in 
redistributing income? The evidence on this dimension is rather convinc
ing: the programs wvere not very successful in redistributing income, ToO 
often the credit went to those who were better off in the scale of things; the 
really small farmers and microenterprises did not have access either to 

credit from the financial system directly or to the directed credits of the 
LFCs. Though the evidence is not totally clea; it appears that in most cases 
the nev systems were not very good at redistrihution. 

Tie evidence on the impact of the new financial programs on their 
financial systems to date is very clear. Many of the loans were not repaid 
because they were made to public enterprises that were not able to repay 
because they were prohilbited fromi charging prices that would allow them 
to have sufficient prolits to do so. Other loans to public enterprises were 
not repaid because the inefficiencies of the enterprises prevented profits 
sLificient f)r repayment even by firms that were allowed to charge prices 
that would otherwise have allowed repayment. In addition to nonrepay
ment of loans bv pulblic enterprises, many of the priority sectors in the 
private sector do not feel tile need to pa. It has been very rare, for 
example, that governments have foreclosed on small farmers to force them 
to repay credits. As a result arrears have built up t tile po)int where, as 
stiated, most of) these ilstitUtions are really in dire straits. 

Though tile recessions that have plagued many African countries are at 
least partially attributable to poor prices for the raw materials of primary 
commodity ex)orts that many of these countries are dependent on, these 
very adverse shocks have exacerbated the problems created by the strate
gies that tlhese countries followed. The shocks that these economies 
experienced starting in the 1980s when interest rates rose and the grim 
situation that exists today can be traced to the directed credit policies that 
were follow\ed in tile 1960s and 1970s. Anyone with foreign exchange risk 
saw a multiplication of the domestic value of their loans as many African 
(and other) countries adopted massive devaluations of their currencies. 

In addition to their errors of financial polic).; the substantial mis
management of financial institutions in African countries is certainly no 
less than that of the United States and other countries throughout the world 
that has been so widely iublicized in the 1980s. 

If one really wants to understand these problemrs and to respond to 

them seriously one has to look at the (ilality of the management systems. It 
would not be too hard to deal with these problemis in the financial sector. 
except that it is always embarrassing, especially for a government in power. 
Many unjustifial)le loans xill be discovered to have gone to political friends 
of the government, and governments do not like to own up either to the 
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use of such money for political purposes or to the nonrepayment to the 
government of lo.,.. eceived bh"their friends. That is a very difficult and 
embarrassing problem. 

The technical side Of dealing with the financial institutions is not very 
difficult. It is going to he expensiv'e, ll\wveVCIt; because governments have 
by and large decided thai in straightening (ut the mess they will require 
taxpayers, rather than depositoirs, to lbear the lIosses. (;overnmellts thus 
committed have to step in and pay albill that isnot inCo nsel(uential in terms 
of cash paymentS. liecause these are in fact transfer payments from 
taxpayers to the liIibilitv hOAders Of tihe il cial notla institution, thev' do 
Constitute an outright ecOn'.)mic hs.s. The Ccol(nlic loss lies in the lirmns
in the underlying bt)rrowerS wht to'da\' are no t able to service their debt. 
This ecolO'. to . Inl the Africanic l(oss is mi cIh i10re diflicult St raighten (it 
context, the biggest ofithese bad debts resides inl the piiblic enterprises. 

Instead Of rest ruct urinig financia inst itut ii ins, therCf'.Ire, the ci rcu m
stances require the mitch mirC difficult task O'ifrestructuring firms. Anmong 
other things, that means laving Off lots if'people, trying to change prices so 
that tile\, make sense in terms of the new relative prices resulting from 
currency dev'aluati.ins and increased openings of economies to the interna
tional ecOniillV 

This is \vhv I view the filanci: sector Isbeing very imp)Ortalt hut a 
mirror image, no'netheless, Of what is going on in the real ecolltnlyoI 
perceive the problems that exist in the filancial sector as being brought 
about either by mistaken macrtecono)mic policies or by bad relative prices 
or by the need to restrtlurC tile econony I also View' tile frlaud and 
ilisnmanagemielt prolems as reflections, in the financial sector, of tile 
problems that lie in the real sector. 

The portfolios of'Ia cO'.trvS' banks are where sulbstantially all an 
eCOI'.nywS mistakes are recorded because a1ll the mistakes show them
selves in the 1i0'1 Orinif inthe books of financial institutions. But itbadi lo'aus 
is the real ecotoly, as I say, that poses the root diffiico t ' 

What kind of changes in the system do we think need to be made? 
Whatever is one's view of the 1990s will, and should, strongly influence 
these anticipated changes. In Inaiy of the countries in Africa there seems to 
be recognition of the growing importance of the pri'ate sector With that 
change in the paradigm, the financial system will need to become more 
responsive to the private sector, and that often means putting inplace better 
infrastructue for finance by improving the legal structture, improving the 
a.,. uinting system, and imptrovlying prudential regulation of financial insti
tutions. If the governments give up direct ownership of the financial 
institutions or even move back from direct intervention illthose financial 
institutions, an alternative system has to be put in place. 

Private financial institutions in Africa, whether run by British, French, 
or Africans, are subject to fraud and mismanagement. So the government 
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las to look at the way these institutions operate. That requires a capability 
of the central bank or of a deposit insurance agency to supervise and 
Ilonitor whaat the Ilnancial institutions are doing. We have seen that there is 

no a very good prldential s\'stem in place in muchl of Africa. 

So laws are needed for the enforcemetn of contracts. And accounting 

s\'stems are needed so that people in the private !;cctor can make sound 

judgments abt)out the people towhom they are asked to make loans. After 

1)'11S are mallde, suCh aCCOtU nting systems t b(t)rrtvrs facilitate m111itor

ing of their behavior and enforcement if their contracts. These assessments 

and requirements in the real sector thereby co)ntribute V'rv directlV and 

essentially to the prudential s'stem that is expected to enlSLrC respoinsih !' 

behavior at the instit uti'al level. 

FOrtUnael ,with regard tI institutions, it is an ill wind that does noi 
have some advantages; prOIbl ems of insOlve ncv atford ,Ipwtunity to 

restructure tile sy'stem. Once )FCs, commercial banks, or nonbank finan

cial intermediaries are hankrunt, a ery real pp)rtunitv exisrs to decide 

whtt to d) with then, whether to restructure them or t) adlOv thwm to fade 

fr ml business. Because banking behavior has changed in tile 1980s from 

what it was in the 1960s when mnV of these institutions were fotol ,:Ul-

l):Cs and chanlitr, iilLinks now make term loans, fir exainple-it muy 

not be necessary to have I)FCs. 
So tile kind (If system too be put in place \arrants consi erable 

tlought. Questions that must be alddressed include wh3t kinds of financial 
services are needed illtile economy and what kinds of instruments and 

institutions are needed for those services to be provided. Th, current need 

to restructure gives us al opportunity to address thcs,_ fundamental 

questicIns. 
Some of these transitional issues are covered very wevl by Jo Ann 

Paulson in the next chapter We ire now beginning to) see some 

experience-not all of it happy-with financiafl restructuring in Africa. 

Some countries have started along this path, and i )C of them have found 

it a bit rocky. We need to think what kinds of things come first. It seems to 

me that macroeconomic stabilization and getting some kind of restructur

ing in tile ecOmmmv shouIdOf prolably precede nIuch Ofinancial liberaliza

tion. It does not make sense to free Up tile interest rates or eliminate capital 

controls if that is going to lead to capital flight or even capital inflows. A 

rather stable miacroeconomv is required before beginning the process of 

financial liberalization. The things that can begin immediately are also very 

time consuming, like putting into place the necessary prudential regula

tions and revising tile legal system. All this can be done and should be done 

even if the time is not ripe for completely liberalizing other aspects of a 

financial system. 
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Some Unresolved Issues in
 
African Financial Reforms
 

A quick survey shows that many African countries faced financial sector 
problems during the 1980s ranging from stagnation to instability of a few 
institutions to concern about stability of the whole system. This is not 
surprising since tile banking systems had been integral parts of the 
economic systems now under stress and reform. The underlying causes of 
the problem vary across the continent, and generalization violates the 
diversity of Africa; however, several issues seem common. As the basis for 
discussion, it is possible to propose some features common to many of the 
distressed financial systems: 

" The financial systems are thin and segmented, with very little competi
tion or innovation. 

•The financial institutions have been operating under perverse regula
tions and incentives within distorted poor economies. 

" The financial sectors have been vulnerable to international shocks as well 
as the downturn in domestic economic performance in the 1980s. 

" The governments have been heavily involved in owner ;hip and manage
ment of financial institutions, particularly the development finance 
institutions (DFIs). 
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- Governments have regulated and operated the financial systems to allow 
political intervention to overrule commercial management decisions. 

Early Reform Efforts 

Because of deterioration of some weak financial institutions and the 
potential benefits of coordinating financial reforms with broader economic 
reform progra many African countries have started financial reform 
programs since 1980. In nn' countries the early reforms have been driven 
by the need to deal with insolvent or illiquid ilstitutions and financial 
distress. Unchecked financial distress can lead to erosion of c nlidence and 
discipline in the banking system, perverse credit allocation to loss-making 
clients, a shortage of credit for new clients, and a potential for bank runs. 

The short-run stabilization programs for weak financial institutions 
must be coordinated with movement away from the repressed distorted 
systems of the past toward more flexible liberalized financial systems. 
Reform programs have included a mixture of macroeconomic policy 
reforms; rationalizing financial sector policies; and strengthening the 
operations, regulationIs, and supervision capacity of the central bank. Most 
African reform efforts are in the very early stages. Countries are still 
debating objectives and new policies. The process of implementing new 
macroeconomic and financial policies and strengthening the operations of 
the central bank will take years. The problems and approaches to reforms 
will be different in the nationalized and the mixed banking systems. 

Nationalized banking systems. The countries with nationalized banks 
have had problems ranging firom stagnation to svst(!mwide instability 
Several of these countries are starting to dismantle the systems that used 
banks sextensions of statc budgets to allocate resources. Mozambique, 
Tanzania, and Angola are restructuring and breaking up, but not privatizing, 
the large government banks. The reforms in Guinea involved restructuring 
and partial privatization of tile state banks with foreign partners. lada
gascar is restructuring the state banks and considering the possibility of 
foreign partners. There have not been significant financial reforms in 
Somalia and Ethiopia. 

Mixed banking systems. Most countries on the continent have mixed 
banking systems with foreign, private, and government banks. Details are 
not available on all countries, but it is possible to suggest some stylized 
facts about mixed systems. 

" These systems are typically dominated by one government-owned and 
three or four large foreign banks. 

* All have been subject to some degree of repressive regulation but with a 
great deal of variation in the severity of the restrictions and enforcement. 
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" Many of these countries have seen the entrance of new banks and 

nonbank financial institutions since 1980. The increase in the number of 

institutions has not necessarily increased competition or expanded the 

range of instruments or services. Many of the new institutions are 

undercapitalized and may be a source of future instability. 

" Most commercial banks limit risk exposure in tile economy and mini

mize the damage of interest rate restrictions and credit allocation 

guidelines by focusing on fee income from 'oreign trade and exchange 

transactions rather than intermediation. The banks restrict competition 

by implicit or explicit collusion and provide limited service to a select 

clientele. The commercial banks have not been immune to pressure to 

lend for political as well as commercial reasons. 

" These countries also have highly politicized DFIs, usually to provide term 

credit for "priority sectors" and seasonal credit for agriculture. 

" Many of these systems have cause for concern about the stability of new, 
small indigenous financial institutions. In addition, some of tile govern

ment banks and most of the DFIs have credit problems. 

Zimbabwe, Nigeria, and Kenya are usually cited as examples of the 
more developed financial systems on the continent because of the number 

of commercial, wholesale, investment, and merchant banks, nonbank 

financial institutions, and leasing and insurance companies. Even with the 

recent increases in tile number of institutions, however, most lending is 

still on overdraft, there are few term lending or deposit instruments, and 

the range of financial contracts and services available to middle and smaller 

enterprises and commercial agriculture is limited. Money and capital 
markets are poorly developed, and while all three countries ha-'e stock 

markets, only Zimbabwe's is fully functioning. 
In Kenya and Nigeria there may be cause for concern about tile stability 

of some institutions. Improving central bank supervisiop is a priority since 

these systems are vulnerable to the risks of new entry, innovation, and off

balancc-sheet risk, as well as the risks of poorly managed financial 

institutions. Kenya had problems with the growth on the less-regulated 

fringe of new banks and nonbank financial institutions and subsequent 

failure of several institutions in 1985-1986. Nigeria has looning problems 

in some undercapitalized financial institutions. There is also concern about 

the recent boom in) new merchant banks. Over twenty merchant banks 

entered in 1988, probably attracted by the foreign exchange allocated to 
banks. 

The financial systems operating in declining economic environments 

are showing considerable distress. Most Mauritanian banks were techni

cally bankrupt by the early 1980s, and this situation was compounded with 

illiquidity in the mid-1980s. A lengthy reform and restructuring process 
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finally transferred ownership of three of the banks to local private investors 
or foreign banks. 

Ghana started financial reforms as part of a comprehensive structural 
adjustment progran in 1983. The program used discrete adjustments to 
liberalize financial regulations gradualy and introduced a few new instru
ments and institutions. The banks are now being restructured. 

A few countries with troubled banking systems in declining economies 
have not started reforms. Sudan imposed Islamic banking in 1984. There 
have been no financial reforms in Sierra Leone. Uganda hs undertaken 
only minor credit reforms. 

Many of the mixed banking systems are best characterized as conserva
tive and fairly pr)titable but not co)mpetitive or innovative, examples being 
Malawi and BotsWanla. Botswana is an interesting case because it has 
undertaken financial reforms with a fairly profitable system. The challenge 
for Botswana is to use significant intrnational reserves constructively to 
reduce the extreme dualism in tile econon, including the financial system. 

Zaire and Zambia, both with volatile macroeconomic performance 
over the past twenty years, have fairly profitable banking systems. Both have 
a fair number of institutions organized as banking cartels. The banks 
specialize in international trade transactions with little development in 
intermediation services. Financial reforms in Zaire, like macroeconomic 
reforms, have been off and on during the 1980s. 

The Zambian banks did very wvell under the radical economic reform 
program from 1985 to 1987 for several reasons. Interest rates were totally 
liberalized at the beginning of the reforms, and the banks quickly increased 
the spread between lending and deposit rates. Those spreads were main
tained when interest rate restrictions were reimposed several months into 
the reform program. There was some interest rate competition during tile 
reforms, but the banking cartel continued to adhere to a uniform fee 
schedule. The hanks earned healthy fees for managing tile foreign ex
change acc )unts of exporters with foreign exchange retention privileges. It 
is interesting to note that the pattern of credit allocation and the client pool 
did not change under the reforms and continued to reflect the established 
pattern of conservative lending. 

The franc zone countries also have mixed banking systems and will be 
covered in another session of this conference. 

Unresolved Issues for Future Financial Policy 

Ahost of difficult Unresolved issues shadow the debate on African financial 
reforms. There may be agreement that perverse government intervention 
must be eased and the systems liberalized, but it is difficult to build a 
consensus on how and when and to what extent the government should 
disengage. There is considerable skepticism in African countries about the 
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flture pcritrmance of UflCot inpetitive, inefficient, poteltially unstable, 
weak financial institutions operating in declining econOmties. Most govern
meits are also ntot convinced thatt liberalizing the established banks will 
adress the developmnint needs of the countries, serve a broad clientele, or 
generate enough innovation it) develop tile litininll Systems. 

Confroting these concerns IbOIt reftrms is difficult wher govern

ments d) t )otknow whatt al o>ptimAl finatncial s'stem would look like in 
African societies. (G,)\vernmints do itt have example a well:ill of 
functioning systemin ill African ec( tmvly or even much inrall trmatiOtl about 
the alternatives. Very fe+wstudies compare the effectiveness of different 
Ifianicial arrangements illAfrica. Tile lack of inform at it aboIt how 
systems are functioring tn(,'and the alternatives make it diflicult to chtrt a 
reftori l wvillliberalize, stabilize, anid expand tile range ofPgrain that 
services. Several areas of Cnlein C(11tmm1on acr)OSS countries are outlined 
below as possible research topics on African fialncial policies. 

Coordination of macroeconomic and financial reforms. It is still 
early ft w detailed analysis of the ref(Ormi efforts in Africa, but there is 
entough informitioln to begin work on comparative strategies used to 
coordinate m:crt econlomnic an1d1fillcia! refo rms. A host of questionL s will 
confrt Cotntutries trying to liheralize. For example, it is usual ly argued 
that malcrtoec ttmic stab ilit\ is a precondiiti lifor successful titlncial 
reforms, but m ost Africanl countries Ilave had recurent bouts of inflation 
during structUr'al aidiustment. What d tes this suggest about mnagemiient of 
interest rate poiicy? 

Maintaining credibility in potentially unstable systems. Since coun
tries are starting Iinancia refrm progra ins with many insolve nt institu
tions, it i:1\' deptositors' conifidence.be cliffi cuIt to t retain Or reestablish 
Some countries even face the possibility of banilking pinics and rMs onl the 
coimmnercial banks, esipecially tile countries with mnnx' mCxV under
capitalized in anc ial inst itt htiolns. This is also a ptossibilit vwith ilsolvent 
governmnert banks. It W,'ill be at least a decade bI'et'ore systems otile new 
prudential regulIatit m anld centrnIl hIan k innitotri ng :ndl inspect ion becone 
effective. Even then better regulation and ii-tinitoriing cainnot prevent bank 
fifures. Ilow does one maintain enough credibility illthese systems to 
prevenlt the erosion of depositors' confidence and, illthe worst case, 
banking panics? It appears that Benin may beo le tile first case in Africat 
where the losses of large depOSitors Will not be fully covered by the 
government. Will this prtbleni arise in other coMtries? 

Kenya anod Nigeria have started deposit insurance corporations. Deposit 
ilsurance programrs are potentiailly very expensive, howevei; inl countries 
without aitequate supervision and tend to encourage rather than cnr-;1 
risk taking b tinanurcitl institutions. What are the alternatives to deposit 
insurance for dealing with potential instability in financial institutions? 
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Imperfections hi financial markets. Governments Justified past inter
vention because of significant imperfections in financial markets, such as 
missing markets and market power among financial institLtions, as well as 
imperfections in other markets in the econom; These imperfections are 
still seen as significant obstacles to liberalization. 

Can government policy encourage the establishment of missing mar
kets, such as equity markets? What government policies will be needed 
until equity markets are functioning? What does market power in banking 
mean for regulation and macroeconomic policy? Ilow much control over 
taxation and discretionarv regulation should be left with the central bank if 
the banking sector do,-es no t dev'elop more com)petitive beha'ior within a 
few years after liberalization? Is there a "safe" way to encourage competi
tion? The Kenyan experience demonstrates the potential problems of 
encouraging competition by lowering the barriers to entry and tile 
prudential Standards for financial institutions. WIhat are the alternatives? 

Development objectives. It is easy to generalize that "development" 
credit programs through l)FIs, or sectoral credit guideliics for commercial 
banks, or directed specialized credit programs are inefficient instruments 
of development, have distorted the financial markets, and have funded the 
adoption of inappropriate technologv and that benelits have been very 
concentrated. But these generializations provide little guidance fOr address
ing legitimate government concerns about funding indigenous enterprises 
or extending service to the general population. These concerns will 
surface very quickly in the debate on the Eite of I)FIs and regulations on the 
imolvement and exposure of commercial banks in the domestic ecovnly. 

Institutional design and financial innovation. The pressure is strong 
for suIpply-side initiatives to add delivery systens, programs, and instru
ments in financial markets during reform programs. It is easy to identify 
gaps in financial markets and draw up a list of itistruments and institutions 
and credit programs found in Asian and Western financial markets but 
missing in Africa. But that list does not give much guidance on priorities or 
demand or viability of contracts. This means that the process of imposed 
institutional design is fraught with uncertaint, especially in the parts of the 
economy where there i:! little information ahout current practices. 

Are governments worrying too much aoilhOut the introduction of new 
contracts and institutions and worrying too little about tile rules of the 
game for financial contracting? If governments strengthened the rules for 
financial contracting, would there be more endogenous financial illnova
tion and less need for governments and donors to impose institutional 
design and financial market initiatives? 

There are several possible explanations for why there has been so little 
innovation in formal financial markets in Africa. Iwo reasons frequently 
cited are lack of incentives and lack of competition. Those two factors 
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alone, howevel, cannot explain some features of structure and perfor

mance, especially missing contracts and institutions and the seeming 

mismatch of contract terms and enterprises funded. Unreliable and costly 

information and weak enforcement mechanisms are also important in 

explaining prevailing practices. Costly information and unpredictable 

enforcement mechanisms help explain why new clients have difficulty 

establishing credit-worthiness and why the commercial banks fund many 

types of enterprises with overdrafts, work only with a small group of repeat 
borrowers in the economy, and focus on international trade transactions. 

If it is true that banking practices are driven by high transaction and 

information costs and weak enforcement mechanisms, then liberalizing 

interest rates or rewriting banking laws will help but not lead to a dramatic 

change in bank performance. It will be especially difficult to get innovation 
in areas of the economy where banks do not operate now. This suggests 
that governments need more information on the motivation for current 
banking practices and the wv agents structure their financial transactions 

to deal with imperfect information, market imperfections, uncertain prop
erty rights, risk in the econom, screening mechanisms used under 

asymmetrical information, the weaknesses of the legal system and state 

enforcement practices for financial contracting, and the demand for 

different types of contracts. Tlhis information would be helpful for strength
ening the incentives for endogenous financial innovation and for guiding 
the design of government programs and institutions, if these are consid
ered necessary. 

Summary 

Many African countries have started financial reforms and are dealing with 

weak and insolvent institutions. The restructuring efforts are being under

taken simultaneously with reforms to establish aImore flexible framework 
for future financial market liberalization and development. In most systems 
this will mean rationalizing and liberalizing the regulatory framework and 
more stringent prudential regulation and practices. 3oth the restructuring 
and the reregulation stages are raising difficult issues. Many governments 

are hesitant to disengage given the u1ncertainty about liberalized systems 
and the lack of a model for the long-term structure. The challenge for the 
next decade will be to find new answers and models for expanding 
financial services Without the loss of financial discipline characteristic of 
past experiments. Given the difficulty of addressing the unresolved issues 

and the time needed to develop competition and fill out contract space 

through innovation, the full benefits of financial sector reforms, like the 
benefits of structural reforms, will take time to become evident. 



Stephen O'Connell 

Comment 

Professor Paulson has provided us with a paper that is both comprehensive 
and stimulating. It is rare to find a paper that succeeds in both categories. 

Professor Paulsons paper does two things. First, it gives a qualitative 
overview of actual experience with financial sector reform in Africa. Ilere 
the experience is extremely thin so far, most reforms having gotten Under 
way not more than five or six years ago. The review brilgs us up to da(e and 
provides a useful catalog of the problems that are being faced in different 
African countries. It also gives a good picture of the range of financial 
systems one finds in Africa, and Professor Paulson rightly emphasizes the 
difficulties of generalizing. This is one of the primary challenges that we 
wvill face at this conference: there is a need for generalization regarding 
financial reform for the pirposes of fbrnmulating polic. , but the scope for 
generalization, particularly in Africa, is limited by the lack of research ald 
the diversity of the financial systems there. 

The second part of the paper suggests five areas of research. Each of 
them is well worth our keeping in mind as we go through the rest of the 
conference. 

I will not try to add to the admirable overview of experience, which 
already goes well beyond my own knowledge in this area. What I will do 
instead is to make some suggestions on where generalizations are likely 
to be found regarding the financial sector in African countries and also 
offer some observations about what guidance is available from academic 
research. 
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It seems to me that at least t-wo features are deeply common to most 
African countries as they face financial sector reform problems. The first is 
that the relationship between tile government and formal financial inter
mediaries is extremely close in most African countries. 'File second is the 
pervasiveness of informal financial markets and tile pIC,ntijal imp)rtlnce of 
links bemeen tile formal and informal sectors. 

Consider first tile deep link between the government and formal 
financial intermediaries. This was mentioned in Millard Longs paper as 
well as 1y Prtofessor Paulson. It has two aspects. One is that tile financial 
sector is a source of revenues for the government in the form of tile 
inflation tax, reserve requirements oin government instruments that bear 
below-market rates of interest, and other means of taxation of the financial 
sector. 

The second aspect, much more difficult to characterize and deal with, is 
the hand-in-glove relationship between the government and the financial 
intermediation sector. Political scientists and sociologists have identified 
man\' African governments as lacking legitimacy and having to maintain 
power by dispensing economic favors. In countries where this is the case, 
the financial sector is likely to he at the center of the system of patronage, 
serving as a conduit fow capital flight, I means Of distribution of economic 
rents through directed credit and subsidized foreign exchange, and so oin. 

Tile second connmon feature )f African fiinancial systems is the per
vasiveness of informal financial markets. It is dismaying that we know so 
little about the informal sector in Africa, given that manyv policy qutestions 
turn on the connection between informal sector and formnal financial 
markets. Although much Of our discussiotn will be focused on the formal 

sector,we should he careful not to treat tile infotrnal sector as a temporar, 
contingent appendage of the formal sector 

It is tempting to talk about restructuring commercial banks so that they 
can start providing long-term '_redit for big indutstrial projects. But this is 
something they (do almost nowhere in the world. It would be more 
appropriate to focus oil enabling formal institlutions 1t penetrate more 
deeply into the provision of working capital in tile r-,ral sector and in the 
urban informal production sector or, in tile other direction, on facilitating 
growth and graduall fotmalization f successful informal sector financial 
institutions. 

Having identified two areas where we might want to look vigorously for 
generalizations to guide financial sector reform ili Africa, let me raise a 
serious question alout )olicy priorities. Where do we place financial sector 
reform in the pecking order of reform re(luirements for African countries? 
I want to underscore the statement of both speakers that it is easy to 
overemphasize the potential of the financial sector as an engine for growth. 
In fact, the historical evidence in favor of a leading role for the financial 
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sector is extremely circumscribed. It is paIrticularly instructive to look back 
at the example of Korea illthe mid-1960s, since that example is at the heart 
of the common presumption that getting rid of financial repression will 
have rapid and subst:tntial effects O)n gro\:h. The fact is that the liberaliza
tion of the banking secto)r in Korea was implemented simultaneously with 
liscal and exchange rat refl rms.B)th of those were capable by themselves 
of generating savings :nd incretsing )utput. What was the independent 
causal r0Cf the in nlCiA ledrwm? If On l o(ks back at where the Stanford 
schol (Ofc Insuhtants placL'.l financial liberalization on the pecking order of 
issues, it turns Out that the\ placed it clearly behxv fiscal reform, ahlhough 
they claimed that it was important. 

Let tile end with a number of miscellaneous comments. The most 
striking impression I had froll) Professorw1-RtILssIlS paperwas the pervasive
ness of failures and problems in African co untries. This is natural: we 
wouLd nt be here if the legacy were largely One of successes. It seems to 
me worthwhile, howevet; to ;tCldv the successes as much atsthe failures. 
This requires a careful definition of success. As I have sugested, ones 
instinct is to think of success as being a great spurt of growth, a great 
m1b ilizatihw of saving, a great increase in th( quaIlitv )f capital formation. 
This is not realistic. One thing that we do know from the experience 
outside Africa is that altlhlugh restructuring the financial sector may not 
have agreat cautsal inllLietce ()n growth, ii flatikma ry finance can lead to a 
situation where financial intermediation becomes a strongly negative 
influence on growth. \V'e therefore need to look carefully at the Botswanas, 
Malawis, and Zimbabwes, where major crises have been avoided, and ask 
what features of policy in these couIntries can he adopted elsewhere. The 
success cases ha'e avoided systemic macroec()n(mic policy errors, instead 
of moving whole hog into completing financial markets and reforming 
finanlcial institutions. 

Second, regarding researcl., one of the things on the agenda in this 
conference and in Professor Paulson's paper is tile question of what 
academic research can contribute to confronting policy problems in the 
financial sector. In preparing my comments, I picked up 1I.Chenery and T 
N. Srinivasan's recent two-volule Ilandhook ofDevlopment lEconomics 
and was interested to fin, I a chapter on information and organization of 
markets, a chapter on rural credit markets, and a chapter on saving and 
development. Conspicu~lLusly missing, given the theme of this conference, 
was a chapter on the macroeconomics of the financial sector or on the role 
of financial intermediaries in development, the kinds of issues raised by 
McKinnon and Shaw. 

So again I find myself raising a cautionary note. The thrust of micro
economic research has been to emphasize the relative efficiency of 
informal credit markets in rural areas and much less to emphasize their 
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shortcomings. More emphasis has been placed, in fact, on regulatory 
failure, which is at severe potential problem in Africa. The thrust of 
microeconomic research has been to suggest caution and limiting the role 
ofgovernment. I therefore conncur with Pl'ofessor ,aulso1n tllitthe objective 
of policy with regard to finacial innovation should be to facilitate 
in m atiorl, f(,rex:inillIe by prIW'idi ng aditnU:IUte legal st ructure, rather than 
trying to cho)se tile form )f instittuti ns ad imposing them directly. 

Oil the ilacro level, the finaincial repression paradigm, which has found 
its way into nearly illtile financial sector reform pack:iges that I have seen, 
has 1much More quivoca stItus in tile theoreticatl literature. 

The structuralist school, fo exampl le, has niounted aIvigorous counter
attack against tile po)licy of interest li-be If informal creditrate raization. 
markets are relatively efficient, then raising interest rates in the formal 
sector m1a draw saving n)t )uit ) c( )nISIm)ti()n but 01 It )f intermediition1 
in tile informal sector The let effect Ivaybe to lowei; rather than rtise, the 
overall sup-)ply o)fsax'ialg. There are other criticisms as well. On tile macro 
end, then, \'eactually hve,I less s\'stema11tic guidMce frlm alCadelllic 
research. Ns first priority for helping the financial seCto r, I woul Idpoint to 
the imp.ortance of macro eco nt m ic pli, l ):tiprticlIalN' fiscal pOliic., in 
providing a sustailable, credible environment. Financial liberal izatiorn 
would be somle\'here down the list. 

As aifinll rellrkl, let me suggest icomar),uison that his t)preccCipied lle 
inthinking lit ut the br )Oadissuie 0f financi:dl reform in Africa. There has 
been aIgreat deal Of Iist)rica I work in fi llmci!d instit utios in developed 
countries. One Of the hOittonIl lines t)fthat work has been that the role of 
financial institutions ilthe development process depends \'e-\rmuch Oil 
tile cultural and legal miliCu and is I)' ino Mtns auto iniitic. 'lhere has been 
very little historical work on Africa, with the exception of a paper by 
Mundell ill the early 1970s contrasting the experience of former British and 
French colonies. Niundell argued thlt tile dependent role of the French 
tll(netary uniollS, Which tint il 19 3 had their mniletary policy essentially 
dictated 1\ tile Frencil, Id meanot gatins in nnetav'\' stability but losses il 
monetary experience and institutionl devel(l)netilt-exactly tile things 
we are concerned with in this co nference. 

The f-ruler British c(lonies, ill contrast, fo)rmed their Owni central 
banks immediaLtely Ul ili independence. luMndell's view was that these 
countries had opted for monetary experience, gaining financial develop
illent at tile expense of having to impose systems of exchange control, with 
all tile attendant distoirti()ls. The puzzle is tile following: if (e looks within 
Africa at the growtlh perfOrmtilCe of countries withinl tile CFA (CO1mmu
naute Iinailcicre Africaine) zol)ilC a1id outside tile zne,oi1e finds that the 
CFA countries halve done a1tleast as well if one makes llatteimlpt to control 
for external shocks. Moreover, as we will learn later ill this conference, the 
financial sector ill the frarnc zone is in terrible shape. Are there any lessons 
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here regarding the role of institutional development in the financial sector? 
Will the CFA countries finally have to pay the piper for tile repressed and 
dependent state of their formal financial markets? Or have informal 
markets flourished more strongly in the void created by inadequate formal 
sector institutions, and are the current crises in the formal set-tor simply a 
macroeconomic sideshow given the overall stability provided by tie 
convertibility guarantees and associated monitoring of monetary policy by 
the French? 



Discussion
 

ROBERT PORTER: I have recently returned from four years of being the 
director of bank supervision of the Bank of Botswana. -lavinlg noticed 
several references to bank supervision in both Professor Long's and 
Professor Paulson's papers, I woul add one or two practical aspects from 
my recent experience. 

Obviousl.\, having made a career out of it, I an a believer in tile value of 
the American system of bank supervision, which particularly emphasizes 
on-site supervision: going into tile various institutions, going through their 
loan portfolios, and gathering intelligence on their iar ticular problems 

I would like to comment on what the American style of on-site bank 
supervision can do, where it can help policy, and where it might not he 
useful. It is very very good (this has been tile U.S. experience, and [ think 
this is true anywhere in the world) at diagnosing problems: picking uip 
particular concerns, finding at a very early stage where pllolems come up. 
There is virtually 110 substitute for having a trained supervisor digging 
through individual loans, finding out where the problems are, and putting 
it together, in order to be able to come back and advise tile governor of the 
central bank or the ministry of finance. Bank supervisiun often is not as 
good at curing problems, but at least it cam inform tile policy dialogue as to 
what is going wrong at an early stage when tile clouds are building on the 
horizon. 

Where there can bye problems-from my experience in Botswana-is 
that African countries that have embraced bank supervision have tended to 
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want to use it more in institutions that might need it least. Professor 
Paulson commented about the former colonial banks having limited 
service, select clientele, and high profits and almost avoiding where 
possible getting involved in the real economic sector. Often when bank 
supervision has been introduced, those are the institutions that the bank 
supervisors are told to look at. Those are the ones that have virtually no 
chance of failure. rhose are the ones that are well capitalized and well 
managed. Supervision is being used to some extent to go in and say, Why 
are the' not doing more of what we want them to do, even though they are 
in very sound shape? 

In Botswana we had a mandate to examine every institution except the 
single one that needed it the most. Politically sensitive development finance 
institutions, where loan arrears and other problems have built up, are 
institutions that the authorities really do not want to let the bank supervisot 
go into and start opening things up, because such examinations will just stir 
LIP trouble. 

The Value, I believe, of having active supervision, is therefore not so 
much that the bank supervisors are going to come up with a cure as that 
they are going to be able to detect the problems at a very early stage. They 
are going to be able to do it in detail. 

My main point is that the value of American-style, on-site supervision 
lies in detection rather than cure. While most African countries seem to 
embrace the value of it, they tend at times to be misusing it. That topic may 
be of interest for the seminar in general. 

A. B. NDOFOR: I Come from the Cameroon Corporate Credit Union. I 
would like to share my views on these issues. It is good to go back a little bit 
to history and see how the whole banking sector or tile commercial sector, 
generally, developed in Africa. Africa was heavily colonized, and the early 
interest of the colonial masters was not commerce. At least, the colonists 
who operated commercial activities gave v'ery little attention to training 
Africans in the various aspects of commerce and banking. 

If there were accountants or bank managers, they came from France or 
England. After independence most African countries took a long time 
before the introduction of training in these fields. So today the people 
runnipng the baiiks are typically civil servants who are trained to work in the 
civil service and not to work for profit or to work in commercial 
enterprises. The notion of control and transparency in managenent is thus 
not commonly understood. Emphasis is sometimes misplaced, as the 
gentleman with experience in Botswana has just said. 

Rather than seeing banking rcform as short-term, or partial, I think that 
we have to engage in complete and continuing educational policy reform. 
We have to examine where emphasis is laid. Many African countries still do 
not emphasize business training, not to mention banking. A lot of emphasis 
is laid on civil administration. So we find good schools training people to 
be civil servants, sometimes to be engineers. Later on these people do not 
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work in their fields but are sent either to the banking sector or to run those 
enterprises to which the commercial banks and the development banks are 
forced to lend. 

They lend to people who cannot run projects, unfortunately So my 
emphasis would be on improvements in the training of operators, certainly 
and also training of those working in the central banks and in the ministries 
of finance who are charged with the responsibilities of controlling and 
supervising these banks. 

I have found this out in a very smll wa- through working with the 
credit union league. We try to control the rural credit unions, and it is a 
very difficult task. First, the people do not ,acceptit. The no tion of control is 
taken sometimes to mean distrust. It is v'cry effective when the people 
themselves understand it and understand that it is not distrust but a wa' to 
enhance trust. Educating people so they can realize this would be very 
beneficial. 

In any policy reform, therefore, we must look at the education system 
in the country. 

ANAND CIANDAVARUAR: I had a specific point arising from the observa
tion of Miss Paulson that one distinguishing feature of the banking system 
ilAfrica is the predcorninimce of one large government hank and a few 
small or medium-scale private hanks, MV question is, \W:'hatwould happen 
in the event of maxim"uma finacial liberalliztion? This will create condi
tions of oligopol., ani hiow does one maintain coripetition given the 

institutional pattern of hanking in Africa? This feature has been replicated 
in Asia too, and it is an extremely difficult policy issue. The experience of 
Malaysia and Singapore shows that conditions hefore and after liberaliza
tion with regard to interest rates did not differ very Much.This suggests 

that there has been a collusive oligopoly in operation. Under these 
circumstances, hoiw does one maintain competition given the political will 
to bring about liberalization? IWill submit one suggestion: if in the event of 
maxilnum liberatlization the government banks hecone full' autonomlous 
but -without access to taxpayers' money in tile event of losses, that might 
help create conditions of genlaine competition. My basic questionl is, IIow 
does one maintain competition under conditions of financial oligopolies? 

STEPHEN O'CONNELL: One interpretation of how banks are able to 

maintain collusion is that there are entry barriers; the small nulmber of 
banks would cLrtalinlv suggest that this is tile case. It would be important in 
this regard to know how nuIch competition is providCed by the informal 
sector: do tile two sectors compete, as they did in Korea for nanY years, or 
are they effectively segmented, as seems more likely to be the case in many 
African countries? My instinct, how-eve; is that the issue is exactly the one 
that Mr. Chandavarkar identified. The formal financial sector in many 
African countries is protected by exit barriers, so to speak. This suggests 
that some of these banks need to be able to fail, if that can be done in a way 
that is contained. 
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J. 0. SANusi: Stephen O'Connells point that we should not over
emphasize the role the financial sector can play is well taken. From where I 
sit, as deputy governor of the Central Bank of Nigeria, it is quite clear that it 
is not possible to separate the health of the financial sector from the health 
of the real sector because tile financial sector is very nutch dependent on 
the real sector 

It is important to note in assessing loan management in tile banks that a 
lot of nlacroeconomic shocks do affect tile quality of loans in tile financial 
system, which llay nlt he anticipated at the time the loan was granted. A 
loan1 could therefole appear to he a very good loalnl when it is being 
granted, but suIbsequent unexpected macroeconoiic shocks might occur 
and make it becomte a bad lhian. 

For examl)le, in a cL nllltl' that has had a ver' drastic exchange rate 
adjustment, for I compl)any ithat oilis dependent import becaLuse of using 
imported raV materials or for a c imIIn much exposure to loans that ha11s 
from the external secto; a lot Of the projections that were made initially 
before the idjustlent alnd at the time tile loan was being granted become 
falsified. 

So in our Cliscu:.sion for tile next few days while we are thinking of the 
structure of the fin:nciial sectr, I think we should also think of the effects of 
the real sector on the financial sector Of course, we did also mention the 
question of priorities. \e' were asking whether we should stabilize first 
before we iiberalize tile financial sector.This is an issie that we also have to 
take into serious consiCeratio n. 

For example, in tile process of tile adjustmenlt of the financial sector, if 
we liberalize before stabilization, then of course we have a problem. And if 
we wait until we stabilize, we might discover that when we keep the 
financial sector continu(iOusl' relressed, tile quest io)n of stabilization also 
Ieconmes \'er\' difficult. 

PATRICK HONONIAN: Iwo comtments. The first one relates to tile (juestion 
of bank runs aild the fragility of financial systems that has been raised. I 
have the impression that is not really the way things work in Africa. 

The process of fillallcial degradation ill African systems is more like an11 

' 

engine that is runniilg out of oil, runlling out of liquidity ill the form of oil, 
and grinding to a halt. It is no)t having a catastrophic rin, but it is working 
moire sluggishl"\v P CI.iecan :;onletiles get tleir oill(ney' out, and sOille
times tile\- cannit. 

If Ill' model is right, then to the extent that the plrolhlems have been 
caused (as wte have heard) by governments milking these systems-to mix 
tile nietaphor-then to refill tile engine either with milk or oil is very 
quickly going to inhibit the learning process. ilat is to stop that govern
lelt or an)o)ther government afterward from saying: "Well this was elsy; 

let's do it again." I think this is a reason for mo)ving a little bit nmre slowly 
where we are not convinced that the people who have cauised tie problem 
have yet recognized that it is they who have done the damliage. 
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Let us compensate for that a little bit by saying that I fully agree with 
Professor Rtulson's concern when she asks what is going to provide the 
development role in our reformed financial systems. Isn't there really a gap 
in what we are Coming Up with? The liberalization program in practice 
does not seem to be enough. We sound empty and doctrinaire when we 
just sa',, remove this tax and remove this inhibition, remove this directed 
credit program. If we are expecting large quantities of development 
finance to flow from, say, Standard Chartered Bank and fill the void, we are 
going to wait an awfully long time There is going to have to he something 
else. 

We all want to liberalize the systems Ibut not liberalize them down to a 
skeleton system. My own favorite hobbyhorse is the absence of equity 
markets, and I wonder if there is something thIt one should be doiIlg Oil in 
the Institutionll side, whether one should be encouraging institutions, or 
whether that is the kiss of death to the develolment of equity markets. 

JOSHUA GREENE: I amn1 going to follow up On this development question 
by offering a somewhat complicated comment. 

The African countries I have been fi)rtunite en(ough to visit are often 
place.i where there are indigenous new firms being started. I think of the 
little cookie faictorv on the main street in I,,,aka, Zambia. I think of all the 
furniture makers that One can find Om the outskirts of Kampala. If these 
people had bleen Operating in the I lnited States, they could have gone to a 
commercial bank and gotten a loan after giving ip various types of 
management rights. 

I bet that not one of them got much money from a commercial bank 
in their home countrv Indeed, tile\' probaly had to go through totntines 
or other informal finacial networks to get assistance. The questio(n is, 
What caln be done to try to change that framework if we believe that small 
firms like this operating in the private sector ,are an important part of 
development? 

Ilaying p()inted that Out, we should realize in what context this is 
happening. First, there is a tremendous history of failure among public 
sector financial agencies trying to get out and do similar things. Think of all 
the agricultu ral finaance corp(rati ns, almost all )fwhich, in tile countries I 
aml acquainlted with, are ino01near bankruptcy and needing government 
support. 

Second, all of this, in man\' countries, is happening in the context of 
adjustment and adjlUstment prograis that are squeezing the overall supply 
of credit. \e want financing to go to newv firms, hut at the same time these 
countrits ha\ve adjustment progranis ill which the Overall stock in credit 
has to be conitained within certain levels so that the c)uIIlrie,s Call ileet 
their in flatioln and external linancing targets. Rec(nciling tile need for 
money for new enterprises while meeting crop financing aild government 
financing goals is ver\ difficult. Par't Of our chatllenge, then, is to think of 
financial innovation that can work within these financing co)nstraints. 
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MOHAMADou Dop: I want to make a few comments on the comment 
concerning commercial banks and the fact that they do not finance 
development. What is happening today is that the reforms started in the 
early 1980s have forced the banks, at least in the CFA zone, which is the 
zone I know best, to start acting like profit-making institutions and to 
realize that they can disappear. 

There is a perception in Africa, and here I generalize, that banks just 
cannot fail, that banks always have money There is a confusion between 
our function as money mnanagers and our function as enterprisers. What has 
been happening is that, progressivel, banks have been forced to act more 
like real banks that can go out of money and business. 

Until 1977 there were about four commercial banks in Senegal and one 
development bank. I would say with assurance that 80 percent of the 
investments in Senegal utp to that date were financed by commercial banks. 
Why? Because most of the financings were based on a pooling of banks. The 
development hank may take about 20 percent as the leader of the pool, but 
the remaining balance would always be shared with other commercial 
bxniks. 

We have to distinguish also between the colonial commercial banks 
and the new commercial banks, such as the Citibank group and the BCCI, 
which are the biggest in the franc zone area. These new banks have no 
problem simply because they have better trained staff and also because 
they have been very independent in their decision making. Self
supervision by the ownership group is important; it is focused and 
effective. 

Until the late 1970s discipline was also effectively enforced by the 
ownership groups in the old commercial banks. Subsequently these 
groups disengaged and became minority shareholders, and most of tile 
banks were managed by politically appointed functionaries. The group 
discipline tended to disappear. 

As far as the central bank is concerned, I think supervision and 
prudential regulation of the commercial banks are somewhat adequate. 
What is not adequate is follow-up. Nothing happens after the central bank 
makes an audit or the fiscal authorities or the minister of finance makes an 
audit, because in the French-speaking countries regulations are shared by 
several agencies. This is not very well known. In addition to the central 
bank, there are several directors in the ministry of commerce and in the 
ministry of finance who also have supervisory powers, but usually really 
nothing happens. So I believe that market forces wi!l be determinant in 
forcing not only the government regulatctry agencies but also, more 
important, the management and the board of directors of these banks to 
react and to apply adequ'Late measures. 

I can offer an example that will illustrate what I am trying to say. During 
one meeting of my board, I had proposed a system to stop accruing interest 
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on nonperforming loans. The figures were very high. Among the board 

members was the treasury director lie started jotting down figures, and he 

said: "Mr l)iop, if you follow your policies and other commercial banks 

follow similar policies, what is going to happen is that I as the directeurcu 

7hdsor, am going to have a snortfall." lie gave a figure, which was very 

important. le said: "I cannot go along with it, and my colleague, tile 
many consideradirecte't'irg61t6r, will not go along with it." So there are 

tions that come into being when a bank starts applying real banking 

orthodox, with respect either to financing development or to having 

ad(equate accounting p)ocedures. 
I would like to make one last observation. From what I have heard so 

far and what I have been reading in the efftIrt being mounted to tackle the 

financial sector problems ill Africa, it seems to me that the focus has been 

and remains on the commercial and development banking sector. 

What I am saving may not al-)ply to countries outside the franc zone, but 

in our area, in the CFA zone, I would suggest that a critical path approach or 

at least an institutional critical path approach be adopted. Why? Because of 

the considerable interdependence that exists within the public sy'stem, 

what I wouIld call the pul-)lic treas, tile central bank as a financial system, 

what we call /e compte spccial (ht "lI'dsor,special council, the treasury, tile 

social securityv funds, the pension funds, the insurance companies, the 

postal and thrift institutions. 
\X'h am I s.ving this? Belcause is the central bank applies very stringent 

credit measures to stop monetary expansion, tile lack of resources makes 

these various institutions extremely important for the banking sector. In 

fact, one of the big issues to be faced is that the social security funds, the 

pension funds, some of the insurance companies are in danger of collaps

ing. \1hv? Because the have a lot of term deposits in some of tile biggest 

commercial banks, especially the public sector conmlercial banks. 

\What we are seeing now is that funds from those sources are drying up, 

and as a result of the structural adjustmlent policies pursued since the early 

1980s, there is a tremendous de\velopment of the informal sector. I think the 

real issue is going to be who is going to su, vive: whether the commercial 

hanks, the financial institut ions dlefined from a ye ry large perspective, will 

survive in spite of the rapidly developing informal sector and its very 

dynamic informial financing systems. Iio a great extent, at least in a country 

like Senegal, these inf )rmal financial s'stenis have been a security valve for 

the social effects Of tihe structural ,adjustmCnt effort. 

MILLARD LONG: IWould like to come back to a few points. One of these, 

referred to both by Mir. Diop and by NlMrChandavarkar, is that in manly of 

these countries (even those with relatively small economies) there is 

potential for some kinds of competiti n with the existing financial institu

tions, whether it is competition from another similar financial institution, 

or from informal markets, or from nexwly emerging commercial paper 
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markets or bills markets (which these informal markets often become, 
especially if there are credit controls that prohibit the banks from offering 
competitive interest rates). 

Perhaps we should distinguish between iniformal markets, which serve 
tile very small borrower and exist because they are better at minimizing 
transactions costs, and curb markets, which grow up because govern
ments are imposing credit controls and which also pose a potential for 
competition. 

I wVould like to say something about the developmental aspect of these 
financial systems. \X are making the same arguments today, about what 
kinds of institutional structures are most needed in the developing 
countries ini Africa, as we were making in the 1960s. In the 1960s, while one 
c,uld very well understand the path that was chosen, why many said we 
cannot \wait for existing institutions to evolve into the kinds of institutions 
that will provide the kinds of fhiancing that we want to develop, a big 
mistake was made. Not so much in W\'hat Was done as in what was not done. 
There was no effort to put in place the basic financial infrastructure that 
was necessary: the laws, the accounting systems, and, as one gentleman has 
commented, training systems that would he sufficient for Africans to 
manage these illstitttions with confidence. 

That was not done. Now,entering the 1990s, we are coming back, and 
many are again saying, the situationm is not such that we can leave it to the 
markets Or leave it to the private financial institutions. 'Iet the experience 
has been that the government institutions have not been very successful. 
There is around the wo rld (less SO, p)ssibly, in Africa) a shift toward leaving 
more economic activities to the private sector. People are recognizing the 
need to get away from these government institutions that took most of their 
credit and allocated it not to the snmall potential entrepreneur who was 
making candy or furniture but to large public enterprises. 

I think that we will see the same thing happen again, and we will still be 
in the same position twenty years froml now, unless we put nuch more 
emphasis on building that infrastructure noi\\, I do not know, once we start 
building that infrastructure, how long it will take before it is inplace and 
we can turn away from government involvement. I am convinced that in 
Ltin America and most of Asia the skills exist. If we just have the 
infrastructure, we do not need to Worry a1boLut the institutions much. They 
will come forward on their own. 

That is possibly n Ot as true in Africa. The government may need to play 
tile role for now of promoting institut ions. But it needs to c) the more 
basic things too. We should not just think about the immediate problem 
and neglect to recognize what we are failing to do in developing underly
ing essential conditions. 
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Restructuring of the Banking 
System in Guinea 

In a referendum held on September 28, 1958, Guinea, alone among the 
French colonies in West and Central Africa, rejected membership in the 
newly established French co)mmunity and asked for immediate 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 Guinean ruler S(kou Tour then turned 
to the Communist bloc for a model of economic development 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 limited scale. 

Guinea formally left the French franc area on February 27, 1960, with 
the establishment of a special monetary area (zone monetairespeciale),the 
transfer to the newly established Bank of the Republic of Guinea of the 
functions of the Institute of Issue of West Africa, and the issuance of a new 
currency the Guinean franc, to replace the CFA franc. All the commercial 
banks 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 as both the central bank and the only commercial bank of the 
country In March 1961 the Bank of the Republic of Guinea was divided into 
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four specialized institutions: a central bank (Banque Centrale de la 
R~publique de Guin~e-BCRG), an agricultural bank (Banque Nationale 
de Developpement Agricole-BNDA), a foreign trade bank (Banque Guin
6enne du Commerce Ext4,ieur-BGCE), and a bank for trade, industry 
and housing (Credit National pour I Commerce, I'lIndustrie, et llabitat-
CNCIFH). 

Under President S6kou TOur the (;uineanl economic system was based 
on central planning, state ownership of the means of lproClucti( n, and rigid 
state control of prices and wages. In diamond mining, for example, the two 
foreign companies in operation at the time of independence were nation
alized in March 1961. The state ente'prise that succeeded them was less 
than successful and halted all production in 1973. As a result of this failure, 
together with a decline in official igricuhurail exports, th1e bauxite (includ
ing alumina) sector became, for Ill practical pIrpoIses, the only official 
source of foreign exchange for the country apat from1 foreign aid. 

The authorities' conmmitment to the Soviet model had not encompassed 
the bauxite and ilumina ,sectors, which were permitted to operate aiulono

mously under foreign management. This mining "enclave" included two 

joint ventures (BCG and Friguial) between the government (49 percent) 
and foreign shareholders (51 percent), which accOunted for more than 
three-quarters of the production of bauxite ind Ill tile proclCtionl of 
alumina. The other protLdIcer of bauxite (01K) was fully owned by thile state 
but managed by Soviet technicians. Baiuxite and alumina exports ;ccounted 
for more than 95 )ercent of Guinea's total export proceeds from the late 
1970s until 1986, when their percentage of total exports dropped to 84.2 
percent. 

From 20 to 40 percent of total government income in the years 1982 to 
1985, government revenues generated by taxes Onl the bauxite sector 
jumped to more than 80 percent in 1986 is the devaluation of tile Guinean 
franc significantly increased tile co)untervalue in local currency of the tax 
payments made in foreign exchange by the mining companies. 

While the Guinean authorities left tile bauxite mining sector relatively 
undisturbed, their ittitude toward 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 retaiIed a permanent right of use of the land the' were cultivating. 
itnd users' rights could be transferred outside the family only with the 

approval of tile local head of tile party-st:ate organization (pou'oi, rL'oh0lu

lionaire locale, or PRi.). After ind,pendence the government's agri

cultural policy was oriented toward collectivization and mechanization of 
production, but successive (and costly) experiments to achieve that objec
tive met with failure. In practice the bulk Of agricultural production in 
Guinea continued to come from small farmers who did not benefit from 
the government's investments in the sector but who were nonetheless 
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required (until April 1981) to sell a certain quantity of their production to 

the PRL at official producer prices. Faced with increasingly unrealistic 

producer prices, small farmers survived through a mixture of subsistence 

farming, clandestine exports (and imports) in border areas, and sales at 

unofficial prices on the parallel market. 
At the best of times private enterprises outside the agricultural sector 

were considered with suspicion. From 1965 to 1979 they could not be 

granted any credit by the banks, and under 1964 legislation they were 

subject to confiscation for "illegal profiteering or enrichment." The repres

sive attitude of the authorities culminated in 1975 in he prohibition of all 

private trading, including that within village markets. The ensuing tighten

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

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

widespread discontent that ,'.suited in the so-called rvoltedes m~ncg6res 

(housewives' uprising) in Conakry 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 1980-1981, a reappraisal of 

the postindependence economic policy led gradually to a retrenchment in 

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

agricultural sector the marketing Luotats 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 sectoral 
holding companies that grouped ill public enterprises were closed. Import 
by private firms without purchase of foreign exchange from official sources 

was permitted. A privately owned commercial bank operating in accor
dance 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. 
To sum up, the Guinean economic system was based on a three-tier 

organization. The first tier, which consisted of the bauxite sector, was able 

to operate without government intert'erence 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 work force. Its foreign exchange 
surpluses were transferred to the second tier,consisting of the government 
and )ublic enterprises, in the form of tax or other payments. This enabled 
the government to pay for its expenses abroad (embassies, debt servicing, 
services), for official imports of material and equipment for public enter
prises, and for import of basic consumer goods, which were supposed to 
be sold at regulated prices and were often subject to rationing. 

On the export side the contribution of the government tier (including 
public enterprises) vas negligible. The third tier consisted of the private 
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sector and its formal and informal (underground) components, tile relative 
size of each component varying over time in accordance with tile govern
ment attitude toward the private sector' Tile private sector accounted for 
more than 25 percent of total exports ($100 million in agricultural exports 
and $60 million in gold and diamonds) and for perhaps half of all 
consumer goods imported. Transactions were generally in cash and, in 
some cases, in 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 tile unofficial price of many goods resulted in leakage 
between the second and tile third tiers and provided public sector officials 
with many opportunities for profits. An International Monetary Fund (IMF) 
estimate shows for 1983 an average monthly salary in the public sector 
equivalent to U.S.$50 (at the parallel market rate) and an average monthly 
income equivalent to U.S.$200, the difference coming from second jobs, 
income in kind, or other sources. 

Tile orientation toward liberalization of private economic activities that 
S.kou Tour&'s governmient initiated in 1980 was halfliearted and expedient. 
By 1984 it had not gone very far as entrenched interests, bureaucratic 
inertia, and tile weight of the regime's ideology and previous commitments, 
not to mention lingering fears of repression, hamlpered the development of 
the private sector and the liquidation of inefficient public enterprises. The 
new regime that canie to power in 1984 was relatively unconstrained by 
ideolog. 'File government engaged in a series of far-reaching reforms to 
free the Guinean econolic system fronl pervasive state control. The 
reforms toward a market-oriented system included a steep adjustment of 
the value of the currency, 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 the government and public sector 
work force. The rehabilitation of the banking system was an essential part 
of this program of reform. 

Characteristics of the Guinean Banking System from 1960 
to 1985 

With the exception of the Islamic Bank of Guinea (Banque Islamique de 
Guine-BIG), all banks in Guinea were fully owned by the government. 
And the BIG, established in 1983, by the end of 1985 accounted for no more 
than 5 percent of (le total deposits and credits of the system. Most of 
Guinea's banks were established with a t, nif'ormi initial capital of 150 million 
Guinean francs (equivalent to 15 million sylis after the changeover from the 
syli to the Guinean franc on a one GS to ten GF basis). Only the central bank 
and the Banque Coninerciale de Guine (BCG, established to finance the 
activities of the private sector), which started operations in 1984, had a 
higher initial capital (GS 50 million for the central bank and GS 150 million 
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for the BCG). The capital of the specialized banks was nev%%r increased to 
reflect the growth in nominal terms of their operations, :) that at the time 
of their closing their capital represented less than one-half of I percent of 
their total assets and liabilities (Table -i). M()reover, the banks were 
prevented flron building up reserves to impr)ve their c:ipital funds 
position as all their profits, reserves, and depreciation allowances were by 
law transferred to the government. 

'mhe banking system ",:.'s highly specialized, each bank serving only a 
special category of custoLIerYS or entgagilng Only ill a special type of 
operations. Th,.. MGCE (the specialized bank for foreign trade), one of the 
four institutional components )f the Bank of the Reputblic of Guinea that 
were establishc'd in Mardl 1961, was not allowed to accept deposits in sylis, 
and its operations in local currency were handled hy the CNCil on its 
behalf: lxactly the same requirements applied to an even more specialized 
offspring of the BGCE sixteen years later; the responsibility of the BNSE, 
established in June 19"7, was for noncommercial foreign transactions. The 

3NI)E was forrmed in Fellruary 1979 ly the merger of the Post Office 
Savings Bank and the Post Office Checking System, thus dealing exclusi'ely 
with individuals and a fw pulblic entities; it was not allowed to extend 
credit, and its funds were invested in the form of deposits with other banks. 
The BGCE, the BNDA, and the CNCII I (which, with the central bank, the 
BCRG, were the fiut-r institutional components of the Bank of the Republic 
of Guinea that was established in March 1961) were Supl)osed to extend 
credits exclusively to public sector enterprises. Iwenty-three years later, in 

TABLE 4.1 
Capital and Total Assets of Guinea's Specialized Banks, june 30, 1985 (millions 
of Guinean francs) 

Specialized bank Capital Total assets 

Credit National pour Ie Commerce, l'ilndustrie, 150 366,840 
et I'ltabitat (CNCIII) 

Bt3:nque Gui!Cnne dII Commerce Extodrieur 150 211,230 
(1BGCE) 

B:qu,e Nationale des Services Extcrieurs (BNSE) 150 36,260 
Banque Nationale de D)evloppement Agricole 150 23,260 

(lINDA) 
Banque Commerciale Ie Guinoe (t3CG) 1,500 20,360 
Banque Nationale tie )Dp6ts et dEpargne 150 9,860 

(BNDE) 
1,6,1 2,250 667,810 

SOURCE: fanque Centrale de la RMpublique de Guine (BCRG). 
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January 1984, tile BCG was established for dealing only with the private 
sector Only the CNCIII-a hank to finance industry, domestic trade, and 
housing-had branlches (forty of them ill198-4, including five in Conakry), 
and the other banks had to rely on the branch network of the CNCII Ifor 
their operations outside the capital City 

The dangers Of such specidlizatio(n of banking and tinance in Guinea 
were magnified, beginning in 1981, when currency issue was entrusted to a 
special institution tinder the direct authority of the head of state. Fhe 

inefficienc and complication of all these arrangemelts were c )mp)unded 
by an excessive plrtitining of operations and a lack of communication 
between institutions and between the various dCpartments within each 
institution. 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 communic:aons was the result of incompetence 
and fear and reflected the author ities' deep-seated mistrust of their citizens, 
including civil servants. 

After the regime change in April 198-i, limits on the activities of the 
specialized banks were aholished. Public an1d private enterprises were 
given the freedom of choosing their bank, and all banks were allowed to 
extend credit to the private sector Tlc -;,'Eand the BNSE. were formally 
permitted to accept deposits in local currenc, and 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 accotllS were repeaed. 

The changes initiated by the new government are mre fully appreci
ated by some recounting of how highly centralized the manlagement of the 
banking system had been before April 1984. From allorganizational point 
of viewy, the spccialized banks were, ilpractice, departments of the central 
bank (BCRG), which approved all credit extended b' the banks. Each 
institution was controlled by n,executive committee (com it cdedirection) 
consisting of the governor of the central bank (or the deputy governor) 
and the managing director of that institution. Above the executive commit
tee there were a Iligh Council of Issue and Credit (Conseil Superieur ie 
Emission et du Credit) and a Nationlal Council of Credit. The high council 
was chaired by the head of state and consisted ofsix ministers including the 
governor 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 tile deputy governor of the central bank and the manatging 
directors of the specialized banks. Ithad authority to review all credits in 
excess of 1 million sylis. 

Beginn.,g in 1976 there was also a National Conference on Banking 
and Insurance, which included all the senior managers of the banking and 
insurance system and was supposed to review periodically the activities of 
the banking and insurance institutions, assess their performance, and 
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determine their future objectives. The national conference met in 1976,
1979, and 1981, but its role was marginal; it effected no monetary and credit 
policy as such, and the allocation of credit was based on forecasts 
established by each ministerial department in the context of the Five-Mear 
Development Plan. Government directives, through the governor or di
rectly, were routinely approved by the National Council of Credit and 
implemented by the various banks. Despite the centralization of authority; 
or because of it, there was no coordination between the different institu
tions, and no serious attempt seems to have been made to reconcile book 
entries for operations involving more than one institution. 

The specialized banks were essentially an instrument to implement the 
development plan and had no say in the selection of their borrowers. They
extended credit to public sector enterprises on the basis of administrative 
decisions and in accordance with the objectives of the plan. Whereas long
term credit was mostly financed from external lines, the banks confined 
themselves to the financing of working capital needs oIf the public sector 
enterprises. In most cases, the government-owned enterprises required
financing not only for their operating costs but for their recurrent losses as 
well. Credit to the private sector, prohibited in 1965, was allowed again to a
certain extent after 1979, in the of ancontext attempted revival of the 
private sector, and, in 1984, a hank (BCG) was established especially forcontributing to that objective. Figures available, however, indicate that 
credit to the private sector; including credit (technically in the form of 
investments) by the BIG, constituted less than 8 percent of total credit at the 
end of 1984 against 3 percent in 1981. Credit by specialized banks to the 
private sector made up about 5 percent of their total portfolio at the end of 
1984. 

Apart from their credit or disbursing functions, the 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 check;, and government
stores were compelled to deposit in their bank accounts all the proceeds of
sales made against payment in currency Interest rates paid on deposits with 
a maturity of six months or more seem to have been largely negative in real 
terms during the period, but the absence of official price indexes 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 tl,' early 1980s, but the figures should be used 
with caution because of the general inadecuacy of the data base, the 
frequent and sudden flucttiatkns in some aggregates, and the problems of 
classification. For instance, the bulk of quasi-monetary liabilities did not 
represent deposits in the ccnvenrtional sense but reflected mainly deposits
of state enterprises in the forn, 'f counterpart funds or provisions against
letters of credit. Deposits of the private sector seem to have constituted, to a 
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large extent, funds that the holders could not withdraw because of the 
illiquidity of tile banking system. 

With a staff numbering 2,348 at the end of 1984, the banking systen 
(including the BCRG and the BIG) was largely overstaffed, as were the 
entire government and public ei1.erprises sectors. This situation reflected 
the governnients policy to provide employment to all school graduates, 
regardless ofqualificatioins. In early 1989, tile management of the BCRG and 
the CNCII l, which accouinted r two-thirds of employlent in the banking!I 
system, reckoned that the\, could Cu~t d(own by half the size of their staff 
without any problem. The sole privately owncd bank at the time (BIG) 
accounted only for 1.i percent of tile total emplees inl the sector: The 
absence of data makes it imp)ssible to relatte stlfling levels to tile volume of 
activity (number of accouInts and of book entries, number of deposits and 
withdrawals) and to measure, however roughl, the prdc,lctivity of the staff. 
The total number of alccoults was estimated as 130.000, but this figure 
probably included a number )f ormant acco)unts. The salary scale in the 
banking sector was the same as in tile civil ser,'ice and ranged from GS 
3,000 t() GS 20,000 per month, with the h)\w end exchanging for I I.S.$40, at 
tile official rates ofthe time and having even lower purchasing power. Bank 
personnel at :il, levels were by and large underqlualified and poorly 
nmotivated. Recruitlent and prolo)tions were heavily influenced bV the 
perceiecd pOlitical rel iability of the candidates and their tribal connections. 
There wvere obvious cases of nepotlSlll and .favoritisml. 

The vorking conditions in the banking sytem 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 collmon 
supplies and equipment, including typewriters 11d calculators. )ata pro
cessing equipment, prov'idecd under foreign assistance in 1983, was stored 
in the basement of one of the banks (CNCIII ) and installed only in 1988. 
Telephone and telex comlmunicltions were uniformly poor and power 
failures frequent. 

Causes for the Collapse of the Guinean Banking System 

It is not easy to dettermine exactly tile cause for the failure of the Guinean 
banking system. The absence of records, tile inadequacies and, in some 
cases, adulteration of data make it difficult to follow the building up of 
problems and to allocate responsibilities. lhble 4.5 in the Appendix to this 
chapter shows the evolution of the consolidated balance sheets of the 
specialized banks from 1982 to 1985, as they have been reconstructed from 
IMF reports and from information provided by tile liquidation unit in the 
central bank. The consolidated balance sheets of the specialized banks at 
the time of their closure suggest that the inability of the borrowers (private 
and public sector enterprises) to pay their loans was only part of the 
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problem 'Is )ubliC and private sector deposits exceeded 1w far the amount 
of the specialized hanks' claims onl both sectors. Asignificant portion of the 
deposits seem to ha'e ha1d their coulterpIart on the assets side in various 
unrecognized claims on other banks, which brings into Cluestion the 
aldequacy.' Of mna1n1gelent aid initernal cort-)rl ill the cmcerned institu. 
tiolls. Finally the iml (rtance of the specialized hnks' li ab i ities to the 
centra Iaxnk, according to the hitter's hooks, lnd the huge discrelantcy 
between those figures aid the let position vis-,t+\vis the central bank is 
repor'ed in the books of the specialized binks raise seri is doubts atbout 
the efficiency of tllu BCRGS supervision of the banking s\stem. 

Insolvency of public and private sector enterprises. In the centrally 
PMlanned c.I 'n0l1V of Guinea2, banks were na )t eXlpCcted to pass a' 
judgment on the 5solvency of the horrriwing state enterlwises. Their ro le was 
to extend credit (sh(ort-term in winricil le) atcc)rd ing to the ilistructiOins Of 
the authities an1d the sfpecilicatitI it the dcve h )lment lIl1. At matutrit' 
the aC itlnt of the bo.rrowing firl wIs autIOmaticail\' debited, even It the 
cost of ilcr-easilg its debit balalnC. \W1'hen exten~ding credit to ipi\'ate sector 
borrowers (before 1965 and after 1979), bIanks did not se'io islyv assess tile 
(qulityof the bIrrowers Om the Iis if ljectiVe criteriIalnd seem to hav\e 
been mainly inifluen-ced I)' the authOrities' sLIi2eStioins, P)(2inll relaItions, 
or bribes. The inisolvency, of most state nterprises and tof man1u1y fpriV~tte 
borrowers (most of them friends of the old regime) made virtually the 
entire portfolio of the s ecialized batnks unrecovrahle. B lythe end of 1987 
less than 2 percent of the banks' clatimos outstanding inl )ecember 1985 had 
been repatid (GF 181 million out of a GF 10.A billion portfolio). 

The poorqualit if their lpOitfa lio, hiowever, did not bring abaout the fatill 
of the specialized bmks, I)cuLISe of offisetting transfers from the govern
ment to the p-ubiic enterprises. As requClired h' laW, )llic enterprises eaich 
year paid to the gevernment accounts the entirety of their profit (ifdam') and 
depreciation alh w:i, ices. The government, howeve, from time to time 
trinsferred funds to pullic enterprises to strengthetn their capital fumds or 
to wipe out their losses. For instance, the li(uidatio inl1981 of the live 
sectoral holding comlmanies left Ideficit of over GS 6 billion, which\was 
settled by a go\'ernllent transfer of the same .1111li.I1t. Altogether the net 
transfer of the goivernment, excluding tax l\,myrints, to the public sector 
enterprises during the 1979-1982 period averaged GS 2 billion a y'ear 
Without those trInsfers the net claims of the sp~ecialized banks Oin the 
l)ullic sector enterprises would have more than doubled (from GS 6.2 to 
GS 14 billion) between Jn.uary 1979 and l)ecember 1982 (Ible 4.6 in the 
Apperdix to this chapter). Instead there was aislight irprovement in the 
net position of the public sector enterprises (from GS 6.1 to GS 5.9 billionl 
during the period) is well ats aIsignificant reduction in the gross claims of 
the bankring system on the sector. 
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Mismanagement and fraud. The main responsibility for the failure of 

tile banking system seems to fall on the management of tile banks 

themselves, which permitted widespread irregularities, manipulations, and 

frauds. The lack of qualified staff, the absence of an system of internal 

control ard of reconciliation of ho ok entries, tile excessive partitioning of 

operations, and the lack of communications between departments and 

institUtiOnS resulted in confused and disordered accounting practices. 

Items were not entered in tile books or were entered with considerable 

delaN's. Financial statements were not prepared or, when prepared, were 
often adulterated. Participation in vari)ius schemes to take advantage of the 

accounting chaos was widespread and seems to have invol\'ed sttff mellm

hers of the banking system at all levels as well as their friends and allies in 

the public and private sectors. 
In view of the disorganizati inOf the acco(unit Fit ng system, the frauds did 

not require soIphisticatd manipulations, l.'ake or altered documents aid 

forged entries in the hooks seem to have been used equall' and with 
similar results. l)epositing hlr iriicdiate"credit a certified check drawn on 

an(other bank was a mo )st 'lvi )red mleanS f ) iSt ing atlaCC( illl balance. As 
a resu f these actioh ns, the the )anlks increasinglyt varitls assets Of 

included claims On Other1, banks Or on the central hank, which were not 

recognized b' tile alleged dbto rs. Those fictitis assets amounted to 

ah)ut (iF 3t) hillion at tile end of 198-1 and iuclided a diff rence of GF 12 

billion in the net claims of tile central bank oin the specialized banks, as 

reported in their bisks, a GI: 5 billihn discrepancy betwcen tile reciprocal 
claims between specialized banks, and a gap Of GE 13 billion in the 
interbranch accotl. ( .OMIt de'liaison) of the CNCII I.By the timie of their 

closure on l)ecemher 22, 1985, tile fictitoius assets if the state banks had 

jumped to AihOiut GF to bill in-ppri xi mate l 80 percent of their total 

assets-iicluding GF-+5 billion in certified checks issued after July 26, 

1985, when the practice was prohibited (see "ible -5 ill tile Appendix to 

this chapter). 

Supervision of the banking system. It is difficult to understand the role 

that the central bank played in the failing of the banking system. The 
organizatioin if the system gave the central hank a decisive say in the 
working of the state banks. Its governor, w enjoyed ministerial rank in 

tile cabinet, was the chairman of the executive committee of each bank. Al 

Inspection )epartment in the central bank was respo nsible for the supervi
sion of the banking system, and its inspectors were sutposed toi make, and 

indeed did make, (in-site inspections. Nothing much, howeve; seems to 
have come out of these inspections except in some cases the cinxViction of 

bank officials or staff who were no longer in politic:l favor Onl the whole it 
seems that the central bank turned a blind eve on highly questionable 

practices either on grounds of self-interest or in order not to upset the 
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delicate balance of political power within tie system. The central bank 
apparently chose to ignore the blatant and growing discrepancy in the 
1mount of its claims on state banks according to its hooks and the banks 

hooks. Moreove; its decision in 1981 to end all clearinghouse operations 
suggests that conflicting interbank claims were already getting out of hand 
hy 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 check of all salaries in excess of GS 
3,000 a m)olth and a GS 20,000 ceiling on monthly cash withdraw.as from a 
bank accotunt. Recalls of currency notes seem also to have been a favorite 
device to reduce the sl.Jie of currency in the money supply (and also to 
detect ho)arding and ther antisocialist behavior). In the last currency recall 
under the old regime in April 1981, exchange for new notes was limited to a 
malximul of GS 20,000, with any almn'1l.1t in excess deposited with the 
banking system. A few months latei, in August 1981 and June 1982, 
respectively, the GS 500 and GS 100 notes were withdrawn from circulation 
and their aIr)unllLtS credited to bank accounts)-

The exchange operations seem to have been used for inflationary 
finlance, as the amount of new notes they ptut in circulation Signiticantlyh 

exceeded the anmiunt of notes presented for exchange, especially in April 
1981, when the exchange operation was entrusted to the party organiza
tion.3 The infusion inight have eased Somewhat the hardship ot dep siting 
part o the notes with the banking system and possibly increased the 
a11)Lnts credited to bank aCCoints. As mentioned earlier, the authorities 
also helped the banking system, through infusions of cash, reduce the 
indebtedness of the public enterprises (Tble 4.6 in the Appendix). Even if 
the taxes paid by the puiblic sector enterprises are taken into consideration, 
the net transfers of the government to those enterprises aniounted to GS 
2.8 billion in 1982. There seems to have been, however, a growing feeling 
in governmeit circles that all those measures w'ere more a palliative than a 
cure and that the timid reorientation of the economy toward a more 
market-oriented system as well as the closing of a number of inefficient 
plblic enterprises was not sufficient. In the last year of his life President 
MSkou loure had requested and obtained from France the secondment of a 
senior financial adviser, and negotiations \w'ere under way with the IMF 
aboLit technical atssistance in the banking field. 

Closing and Liquidation of the Specialized Banks 

The new regime inherited a disastrous situation. If anything, the 
changeover to a new government tended to make matters worse in the 

http:almn'1l.1t
http:withdraw.as
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banking system. The possibilities for the banks to engage in operations 
previously prohibited because of their specialization, the liberalization of 
internal and external trade, and the return of a numlber of refugees 
increased the opportunities for profitable maripulati iOns and frauds, while 
tile subsiding fear of harsh repression made many operators bolder. Tile 
fictitious assets in the accounts of the specialized banks increased signifi
cantly in 1984 and in 1985. The use of certified checks to inflate deposit 
balances spread out of control. Tile prohibition (f the practice in july 1985 
was to n1i avail, and certified checks issued after July 1985 constituted close 
to one-third of the private sector deposits on )ecember 22, 1985. 

Although the rehabilitation of the banking system was high on tile 
agenda of reform of the new government, things moved slowly at first. 
Banking legislation, first discussed with the IMF in October 1984, was 
enacted in March 1985. Among other things it opened the possibility for 
non-Guineans to manage a bank, subject to prior approval by the authori
ties. It included no provision, however, regarding bank supervision and 
prudential ratios. New central hank 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 adviser who was 
shortly afterward appointed deputy governor of the central bank, reported 
for duty in the spring of 1985. A technical assistance mission of the IMF 
visited Conakry in March 1985 to report on tile situation of the banking 
system and offer suggestions for its rehabilitation. A consulting firm, 
financed by the \XW)rld Bank, wis hired to assist tile government in 
restructuring the banking system, and several consulants visited Conakry 
to that effect in October and November 1985. 

Early in 1985 the government had begun negotiations with several 
Fr. nch banks to establish new banks in Guinea under foreign manage
ment. The first bank (BLanque Internationale pour lAfrique et Guin(e-
BIAG) started operations in August ')85, with ,51 percent participation of 
the government in tile capital. The second bank (Socit t G6nrale de la 
Banque de Guinte-SGBG) opened its doors in December 1985 as a 
privately owned institution, with 55 percent of the capital subscribed by 
private Guinean investors. The third bank (BIlque Internationale )our 
l'Industrie et le Commerce de Guinte-BICIGLJl) started operations in 
January 1986 with an initial 51 percent participation of tile government. 

The consensus that emerged at an early stage Of tile discussions with 
the new Guinean authorities was that most of the state banks should be 
closed and liquidated, being beyond salvation. The government, as well as 
some of its advisers at the central bank, however, pleaded in favor of the 
rehabilitation of the CNCII-. They felt that it was essential to maintain at 
least one commercial bank in the country especially one with branches 
outside Conakr, to meet the needs of the treasury. This position did not 
take into account the fact that the CNCIH was in even worse shape than the 
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other state banks. The interbranch account of the CNCII- alone accounted 
for about one-third of the fictitious assets of the whole banking system. The 
operations of the CNCIII on behalf of the treasury outside Conakry 
involved mainly the payment of the salaries of public sector emp)loyees. It 
was possible to transfer those funcl'iols to the provincial authorities as long 
as the Ministry of Finance and thc central hank were able to ship the 
needed cash to the pro\vinces. The authorities, however, had given uI) any 
hope of saving the CNCI I when the pr)spective 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 offeI, not even physical facilities. But the negative attitudes of the 
new banks reflected primarily their desire to follow their ovn personnel 
policy and staff selection anod to start operations without the burdel of the 
excessive and underqualilfid staff of the existing institutions. Other argu
ilents against theL: closing Of all banks, such as the interest of their 
depositors and the needs of businessmen, were easily dismissed as most 
deposit balances were frozen anywaV and businessmlen could, since August 
1985, rely on a newly established foreign bank (and since )ecember 1985 
Oi a sCoi)lL one).
 

On December 22, 1985, the president of the repub)lic announced the 
immediate Closing of all the state banks and their liquidation under the 
supervision of the central bank. The BIG, which was in almost as ditnult a 
situationl as the State banks, was left to its own devices, as it was privately 
owned and of marginal importance. The central bank was reorganized and 
started its operations in 1986 with a fresh balance sheet including only 
items whose existence had been verified and confirmed. 

The lilUikatior of the specialized banks was entrusted to a liquidation 
Committee consisting of three members representing the central bank, the 
PIlanning Ministrv. and the Ministry for Econoniy and Finance under the 
general supervision of the central bank. The principal tasks of the commit
tee were, with the assistance of a foreign consulting lir, to identify the net 
claims of the banking system on pbI)lic and private borrowers and the 
"true" deposits of the public With the banking system, to "clean up" the 
interbank accounts, including those involving the BCRG and the inter
branch accounts of the CNCII 1,and linally to make an estimate of the fixed 
asse:s of the banks. These were not easy tasks. any docullents were 
missing, and some documents, particularly those that appeared at a later 
date, were of dubious validitv: 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 liquidaltion 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 
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operations. With the passage of time the governor of the central bank and 
the liquidation unit gradually took over tileresponsibilities of tile commit
tee, which met for tile last time in 1987. The staff of tile closed banks were 
placed in "sitttation (ddispoibilit',"which meant that they were available 
for transfer to other parts of the civil service or I'r hiring by the private 
sector, In tile meantime thev continued to be paid bv the government and 
became part of the more general pro)blel of redundancies in the public 
sector. Some of them were hired by tile new banks. 

Tile initial and most important task of the liqluidattion Co)mmitte was tH 
verify dep)sitors' claimos On the hanks. The operatio n involved (1) the 
adjustment Of the deCposit balances after cancellations of all "certified" 
checks drawn after July 26, 1985, and credited to the account of a depositor 
and (2) the verilication Of deCpositors' claims thatt had not heen entered or 
had been entered inaccurately in the hooks of the banks. The first 
operation, tile reiducti m Of blanulces (tIhe s(-called refection), was cotm
pleted v-ithin atfe\N' mtonths ill1986, hut complaints were heard long 
afterward (in a1number of cases the canceled checks were debited to the 
vrong accounts). The verification of the claims held by depositors was still 
going on inlanuary 1989, resulting in additional increases in the amount of 
deposits to he reimbursed. 

The failure Of the auth()rities t0 set up aldealdline for the registration of 
clains on banks b\' alleged deposit(ors, and also for their dispositi(on, was a 
major flaw. It cost the government and is still costing it hundreds of 
millions of Guinean francs. The second flaw in the adjustllent and 
verification methods wvas the exclusion of public sector enterprises from 
the operation of refect ion, on the grounds that All pu)lic enterprises' claims 
on banks were to be canceled outright, the government allocating funds on 
a selective and direct basis to the enterprises that were continuing their 
operations. In fact, there were so many exceptions to that g,:neral rule that 
in 1986 reimbursement of pullic sector deposits excetded reimourse
ments to tile pri\'ate sector For the entire period thr(ough S,rtember 1987, 
repayments to the public sector constituted 41.7 percent of their claims, 
recorded as of l)ecember 22, 1985. Repayment to the private sector 
constituted the same percentage (41.8 percent) of its claims (recorded at 
the same date, December 22, 1985, before refection). 

At the time of their closing, the cumulative losses of tilestate balks 
were roughly eCquivalent to the total of the depositors and the BCRG's 
claims on those banks. There was hardly atnything of value oin the assets 
side, except for the balances in correspondent accOunts. Banks did not 
have any fixed assets (land and buildings belonged to tilestate). Tile sale of 
their equipment and supL)lies yielded less than GF 6 million (equivalent to 
less than U.S.$20,000 at the 1986 exchange rate), and the rate of recovery on 
their loan portfolio was still below 3 percent almost three years after the 
closing of the banks. At the end of July 1988, after reimbursement to 



53 Restructuring of the Banking .System in Guinea 

correspondents, sales of assets amounted to ablout GF 1.8 billion, of which 
cash in vault and loans repamients made Up GF 0.1 and GF 0.3 billion 
reslpec'i'el%., Correspondents (net) acto-unted for GF 1.4 billion. 

Thble 4.7 in tile Appendix shows tile Cvolutiotn of tile total claims 
(excluding correspondents) between December 1985 and September 1987 
as expressed in Guine:al frincs, aild in estilate oftheir valuC in U.S. dollars. 
The progressi(n tof change in tile to)tal amount )f the claims (in GF) is the 
result Of tile adjustment of the claims expressed in foreign exchange to 
reflect the depreciation otf tile GuninCan franc and the acceptance of claims 
that were not incluled in the consolidated balance sheet oin lecember 22, 
1985. Those claims (inc-'llding reilmbursem'nents) constituted abolt 7 per-
Cent of tile estinlated 1987 gross d)mli"-Stic 1n )duct at market prices. 

Dl)posit balances as verified by tie Liquidationr Committee were 
splposed to be reimbursed as follhA'S: 

" Balances in individual aCC(LlltS not exceeding GF 500,0(00 were rein
I-,ursed ill full. 

" BalanceS in individual accoIunts exceeding G 500,000 could be used to 
pa' fl)r the pLi'Clhst Of agricultural inp')uts and equimel)nt (when avail

' able) f1'OI11 sectolr enterprises CustOlS duties.puhlic Or 1t 1),i\ 

" TFhe net claiis of the l)uIlblic sector enterprises were canceled, as it had 
been decided that tile go'Cl'nlllllt would allocate t() those enterprises 

still in o)per'atiol sicIh amun tsollfS flnds as were for theirOf needed 

act ivit ie
 

In practice, however, tile option given the account holders to pay for 
agricultural ilptslt and eq(uilmnltlnt was discoltinluied in 1987, I)ecaLise of the 
widespr-,ad l.,S hf fictitious invoices, The rulC providing for the cancella-
ti(In of il clah' Imsl, Sector was not fully applied.public enterprises 
Balances in excess of G: 500,000 \\ere also reimbursed in special cases to 
relieve "depositors' hardshilpS." It is alsO difficult to understand why 
Significant aloullnts representing balances of less than GF 500,000 were still 
being repaid in 1987 and 1988, since those clail.s slould have been settled 
by priority in 1986. 

)tal reiblluisenlments anmOunted to GF 12.0 billion by tile end of 1987. 
Acc Irding to tile li(ilidation unit, remaining claims for reillIbursenent 
tItaled GF 9.9 billio)n in that samlle date. Repayments in the first seven 

lolnths of 1988 amn1ointed to GF 1.5 billion, but clais outtstanding at the 
end of 1987 had not been relucCd b\' tile Smillle amunt1.lilt. There had been 
further aldjustimeits of clainIs denominated in foreign exchanges on 
acc.ount Ifthe depreciation of the 1h'al cLil'relCv .ilCe.lantilrv 1, 1988, and 
new claims had been verified and registered since then. 

ReimuLsemlelnt of balnces between GF 500,000 and GF 1 million 
Commenced in 1988. During that %,car, the central bank and the Ministry of 
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Finance also agreed to settle all the remaining valid claims through the 
issuance of interest-bearing treasury bonds. Interest in implementing such 
an operation, however, seemed to die down quickly and it is clear that the 
proposal did not elicit much enthusiasm in either agency, The Ministry of 
Finance did not see much point in paving interest on bonds, which the 
central bank -wouldeventually issue money to repay, rather than reimlburs
ing tile claims gradually and directly with newly issued central hank money 
advanced to the government at zero interest. The central banks argument 
that the repayment of the bonds Would generate more rapid inflation is 
valid only to tile extent that the pace Of tile hond repayment would exceed 
the expected disbursement of funds under the esablished system of 
settlement. 

The settlement of the deposit claims oin the state banks was financed 
initially, in 1986, by a government allocation of GF -i.5 billion, which 
required an equivalent increase in central hank advances to the govern
ment; by an initial realization of GF 1.8 billion in state banks assets after 
netting tile reciprocal claims between the banks and their correspondents; 
and by direct advance of G 2.5 billion from the central bank for repayment 
of claims in excess of the initial allocation from the government and the 
proceeds from the sale of bank assets. 

The liquidation of the state banks \vas a costly operation, financed 
essentially by money creation (an increase in central bank liabilities) and 
consequently a source )f increased inflation ary pMessure. Reilbursements 
to the private sector and the pulic 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 the state banks that will be charged 
to the government will exceed GF 40 billion (20.6 for IICRG claims, 10.6 in 
net reimbursements before july 1988, and approximately 10.0 thereafter). 

To this cost should be added various miscellaneous expenses, includ
ing tile amounts paid to the consulting firms that assisted the authorities in 
verifying claims and sorting out tile accounting mess (between U.S.$3 
million and U.S.$4 million), the cost of the liquidation that was not charged 
to tile banks being liquidated and was borne by tile central bank, and the 
cost of the salaries of the banks' staff for an interim period. Taking 
everything into account, tile total cost of the liquidation may well reach GF 
45 billion or close to U.S.$100 million at the coterminous exchange rate. 

The New Guinean Banking System 

The establishment of new banks in Guinea was part of a vast economic and 
monetary reform program that included a currency changeover from the 
syli to the Guinean franc, a twelvefold devaluation of the local currency the 
liberalization of imports and agricultural exports, the gradual abolition of 
price controls, and the establishment of a foreign exchange auction market. 
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One of tile three new conmlercial banks, the BIAG, started operations in 
August 1985 before the closing of the specialized banks. Two other 
commercial inks-the SGBG and the BICIGUI-were established soon 
thereafter, in December 1985 and .January 1986, respectively. 

The only privately owned hank in existence in Guinea hefore 1985, the 
BIG, established in August 1983, continued operations but required a 
significant infusion of new capital funds to Offset accumulated but unrecog
nized losses.At the end of 1986 the total assets and liabilities of the BIG 
maCe up 17 percent of the totals in the buineanbanking system. By June 
1988 its share had declined to 9 percent. Moreover, tile BIG batlance sheet 
was inllated h% the values at which it carried its nollperfornming invest
ments, which amounted to over two-thirds of its total portfolio. The bank 
insisted that it was still expecting to recover up to 75 percent of those 
nonperforming investmers. At the end of 1987 the BIG for tile first time 
allocated a substantial portion of its profits to plroisions against bad loans. 

The new banking system as a joint venture between the govern
ment and foreign banks. Tihe three new commercial banks were 
estal)lished with foreign part icipati(on in their calpital and under foreign 
management. The Guinean government took an initial 51 percent participa
tion in the share capital of tile BIAG and the BICIGUI. The balance of BIAG 
shares is held h\ tile BMque Internationale pour lAfrilue de l'Ouest 
(BIAO) and hy the Socit Internatiotiale pour le Financement et le 
Do\veloppement en AfiiLue (SIFDA). The balance of BICIGII shares is held 
h\ the Ban(lue Nailonale de Paris (BNP), three international or natic;nal 
financial assistance agencies (including tile International Finance Corpora
tion), the European Investment Baink, aind tile Societe Financire pour les 
Pay's d'Ou~tremer. The government participation in the BICIG(JI has been 
reduced to 39.5 percent as a result ofa capital increase, but the government 
retains the option to regain its previots maijority control through subscrip
tion to a special capital increase. The shares of the third bank (SGBG) are 
divided bet-ween tile Soci(ete Gnn.rale (SG) of France it45 percent and 
private Guinean investors at 55 percent. The three banks are managecd by 
French banks (BIAO, BNP, and SG,respectiv'ely), and exl)atriates make up 
about 7 percent of their total staff (see Tlible 4.3). 

The banks are adequately capitalized. Capital funds of tile commercial 
banks .1mounted to GF 8.6 billion at the end of June 1988 and were 
equivalent to abhout 10 pet-cent of the total assets and liabilities of the 
banking system (lhble 4.2). 

The Guinean authorities had no other choice but to turn to foreign 
banks to revive the banking system. The olcl state banks were in such a state 
of disrepute that the public would not have trusted any local institution that 
could be associated, however remotely, with those banks. Qualified man
agers were not available locally, whereas foreign (French) banks were 
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TABLE 4.2 
Ratio of Capital Funds in tile Banking System, December 1986 to June 1988 
(end of period) 

Capital funds as a percentage of Dec. 1986 Dec. 1987 .lune 1988 

Total assets 
Deposits 
Credits 

13.3 
21.4 
43.0 

11.1 
19.3 
27.9 

9.6 
15.6 
22.6 

SOURCE: Commercial banks. 

thought to have suLficient human resources and experience in the area to 
be able to assemble a management team for a Guinean subsidiary rapidly 
Foreign banks could also provide capital, which at tile time was scarce 
locally, atlOugl the SGIiG waus able to attract private investors (most of 
whom had just returled fltom abroad). The government participation in 
the capital of tw'o of tile new hanks rellected the percei'ed scarcity of local 
capital as nucl as it rep'lrCsentCd aconcession to the nostalgic partisans of 
state owtnership of sensitive" enterprises. The government so ftr seenms to 
la'e Made nolattml)t to use its parl'ticilpattion to inlluencC baliks' business 
decisions, but 'le BIAG aLnd the 13ICIG II began Claiming in 1988 that they 
shlt in d have ' tie Inids of the public sectora monompoly in mMaging 
enterprises because ( fthe go)vernments participation in their ownership. It 
would pro bahly have been better to provide from the start for a rapid 
disengagement Of the state and atsale of its bank shares to locai interests at 
the first Oppt0rtLttit\y 

In \iew of the conditions iprexailing in Guinea, foreign banks were 
somewhat reluctant t ) answer tile invitation of the authorities to set up 
busilCss ill Guitea. Various incentives were included in the specilic 
agreement that each )11k concluded with the government before its 
installation. A similar agreement had been concluded before 198-i bet-ween 
the government and the MIG. F.ach of the new banks was granted extetnsive 
tax holidays for periods Of three to fifteen \'ears (applicable to the 
ilstitution, its shareholders, and its expatriate staff) and the right to hold its 
capitid in fo)reign exchange abroad. One bak was given the option to keep 
its account in foreign exchange. Another Was guatatit ed another 20 
percenrt of all foreign trade operations and given the right to deduct from 
its taxable prolits after the end of its period of tax holidays the amount of 
the depreciation allowances made dutring that period. In one case t bank 
was exempted inladvance of al penalty it could incur tor noncompliance 
with reserve requirements. While some of the provisions may have 
implicitly been permitted to lapse, the advantages extracted by the banks 
are now a source of resentment for the authorities and, gradually for the 
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more general public. Critics, of course, tend to be forgetful of the difficult
 
conditions under which the new banks started operations in 1985. At the
 
same time some of the provisions of the agreements border on the petty
 
and may not be worth the ill will they have generated.
 

Favorable business conditions for banks in Guinea. Despite the 
widespread mistrust in the banking system, the atpalling physical facilities, 
the absence of communications with the external world, and the poor 
(lualifications and motivation of the local staff, business conditions for the 
new banks in Guinea were favorable from the start on some important 
grounds. First, the hanks were free of any government interference in their 
operations. There vas nlattempt by the authorities to direct credit toward 
"privileged" borrowers or the government. The banks' recruitment poli
cies were free of any government intervention, and inpractice there was 
no limit oi the hiring of expatriates (there was only a15 percen ceiling in 
the government agreements with the BICIGUI and the SGBG). Banks were 
allowed to import free of custol duties equipment a1d supplies needed 
for their operations and the h(ousing of their staff. Credit control and 
supervision by the central bank were minimal. Banks were not subject to 
reserve requirements or to prudential ratios. Interest rates charged on 
loans or paid on deposits were not regulatcd until September 1986 and 
January 1987, respectively Maximum lending rates were negative in real 
terms even after being increased signilicantly in January 1987 and February 
1988, but enforcement of those rates did not seem to rank high in the 
priority list of the central bank. 

In january 1989 interest rates remained free on demand deposits and 
time deposits with a maturity of less than six months. The spread between 
minimum deposit rates and maximum lending rates was comfortable 
(from eight percentage points for time deposits with six- to twelve-month 
imaturitv to thirteen percentage points for savings deposits), and the 
methods of computing interest rates on time and savings deposits tended to 
reduce the effective rate paid on those deposits. Commissions were 
unregulated until Februar' 1988. Banks were allowed to open accounts in 
foreign exchange for nonresidents and residents alike, subject to soine 
quite liberal conditions for the residents. Banks were also lermitted t', 
invest their liquid funds abroad with their correspondents even for tie 
portion of those funds that exceeded their foreign exchange risk exposure, 
which means they were permitted to speculate agailst the Guinean fra,;c at 
a time when the depreciation of the local currency was a certaintc," 

The main advantages the new banks enjoyed, however, was related to 
the negligible cost of their deposits. For all practical purposes cu,rrenq 
holdi .;s and bank deposits were (and still are) the only financial asscia in 
Guinea. The government has issued n securities, and shareholding ina 
few private or mixed sector companies including the banks themselvcs is 
minimal. For a while, after the closing of the state banks in 1985, financial 
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assets consisted almost exclusively of currency. At the end ofJanuary 1986 
deposits in Guinean francs with the commercial banks amounted to GF 1.6 
billion and constituted only 6 percent of the total money supply The 
liberalization of internal and external trade, the openiig of a foreign 
exchange auction market, and in general the return of some normalcy in 
business transactions promoted the buildup of deposit balances. The 
impressive growth of deposits since 1986 has exceeded expectations. 
Deposits account now for over 25 percent of the total money supply 

Comparison with other countries in the area suggests that there is still 
ample room for further increases in the ratio of deposits to money supply 
Banks have felt that the deposit market was to a large extent a captive 
market and there was no need to pay interest on deposits. Their rapidly 
expanding deposit hase enabled banks to neglect their relative share of the 
market and weakened their competitive spirit. As a result the average 
remuneration of deposits ranged from 0.3 to 1.0 percent in 1987, depend
ing on the bank. Initiallydeposits were mainly in foreign exchange, and it is 
only slice February 1987 that deposit balances in Guinean francs have 
exceeded deposit balances in foreign exchange.' 

Profitability of the banking system. The profit-and-loss statements of 
the commercial banks for 1987 (Table 4.8 in tile Appendix) provide a 
bottom-line version of the business conditions described above. Total 
operating income for the entire system was 18 percent of the average 
banking assets (16.5 percent of average total assets). Net operating income 
amounted to over 7 percent of average banking assets (6.7 percent of 
average total assets) and close to 50 percent of the capital funds. Net profits, 
after depreciation and loan-loss provisions, were 0.55 percent of average 
total assets and 4 percent of total capital. 

The most profitable of the four commercial banks (SGBG) had net 
profits, after depreciation and loan-loss provisions, that were 4.1 percent of 
its average total assets and 39.8 percent of its capital (Table 4.9 in the 
Appendix). 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 .'e of the various commissions charged by the banks (7.5 *ercent of 
average total assets) explains these favorable results despite considerable 
overheads linked to the initial starting cost of business and tile cost of 
expatriate staff. Overheads made up 8.6 percent of average total assets in 
1987. Furthermore, the net income of the banking system before deprecia
tion and provisions may have been somewhat understated, for instance, 
because of the automatic reevaluation of the capital (partially offset in some 
cases by a parallel revaluation of fixed assets), tile undervaluation of some 
assets, and the overvaluation of services rendered by the head office. 

The interest margins of the banking system, which seem excessively 
wide, enabled the banks to finance their initial cost and (for the BICIGUI 
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and to a lesser extent the SGBG) the development of their branch 
networks. Depreciation allowances amounted to over GF 650 million and 
close to 15 percent of the fixed assets and participation of the banking 
system at year's end. Wide nmargins also paid for the high personnel 
expenses of the banks, which in 1987 ranged from 2.1 percent (for the BIG) 
to 4.5 percent (for the BICIGUI) of average total assets (see Table 4.3). The 
average cost per staff member in Table 4.3 is understated because it is 
based on the total number of staff members in January 1988 whereas the 
average nulb-er of staff during 1987 was less than that for each of the banks 
with the exception of the 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. 

Final. wide interest margins also enabled the banks to build up 
adequ,ate provisions against doubtful loans. IProvisions for the 1987 finan
cial year amounted to GF 2.9 billion and accounted for 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. The difference among the banks in their 
provisions for bad loans is evident in Table 4.4. 

The poor quality of the banks' portfolios, Is suggested by the impor
tace of the provisions, may be attributed to the recent establishment of the 
banks, their insufficent kn )wledgc of credit conditions in Guinea, the 
absence of previous credit records of their borrowers, and in some 
instances inadequate portfolio management. It may also be related to 
difficulties in securing loans with proper collateral and in achieving 
foreclosures. Notwithsta, ding those explanations, the poor quality of the 
banking system's loan portfolio is a cause for worry; especially since the 
banks have been operating with a larger exp'ttriate staff than in many 

TABLE 4.3 
Size and Cost of Staff in the Banking System, 1987 

BIG 1I3AG BICIGtJI SG1BG Total 

Total staff 50 8,/ 268 130 532 
Expatriate staff 5 7 18 8 38 
Cost per staff member 2.9 4.3 3.4 4.5 3.8 

(GF million)" 
Staff cost as a percentage of1: 

Average deposits -.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 overhead 45.0 31.1 46.7 48.0 43.0 

a. At U.S.$1 = GF 420. 
SOURCE: Commercial banks. 
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TABLE 4.4 
Provisions against Bad Loans, 1987 

As a percentage of. BIG BIAG BICIGUI SG13G Total 

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: Commercial banks. 

countries in the area and have been illullne from any governnent 
pressure in their loan polioL 

The BIAG and the BICIGIJI reject vehenently any suggestion that their 
provision policy might have been influenced Iw a desire to hide excessive 
profits or; in the case of the BICIGLII, to shov clearly the cost associated 
with the implenmentation of its branch network. The case of the SGBG is 
different, as pressure )%vlocal shareholders might have resuled in lower 
provisions than called for 1v the portfolio Situation. The provisions 
proposed by the SGBG in an initial version of its profit-and-loss statement 
for 1987 (as certified by tile adriors) were halved in at second version, 
possibly to increase net profit siglificantly and thereby to0 justif' tile 
payment of a confortable dividend. All banks now insist that tile quality of 
their portfolios is a serious probleim and that the,' have taken steps to 
correct the situation through a review of their loan procedure and a 
tightening of intern ,l controls. They also seem anxious to pursue this 
buildup)of their provisions to clean up their portfolios. The preliminary 
profit-and-loss statements for the SGBG for the first six months of 1988 
showed provisions for the semester almost eCui'valent to tile Pro\isions f(r 
the entire previous year The BICIGUI announced a similar policy. 1hc 
problem is Probablly less severe for the BIAG. The ccntral bank could help 
to define prudential rules for banks and to develop guidelines for the 
accounting treatnent of nonperforming loans. 

Tht: Future of the Banking System 

'ile determination of the banks to clean up their portfolios comes at the 
right time, as their prolit position may gradually deteriorate in tile future. 
The honeymoon period with the authorities is clearly over, and banks may 
soon have to give up some of the advantages provided by their agreements 
with the authorities. The regulation holiday is also over. Banks have already 
been compelled, since February 1988, to reduce their commissions. 
Prudential ratios as well a. reserve requirements may' be anticipated in a 
not too distant future. The authorities may be expected to urge 
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the banks to promote savings more actively and to improve remuneration 
of savings deposits. And, indeed, the cost of deposits doubled in the first 
half of 1988 and was expected to double again in the second semester. 

Tie increased competition among banks, as a result of the slowing 
down of tile growth rate of deposits and the establishment of.a new bank at 
the end of 1988, 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 tie best-rated 
clients. The spread bc'ween 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 16.0. 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 1).0 percent in 1988 and 14.0 percent in 
1989. At tile 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 
relative level, net operating incomes would be cut by two-thirds in 1989 
and would constitute only 2 percent of total assets. This would be 
insufficient to provide for reasonable depreciation allowances and provi
sions and leave adequ,ate net profits. 

Accordingly, the future health of the banking system seems to hinge on 
the ability of the banks to reduce their overheads. Medium-tern prospects 
in that respect are mixed. Initial costs associated with the establishment of 
new banks should decrease somewhat. The gradual replacement of some 
expatriates by local staff should generate savings, but those might be offset 
by improvements in the remuneration of the local staff(their remuneration 
went u1) by 80 percent in 1988). In the final analysis, it seems that tile future 
profitability of the banking system will depend on the capacity of the banks 
to keel) the growth rate of their overheads below the rate of expansion of 
their deposits (or assets). 



Appendix 

TABLE 4.5 
Consolidated Balance Sheets of Guinea's Specialized Banks, 1982-1985, by Date 
of Issuance (billions of Guinean francs) 

12/22/85 

12/31/82 12/31/84 9/30/85 A B C 

Assets 
Cash 0.1 0.1 0.1 0.1 0.1 0.1 

Correspondents 0.9 1.a. 0.5 0.2 0.2 2.5 
Public sector claims 10.5 7.5 8.8 8.9 8.9 9.3 
Private sector claims 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 
Claims on specialized n.a. (4.7) (6.9) na. n.a. n.a. 

banks (net) 
Interbranch accounts n.a. (13.4) (3.3) n.a. ll.a. n1a. 
ACRG n.a. n.a. n.a. (15.0) (15.0) (15.0) 

Assets = liabilities 20.9 26.1 27.5 50.2 45.7 56.0 
Liabilities 

Correspondents 1.5 n.a. 1.1 0.9 0.9 3.5 
Public sector deposits 7.1 7.1 9.8 11.5 11.5 31.9 
Private sector deposits 4.0 6.0 8.3 14.8 10.3 n.a. 
BCRG 8.0 4.4 5.4 20.6 20.6 20.6
 
Other liabilities 0.3 8.6 2.9 2.- 2.4 nia.
 

NOTES: n.a. = not available. 
1. In tile position of the specialized hanks with respectearlier three balance sheets, tile 
to BCRG isnet and appears only oti the liabilities side. Itdiffers significantly (by ahouLt GF 

12 billion at the end of 198-) from the net position as reflected in tileBCRGs hooks. 

2. In the three versions of the December 22, 1985, balance sheet, the figure for the 
liabilities of the specialized banks to the central bank isderived from the latter's hooks. 
The amount ofGF 20.6 hillion, which represents the net clainis of the central bank on the 
specialized banks according to BCRG,exceeds by GF 15 hillion the net liabilities of the 
specialized banks to tile as iscentral bank reflected in their hooks. This difference 
included in the fictitious assets of the specialized banks on tile ifthe balanceother side 
sheet. It accounts for tnorm- total balance sheet froitthan half the substantial change in tile 
198i to 1985. 
3. In the 11version of the )ecember 22, 1985, balatice shcr, the deposits of the private 
sector have heen adjusted to reflect the cancellation of the certified checks drawn after 
July 26, 1985, and credited to private sector accounts (an operation prohibited sincejuly 
26, 1985). 

1 version, but some of the assets and liabilities in 
foreign eychange have been adjusted to reflect the new exchange rate estahlished on 
October 7,1985, for certain transactions (FF I = GS 36 instead of SI)R I = GS 2.4.68, 
approximately a 30 percent devaluation). 
SOURCES: IMF SM 83-167 (Balance Sheet 12/31/82); IMF Iechnical Assistance Report of 
March 11,1986 (Balance Sheet 12/31/8-1); l)evClopmcntt Finance Cotsultants' Report of 
December 26, 1985 (Balance Sheet 9/30/85); Liquidation Unit at tICRG oti the basis of 
Development Finance Consultants' Report (Balance Sheet 12/22/85, A, B, and C). 

4. The Cversion isderived from tile 
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TABLE 4.6 
Specialized Banks' Claims on Public Enterprises and Financial Flows between 
the Government and Those Public Enterprises, Excluding Tax P, ynents, 1978
1982 (end of period, billions of Guinean francs) 

1978 1979 1980 1981 1982
 

Claims on public entcrprises I 1.. 5.9 14.6 15.5 10.5 
Deposits of public enterprises 5.3 4.3 6.9 7.1 4.6 

Net claims 6.1 1.6 7.7 8.4 5.9 
Profits and depreciation allowances 3.3 1.6 4.0 5.4 

paid to tile government 
Transfers from goverment 7.9 n.a. 3.0 11.5 
Net transfers from government 

)uring the .vcar 4.6 -1.6 - 1.0 6.1 
Cumulttive since January 1, 1979 4.6 3.0 2.0 8.1 

Net claims on public enterprises 6.2 10.7 10.6 14.0 
including transfers from 
government 

NOTE: n.a. = not available.
 
SOURCE: Data provided by Guinean authorities as reported in IM1SMt83/167.
 

TABLE 4.7 
Claims of the IICRG and Depositors on State Banks, 1985-1987 (billions of 
Guinean francs) 

)ecember 22, 1985 September 30, 1987 

C,A " I , 
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 sector 11.8 10.3 1.a. 11.6 
Public sector 11.5 11.5 n.a. 15.3 

3. 	Total (1+ 2) 46.9 42.4 52.5 47.5 
equtvalent S (millions) 1876.0 1696.0 181.0 108.0 

4. Reimbursements 11.2 
1986 (8.6) 
1987 (9 months)dt (2.6) 
Equivalent $ (millions) 29.0 
1986 ($1 = GF 350) (24.0) 
1987 ($1 = GF 420) (5.0) 

Total 	(3+,) in GF 46.9 42.4 52.5 58.7 
in dollars 1876.0 1696.0 181.0 137.0 

NOTE: i a,= not available. 
a. Consolidated balance sheet of the state banks before refection. 
b. Consoidited balance sheet of the state banks after refection. 
c. Consolidated balance sheet of the state hanks after adlustnent of the claims denominated in
 
foreign exchange on the basis of the exchange rate on the second market in )ecember 1985.
 
d. Reitl trsenients during the first nine months estimated at three-quarters of the total
 
reimbursement for the year.
 
SOURCE: BCRG and liquidation unit.
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TABLE 4.8 
Profit and Loss Statement of Guinea's Commercial Banks, Financial Nicar 1987 (million of Guinean francs) 

BIG BIAG BICIGUI SGBG Total 
Interest received 

From banks 
From customers 

Commissions rece-'ed 
On contingent liabilities 
On foreign exchange operations 
On other operations 

Total operating income 

Less 

334 
n.a. 
334 
383 
n.a. 
n.a. 
n.a. 
717 

975 
505 
470 
979 

61 
n.a. 
n.a. 

1,954 

2,510 
-114 

2,096 
1,669 

257 
689 
723 

4,179 

1,362 
134 

1,228 
1,303 

557 
470 
276 

2,665 

5,181 
1,053 
4,128 
4,.34 
n.a. 
n.a. 
n.a. 

9,515 

Interest paid 
To BCRG 
To banks 
To customers 

Overheads 
Personnel expenses 
Other 

Equals 
Net operating income 
Less 

210 
n.a. 
n.a. 
n.a. 
355 
160 
195 

152 

35 
0 
3 

32 
1,263 
393 
8.0 

656 

342 
179 
28 
135 

2,101 
982 

1,119 

1,736 

72 
18 
4 
50 

1,288 
618 
670 

1,305 

659 
n.a. 
n.a. 
n.a. 

5,007 
2,153 
2,854 

3,849 

Depreciation 
Provisions 

Equals 
Net profit 

8 
130 

14 

213 
234 

209 

329 
1,886 

-479 

105 
564 

636 

655 
2,874 

380 

NOTE: n.a. = not available. 
Source: Commercial banks. 



TABLE 4.9 
Some Ratios Pertaining to tie Guinean Banking System. Financial 6.aar 1987. by Bank 

In billions of GNF
 
Average total LsseL 

Average banking assets 

Average depo sits 

Average credits 


Operating income a, percentage of:.
 
Average total assets 

Average banking assets 

Net operating income as percentage of:
Average total LsseLs 
Capital funds 

Net protiLs as percentage of: 
Average total assets 
Capital funds 

Interest received from customers as percentage of: 
Average credits 

Commissions as percentage of. 
Average total assets 
Operating income 
Overheads 

Interest paid to customers as percentage of. 
Average deposits 

Overheads as percentage of: 
Total average assets 

Personnel expenses as percentage of: 
Overheads 

NOTE: n.a. = not av-ailable. 
SOURCE: Commercial banks. 

BIG 

.-
7.3 
2.1 
3.8 

9.7 
9.8 

2.1 
10.1 

0.2 
0.9 

8.7 

5.2 
53.4 

107.9 

n.a. 

4.8 

45.0 

BL\G 

13.0 
12.6 
10.-1 

2.7 

15.0 
15.5 

5.0 
72.9 

1.1 
16.6 

17.9 

7.5 
50.1 
77.5 

0.3 

9.7 

31.1 

BICIGUI 

21.-
178 
13.6 
7.9 

19.3 
23.5 

8.0 
3.4 

-2.2 
-12.0 

26.5 

7.7 
39.9 
79.4 

1.0 

9.7 

46.7 

SGBG Total 

15.5 57.6 
1-1.7 52.4 
8.1 34.2 
6.7 21.1 

17.2 16.5 
18.1 18.1 

8.4 6.7 
81.6 48.1 

4.1 0.6 
39.8 4.0 

18.3 19.4 

8.4 7.5 
48.9 45.3 

101.1 86.0 

0.6 n.a. 

8.3 8.6 

48.0 43.0 



Nancy Benjamin 

Comment 

Roland Tenconi has given us a very complete accounting of the history of 
the Guinean banking system, the causes of the collapse, the process of 
liquidation of the collapsed banks, and the setup of the new banking 
system. Ile researched this under what must have heen very difficult data 
circumstances. 

We have a stud' ofa specilic case in front of uIs now. It would be useful 
to apply Some of the cotnceptual points that were identified previously in 
this volume, in particular some of those from Professor Lulson's paper, to 
this specific case. Most of ny comments on the paper will he in the form of 
dLuestins in two principal areas: First, what else would we like to know 
about the Guinean case besides the anatomy of the banking system? 
Second, what can we learn especially fr'om the unique characteristics of the 
Guinean case? 

The first issue is the coordination of macroeconomic and financial 
reform. It has been mentioned several times that real economic develop
menits are important for the banking system. To this end, I would like to 
know more about several real economic developments over the period 
that this financial collapse and restructuring took place. 

First, since the. banks are intermediating between real sources of 
savings and real iavestmlents, we need to know more about the fluctuations 
of these real magnitudes over the period, also, gross domestic product 
growth over time, GDP per capita, the kind of individuals who are doing 
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the saving, real savings rates, the structure of real investments, and the 
progress of tile main export commodity prices, minerals and agriculture, 
just to give us an idea of tile progress of tile trade balance and foreign debt. 
What kind of macroeconomic pressures was the banking system under 
over the period discussed in the paper? 

Second, since the government is such a major player both in the 
economy and in the financial sector, a major player in investment and 
financing and inl the liquidation of the banks, I would like to know more 
about the impact of government credit creation. Thus ' -)'ould be useful to 
have a brief history of the government deficit over this period and the size 
and importance of government investment. 

The paper mentions government investment projects in agricultural 
collectivization and mechanization programs. Were there other major 
investment programs :,-,idefrom these? Were there other activities of the 
public firms aside from the mining puhlic firms that were mentioned? 

The banking system heconmes a place where overall macroeconomic 
pressures get pushed. We want to know how much of the Guinean banking 
system's profblems were due to institutional weaknesses rather than outside 
shocks. 

In the area of monetary policy, the paper tells us that money creation 
responsibilities were switched between agencies and that at one point 
monetary policy reform was undertaken. But we do not know what the 
monetary policy was and how it was changed during the reform. 

I would like to know more about mnlation rates over this period. Igot 
the impression from the paper that monetary policy was somewhat in the 
hands of the people. The creation of fake certified checks, which could be 
deposited in a new bank account for immediate credit, in a sense placed 
money creation and credit creation in the hands of the people. This is a 
case where the population a1tlarge was in flact extracting seigniorage from 
the monetary authorities since they were making their own mot ey. 

Regarding fraud and corruption within the banks, there is m,,ntion of 
the supervision of the central bank, including ov-site insrvctions. It does 
not seem to have had much effect. One problem identified in the paper was 
the incentives of those who were u,ndertaking the on-site inspections. 
Those doing the inspections may have had the same incentives as those 
who were undertaking shady dealings or creative accounting, tile same 
incentives to hide accounts that did not balance. So we might consider the 
institutional structure Of supervisi('n and inspection. 

Finally, inlthis area of inacroeconomic alnd financial reform, I would 
like to know more a)otut how the informal financial system functions. Even 
if we do not have formal data oin the size, we can ask for anecdotal 
information from those who participate in it and can tell us how it 
functions. What share of total loanable funds might it be handling? What 
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type of asset appears to he traded in the informal sector? Is there in fact a 
quasi eCquity market taking place in the informal sector? 

The second area that I would like to raise is the concern of develop
ment objectives. The orientation and economic attitude of the government 
of Guinea are well described in the paper. So the question here is, What 
especially call we learn from the experiences of banking in a socialist 
c )lllt-? This is a Comnitted socialist g()vernment since the independence 
of the country in 1958. In the less centrally planned developing countries, 
we ask of bankers if the staff know enough about proper project evaluation. 
In acase like Guinea2 the issue of project evaluation w\as in the hands of the 
central planning authority, which decided on investment projects and 
dictated to banks the pattern of lending before the banking collapsed. What 
do we know about the quality of this economic planning and how that 
might have contriLuted to the quality of the loan portfolio? Was it the 
central planning system that helped create lax budget constraints for public 
firms, or was it tile financial system? 

In this respect, it is useful to consider the experience of other socialist 
couitntries that have undertaken various liberalization programs. They have 
found it necessary to liberalize banking along with production. Usually 
production was liberalized first, and that led to the need for more 
decentralizatiot in banking. As private individutals began making produc
tiom and investment decisio ns, there needed to be more liberty on the part 
of banks to lend to more decentralized firms. 

I am thinking particularly of I Ilngarv and, until recently China. In 
Gu inea it appears that ptr international trade, and banking wereoductio, 
liberalized at abo(ut the same time and that the participation of private firms 
in the formal banking system never became very important. So it is not the 
case of decentralized firms go)ing to banks and seeking a less rigid 
structutre of credit. 

In this sense, is Guinea Unlike other socialist countries that have 
undertaken liberalizing reform? The case of'Ilzania would be interesting, 
perhaps more like Guinea than the others I mentioned. 

The final issue I would like to raise is again one that Professor Paulson 
raised, that ofcredibility and the building of Social institutions. This relates 
most closely to tihe fututre of banking in Guinea. Under the old system that 
led to a banking collapse, the attitude Of financial market participants 
toward tile banks seemed to be one of exploitation. Banks were something 
that could be used to extract funds that could not be go)tten in other ways. 

Since the generation of new banks, is this still the case? The new banks 
that moved in after the collapse are mostly foreign owned and largely 
foreign directed. They are profitable at this point, bitt their loan portfolios 
are weak. There are still weaknesses in the system. lave attitudes changed? 
I low might they be changed? 
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In contrast, is tile informal credit market a system characterized by a 
great deal of personal trust and mutual respect? Does the smaller and 
informal system of credit overcome this problem of lack of trust and 
respect? 

Finally; I would like to ask, Are there good, viable, profitable investment 
projects in Guinea waiting to be financed by the right financial system? If 
not, wily not? 



Discussion
 

ALAIN SouLAR: In Roland Tenconis absence from these proceedings, I 
have been asked to assume tile burden of response to questions about his 
paper and also to further our understanding of the circumstances that it 
describes. 

It is questionable whether the Guinean banking system was in distress 
to start with. As is mentioned in Roland Tenconi's paper, tile government 
sector, including public enterprises in tile real econony and in the banking 
sector, was only one of three tiers of economic activities. Another tier was 
the mining enclave, dealing in foreign exchange and based on the bauxite 
and aluminum sectors. The third tier was the private sector, including an 
informal as well as a formal component, both real and financial. Oil the 
financial side the informal sector was dealing primarily in foreign currency 

The decision to restructure the banking system was largely the result of 
the change of government that took place in 1984-85 but was not dictated 
by any kind of financial economic urgency. In fact, the reason wihy the 
financial system was not in distress is essentially that there was no financial 
system in Guinea anyway There was certainly no banking sector.There wvas 
a financial system only to the extent that currency was being issued aad was 
being used within tile country Currency issue was, however, part of the 
problem. 

The banking system-as outlined in the paper-was not really operat
ing as a banking system because nobody in his right mind wanted to have 
any deposits in its banks, neither public sector enterprises nor private 
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individuals. Certainly private individuals had no interest in keeping de

posits. The various instances of reforms or exchange of ct, rrency had been 

used before 1985 essentially as gimmicks to try to increase resource 
amobilization in artificial ways. It is symptomatic that all salaries above 

certain level had to be deposited in the banks and withdrawals were 

limited to a certain amount of money, which clearly indicated that nobody 

really wanted to have any deposits. 
The fairly large volume of deposits that appeared in the books was 

essentially due to fraud and corrLl)tion in various foi is. Enterprises and 

individuals would have a friendly bank cierk certify a check, deposit it in 

another bank, and withdraw against that deposit. Interbank claims were 

growing rapidly and deposits were also growing, but all this was essentially 

an artificial growth of the financial system. 
So I do riot think that there are very interesting lessons to be drawn 

from the reasons behind the restructuring of the Guinean banking system, 

except perhaps that it is better to have a banking system vithout corruption 

than one where corruption is pervasive. 
Having said that, an interesting aspect of the restructuring of the 

banking system in Guinea was that, unlike the situation in other countries, 
no attempt has been made at rehabilitating the existing financial institu

tions. Instead, all six of the government's specialized commercial banks 

were closed down. Even the central bank was reorganized, and a new 

currency was issued. 
The paper discusses the restructuring of the banking system, but it may 

be interesting to put the Cluestion more widely in terms of restructuring of 

the financial sys:em, including the central bank and issuance of currency 

There were, I believe, four different exchanges of currency between the 

time of independence and 1986, all of them with various little twists, such as 

deciding that some large-denomination bank notes would not be ex

changed for new currency. All of them have been subject to various degrees 

of corruption in the sense that the exchange of new notes ended up 

increasing the volume of currency in circulation. 
But there are intecesting lessons now to be drawn from the restructur

ing of the system. My information is about a year old at this stage; so it may 

be a bit obsolete. But since we have the governor of the central bank in this 

audience, he will be able to help us with more recent developments. 

In mid-1988 it could be said that the reform of the financial system had 

been successful. The new Guinean franc had gained reasonable accep

tance. Currency in circulation was approaching 5 percent ofgross domestic 

product, which is only slightly less than the 6 to 7 percent average of other 

African countries. Perhaps it is necessary to remember that foreign cur

rency also circulates in Guinea. This might explain why the ratio of 

domestic currency to GDP is slightly iess. Obviously we do not have 
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information on the amount of foreign currency in circulation, but if we 
added it, then we would probably get closer to the usual ratio. 

Total bank deposits in the new banks established after 1985 reached 
another 5 percent of GDP. But this constitutes dubious success for two 
reasons. First, this is substantially below total bank deposits in other African 
countries in the area. Second, the 5 percent of GDP figure for deposits is 
overstated relative to the International Monetary Fund definition, which 
would only consider )rivate sector deposits. Private sector deposits were 
only about half of total deposits, or somewhere between 2.5 and 3 percent 
of GDP. 

Furthermore, 40 percent of the 5 percent of GDP in total bank deposits 
were foreign currency deposits. The authorities had chosen to authorize 
foreign currency deposits as a means of capturing some of the transactions 
of the parallel econoy1;, including foreign currency holdings, in an effort to 
increase confidence both in the domestic currency and in the new banking 
system. 

In terms of the lessons and maybe some remaining questions regarding 
the impact of this restructuring, certainly the parallel existence of foreign 
currency and domestic currency deposits is one of the issues that is worth 
considering. Even though it is reasonable to discourage government from 
forbidding foreign currency deposits for fear of driving those transactions 
back into the parallel economly, at the same time the parallel existence of 
foreign :,nd domestic currenty deposits poses a number of constraints on 
the remuneration of both types of deposits. 

In fact, foreign currency deposits were not supposed to be remune
rated. At one stage, in fact, i'emuneration was actually forbidden, but given 
the rapid devaluation of the Guinean currency, there was an automatic 
remuneration of these deposits even when they were current account 
deposits. This remuneration did not accrue on Guinean deposits and 
therefore constrained the demand for current account deposits in Guinean 
francs. In mid-1988 that problem had not been satisfactorily resolved. 

With respect to the rcmlUncration of time deposits, the problem was 
that inflation had remained high and it was not obvious that the new banks 
were encouraging remunerated time deposits. In fact, most of the deposits 
in the banks were current account deposits. These included foreign 
currency deposits, but the burden of the remuneration of those deposits 
did not really fall on the commercial banks, for technical reasons that are a 
little too complicated to explain here. 

The end result was that the average remuneration of the Guinean franc 
deposits in the banking system was rather low. It was less than 1percent in 
1987, at a time when inflation was somewhere between 25 and 39 percent 
per ,Annum. Given that real lending rates were also negative, with nominal 
rates in the range of 25 percent or so, banks had an average return on their 
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loan portfolio of 20 percent, compared with an average cost of resources of 
less than 1 percent, and therefore had a spread of approximately 20 
percent. So real loan rates, while negative, were not really a problem for 
the profitability of the commercial banks. 

There are two other interesting issues besides the question of the 
comparative remuneration of Guinean franc and foreign currency deposits. 
One is the role of the branch network in both resource mobilization and 
the distribution of credit. This has been emphasized in many African 
countries. The Guinean authorities have been encouraging and, in fact, 
pressing at least one of tile three commercial hanks to open a relatively 
large number of bank branches upcountry 

Obviously it is believed that there are both large amounts of resources 
to be mobilized and genuine credit needs in tile rural areas. I personally 
believe that both reasons are wrong and that the establishment of a branch 
network, in the circumstances of Guinea at least, is costly and ineffective. 

It is ineffective because even if it is successful in mobilizing large 
amounts of deposits from rural areas, this would probably constitute little 
more than a transfer of demand from currency in circulation to bank 
deposits. In other words, aggregate money holding would not increase very 
much given the relatively low remuneration of deposits. lost probable, 
instead, would be a transfer from currency issued by the central bank at a 
fairly low cost to bank deposits mobilized at a fairly high cost. 

The usual argument for why there is not much credit in rural areas is 
.hat there is not mCh of a banking network, but this is a story we have 
leard before. In fact, it is questionable whether there are very large credit 
needs in rural areas in Guinea. Given that agriculture is based on extensive 
cultivation techniques, without much use of nonlabor inputs and without 
much use of equipment, it is questionable what credit could be used for 
other than for the commercialization of the crops. This is something that 
can be done and is being done by the commercial banks by giving credit to 
traders. 

So I would like to suggest that it is not advisable to press the 
commercial banks in Guinea and comparable countries to open a network 
of branches. Such a network certainly adds to the cost of operations and 
gives them an excuse for high costs. Tile cost of bank operations will also 
be very high if they are essentially run by expatriates, who are quite 
expensive in relation to tile volume of resources that may be mobilized. 

I have no real solution to the problem except to suggest that the 
training of local staff should aim at reducing over time the relative 
importance of 2xpatriate staff and also that a policy aimed at resource 
mobilization would help spread the overheads over a larger volume of 
resources and therefore reduce intermediation costs. 

In many countries the World Bank and the IMF have been recommen
ding that competition should be increased by allowing the entry of foreign 
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banks. I wonder, in looking at such diverse countries as Guinea and Turkey, 
whether the contribution of foreign banks to competition and to the 
efficiency of the banking system is as great as expected when those 
recommendations were made. 

In the case of Guinea, maybe. There was in fact a need for some 
banking expertise to be brought in from outside and a need to ensure that 
the level of corruption that existed (and that to some extent still exists) in 
the banking system of Guinea was somewhat under control. 

The new level of resources mobilized by the banking system has been 
mobilized at a fairly high cost. It was not obvious in mid-1988, when I left 
the Guinean banking system, that these high Costs would later be spread 
over a larger volume of resources or that there would be a considerable 
savings in intermediation costs. These are some of the considerations that 
might warrant continuing analysis. 

KERFALLA YANSANE: Speaking as governor of the Central Bank of 
Guinea, Iwant to say that I think both the paper and the discussion thus far 
reflect reality to a large extent, but a more complete picture of reality is 
enabled by initially placing the overall restructuring program within the 
context then prevailing. In 1985 there were two major shocks to the 
Guinean economy, First was a shift, as has been outlined, from a highly 
centralized economy to a more open and liberal economic environment. 
The second shock was on December 22, 1985, when the head of state 
decided that all existing banks would be closed the next day. When bank 
employees showed up, banks were closed. 

It is possible to understand the difficulties faced at the time and later on 
in the restructuring process as principally resulting from the economic 
shock of closing the banking system and also the political issues raised with 
the laying off of approximately 4,000 people who were employed in the 
banking system at the time. I want to take issue with the statement that there 
was no good reason to close the banks; to be able to conduct a process of 
structural adjustnent in the economy broadly, it was necessary to have a 
ba;nking system that would not be illiquid, insolvent, and staffed by corrupt 
employees. The steps taken by the government can ,e categorized as 
advancing truth in all matters-truth in prices, truth in exchange rates, and 
true financial discipline in terms of both the public sector employees and 
the budget constraints. 

It is necessary to understand that the issuance of currency in the 
previous regime was not under the authority of the central bank but was 
under the discretionary authority of the president, who would send the 
necessary papers to the central bank as an order to pay Obviously, 
such a system could not have been continued in the context of structural 
adjustment. 

To complete the overall context of the financial reform, one has to 
consider that not only were bank employees laid off but at the same time a 
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number of public sector enterprises were closed and their employees laid 
off. In the government bureaucracy, a number of government employees 
were laid off; total public sector employment was cut in half, from 90,000 to 
45,0C 0 employees. 

So tile government felt that there was a need for a strong private sector 
to develop and offer employment opportunities to these people and that 
the private sector needed an equally strong banking system to provide 
financial services. Given the state of disarray of tile local banks, it was felt 
necessary at the time to invite fore"-'" banks to come and restructure the 
banking system. 

A few French banks show -ne interest, but they could only be 
persuaded to establish themselvi.. in exchange for what the government 
viewed as exorbitant advantages. But this was seen as tile quid pro quo for a 
real involvement of these banks in the economic development of the 
country 

It is also necessary to keep in mind that closing the banks is not enough 
in and of itself, that there was a need actually to undertake a liluidation of 
these banks. This ,.vas all the more difficult since there were no proper 
accounts, no reliable documents available. There was also a need to show 
some resistance on the part of the central bank to increasing the reimburse
ment of deposits. In this respect, it is felt that the paper under discussion is 
a bit unfair in suggesting that insufficient control has been kept on this 
reimbursement of past deposits. 

ALAN ,ELB: It might be helpful to explain the origins of the study at the 
World B nk that is represented in this chapter by Roland Tenconi. We have 
been p itting together a set of case studies of how countries have coped 
with problems of widespread insolvency in financial :;ystems. There are 
only a few cases in Africa-and Guinea is one of them--where something 
has been done. It is indeed an extreme case, in terms bo~th of the nature 
and the severity of the problem and also of the courage with which reforms 
were undertaken. Reform was indeed very radical-clsing down an 
existing system and bringing in a foreign banking system. Although it is 
very unusual, there are some interesting lessons for other countries that 
face similar problems and to some degree confront similar options. 

The first basic question this study raised to me was, Under what 
conditions does it make sense to have a formal financial system? We tend to 
think of formal financial systems as having a few very broad basic functions: 
they mobilize savings; they intermediate savings so that they can be well 
used; they also generate seigniorage, that is, they provide a certain flow of 
revenue to gov!rnments either through issue of currency or (in the case of 
banking systems) through the ability to levy certain imlplicit and explicit 
taxes on the banks. 

In Guinea we find that the system was turned upside down. It was not 
being used to mobilize resources in any meaningful way. It certainly was 
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not being used to allocate resources to productive uses. Fraud encouraged 
uses that perhaps were undesirable. As Nancy Benjamin pointed out, it 
offered a form of reverse seigniorage; it probably cost the government 
more to fix up the system or to pay out depositors than it ever received 
from the system in taxes. So there is a question under what conditions, in 
terms of political and macroeconomic stability, legal framework, accoun
tahilit , and so on it makes sense to try to maintain ones own formal 
financial system. 

Under what conditions would one wish to liberalize a formal financial 
system to encourage it to absorb a larger proportion of resources? Would 
one really want a financial system with the characteristics of the Guinean 
system to absorb more savings from rural areas? One suspects the answer 
may wvell be no. So what are the prerequisites for an efficient form of 
financial system? 

The next question is the role of foreign banks, an important one in 
considering the options facing governments, particularly in African coun
tries, -%%here the range of domestic choices may be quite small. In the 
United States there is a well-developed mechanism for dealing with failing 
institutions, but it requires other institutions capable of taking over those 
institutions. In many countries those do not exist; then what is the role 
of foreign institutions? ihould it be much greater than at present? Should 
we be thinking of management contracts rather than inviting in foreign 
banks? 

Next, the move from centralized to decentralized systems is important 
for a number of African countries. It is instructive to evaluate the experi
ence of countries outside Atrica that have been trying to move from 
centralized to decentralized economic systems, the implications for their 
financial systems, and the difficulties that arise in that process. 

C. S. KIMEI: Being vith the Bank of Tanzania, Iwould like to share my 
views on reform with reference to the Tanzanian experience. The Guinean 
case seems to be a little extreme, but the premise under which reforms are 
being urdertaken seems much the same as for Tanzania. In both cases 
there is a movement toward more liberal policies. Financial reforms are 
being undertaken to Support measures aimed at reviving the real economy 

The need for consistency between the real economy and the financial 
system is compelling the authorities to reform the financial sector. I was 
fortunate entiigh to participate in some of the discussions of Tanzania's 
Banking Commission. Among the findings of the commission has been the 
realization that the premise on which economic policy has been conducted 
was wrong. The prices for goods, capital, and labor were regulated and 
therefore provided wrong signals. They diverged widely from those that 
Would have emanated from a free interplay of market forces. One result of 
the new polic spawned by this reassessment has been that bank workers 
have experienced a dramatic decline in real wages. Those who were paid 
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about $700 per month in 1960 are now being paid a little over $50 a month. 
This indicates that the monetary or inflation policy that passively accommo
dated fiscal policy was wrong and was not conducive to increased produc
tivity. High inflation led to deterioration in real wages. As a result workers 
in general, and bankers in particular; compensated by increasingly engag
ing in corrupt practices. Banking ethics drastically deteriorated, and public 
use of the banking system as a safe depository and a payment mechanism 
sharply declined. In consequence tile financial-asset-to.GDP ratio declined 
in tandem with a rising currency ratio. 

Most of the people who were interviewed by the Banking Commission 
were unhappy with the banking system because banking ethics had 
deteriorated. A frequently heard complaint was of the willingness of bank 
workers, in exchange for small payments, readily to disclose information 
about transactions in deposit accounts to anticorruptiol squads, as well as 
to friends who were trying to get tile information for their own various 
purposes. 

Workers have had to resort to something other than their official 
employment to make ends meet. The\, either steal or work part time and 
devote some time to informal sector activities. The implication of the latter 
has been a deterioration of prodLuctivity' in the banking system. This case 
may suggest that, even if the financial sector is reformed, the reform may 
not be effective if the fiscal policy framework is not reviewed with respect 
to such things as wage c(ntrols and other regulations on the markets. Tile 
legal framework has to be reviewed as welt to allow competitive bank 
chartering and less government interference in affairs of economic units
whether public or private. In short, the whole macroeconomic policy 
framework needs to be reformed. 

If banks cease to function as a paynient mechanism, transaction costs 
increase, and economic efficiency declines. The banking system is thought 
to be an efficient and safe paynient meclhanism, because if a client wants to 
make payments 1y a telegraphic transfer (TT), it is expected in a matter of 
seconds. In Tanzania nowadays a TT takes up to four weeks, and it thus 
becomes much ftaster ,ad more convenient to carry ones own money for 
an intended payment. This, of course, hampers resource mobilization. In 
addition, bank drafts have ceased to be readily acceptable. We have only 
one bank, National Bank of Commerce (NBC) with about 300 branches 
spread over the country But one branch of the bank hesitates to accept a 
bank draft issued by another branch. 

How could the nonacceptability of bank drafts among branches of the 

same bank come about? Let me illustrate. A manager in one branch may 
issue a draft to a client who wants to buy some goods but has no working 
capital. The goods are then paid for by use of a bankers' draft, which is 
drawn without an equivalent deposit of money into the issuing branch. 
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Although tie money is deposited to the branch after the client resells the 
goods, the whole arrangement amounts to a grant of interest-free credit by 
the bank. Of course, the manager is paid informally, off the books, by the 
client. As a result of this misuse, the NBC management had to stop the 
automatic acceptability of bankers' drafts and establish measures for 
verifying their authenticity. 

Tile whole thing hinges on corruption, and the rise in corruption 
corresponds with deterioration of real earnings of workers and of banking 
ethics. In more general terms, the scenario h.s resulted from wrong price 
policies, with respect to wages, intercst rates, and goods. 

In a setting like Tanzania it becomes difficult even to establish project 
viability in the traditional sense, because prices are not giving the right 
signals. One cannot appraise a project and say that the project is bankable 
when the prices being used have no relation to the market. On the same 
premise it is arguable that parallel markets in Tanzania, and probably in 
Guinea as well, have been driven by the fact that economic policies have 
been wrong with regard to tile formal markets. The prices in the parallel 
markets have been extremely high because official prices were fixed at a 
level far below market clearing, thereby creating excess demand and 
shortages. These formed the basis for the parallel market and for increased 
hoarding of currency for parallel market practices. Tile growth of the 
parallel money market has strengthened the informal financial sector in 
Tanzania. No one has thoroughly studied tile extent of this market in 
Tanzania, but I think it is huge and that its size can be gauged by tile rising 
currency ratio and the declining intermediation ratio. 

To determine the root causes of the problems, one should look at the 
issue from a historical perspective. The Tanzanian financial system was not 
always so ineffective. In 1961 Tanzania became independent, and in 1966 its 
central bank was established. The financial system war operating reasona
bly well and conformed to the most successful practices that would 
normally be found in other countries. The legal framework within which 
the central bank operated was conducive to the conduct of noninflationary 
monetary policy because the government has bank borrowing limits 
specified in the statute. With amendments of the Central Bank Act in 1978, 
however, the limits were relaxed, and the government found it easy to 
overstretch its resources by forming public enterprises that could never 
recover their costs. From 1979 the whole thing started collapsing. As for the 
banking system, after the 1967 nationalization efficiency in resource mobil
ization took a dramatic downturn in the second half of tile 1970s. By 1989 
the financial asset ratio had declined to about 36 percent, and it had already 
risen to over 60 percent in the mid-1960s. 

Thus history reveals that things in banking and elsewhere got worse. 
Inflation became chronic; yet the government insisted on policies initiated 
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in 1967 without making adjustments to allow for changes in wages, prices, 

and so forth, to reflect real economic conditions. 
Further, in countries like Tanzania the legal framework is an important 

tool for guaranteeing adherence to policy commitments. I think the legal 

framework should be studied and measures suggested on how that 

framework can he made to be instrumental to tile proper conduct of 

macroeconomic policy. In p:articullr, the legal fiamework should address 
the issue of autonovN between the treasury and tile central bank. The 

significance of this ma' be judged from French banking history as 

contrasted with developments in other banking systems. It would appear 
that the degree of autonomy between tile central bank and tile treasury is 

very i portant for proper implementation of policy. 
Another issue is what has been referred to as "designing a competitive 

banking system vitlin a socialist framework." What is a competitive 
banking system under a socialist framework? That is completely amibig

uous. One cannot rule out tile fact that the government probably will not 

accept a report that denounces public ownership in financial institutions 
and echoes a return to precolonial hanking, structures. So since the 

commission is already constrained to thinking within a socialist frame
work, it has the challenging task, at the outset, of defining what that 

framework means. 
REINHOLD VAN TIL: I would like to be a bit more provocative on tile 

issue of the relationship between the financial sector and the real sector. 

Everybody at this conference seems to be saying that if tlings go bad in the 

real sector, then of course they go bad in the financial sector. I am not so 

certain: is that really the source of the prllenls? Of course, if we have large 

devaluations then we see bad loans appearing, and basically the solvency 
and the liquidity of the banking system are at stake. 

I also have some questions ahout tile informal sector. t)o bad loans 

commonlyv occur in tile informal sector? Do negative real interest rates 

occur in the informal sector? What kind of lessons can be learned, so to 

speak, from the institutional arrangelents in tile informal sector that may 

be helpful in framing tile formal financial sector? 
JOSHUA GREENE: In reading the paper, I was struck at the extent of 

corruption in the Guinean system. An imp ortant question for us to ask is, 

How extreme a case is this? Are we dealing with many, many banking 

systems that have aspects of this in them? If so, what does this mean for the 

financial sectors and financial sector reform in Africa? I am hoping that 

some of the participants from Af'ican countries will comment on this issue. 

I would like to believe that it was a very extreme case and therefore 
unrepresentative. 

In the same way, a. a public finance analyst I was struck by the 

tremendous tax allowances the foreign banks were givcn is inducements 
to enter Guinea. Were these really necessary? While I realize from the 
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paper that efforts are now under way to try to scale back some of these 
allowances, it i!,a very disturbing thought that inducements of this scale 
might be needed to bring in direct investment in the sector. 

JULIUS COLES: I vas taken aback by Mr. Soulard's denial of the need for 
rural banking. At least it goes against the grain of what some development 
people seem to think. Even though banking systems located in urban areas 
canl provide some financing for farmers and other rural producers, he 
seems to suggest that it is too costly to have a rural banking system-that 
there is not enough profit out there to induce the banking system to go into a 
rural area. Does one need rural credit to finance inputs and things other 
than just the marketing of produce? Or does one really rely on tile informal 
banking sector to handle those types of problems, accepting the need for 
greater attention to urban banking? There is a whole series of questions here. 

MOHAMADOU DiOP: I Vould like to address tw\o issues. I want to talk 
about tile motivation of foreign banks, because I think there are some 
considerations that should he brought to the attention of people involved 
in this seminar 

Most ot the foreign banks that are likely to intervene in Africa are 
European banks. There are very few American banks involved. As you 
kno, since Citibank took tile initiative of increasing, in a very significant 
way, its loan loss reserves, there have been decisions taken anong 
European central banks to impose mininml levels of provision for 
country risk, complemented by the so-called recuperation, which reqlires 
banks to put aside a certain amllount of reserve, whatever the quality Of the 
risk in certain countries. 

This puLs treme(ndous constraints oin these European banks, partic
ularly when we take into account that they are already highly exposed to 
country risk, whether directly or indirectly, through local branch banks.For 
each 100 francs in equity risk or. ,an risk that any European bank today is to 
put in Africa, they have to plut aside i0 as a loss provision.And when we 
take into account tile recuperation, tle}y may have to put aside another 20 
of equit. 

The result is that ntowadays the European banking commnluity is not 
interested in investing in Africa. And even if it wvere, it is constrained by 
these considerations. When, for various political or sometimes even for 
balance sheet reasons, they do intervene, the objectives in the short term 
are maximization of profit and minimization of cal)ital outlays. Therefore, 
they will want to put inl, say, 20 percent to have the management and to get 
80 percent equity participation from local investors. 

The need to maximize profit leads them to look for various fiscal 
exonerations that may be or may not be economically defensible. At the 
same time they have to minimize resource mobilization; we all know the 
result today for the banks that have made the mistake of investing heavily in 
network branching. 
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Therefore, there are two important issues. One is the extent to which 
these foreign banks should bear the losses incurred by their affiliates and 
branches in Africa. The second is, in the cases where they are not involved, 
to what extent they can be induced to come in and participate both 
institutionally and financially in the restructuring of the banking system. 

I have seen much corruption in Africa. Wherever there is institutional 
corruption, there will also be personal corruption. I would venture to say 
that today one of the least corrupt areas in Africa, whether it be in the 
public or private enterprises, is the banking system, simply by virtue of its 
nature. Corruption is more difficult in an industry that relies on written 
records and double-entry b(okkeeping. 

PATRICK HONOllAN: I want to draw our attention to two facts coming 
from ti.e Guinea case. One is tile foreign banks: what do they do? They are 
scarcely banks in the sense of mobilizing deposits and lending. They are 
little more than money transmission agencies. We can see that in the 
importance of the fee income ("commissions," in the Tenconi paper), 
which is only more dramatic in Guinea than in other countries. That is what 
the foreign banks, colonial banks, do in Africa. They provide a very good 
money transmission service. )o not expect them to do very much else. 

The other fact from Guinea: I think that confidence in the banking 
system has overcome the suspension of operations aInd the long delays in 
getting repaid from deposits. The new banks did obtain a certain degree of 
public confidence. The deposits in the new banks are much larger than the 
deposits in the old banks were when they failed. I know they are much 
smaller than in most other countries still, but it was possible to reestablish 
some degree of confidence. 

DONALD MATIIIESON: In considerin-; this particular case, it was said that 
the solution to the restructuring problem Was unusual. Iwould suggest that 
it is fairly common, in fact, in the sense that the typical way in which to get 
restructuring costs out oi the system is to inflate them out. Historical 
experience suggests that governments fix interest rates and then inflate 
these costs away, 

But the African experience with the foreign banks raises a much more 
fundamental issue, which is the question, if one leaves aside the politics, of 
whether modern nation-states provide the appropriate bases from which to 
organize financial market structures. The answer to that question, at least in 
the industrial countries, is no. The "1992" program in Europe suggests that 
its financial markets, which are much more sophisticated than Africa's, have 
exceeded nation-state boundaries. But we persist in talking about financial 
reform in the context of nation-state boundaries. 

In economic terms the question is what financial system is viable. This 
raises the issues of what level of competition one gets in the system and 
what financial services one imports or produces domestically All of those, I 
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think, are questions to which we do not have very many good answers at 
this stage. 

ALAIN SouLARD: Just a quick response to Julius Coles's objection a 
moment ago to my observations on rural credit. It is a complex subject, 
with several dimensions to it. I was really speaking from the point of view 
of countries where agriculture is very extensive, meaning, as my agronomy 
colleagues tell me, that neither a great deal Of input nor a lot of equipment 
is used. Whether they are not used because there is no credit, or, 
conversely, they do not need the credit because they do not need tile input 
and the equipment is open to debate. 3ut from what Iunderstand, in those 
cases where credit and equipment have been made available on a volun
tar' basis under various government programs, they have often failed to 
yield the kinds of results that vxere expected. 

SO I assume that, to a large extent, the reason why agriculture has 
remained "primitive" is simply because that was its comparative advantage 
at that stage of development in the agricultural sector. Where more 
intensive techniques have been used, plantations and S) on, usually these 
are programs that have been sponsored by a variety of international 
organizations, including the World Bank, and credit has been made 
available to finance inputs, eqlUiplent, and so on. 

The credit requirements that remain unfulfilled, I still believe, are fairly 
limited in most cases. I do think that the banking system is not very well 
equipped to finance whatever remaining credit needs there may be at the 
level of individual farmers. To some extent, however, that function can he 
left to those people who do happen to have, if not daily contacts, at least 
regular contacts with the farmers and wvho know their credit-worthiness, 
namely the people who distribute the inputs, the fertilizer, or who buy 
production (who may or Ima not be tile same people). 

Credit demand, again, is Only one aspect of the question. Recently it 
seems that more emphasis has been placed Oin the resource nobilization 
side of rural finance. People have been arguing that there are a variety of 
institutional arrangements that do contribute to resource mobilization. 

Relating this to all potential savers, one has to remember that in many 
countries, and certainly in Africa, the government is rarely a saver. Private 
enterprises a)re either nonexistent or do not save very Much. So the 
household sector is tile prinmry saver, but usually not in urban areas. It 
follows that household savings must be coming principally from the rural 
sector. Which is the best way of mobilizing those savings? Some people 
have been referring to the importance of the informal sector and tile 
impact it has on currency circulation. This contribution is good where it is 
required, but is it good that the requirement exists? Consider that an 
efficiently managed central bank, I understand, has a cost of managing 
currency circulation of approximately 0.5 percent of currency in circula
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tion on an annual basis. This is not the case in Guinea for various reasons. 
But the cost of currency should be much lower than the 7 or 8 percent cost 
of administration of the banking system assets that is mentioned in the case 
of Guinea. Therefore, I would suggest that perhaps some countries do not 
really need to have a lot of banking in rural areas, that there is a more 
efficient way of mobilizing resources, which is called currency holding. 
After all, currency is part of financial savings. So there must be some virtues 
in having some reasonable level of demand for currency, even though that 
may be, in the eyes of some people, less desirable than the expansion of the 
banking sector. 
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Financial Restructuring 
in Ghana 

Ghana once enjoyed a high standard of living compared with most other 
West African nations. But drought, poor economic policies, and increases ih 

oil prices led to a significant decline in per capita income during the 1970s 

and early 1980s. Ever since the inception of the :conomic Recovery 

Program (ERP) in 1983, however, gross domestic product growth has 

averaged aove 5 percent a yea, ahout 2 percent over the growth rate of 

the poputlati. . But the per capita income remains low at $380 (1985), and 

an estimated half of the population lives in absolte poverty 

The co)untrv is well endowed Vith llturl alndI human resources. 

Agriculture accoulnts for -iI pcTrcett of GDP auld provides income for lbout 

This chapter is excerpted from the hiternattonalI)erelopmen Asociation Report 
and Recommendation of tie lPresident of the ,hiternationalDevelopment Acsocia
tion to theExecutive )irectorson airoposedDet elopmnent 'reditto the Republicof 
Ghana for a FinancialSector Adjustment Project, signed on May 9, 1988. and 
st,hnitted by representatives of the World Bank to the conference fron which this 
volume is derived, pursti,nt to the purpos',es and publication of the conference 
proce, dings. The report and recommen-iation address a proposed development 
credit for the Cquivalent of SDR 72.1 million ( t.S.$100 million equivalent) to the 
Republic of Ghana on standard IDA terms to help finance a Financial Sector 
Adjustment Project. 
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70 percent of the p)Opulation. Gl1ana is the \'VOlIdS third l'gest pr tducer Of 
cocoa, whicCh account 3lr1(tt twO-thitrdsLI( the CL'Lt rlll\ eXpllrt earl'n
ings. The country also pssesse-,s valtable minerad lsits, part icularl 
gold, and hydropw llltoSt -lectricity, OLLltf whidh is ex-Aer generateS 
poLrted to neighl h(wing 't lltii. lai tIfacttiri ig Litl p1It itilreTascl SustlItan 
tiall' ater indepeCndencCC il 195', h)'c';LIse OfL L,gw i'nelCnt l- diCies that 
enc uragt-,d iiLp nt suh .tit(UtiLlt intl ust ri-s hhind I wall Ofl l OIect ILin. 
Sei'\vicCS, which ict'tL Ltilll I(Wi 'Cr ',I thirit "f()I )' , ate l niinatCL by' retaiil 
a1nd wVil) ilSaIe traC. 

The Economic Recovery Program 

BeiCCn 19-0 aind 1982 per capita itcomLle in Ghana declined by 30 percent, 
intllL nt v m.S fell I)\' a thir[, rea,l e. >tr eargllill ha ed, iineStiC 
s'a\vilgIsa idl inwe m.einllt fell tLa imLLtSt lCgligihle ICCls, :indl inlati in all ia 
aiaverage LLel-' pe a \et-' In 1983 tile ne,wly'C1t iitlell IPri Li itiO.aiceill 
NatlItinalc i htt rLLiiuceil t I RI tD Itetse thle dec line ill 
living St,altdarsl, anC ICSt e gLL 'tIcLlltlil\to the 

lhe EIRP nLlrttL0jhcCtives \were t 1) to .Shift iClative iprices in I L tLIf 

I)0li LuCtiotIl, partic'ul;trl ' (I-L1 xi)JL tt .uld iflici(tt itlll)Irt S.ulStit Littin ; (2) tL 
restL )te fi,1t: IInd A \t iS'iv ilt_, (- L itlitiatL irltiit theCii et ii I(t3 tile it-St )if 

ltltrvS s ci.11 a1 d cL it l ic illflasttitlCtluie;atM I (A ) t L el ct trage pii\ate 
llVetCtlllellt. The celttp'ice L i thie l L'1l1 \\'1s a t 10 iltL)luitCe a niL it'IL ive tV 
realistic exchange rate. The c-ci \was cl&V'ihLI rL tlm 275 ceVdisL() tile II.-. 
dollar in April 198.1 It, 90 cCedis t0 thu I .,. (.1011u"thy *laitarli'N' 1986. In 
SepItembl(er • 198() the go\vtltlllt L LilnetciCl a1SCt-tlticr-iiei. ;tl ti()fl systelm , 
aind in Februtav 198- the atCtiiLtl aIli cial ixchill.e t'ttes;wl', c LWereLOiciallv 
uriliei . Ilnitiallh" the tlCti ll \\';IS lilitCid to IL'LLilcer g (L)(LI, itt its 
coverage has Ihecil expauleil ,teaili lV, alul bV FNebruary 1988 all itllpL) Lttti 
gLolds were Cligib Icetw fun us ihI e utitll. Ad\tllitnist-C I)liceS, 

trtic'ulI arl'v fol"tL t ii tnL t iitni, Ilave ci _' aidlju tcii :tt regilIar 
inturvals toL rellect changes il the exchange ralte', ai11l wilieSp-Ca pri e an,.ild 
distribltItlin cLtiirt[ IlCv sileL. trates idljustedhLi\'t-' n ll,I IClterist were 
LIw)\\'atd St-aililk; ail finlll ill Septemlelr 198' all interest rates except 
thoxse for Savings iepLL.Sits were liberalizeii. 

In the ftafiscal ! the g e rntilillt-t's elkLts have LLicentratedLLU IIiC', 

oin elimilniatirigsitngbsiiiies, ltLLb ilizilg eslitiCleT-S tIl rLigh itl pr \,eil tX 
collectionit and selective increases ill tixes, anlll Lviiliig 1ti01'C dicequately 

, tile ilrastic e rosL5ion offor nainrtenance and capital salar'ies tL Lffsetl iall 
real incotlies ill iPne'ii oLIS VCeat-S.At tile1Salie titlle, tile goveritient reversed 
the p srvee,iou.i' ieillt- i Lf salary-, iiiferettial, hetweeil tile lowest 
and ligleSt p.ii tilelIiberS ()f the civil service. 

Tle resplonse (If the ectiomv was crilIiI itnitially h\y the dtt.ght in 
1983 and iinsuLfiient aid fll vs. After 198-i, hl Lwekvet; performance improved 
on several COtlitS. Growth averaged over 5 percent i \ear, the gmwernments 

http:VCeat-S.At
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fiscal position imnp'oed markedl., the rapid growth of tie money supply 
was Curbd, and thilerad balance imprl(lVed substantially, In 'additin, the 
gl\'erltIent niltr( du'cCL significant inilprOIveilelits ill po licies on puiblic 
CXpenditure-,. It illiliaItCl rChailittipllr, ranis for inlfl'siLructurte in thl 
cLc o.1, timber, i€l1lid, atcld t1"aiisp,;t s t itr. A1 te same time tlie go)vernnmenit 
prepa red a rolli ng thrc-\ea " devel pilpent program based oil reviews of 
puibli c eXpendit nies c(t ndLUctLd jo i I[\ With the In tc'nat ii rnall)vl h pmlent 
.ssociation ( IID:\). At this stage the high level Of ]liltation (39 percent ill 
1987) rellil tajllijor cocll'ern. The' milain reasons are ( I ) the significan1t 
Ce\'aluaitioti i tihe Clr''Cyllv in 198o, (2) the decline in fodt IdrLIlClion, (3) 
the increase ill doillest ic 1eitn inil lprices, andCI 0 percent rise in M2(-i)a S( 
ill the laier half of 1980. There .aite signs that inllatioll is deceleraitinlg, 
iowever The inatio)naIl cliiisunlmer price index rose onl\- 5.1 percent ill the 

1second semester f0 98. 
The second phise )f the g iverninents ERP (somnetinles termed the 

Structural Adjustilent I r, grain) is cnurreltlv' beinlg implemented. it has as 
its pr'i nc ipal oijectivcs ciiLiteclC nC SIStailnedCin tliC gri tw'thI, fiscal and 
nlneliV disciplille, ilncreaseC levelsIS fllitIIlestic Svillgs and investmient, 
inip'ivCmntiUS ill the efficinctl iClfpulic l'eStrll'Ce ill'lleilt, anld 
further dcecLehlpment of" i ie plivate sector 6I achieve these goals, tile 
g lverilmllenis mloiving o n five Irt :il firioits. It is Prig'ressivelN' li he i-arlizing 
its trade ailld exc'hatige rawe piolicies by expanding tile lfficial ftreign 
exchtiilge market I itnl clde banks :InL au thoizCi Cealers a1nd1b' i-at io
nailizing tihe St rc'tuireo t rldle taxes and tarifts. '16 maintain recent lirLduc-
Iliil gaints ill the Co oCI ded for)asecto i, add it ionaI inceivii'es are iheing prvit 

ct co pl dircuers, and .stCpsarc being takeii to itmproive the efficiency of the 
( Icoa Marketingt I oaid's oierlatioins. The goveint ment is ii r pLiulic 
resouice Iinaigeent fu tax pIoilicy and adnillisll1 tllrther iliprotveniiits iin 
tratioin and ih, reficfin tile pLuIlIic eXpendituieiC piiilning lrocess. The 
efficiency- if tile piul~iic sector is be illg enihianced thirtilil retIi-nIl Lif tile 
state-owned enterprise (SoE) sectori, Which il"iicles iOlicV chllges to 
enct il-tgC the ctn i ii-ciaIt)CInratIi l Of SOlis, i-clbhii aitatil of piol rity 
SOEs, aidi cIi-e.stitunrcP r itan fin- SC) Es t i rt iugl il iiqu idatiO OrL0liight 
sale to the lrivate secto ]r Filillv', the goverinient is imr)iox'ing its Illllage
menllt If tile iu)lic• c..toir iv iCducing tile tinber Of surlplus civil sevantS, 
recruiting skilled Gaiaiiaians ill streingtIn pilicv planniniig and cotlrlnt 
tioln in the higher reaches o f tie goverimient, and providing logistical 
Stippitrt to agencies respi insible fLor ipnplemeinting the StruCtural Adjust
ment PrI igram. 

Glialn.s total external diebt in 1987 was estimated at .S.$2.6 biillion, 
including U.,.$1.76 hillioin nLitin- and Iing-termin foieign dclit. According 
to International N tbintar\' Funl ( INIF) aInd \4 irld Bank estiiiates, the 
couIntrv's foreign clebt is likely to increase over the y-ears, reaching 
U.S.$3.24 billion in 1990 And UJ.$-.,6 billion in 1995, with medium- and 
long-term deht reaching I.S.$2.49 and U.S.$3.74 billion, respectively In 

http:U.S.$3.74
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1987 tile debt-service ratio ey' 'uding IMF and arrears was 26.3 percent 
(60.5 percent including IMF debt service and pailyment of arrears), down 
froll 37.7 percent the previous year This debt-service ratio, howeve, is 
expected to decline steadily in tile future, reaching 30.1 percent (including 
IMF debt service and pa,yments of arrears) ly 1990. 

lO St)l)Ort tile Ongoing ref(Orfl is and to f l cilitate tile restr uct u rinIig aid 
rehabilitation Of tie ec()nti)ii %'l,(Gh;inai Ii.edCs ill eficien t and dniii i c 
[i nancid1 sect( thI:t b II n bilizes dI mltiestic rS(t iices andMa.I al tes thIiem 
efficientlyIt) diffe.rent sectors (If tie ec(nilnn Like Sonicetler Sct()l'i*S t 
tile eco(n(llniv, I eve, tile fornial finalicial ,sector rellills burdened by the 
legacy of its pat atid is conseL rcItl t( coipe with tile (ICmaniIdsu 1.111nbC 
plccd Oin it !)y tile Str uctturalI AdjuStment Pr graii. The batikiag system, in 
particul a, faces severe Iihlui Ciail difficuIt ies, whicl, if lft Unllddressed, 
Could ha11mpe(2r the futu'e )r igress Of tile eCli()tllV ,I.serioIsly111 'Conl listtn 
tile sulpply respitinse t() the new incentive flraliewl(rk that tile g()verillient 
hasitinlti'OduceL. TOial drCess tIiese Pli bleiis - id t(0 place tie entire illincial 
svstelm in Glia iia I'irilier f ltt1dtliolns, tile gi'eri'llluCillt h i prela'erd a 
coni'reiensive financial ,:ector ,Ictikll prograin 1thiat it lilas ahlready begun to 
iiil)lemCnt. The pr-(u)r sde credit WOv(1lc S-Ll()irt tile iniplenientation of the 
p)igr1"a ild n filinance technicall assistantice 1t strengthen key financial 
insitutions. 

Medium-term prospects. The goverrnients iiiCeliini-teriii Objectives, as 
stated iin its p icv fraineiv()rk palei, are ti achieve a1n 111inLial Iverage 
growth rate ()f real (iI)I Of aIhOtlt 5 percent, rex(Lice tile inflatioin rate to 8 
percent by 1990, aidllniii iin i healihy balilce-i i-pavtiinents pi ,sitioln after 
imeetigig its Plri igrai fOr the liIuidation Ofiexternal arrears. The G)P 
growth target of 5 peicnt pier year will require I stri ng perl'foriiatce Ir ni 
both agriculture IIl itiustry. In agriculture co coa is eXl)ecteCd to cnltitiue 
its recver, and tile pr( spects for L1d11itid indListrialI crops appeau bright. 
In tile inidsiralI sect Or the rehailaiiitatiin (f Ghaina's hities ill peirnlit tile 
steady expanisision Of niiing OUlLut, alLtl ain ifaictt riIig is lprOjcCted ( 
respind to ililroved incentives atnd tile greater availahility Of Spare parts 
aind itliputs. Glianias iiiacr()ecoioitic prs s , however, ire co()ntingent oil 
a cOntinuatioti of its present Structural Adjtst lietit Prograni ani a favorable 

,internationtl ec(oioni ic eiviril Iiiment, piiricuJiar]fir its )riu'cl ,il exports 
(if cocol and gold. In addition, the etX),ansiin (f the eco(niy will depend 
crucially Oii tile availahilitV of c(oincessioItal assistance at the projected 
levels. 

The Financial Sector 

Background. Work oti Ghanas fiiiancial sectot began sone two years ago, 
as the structural adjustnient process was under way, because the financial 
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system appeared to be potetitially a serious constraint to growth in the real 
sectors. This culIlinated in a major review in April 1987 by a joint working 
group Of Gh ans ;nd bank staff, which identified key problems and 
proposed a wide-ranging program t f reforms (tile Action Progral), which 
tile present operation intends to support. 

The structure of the financial sector. The finial financial system is 
dominated Iy three primary commercial halks-Ihe Glana Commercial 
Bank (GCB), the Stnildalrd Chartered Bank (f Ghana (St:iiidard ), and the 
Barclays Bank )f Ghana (Barclays); seven seco)ndlry hanks-the S0ocial 
SCcuritN' Blink (CSB),the Bank of I I( using and Constructiol ( BI IC), the 
AgricuItiral I)evel opinet fBank (Al)B), the Natio nal Savings and Credit 
Bank (NSCB), the Nationmal Investment Bank (NIB), the Merchant Bank, and 
the Bank Of Credit and Coommerce; I small cooperative bank, G(Iaina 
Cooperat vte Bank (C(A-op i nk); anid over 100 rrLII-al bianks. Of the total 
assets 0of the banking system of ai uund 156 billion cedis (:about 25 percent 
of G)P), soie 57 perceIt 1re in the three priniay banks, altho)ugh tile 
secondary and rural banks have been growing faster. All the primary and 
secondary hanks accept deposits fl'(lm the public, a1nd, with the excCption 
of the Bank Oof"Credit anLd Commerce, all are either pirtl or Wholly owned 
by the gverI'inmenit. Tible 5.1 details the aggregate assets ald lialbilities of 
tile b:nking systen. 

File hiree governnilent- owned del'',pnetilt itnanceu institut ioIs have 
increased their level )fconillercial banking activity in recent years, and at 
the end Of 1986 0)1Ie-Cluatr of their oumtstandintg a.ibilities was IccOun:ed 
fior hy detnand, savigS, and time deposits. Nevertheless, they face serious 
ilancial difliCultics ,iig fl Otii a huge flo-eign Cxchang Cexl osu r ()I hoss, a 
substantial no nperlf ormting pIortf( lio, and a ootplete er osio Onf net woorth. 

The riral banks are ovined and managed bv their lIocaI comnuliuitiCs. 
They are prik'ate unit banks established to mobilize reso'rces ill rual areas 
and extend credit locallxy The Batink of GhIa i ha.; Wuail l' ontribuled to the 
initial capital Of each rural bank with the intenti)n of divesting its holdings 
to the private owners at i later stage. Despite the lage nutimber of rural 
batnks, the IrLra.Il banking sector 'iCCoLIIIIS ir'Or Under 3 percent of tile total 
deposits iolbilized by the banking system asi whole. A large nulmber of 
rtral banks are in finilcial d ifficuIties, but their "ulnit" n atiuri-e lls coon
tained the effect of this problem on the banking system. 

The llonev market is coiiiposed If the recently opened Consolidated 
Discouit Ihl.se l.td. (CI) I). "[iediscou)int hoouse is charged with the task of 
acting as al interbank intermediary for short-term assets to enable banks to 
manage their liquidity position better. The CIA I is permitted to deal in 
treasury bills, short-dated government securities, bankers' acceptances, 
cocoa bills, negotiable short-term certificates of deposit, and commercial 
paper. 

http:IrLra.Il
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GllII possesses a very rudireiitary cipitall m~irket that his been 
unatble to mike isulbstantitl coritributioIn to tile inobiliztitn1C t"ICmg-teirm 
resources. The few tralnsatctions thatt iccttr ae usually inIi InI-alted 
governiert stock, ;aid shares f1private compaitnies chalngeihatnds occa
siolitlly. The Ntioniil TrustRII lildilng C(itipatn' ClLiIt es siui'es Of ciighteen 

conl :trfiesmltonthly, hut its insl'ficienlt c;pitatl hatsC a1nd th1e limited numllher 
of tradable shares in the system hae Prieveinted it ft~nm pla)inrI a mi'e 
active part in ca.pit;al Imiarket S.tlmansaI titnl6 

The rtinii rig ntiOnbarikiing ccl. i d pr11ici p il toIltle Siicialr is litinitn 

Security aLnd Nitiirlal I11sut'i'ic ''rtRst (SSNII') ud cleven instuince 
companies. The SSNI'I' is a go vernl'eit- iled institution ch:rged with 
lprvid ing siciai SCCli'iIv pvIVncis Iis) vorkeri's oin tI16'iri etil'euc2it frOll 
service. All enterprises with live or illCie leMClenlh'es Intost hCC meinl
hers I fthie SSNI'I'; Cointrilitioins am iunrit to 17.5 prceit of,thie wage hill, 5 
percent Of which iscCintrihuticd h \w orkers and 12.5 pcrcelt h'yIempho.vers. 
Of aImemb)ership of 1.5 millioln, l '\evel; 0onl%, ahout 6)0,00)0 pay their 
monthly dlues. [1ntil ite 1980 tile mlled1CL invC.st its finds inSSNIT 'was c tto 

governmeniit stock speci:illv Cre;itCd lir it, vieldling 5.5 eler'cent to(6 percent, 
but it io(w his tie frtedi invest its f'u CM'n chOi .shlig.ill to ids in assCls of il.s 
As a resoIt it haseei., I ; il Ot r'.sui'v hills aii1d l(1-01iigdtedIaIII r)I'i'XSer 

gov(er111111t sCcurities. 
L.ike tile rest Of the ccoi lmv, the bikiig systeim in Ghalnai his suffered 

aidversely froimi tile gCnCrili lwIVlevl Of PrOCiICiC I ctiViI CLrinlg tilte 

lgh a lew ilitil(Ilns ,I'e r'elperiod Of eCOlltIllic Ccl-clinC, Iltll iist riIClI ' 

Iprotiahl c al rel"iti't lv elficien i. Its CUir rnt (li.sti'es.sed sittl. iln Giln he 
chartclerized inte'r lli'i\' (1) IugeC np-l'til'm)r g(in iPCtl'iil rlfios, (2) 

itliClejuite i''OviSionlS for lPfr tliu losses, (3) iliilted prolitis, (-i) high 
ol'lnit ial Coosts, (5) p tentii I O ;iact 6u'eig'ri cxci'hi geXlpi suI'e, (6)tuI 


,

is(ilveincv, (7)calpit-al ladCU(acv, aiid (8 ) inilcl aCto llitiiig systells,ini :it't 

i'nlit iinilt'n Cll'Ini1iingemei ill iIi n, a1d a ci mt l'us. C prhe lisivCe ,xternll 

diagrioistic iudits h\' inlIt r nat w rei, alCtn foir theii mril aditors ha'e I-Cue l 
nine main baiiks (GCB, SSt3, Birclays, BI IC, N IB, Al)B, Stiindaird, NSCB, aidl 
Co-op Biik) to ohtaiii ii-dCel)ll rid acc'urate I.ssssntli Of the Oiper'ait

ig ind Iinriicial colidit ion Cf Cch Cf t1hen aid i)rO'ide ;1ha.sis for 

deteriiinhig their restiruCturing l)roi.)cts iiid requirenlllts. 

The Policy and Regulatory Framework 

Deposit mobilization. The fi'in.l lintiiiacil syscn has not proved in 
effective vehicle f'or iiobiliziiig doinesic iresour'ce.s. rhe ,12-GIP ritio in 
Ghinai is low hliiniteriatiioil Stiaitclirds ald indicates ile IOw level Of 
fina.incial iliterliediitioi in the ecotii ny (ITibles :5.2 aind 5.3). I)urinlg the 
1970s alnd eirly,1980s, liquidity expansionii wis fueled b\ large gilverniment 
deficits finanliiced domlestically by the centali bink. Excessive nriney 
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crcet itl Iat ', HIM (AIIstagnan',t growMth and invecst ment slt ked inflaht ion and 
tUrnll gtV 'lIl nl ecnm11CLI LICSit ra.tCS (ICelpIlCg:It iVV inl r-Cal-Illrin 
ternis. In aladlit hin, t il lack ofIIkniget-wtrin lItd itIg ppIn n1I~~ idedit ics 11r 

lew incent ives I,([ h a n ks I alttract tCHI IiaVing,1s. IiIIStCad tl(S
r I t1CWith .Su rpl its 
fundis Ic 11(10. to i1.~ ill in ili (ll-I iCd'Cd aSS.'t S5CI ;I.1sr I- eStatc(. 

.S~incc 1983 th(il tattajan athriliCS IaIVC )IIr.StICd a1lCA)IlC inltct-cSt 
IatC 1)ll iC\ ailllLL at nll hIii.ling '11C.H st iai n1 (t1IhC 5.-1 ), ill Iinc With 
their gi.()\\'tlIl staLbiiatIiV.i CCI minlimumII rates IlmrIll eives. Acc (IrdIi:lgW\, 

SavIings andIL timelCp
LIC(SitS \WCrC AdjnlStCdLIpWII\lR(I r-ClCatCdlIV fl0n 8.2i-9 
pcr(21nt inl 1983 to 22-23 p)CRVcnt inl I()8. Ill Additlinl, dCC~iliing ijllaLtionl 
durIIing tis pVIr6 d AS a cst',tI (ica an1d dltt~av(iSCiplIinC (In tile part1Of 
thce gt IV1111(2n ICi Clpd trnl IVA lCI I)Sit ratCS INI.s;iti\vC fr thie first timeC inl 
l110tV thanl a dIC('Ad. kS th,.- rate ()f illlatit n climhud ill 1986 and 1987,
Iit IW verVIC I liC .Stfit tI-AS (IlC a1gainill 111Cdl 11iCgIIiVC. Inl Septci thcr 1987 
tileg1MI\'riIILit1 Iib(2IlhIiiC1iAllI il)tCrVst rateCs CXcCJpt I')[rSaIvings (lep( 1515, 
\\hiCh IiaINV [ten p)CggLd aX3 Oiilllni I"Lllf 21.5 perCItC1. Iib(2rali,atlotI 
wa';s ad Ii cvcd ill Icj )111:11-v 19)88. 

'Ilic diSiCIItliVL-S IW (ICI t115ItiI(W ll Its dCArV I98.l919 OMitSiig 
IrI I)ll 1I tga1 I\.(, I-c; iil IC51 's \\CIC Ct iP)111kM llCd I)\'C Cis ()f adlllt C 
Ilit IlCtIr' IIIaLVlIr.S that1 SlItI X thle 0(IlfljI-CIc 11)tile public inl the hailking 

I ''~'1iCSe lasie ilIC(ICI t~ltC (ICI11 IlICti/ati II 1(If 5(t-Ccdi III ItCS, tile 
A1COIllis (It 50rfreezinig 411:111tik (ICIil Iit I. t ,00It cClis and~ inivestigat in 101, 

taX liabilit\y aul pIssilli ()I IrrlpttaMw , Ill( rec-Lall (d hank lt)tls for 

C11C~kM lowI all IL1ISiI I tAli"ACtioltS (AVI* 1t,000 ('eLlis. Thie iIlllllClliatC
 
resps i Mt' illiViLILAS \US It) r-CCliantICI the1irl"Itacial
1111. i 1d r-

StILIt CL'S ilitt ) t11C LlllrV,'tIlaIet Iii~tI iAl 1l1Iiiaiil SCt It.
 

lherc alreih t CIII0lililICILUC ill tile bianking SV.5tCIll i.s rC'utiilillg 
gr-aLnall\ (;IrC1i( l Ill iIS L l); bllikillg SV.SICIll AS A1 IOfltritl 
narrow liIiCV N inl 

rLCcit all Ili.liiclit thma it WI IIld ItillsaCtlit 15C AfteLtC(I b\y tile
 

(1C)Ii~tzattllIIf liCStIc SIt d1(.servt 1() rCi l'rcICCIliti IrCelld. A
 

fC 1 Iell 1W~A() plCR-ClIt 19801, :111(tile gtl\rtCI-lelit.S 

I(nt sht 

Iinlger'ing (listI-S clnil Is, li \C~~which can ()InI le Crl IV(11Od 1w
rI 

15511~laI
ICC5, ill \\)Ird a111ddeecd 11i:1t 1l1C gt VCrL-illi1- l ~pcttIi I11111

(clntiality ( I hanik ItCCtMill", aI()idl 1,1li(IIC iIIlCICCc ill finan~cial II nsc 
til Is. and~ take Alit ll,- (I)I C. CITC Ilt.. ,()LIIILI liiial; liItli ()t banlking 
il"ISt it lt-Ii IllS. 

[leIll ()( IrdWL tt d(l1 Isit li~liZAtiI iili bV te hanking systemt can 
aIISI I [It Ill.ICLdIt )Ilie ((ti\ II(11111rsricsII numbeIttli)r
 
of banks aIIld IliC linllited -aligC tI linial" insr et aill.,
111CISiIICLI at1IlliIbiliZilig 

.Sav\itig.s. Ill All(flt, baiik.s fijld it (liftiCllt 1tI i tpoleteCflidi(cy ltci 
0PC flit (IlS a11(1LIVLI C.I (fIIanli.,LIatCdI(CC i lltC II Cd iaIt it ncts s ica 5','stell1 
-till PI)CCII rcs and1(tI sll(itIItgC (IfIil lCd anII( lna litiC tltff TheC BanIk oif 
Ghana1, r-CguLakteCciI.-gcs that bjanks can levy~onl tI iCir[ CIaStOmllrS, thereby 
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curtailing competitit,., oetcen banks and reducing ince~ntiVcs to ifrovrOwe 
efficienq The efficiency of banks is also aftcted hy tilelIck of high
denomination curreincv notes. The Ia.,nk ol+Ghana recentlv issued t500
ceci note and plans to intrI )00-c(110t1 sh0tl\'.Ilt a cise call beIdIc at ii 
madic for yet higher len( mitltitIns thaIt ca3n shrtien ,,ILuusilbanks aid 

reduce tile Cosis of coilting lage wads tfi'ICs. AS tr11aS the hil 

network of the Iianks is c<Inceriel, tle blnks are re( liired t>(I ltti n tile 

permission of tile BaUnk t altering their ,llillg anIlIsingGhana befowe Iet 
hours. This pratt ice reoduces tle lbilitV Of banks S IrtLndWt Ctflct iV'lv to 

tile needs of their clieltCle and con I therefiore he el imated. 

Credit allocation, the Bank of Ghaina has bCn controlling the growth 

an1d .l I,gh gl ohbal ard sectoral'Icat iOI 1if cro..dit by the hIanking system thirI 

credit ceilings. lO dctermino file total quar1terly credit eXpansi)MIn V anMW 

iliviituIl bank, tile lRnk Of(;Inat firstdetermi ics tile (Ove'rail rate of 

credit cuxpimasion c nsim[tnt with ['Ol jeCtionlS Of s cl Irtli growth 

ar1d inftlat i6I,C':, il :C!arKu'V 1988 sectornil gro~wthI rtCs were esitIa Iis!lecd 
accO(irditp to tle ievelopirilt jriotritio!s It the goVCrlmit, aMrd guidelines 

were then issued 1I indiVidual lnIks OIl the batsis Of the ;inplication tlthose 

growth rates to the outstalrdiing Ioals at the beginning If tilt' perioId. The 

allo)cation for ltenILurJ I tf the served .gI'iC rd itg (20 perenIt tIttaI) IS 

minimum, whereaIs I'r t)Ihr sectIrs it \\'s S llya 11'itiill. All sC't(Irialra1 


lend ing targlets h\uve llt'.vI relr(t ve'd , r ag uricIttira I lend ing.II>(A'C c6e 
tntil recently lending rates were aIs I cI ntrolled by the B ik (fGhana. 

Before 1980 agriculttrc was LaI\'.red with p)retereCli;il leninLg rates. But 

while this e.ne lur;aged tIle,em d It0 Lit, it al d.isc1 cred I ItUilged tle bariks 

fromlen,ding il tIle sCtl 'tiwith the result thai atgricultural lendilng 

invaitlabIv fell shOrt )tf the t:gCts requird tf cach hank. After 1980, 

howvC.eV,t; lending rtCs were 11Iri'._eless utlificd, 11Id ilSeptetliber 1987It 


lending rates \'er c n1pletelV libal,;ize.d. Betvcn S';ptetIlhber and I)C

cenber icrding rates apaCl. toI h, nI II10 thIe IlltillC toIleIllvc,
ue lau'Cl c 

rtcs avet;dged 
riskier loa3ns, but despite exccss liquidity ill tile I:ilking systenl, tile rate 

structiuire ts nII0tch:ngcd sILIstalt idly,becalusc tilh binding credit ceililg 

precludes any furtlCr exparMsiin (If credit. 
P,rt lv as a1i'SLIt (If inritercst rate colilt l s, tlill1 trallst+( 

negative in real teirins. .I(rle I hi lipa\I, partic iCU'r! V Ir 

I'lla.t i(tI il s been 

a plrobhlem for the (hataian balking svsten I. nks we.i unale to 

cormpensate fI rrisk and miLttuity by vaiilg their interest rtes. In add itio n, 

the high prtIpor'tionl Of liabilities tile Sill lit tldI I teileaIn:ks' It llutLIitV 

stri'cture (nl0ainly dit.nV:IClalo. CpINsits) haMsconsIraiILd their ability to letndl 
l Ing telIl. Futt hc ril wc, lairgc 1111 des of- 1(lg-tCril fuILdIs, such1 as the 

SSNIT, were compellud to pIrtcIhlscI wv,'-yielding govertntnt sto ck to> 

finance tile governmenlnt dclicit. Thest cIllstrailts, allonwg with the limited 

number of viable investlent opport unities brloLught totile attentiolln of tile 
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banks, served to hinder tIle flow of financial resources for investment. The 
banks have tended to lend short term, mainly\ to their estatblished cus
tomers, a high proportion of whom atre in the trade and service sectors. In 
1986 it is estimated that only about 15 percent of coiimmercial hank loans 
outsta.nding (including those of development finance institutitInS) were of 
maturities over three years, .llLd nearly Opcent of al loan.s were to trade 
and services (hble 5,i). 

Liquidity management. In addIitioln to (Luarterly credit guidelines, the 
Bank of Glaal uses two kinds of illhllul rserye ratiHs to cointrol tile 
expansiln of credit. The first is I ini imuin cashIresevre raitio thiat relates a 
bank's cash andl deposit holdinigs with the Banik of Glhana to its total 
deptosits. The seco(nd is lui u 
hank sect ua rv 1Ii0 if ings (:appr-we\Cd hills and securitiCs) to its total 
deposits. F)r many veais the 

a illin iin I jtidity reserve ratio tlat relates a 

Iiniminu reserve i,atit s were nwt effective in 
cinlrllinillf Ii liquid itv btcise hiank financing ifthe govrinineunt delicit was 
far ill excess ofwhal ctIuLI he alsurbed at tile pre,'ailing reserve ratios. BLut 
with !le rapid depreciation t ifthe currency-, the excCss liLuiditv \wIs soon 
iIo)ppeld Ul,, Ind tile Baink of (;hini re-dtLucedC inliniinunl cishl its reserve
ratio grIradal iillntil it rled If1 cllandl clfeptosits ainid 5 
percent Of iiniie and s.Villgs lept sits in OctIbelcr 1986.

In late 198-, htOwve', a I tialitionl of excess IiluifLi, v nee aIalglil
emerged-1. The bianking stiem ap -s unale to astib thl nilet reply
inlelts by the g\vC,wernnlt-l , especially, since it c'ani t rcchinniel these to tle
private SctI r tin a'oUnl tifthe credlit ceilings. Nas Ii-CSlt,Stillte hiilks have 
I)enlltLi _ilgdep) IitS irsaayiiic privaie enlterprises with SUi-ILuussavilgs 
are filiing igm.ls of cIt-ling i() leficit einterprises dihretl\ i ihanrther 

gt iiiig tIitug 1 hankii ng llnsitititins. The crtwciii l It oif p)rivate 
 sectoir 
financial Savinlgs \is exacerl'ieCL b\' thle SLI),Sltial eXi:in tf crCdit by
the Btalnk if Glwia na to hthe c tcoa wetrsett ii; hich Ilas idded Iiqu icliivtkto the
 
svste',i, aLversel affecting the (IpraitioS tf thC nC\ly OileCl Cli.Count
 
htIu. aLIC1 senCinfg interest raltes 
 it the Bank Of (;h:ina;i i'cetli\' intrliJuced
 
treasl.iury• hill aliCtion beltw the illiSiiLin av'ngs :nL
g rate tile reWiSCeOtulnt
 
rate.
 

The lpreseit siltllititln if excess liqiidity in the b:inkii gi systeim is 
coii eil al with iashoi')rtage if lituitlid\, ill ii'ts Of the in aiLictiring 
sector. The leimandlicl for credit in the nmanufacturing sct'C ir has riseni sharply 
as a resLilt of increaseLl import ctoists, 1O1)percein deposit retluireinents for 
tile foreign exch:ilnge JLCliion, and iplro ments in tile efficienc\y tf(tax
colleCtioin. 1Ut the Ianking ,system hias been inabei, to interillediate 
between the resource-rich oc. IlaLaI iiniiig stvctors intl the resource
ilungry, manufacturing ind food nm)cps sectors. The distortions created 1\,
tile credit ceilitigs ire beginning to iiake it difficult for the central banIk tto 
niage liquidit$: This points to the need to develop .s rapidly as possible 
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are caipailble f ibsorl 
ing or hjectinig liquidity Is aind when rChilCrC. B1ut th issie isO go( 
beN'tond ole of just initroducillg inw illStlUlntlltS. It 11e111s chalt the fina.Inci; 

Sector needs to develop a,secondairN iaiirket il gi\verniinc-ihicked scour 
ties illd colnmercial IlvpI'r a1nd use it Io a111a1ge its twin obiectives ( 

i(iditV and pii ic l iltv. 'ity i 1 plan 

indirect instrunltCns for mntaCLiry nllagemliegnlttllh a1,1t 

The gov1r1oeint is ilittilng to gether 1 I 

address tIh'se issti.S, d It ct imiuierciAIblinks if ic'o; hillol iiing the sale 
a better mt)nioring O1 batnks' caish reserves, and the timelv issuince by 1. 
Bink of Glhaini Of shor , pipeirt-tern 

Money inarket. The pi iut,_ia0l u fulllness of a imuievi malrket ill Ghalll h: 
benl recog.1ized f)i Stilt" lilec , lld Ilel d isciitltot Iitise, (COluSoltidalt 

cDiscouilt I Lou'ltd. (ClII), which is owned hw bunks and in'isuru',i 
comaniiuies, has rcccntlyI lvcinm tipc it n Aftelr tpYening I0"rblusinelill. 
ol Ncive ber 30, 198-, ho)wevei, a1nd al initiall Iurry Al aClivity- dhllriilg 1 
first LLs, 'ew trainsacit i'S hai\ve subsequently bee'n cart'ried (tlt lv the (I)1 
This disippoitii 'g pc irnt ';ll l iCilbiiatiice can traced ta nl Of iniiad 

quttC dc iClid lgCCm it btwe ll the11CIA I -I ileI Uik ()f (.iinion ;i 
or)erttioi:ci fr;tncw)rk, unrealis tic"expectatliiollS 1v baiks is to the Ib.sorl 
tive cipacity oftthe CI) 1,:iid imprecise' deliniit nl tifthC sCiL' (Athe (1) 

',Ill ptiies. 
The Ghliiaun lutitl iritiC arc now il tihe prt icecss fll"tkilg the rCquisil 

steps tio ficilitate tie ci vcl( Ipirclt ()f ;i sun iithIl oiinc'illinfg ill()Int 
nmat'rket. TIhese Will ill( ide ot insidea'iti( nl a1nd res >llit 6i)l if the kll( iwil 

defects lld sholtcolmlillgs,: (I ) prudentiali limlit.i ot tihe comllsilitiol f CI) 
;sISetS; (2) lte liilliidity status of mint-call with the C) I;(3 ) the CI)It 
melthod Of c'tlllutlitig intCrest; (A) iaccss h\' lie CI) I toi _,lIisetittl 
facili'v with tihe Bank ol'ihi'ia mti ay aOissUled supplyiftrealsulrV bills; (" 
the staitis t f call mltiney clepti.sits by binks with the CI)I 1(6) the elfect 
the bainkiiig licensC issuedL to ile C)l I;( I C ntinuCd access ( fbatnks to tl 

Btnk of Ghani for acconini(lidtioln of thei' liqIuidity; (8) Lclhinition I 

bainkers' aicceplt:ilccs cligible fr red isc(uiCtiillt at lie Batuk Of (htiai; (9) cI 
Batik of Glt,it's pi licics t tle sile t ioniibuinks of lunikers' acccpit uicc 

(10) fu'lie1, r co (-),t1C basis On which the C()II ind the Bt;ink of Gihtini Lie 
ill ltoge r'-dlted gtvl I1)eit stock. 

Capital market. Ever since the car'ly 1960s, whemi a c mipr'elietsih 
ctimpanlieS. cOde' was et'iacted, (;h i h'Is heci c .sidceritig the iitrodu 

)ionOfa1 nlIr'.isti ick exclh'ige. The ticat be tielits Of sIch 111institlitlln, 

Ghini as elsewhere, wttold be to enIblec orp irate issuers to gail Icccss I 
ioig-tei'ii fuittds prOvided 1y i vlleSit'ls, bOtlh inliVidu.ia I ;t111d illSitlitonll. 

aind to pn A'iili I iuii in 1heinlie u,;t'ket for shir'es ind hi rids. Ii iv ucoidIt 

Accra Sencirities Mirket Ltd. (ASM) h;is been flri'ned Ior sotiNe .'ealS but I 

activat.d. GI;tiut, htwever, alheady his ipublic issues of compu:liCs. Soil 
eighteen compainies, owned primrily hy foreign shareholders, wei 

http:inliVidu.ia
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converted into public companies during 1975 and 1976, under the opera
tion of the Investment Policy Implementation Decree. The only other issues 
since 1976 have been one issue involving tile capitalization of reserves and 
a failed rights issue, which was less than 25 percent sulbscribed. 

It may be generally observed that these pullic compUanies, some of 
which are arnong tile largest enterprises in the land. either have not needed 
to raise capital from tile puhic diring tile past declde Or hI \aC argued that 
the progranil of divestiture of stte-()wIned enterprises could best be 
accomnplished through I s exchange. Indeed,ck if such an exchange 
existed, it wouIlI IVI aatUra col) d.itit 6 Lsuch transIctiS Ins. It is unllikely to 
be satisfatctor; howeve; for either the go\vrnmenlt I(I tile future develop
ment of tie capital market in G(hanIa6rt a:i exChatnigC to be created based 
mainly on such a shArt-term ll1HOW Of clpt iC bisineSS. Furthermore, 
divestiture sales are nIt primary isstLies, since i10 funds are raised for the 
subject co Ill),n\; unless the sales ,arec mnbined with alnew issLeICf stock 
by tile colp.tny\ 

One practical way to test tile propsition tlhat I(tI SUlply and demaLnd 
in primiry markets will he aVilab.le in quantity is to proWide some 
incentives to pri vate placelent of euitiCs atICl to mnitr tle resultant 
1)1w (If investmnent. Ihiceiltives toI c(Irporate i5ic.,s COlld range from 

eliminationir redIIctio n)f the 2 percent stain p duty on capital increase to 
pernallailtt (or telnip) ray iedLct iol If the co rpoIrate tax rate for com)ipanies
attractiin igie, capital. Investors inight be enCoIiiurLaed to inake equit\y 
investiments by extlinerat ion rilll capiil giillS ta iXailn, h\ CCtiilizltiol (f
the tax trcatilient If bank interest and dividends, Or h\' the ability to make 
illVeStillenlts uLp> a Stited10 lltaXillItlmll limit )Itl tf p ret_.X iic'ime. It ,seetms 
hit dividends in Ghana were treaied as tax f:ee for sotlle y'ears in tile 1970S. 

Il addition to the CollsiCeritions above, there are 1 inum1ber If ()tiler 
concerns thlt neCCd 10 be ICCirCsseL, These inclIde the f111h wing: (1) the 
review Of aiuditilng stLdairds IpplicIbCle t public coimpanies sInliuiIld Ie 
accelrated, so that ln red illmnlaZitiIn fo r impro venleilt may he imple
niented well ill advance of any stoIck CXchInte activitV; (2) the institutiolnil 
and rCgulloIry rifravework or nil • exchlange iliust be devised and erected 
befoIre n alttempl) is madce Io activIe the ASNI; (3) the possibility of 
forming i vehicle foIr prov isionIio (IIitiie I r devehIlipment caipitil couild be 
coisidered, Which \VIld hold die prospect If acting is a niurser\' fr 
com:lpanies that co uldn in at u ril , be Sol 1l tiublic investors through the 

' 

exchange; and (-i) the pricing4 policy and niechinisil for new issuCs on the 
tSM shiIld, ideally, he left in the hands (If professionall advisers to 
corporate issues. ]'Ile Tchnicail SuLcolmittee f r the Establishment (If a 
Stock Exchange rep irted in 1986 thait I Calpital Issues Colimissilin, tnder 
the auspices Of the Ghana Investilnts Centre (GIC), sloul fulfill this 
pricing ftinction. Although SLchd a proposal seeks to use the skills that are 
available within the GIC to provide an objective framework for price 

http:aVilab.le
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setting, it may be seen Iy the mlanager and shtreholdlers of p)tential issues 

as unduly prejudiciiCial to their interests. 

Regulatory policies. Regulatixin is intended to provide monCtatry stability, 

protection of del sitors, and an efficient and coIMipe i ivC financial systell. 

In Gham banking activities ae goiverned b\ the Ban:king Act of 19 0, the 

Banking Reguliatitns Of 19-3. [ie Bmk of Ghiata Act if 1903, and aiteend

tientS )r" decrees issued in due CtrllSe Siilce the1., enlaCtlent of* tile 

foreg oing legi slati in. Severa1 serious iss itits in this hI dv Of legislatiol, 

together with weak btlk sLupervisitn. have led to the Ctincentrittl(iI ofrisk 

in tile pttfilit is of banks, inadeiCttLte capital and reserves, inflated p)I ifits, 

an1d Llll'ecCogllized I Inll iSSeS. 
The Bank (f Ghani has ne\ver specifiCd tleL, lilniits f) in utnsecctrcl credit 

as a limit if each bink's paid-tp capital atd reserve,, and Is i ever 

S)CcifiCd til percentage. This anks have freqtuently extended credit to 

single hirn \vets fir ill excess if the bank ,capita fnIIds it clear Viiolati )r 

of prudent banking pra.ctice at idwith 11ie resthIt thiat tillese hi in \\ewes in 

effect, Cont'ol thieLtfutute of tile IMnks. 

Because banks Gha n:t withiout t111 ebeefit tln ifl'Illill Ol)ettte t Of 

acci tuntilg standaldrds, thIeiri treatnlerit tOf iltere-st tirt n npe.Tft i'ting assets 

v:tries. Ill nmany cises bainks c()nlilltle to., ttt interecst il issets Is i nme 

even whel collectioIin OfIsuch assets is in doIubt. This necessar'ily itnpl ies 

that aIuiftOrn definititn Oi nioinpermin g assets MUst be est:lislited. The 

lack of un ifOrn accOIitirg statida rds Ihs aIsti led to iInIdeqittate 10ian loss 

provision lsaldtiCreseCeS. Currently tno st kanks tmike l attept accLra;tely 

to (juantifv the risk that exists in their asset portfoli(I s and to provide 

,tdeqlteIi i I IOss tese r\ves. I) i:ignstic sttidies Of tilie Iii lks clea r' indicate 

the need for haiinks to assess the qi ality vOf tleir assets better.anttirv 

minimlum prisiNiiS sh t)uld he estab!iish ,d to en,sure that manalgenlent is 

not over Ipt iinistic abItut tile eventiaIl collection r recttverv of tile asset 
when Letermining ,in adeCluite level of Ii an loss reserves. 

The pri ibiem tif assessing asset cCIaIlitv pri penlv carries tiver to tilt 

issue Of capital adIcCLc. Not ii,v are banks fa iling to recognize loiian 

lt)sses aild set aside adequate reserves,, but their assets have grown it rates 

far ;urpassiilg tile grIOWth in capiti ftinds thti cig!i retained earnings. As a 

restilt, the rtopt tit i i f cap-ital to assets has bect m instufticient ti i sci ppt rt 

the hanks' Ongoing operations I-tideuitlV Ill fact, if hIrmks were teuCired t 

recognize tie hll losses Cur-rtl\v existing ill their"ptfoliis, 111a1v wotild 

he teclinicalylv insolvent. I rift rtnatelv, existing banking legislatioti dtes 

not atate a n11inci1 ca)ital ad.Iuacy ratio that wtitt ld eisie that 

hanks grow it a co mt olled pace with dcie attCtit toti asset cj ci ity antd off

bdance-shect risk. 

Other weaknesses or omissions exist in tile ccirert body of banking 
legislation. l)evehoptment finncCe ilstitutiions eig agcd in commercial bank

ing activities ire nOt scibject to these reitrements regarding the transfer of 
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retained p r lits to tie reslrveC ft znd. .\hw eta rv peln tiesitet+d withitl the 
legislatiol I e Itt t+IC.,reviscd tlwa It) rtelec]t the fft-cts tf i llhtiOn 
an1d therefr titI hl'lltgr ser vt! t tli.Scotiirage;C illt.el tOr imprulde.,nt actS. 
Prudentiatl tpt trts aLnTMlaulit rep( its silm itted tot th Ink tf"Gimmire 
ineCiCte,at surces Of' iflfr'n0tt it l \\ith which t0 coiclt't Off-site. Or erl-" 
\ arnt, And a niCC'lnisil suchanalysis. .- Is Icrlit clearinllhose dtoes ntt 
exist to prtovide tlr the slhritig tt credit inft'i;titn hetwcen hiks,. 

Banking supervision. UipCrvisit t t )fthc inking svsieim is the rcspOtnsi
bility 4f'the Bank of Glna a tafuctiol it proWiLs thr tttgh its tink 
lxaninittion Dl)tlrn lt. All banks, inlcu(.lltlg rural Ibnk. e,tinntrncial 
Ialnks, devehinent Iit ttan1C,iiittitit1t, and the di,'t(tlllt hous,, colle 
indt'r itS J)lr\'iC\V Stpi..rVi.iiol is CTriii ,ol 0LK thrOttuhi ii-SitC, tX~tlilillltio 1S 

and tl'-sitc flaitlvSiS 01prnIe.ntiaLl returns. Setri s .hortolings exist, 
ho\vh.l; ill tile exanuiiatiol dep:iitni'tts', ability toWpefliii these tasks. 

(in-sit. C'xlililitils Of ecdlh hak are relutii'd UIIInuLIallv. \vt nlll\threet_ ba;nk.s \\vere: e+xam id i~,.. ,,tupll"rehensn thet+pa;st .\eairtising c, live,exainail.

titll pr(medt ltres. F ti ri etnl r,. 1ilCetil-C leIA iks r beetrgeSt I \' ivke 

exa1.mitilc! il delth.)II.(0! dxiiitvp It) url Al-s,
1 on1tl\'al tt -if)

Were exalmlineld. Imtplenicitattion anl ,.it.Orceiet t 0 ltn0ki g lavws a l
 
rgti0,latioim. is ineftive 
and stipeiviiiot \\ .k. TIeC existiiiu, xatinairtiol
 
mtliodth ot~hgfcseS primarilv ()ii a si shio ot of the bank's coilitioii at a
'Ll 
givent pmiiit (f tilte ti:tthcc thi,i1i ()itrl/t ginethiiig the xiiik's nJanageneitt 
s'stens., whicl re the firl hne_ of" defLi'se, agiiist itnprtielit r illegal
 
>nkiiig practice . lesic'5., prtudeitial relportimi. is litiited 1t .1a tUIndlll of
 

rpotIWs, .1n1d r tw\litltA ltlitg the lick Of* stiiti oletlrtpiltitial repr ts, ito
 
cAp~ tl ilityv IiC:i % I fo lt'- l-.site aii ,aIvsisevetn if the
h iiCdev ,,I , iLICItiiil 
Pr(' (Per rcl)(w'itg frltltewo (ik 	 \\lT ill place.
 

,
ThUrC at s'vral rastin Ir ltle tik Eximititioi I)epartellt s
 
deficic.icv ill meCtinig its - tCpl nihilities. The'11iC ltc, t stalfling (t fiVtive
 
)Cr-sOt ii ctls apprt vt;l 	 arexiiittelv thirtv cxaiini-rs; lihoey onely' live 

jtldged hV ilt' heatd 01' the Llepa'tilietit AS InCirlg ctaa le of IC nglirlg 
exa1tiiiLItitOll tWams. (f the lhirty examillers )ly, (mte has llre than tell 
\.r'S exp.riet+,ice, and tonly ftmtuirIve Cxpri.l'tc, f Ibt\\ti lve aii'tllten 
\'Cairs. I.()w, civil servi ce sailaries make it di ftiCult ft l t le hmik lExamirtnttito 
l)epa1trtninCt to attract 11ic -0:tatin tilieCd txa1t11ii(Ts. And tratininog is 
iiadequtte givCn tlt ' vy spcialized skills titcCed bw tile bmk SLuer\i
sion staff. If the Bank Exanlmin;tit t ID)epartme t is to ieet its respoll
sibilitiCs, tile ii tiilbCr (tt staff i List I incrltased, salaries iirir antIiwvd, 
both skills til exptrietce levels strergthenred. 

An Agenda for Action 

The dcevehm rletOf an eflicient and b)r adI\' baMsCd financial. sector is 
crucial for the c'ontinuect adjustmernt effiort of the Glnai. econionvw The 
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government has prepared a Statement of Financial Policy, which details the 
policy franework for reforms to he Lindertaken (including an implenenta
tion schedule) that tie proposed credit Would support. The m;in objec

tives of this pro~granl are outlined i)C iv,; 

Measures to improve deposit mobilization and to increase the 

efficiency of credit allocation. I)eposit ,nobilization.A key\ factor in 
imnp riviing tie dept)sit ntlt)hiiz/t ii/t pttii ,i ti-il ofthe Iinatcia l sectir is to 
restore i)uhlic canlidence in the haiikiiig s -stcmn. Tie goemcirn nt, there
fore, is considering the rpCaCl of the Banking alnd Financial Illstittions 

(RCIuest ft i" In tomar titn) I)crCeC, a to l g alln Wit h ViCw ilti rIiat 
disclosures of illt rnitioin fti tn banks. including cases where criminal 

cses are pe('nding in coaui tf Lv. will he iln _oifttrliit with the B.nkiig 
\ct 4 -)0. In aiit tia), the gtrvrnin1I intends to aenild the Banking,,Act 
o 19-(0 to inlorl)oraite tpo\visiot rCltiiriig the iliiiltc.lancc ti secrec in 
respCct i t lc rs,I acctitt ts I)\- the INilki lircct tirs, ottice rs, stiafl, .uldt ctt byLl 
aulita irS. The hanks wtl ilas nitiunt a public• relations campal1;lign Ito 
Cdutei(' the public on the neCw law, and their implicarithn5, for illVidt1ual or 
cotrir'atc dcepot at d I any fCis iblota th1e)itt)rs thCrehi' e1,SCn lilnge(ring 
nlmiii tetiiace t it sec reqc t)f bank :ict0Ltn S. Ivl.,tnisires tt cLuice the 
soUndldnS h:anking institanitlns undectr the iitt)osed project will ct)ntriht 

te ttlr'the rest-lot',itllto f )ulic ctttiincC, in the binking s\stelml. 
CnsiLeratitn ito V h' I'iV'gln to estClablishing a1 eCp)osit ilitrlce sclhelle 

aInce the lhlicn'ancl di,Iru,> tof I k laxs hcsbn allcviatcd id the goveri

inensl's ,lrch ldilu in titk, has bIen suhstanlillV rCducCC. 
In rect gtiitl t)t the" i() pt1rtance tfc nimprtfin CtlOmCr servicCs ald 

ISa mCn.s1- )f lhiliiing dcptsits,, thecbianks will he i)ermitted llLCer Inew 
regulatit o VtItt \arv the wt )kiing htts and business aysl of their br-anche. 
This will alt1t\ the ttI rct pltnl Iliblh tit culoiersI nceds in different 
ares. Ill alitilion, the liank of (;lli; illtlds to review the ,ystem for 
colilcting ai clearinC,4hg It)cal and out-,iti tn checks, with the princil aimi 
of deterininhlig the rcinini, niecessaryi to I'edc.e subIstiail\ the extensive 
time-, and high OtSts itlve'Vl'd ill the I)rCCnt 'ystem"I. 

The increasC tlexihilit\v in the gotverinint's policy- tawird iiterest 
iates has led tt tI discCrniblC inicre;se in the willingness Of the public to 
hold Ct )sit.S with the hanking s'stel. In alditian, the Baink of Ghinal will 
Igree with the II)A i ia tiimtbi for decon'trollingcl bankinig clirges before 
Fehruir\' 1989. 

I1ficilict' ofo'edit (liocaition.The Bink tof Il.us already taken tlie 
ciuanmetidalc , st-t ) ofI liiet-llizing le-nding rates of banks. T follow Ip on 
this ste., t n Februar\' 28, 198, it issued new cre'dit guidelines a ilishiig 
all seCtClaI[ cc i lings wihile nta in a illi ng the re(q.iirelitIl tiat hanks lend a 
nllinlmum of 20 I)elnt t teieir total lending ti lgricu Ittire. Tile Balk of 
Ghana interprets agriculure- lending in the broad sense to include, beyond 



primary agriculturc. tile procscsing, wareholusing, and marketing of agri
cultural producC as \Cil as tOlrCstry activities. B'fore )ct-mher 1 89 tilte 
Bank ot t(1ani,will review the rusults of tlierccent lieraliiation oin credit
 
policy and deerineiic in col.',ltation with tile IiA wlcther the floor on
 
a ril'utc1-l lcnding 1h11.ld he hiltaitalCd.
 

", eIsure that rClilg tacilics. >ipccial line> t credit. nd other
 
specoaI: credit te
schUi alrc i cxccptiuOlli -i 

Bank t Ghana will prepare criteria and mecianiniS for thCir usc. These
 
critet'ia should ctI-Ctlt1at srich credit., a11V cnplovcd onl 


1 tlCd 0ill ClItl>titclloCs, tie 

\0hn it i.Sclearl'
 
c aIhlis hcd thItt thicr a I rcvciti I Is firiml rcachi rg
i>, ttirkct tliluri-C 'lg tu 

di'.avaa~.lti 01' priority $giu ad that tilt 
 ntost appt1priatc way ol 
dcaling with the market filurC is :lhroughl a special liitc kf crCdit. If and 
\wltcnl SuCII crcdit schllliC ar- uscd. th1cy will hc k,!pt to a1 i Mtm,aid
 
tih c ts> will hC hLIdgCcd an1d d trisparcnt. Fintall. uqing sililar
 
criTcria., dit Bank ofltl'hain th.'(Oi-v*dit (,tiiiv'iL- t
will revic\\x Scheic and in 

cCoi,,tihatioll with th I1 >c'lten11).-\ dctcrrllilic\whctlcr tlt sh ild hc wouild
 
up. Il ilicalitillttc sclhcitc will
t r the nlln Kuc ai fttltcr uvanItCccs. 

It.'/ici,) ct o/hui;,'iba') o/t'-tionls. lO ii' haink, t( improvwe theC ic. L 1) 
cfiicicicy if their oprat011ions .t further, the i1ank if(htita will uitvkcike
 
aircie~ of their ,eracg practices \\ilth Ite ,ill if prcpiniit.lg atld
 
c'irculatillg ,,cittiaitiallv aIt fCavcr-17c,cfliciic indicNatro that hanks
 
can1 cOtparc. thtci p-toritanicc vi,-.i-vis ltlcr hanks li Addi!iori. to 'c*dticLcC
 
tlic c iss otfhatking ipcratiiits 1lt1.t M'isc- ft-0tt lMiw-LC'lcn uitniti, I cLurrcvltC
 
it itc.s, ltc Baink Ghauta \\ill i,,,Ic it itC,
" Of ililtc, ctuntiit i11.RcccClv
 
thc bank hi-ought out t(IA-cCdi Wcc, a twitc has lccil
Ohc i and Ill-tCuCi 

apiru)\cId hy tIhe huxd atld the gov'l'ii*titei Thte Baink of (nltita will keep

this pi iic\ Utlcti" Collsi iu1 Aiild
it iC.\ i0stie' itu)it's i f\Ct higher deitluillta
tiOl tsnotccs-,Iiv Bcidcs. iltc int)dcithg Ior
tnccof iio mtttdcrn hanking

nctliu id.,aitd tCcliil0g'g, upglidinig ticc ,-ill pertrc0i, and
te cxist ig ii 

rt-cCr-Liting alll1d
dcvlclu pili f nIc\v ta1lc'it2 would necc*s,itatc trainiiig pro
graills. MhicI. givcl th"cir ltaglilicc, wiiniLhe ri dcrtakcn ccntrallv
IdII ttc 
to strvc itC cncii-c Iiilkiig industry. lbclni,.jl i'.lacc ti thlt cud \\ould
hc thin a ccd uidc i"tI t-,niject.
 

marhu iccicrgionIi't ThII llit iICyV ttkclt inUmhaiLi. tileprincitpal
 
instituitionl ntcrni of which is te- ncwyl cstallishd C()11, 
 is laboring 
uitder the difticul[V i)fan adctc ILiC-iL tipcraiil dclii1cd lioial and rcgtulAttry
environmentc t. Thu irdicac ivc list o~f iiil Icnit i-cas f titt1iI" tc' llliarkct.
 

CItI ilnand h(.1e ticalu.; ciwcik-Ts a w ide spuCt riuIIt. Th c,prii. i cins would 
i L int 

priority reinifiv'cecntcit plain, tioN. iplclttntcd cll' Ficbruar\ 1989,
intcluding t drAtillg of a S.alcitlt of )perating IPulicy t[ the CIA)Ito be 
endOrsed hw tile Bank if (1hainai Lild aftccr caric ftlu ti 

be addrcsscd crtiu,,Lgh 11t1c 'pathutll a su uc it lplctlulaltiin of i 

nd dc'c,h cutiis catiOll 
with banks, tite Bank of Giaita, aid CI) I ittla ,it-lgc1tcitt and suppritc,0Cd b1 
technical assistance ininced tundcT 11tC prop(osed crcdit. Speed would he 

http:lbclni,.jl
http:prcpiniit.lg


100 BARBER B. CONABLE 

development. 
Meanwhile, pending tile inplementation of tile reinforcenent plan, the 

CI)l-Es activities would he expected to be on aimodest scale and limited 
principally to facilitating overnight transactions betveen hanks and chan
neling fitftnds letweein tile banking SeCLtor and thie Bank of (thana. 

Capital market. The concept of establishing a capital imarket in Accra, 
probably through the ASM, has beCen fostered for soine lile h'tIle notion 

that a strong demhand exists for such services frt impotential investtors and 
corporate isstiers. Quatlltiicatit in tf these factos will alw:i's be iiprecise, 
but it is netcssar\1'tIr the fOtlidatioll tfa capital Market t It e as secure as 

possible. According 1 illassessnent of tile likely demland ft Irand suplply of 
quloted securitiCs shtluiild be n laLle covering the prilniry anLd secoidary 
niarkets. This asscssnient \\'tlilI be undcrtaken ill inanced under 

an important factor to avoid a loss of ilpetus in tile CDI1 cl 

a stuLld' 
the prt ptOsed credit, which in additlion W() ill cover ihe fllIt areas: (1))Wing 

design f ta package tOf suitablIC ilncentiVes t) attract I)i lh ill\VeStttrS and 

potential Ctrprate issiers; (2) design ofi an delLtalC reg l.tiit(ry and 
insttLitti nal fraine\' )rk togenerate usel'S' ct1idC lnce aldlprevent financial 
abuse; and (3 ) assessinent tt"tile sLIitabilit't)f est:ihlislhing a specialized 

financial in1stititiln pit(\'ilinlg venituIre and d2'CleIImlent capital. In the 

neantine, and peilding tile rviCw Of tile stLldvs tilICOlile, It0 sibstanltial 

action shouldIbe Undrilaken Icaling to iajt i inst1itLtoaI changes il 

capital -market- r Lal iinstiIitiis (tille ASM, tie Natt inal IRust IHlding 

Conlpan; the prt11pts Calital IssutCis COiiilIlissitin). 

Amending laws and regulations. TO str'ngthCn the( hand of banking 

superVistirs.1, the exi.stiiig liItlv of laws, riles, and iregLIlatittiS will be 

arnended or reviSed to adLress the serious sliortcoiiigs descried earlier. 

"T facilitate this, a coinnliittee iias heetn establishled at tile behest of the 
go\vernlnenlt to revicw existing legislation, draft tile changes iecessary to 

itiprote the regLilaltor" franle\vork, and e:,tablisli prulelt stanidards to 

eisure tile viability of the banking s'steiii (even if this neans that nan 
banks miy not iniiiediatel' ctnfoillI toiheInew legal irCqliremients). To 

assist in tile rCvisioIn Of ti is 1htlclV laws, regulatiOns, at(if ruliigs, and 

technical assistaincet;t nnptnilenl is incLled to pr0t ivite ftfor the eiiploylent 
of ,;hanking la\v experl tilinad lioc basis. 

Tile goverinelcn has agreedl to a iL.ln1'ier tif critical changes or 
additionis to the legal traiewt irk. Risk expi isLi'linlits as a percentage of 
capital will be set oin i bank's expo suire tt 1i single cUStioirier I related 

group. These liiiiits will eilcOnIp:Iss SecuireCd as Well 0s unsecured credit to 

(and investnents in )a single party or grIll of related parties, Tm the extent 

that credits to existing CLtillmel-S exceed the nw,\v lhnits, tile banks should 
establish plans to reduce theim toconfornling levels within ireasonable 
time. Modifications to existing legislation will also place stricter limits on 
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credit extended to directors' interests by sLIIhjecting them to similar 
exposure limits based on the bank's capital.

A miniliuin capital adequacy ratio will be established. This ratio should 
take into ICcouLint the riskiness of tie bank's assets as well as its off-balance
sheet risk. Banking Sul)erVisors will have the ability to mandate even 
greater capital when, in their Opinion, conditions warrant. Banks that do 
not mleet the mininun guide lines will nt t be 1l10wed to pa' dividends. 
After ilpleme*ntalti(mi inf iew niin imu capital gui deli Les, banks shoulId 
prepaire aid update annII iua llv a capital plan for maintainiing or restoringcap1ital to an adequLate level. In addition, the alll()lolt of paIid-up capital to
establish a new bank will he adjListed upward to reflect tie effects of
iniflatiom. The of Gha naB'ank will be delegated ,uthI ritv to revise thismniiilti in a1L1toLis w\\;rraMiteCd. I)evelh pnCnt finance institutionS engaged
in C()in nlerci al banking will a1tlsmcet ruin inLi incapital adlq,uacy requi ire
me its, aIlt hough sucll liimits may differ fr(onm those for commercial banks
because of the added risk of the development portfolio. l)evelopment
finance, itistitUtiois will also be req tie 0 trantsfer a portion of their net
prolits to inreserves accordance with the relevant provisions of the 
Banking Act for commercial banks. 

Regulitis Will sIpeci fv the 1 irn1,1t a1d Content ( f aLdit reports and the 
inliiiLiii Scopeit)U aof t)rii
ii Iit rCViews. . Tniil'( acctinlltinig and aiditing stan
dartds and prudileti tial rept )rting requirements will also be established. The
accoOLiiting Slllldirds will inicluide guidelines fo r the re\vie\V aid classifica
tiii of loa p lirtt' os, th lelreat le t O)f in tert-est O)t iir fort(riiiingl)ans,
aid r(Ovisio inrg fPr p() teitial Iloit osses. 'Ii assist iii establishinig these 
standliarLIs anrid reIo i'tit g reILireinelnits, the Iirojtect wo\CLI finance die 
sCi-viceS if a1 it .riiat itma accoLnting iri . 

A tIclTiica!! assistlic tir)lio)seLd Pr the 

establishing a credit clearingl 


pr ogranI is also fl ifirplopse of 
LIse, a coiiipIlex undertaking re(qluiriing a

techical alIViser to amstlt ton its estalilishmen t, operation, and legal
 
frameworrk.
 

Finall.y tioletary pties for iviolai 
 tins 0of laws atlnd reguLait ioiris will lbe
strengtheIied a1dl pCriodicallV revised to serve as a (leterrent to illegal and
ill) ruLde it acts. lliiadl.; the pienalties contained in the existing Banking Act 
are to ie itcreased li' a factor of 100 atiln revisedl thereafter as needed. 

Banking supervision. I6 enable the Bank of Ghana effectively to carry
out its role oit nitoring and preserving tile health ofthe iiiancial system,
the skills, training, stafling, and methods 0of its Bank Examination Depart
merit iiutst ie strenigthened. Toithis end a n1uini-er of steps are being taken.
First, the banking super\vision experts are in the process of being recrLuited 
to serve as technical advisers to the Bank of Giana. The proposed tech
nical assistance programn inclules the terms of reference of the banking 
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to attract and retain highsupervision experts, whose assistance is critical 

quality individuals in the Bank Examination Department. Therefore, tile 

Bank of Ghana will, in line with the overall review of compensation !oI civil 

servants as part of the Structural Adjustment Program, reassess staffing and 

in conjunction with the possible reorganization of thecompensation 
department. 

Prudential supervision of banks is also provided in the form of external 

audits and financial disclosure. Audits of banks colinducted in the past failed 

to disclose the extent of problems subsequently identified in the diagnostic 

onl%' must auditing standards he strengthstudies. It is apparent that not 
ened but training of auditors must receive high priority. In this regard, the 

Institute of Chartered Accountants has an important role to play in 

providing leadership to the auditing profession in Ghana. A technical 

assistance program is envisaged for the training Of auditors. The program 

also includes a c nl~Onpc lnt f r a',cnst It ant to assist in developing auditing 

standards. 
Financial disclosure can help to instill discipline. Given the present 

state of tile banking system generally; however, full financial disclosure is 

considered inapprl'riite at this time. Nonetheless, certain information, 

such as deposit accolllt stlatemnltS aLd schedules of charges, should be 

made available t( the public. In this regard, the Banking law Committee 

will establish standard patterns of information d ischlIIt 1e the public. 

banks are facing severeBank restructuring.Alarge number Of (haaian 

financial difficulties, which ace threatening their liquidity and solvency and 

the stahility of the financial svstcnl overall. This is particularly thetherel 
case of the three developlnUt banks but to a lesser extent also of some 

major commercial banks. This situationl was attr'il)utable to inappropriate 

sector policies and regulaitions affecting the operation of the banks in the 

inadequate banking supervision by the authorities, internal weakpas, 
nesses on the part of the banks themselves (in particulkr deficient manage

well the massivement teams and poor pr(ocedures InId controls), as as 

devaluations in recent years, which have considerably increased the 

corporate sector's incebtediess and reduced its capacity to service its debt 

to the banks, exacerbating the banks' portfolio arrears. 

The goV ermnllilt realizes the critical need to restore the Ilancial health 

and operational capacity of the distressed Ghanaian banks. Comprehensive 

diagn ostic stldies b international auditing firms have been carried out for 
banks to deterthe three development banks and six major commercial 

inine accurate ly their filaincial and (IperatiOnal condition and the appropri

melsures required. These audit reports constitute the firstate remedial 
step in a review process that would determine for each bank its prospects 

for future viable operation and restructuring requirements. External audits 

under the aegis ofthe Bank of Ghana will be repeated for the coming two to 
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three years until such time as the Bank of Ghanas examination department
has been satisfactorily strengthened. 

Tile basic principles that are to govern the restructuring of the banks 
have been agreed beten the government and the IDA. Tile systematic
review of audit reports by the Ghanaian authorities ind the IDA will 
provide a basis for deciding on a future course of action (recapitalization/
restructuring, merger; liquidation) for each bank. The eventual decision to 
recapitalize an individual bank will be based on a realistic assessment of 
that hank's prospects for viable operation within a reformed banking
system more liberalized and competitive and with much reduced reliance 
on government/knk )f Ghana funding and other concessional funding.

This will entail a three-phased process of which the first step would be 
the preparattion of detailed business projections for at least a live-year 
period based on realistic assumptions of future operations. The process bywhich these projctions would be undertaken would involve consideration 
of fundamental issues such as sectoral specialization versus universal 
banking, the options of mergers and liquidations, and the degree of 
appropriate state financial support. Once satisfactory projections are ob
tained for an individual bank, a specific restructuring plan will be prepared
for it,stipulating the arrangements (operational. financial, managerial,
legal) for the bank's future operation. Monitorable steps for the implemen
tation of the restructuring plan will be embodied in a performance contract 
to be signed between the government and the Blank of Ghana and the bank,
setting Out the respective obligations and commitments of each party All 
restructuring plans for individual banks will he sent to the IDA for review 
and agreement before their inplementation. 

In addition to immediate safeguard measures to be taken as necessary 
so as to arrest further financial deterioration (that is, discontinuation or 
curtailment of new lending, concentration oi loan recovery, reducion iln 
operating costs, and reconciliation of accounts), specific modalities will be 
worked out to settle the accumulated deficits involving an appropriate

mixture of cash injections and noncash adjustments, in particular (1)

rescheduling or conversion 
 of external and government/Bank of Ghana 
loans to banks and (2) transfer to the government of bvnks' portfolios of 
nonperf(orming loans to state-owned enterprises or those guaranteed by
the government. Beyond internal measures at the level of each individual 
bank, arrangements for loan recovery might include the transfer of the 
banks' nonperforming loan portfolios to a separate entity (collection 
agency, managed fund, restructuring fund) or their sale at a discount. 

Financial re(luirenients for restructuring Ghanaian flanks (both for 
resorbing the aggregate deficits of the whole banking system and for 
recapitalization of selected banks) can only be roughly estimated at this 
stage, pending completion and analysis of their audits an1d the subsequent
decision-making process leading to their recapital ization or restructuring. 
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Initial estimates indicate that overall needs would approximate U.S.$28 

million. Of this aii)Lint about tU.S.$40I million could he met with th 

conversio into cluasi eqjuity of loans from the government anmd the Bank ( 

Ghaina ,and external lenders to) the banks (principally the devel( lpmer 

banks) and .,S.$20 millioin through the rCl)urchlse y the g I'et'nment C 

nonperfrming lan.s to state entprises. 

Corporate restructuring. As eviidenced by the banks' audits available t, 

date, a number iOf"Ghana ia citerprise.s, pa'tiiculau'v th0se 'ith fireig 

debts o- depndclin,g lar'gelyv iin inlp()wted inlu)ts, are in neCd of hot! 

phl'vsicll aid firncial re;t ruc'ttiing, in tile afterinatlr fi recent massiv 

deval uat h I igh inll itiin raiiCs, 3n aAliustmentI l()icies (t'ad libCeal i 

diln, reducti in in Cffective pr)Itect ioin ).TIlis situiation war-raiuts tIe c()nsic 

eraition (if ,i nitiiuriwidc prt)grarn I'(ir cirprate resitLrcttrirg, tle basi 

objective if which wi uld be tO) offer c(mprehensive financiail pickaige 

Iinkirg future debt repayments to t iC cish generaticin cpliatcity Oif indivio 

ual firms, using such instruments is debt-Cquity s\aps).,, rCscheduling I 

rerniining debt (Ower lOri4er matIri ties, inItcr-est rcapl)it a Iizatio n, pI-i: 

wvriteoff Of acc uil lteCd pernial tv ca'ges, aitd injectiiin )f fresh imoney f(] 

increased liquidityv ad new lixed assets. Sigilficaiit ma iage riaI a id liper 

tionial restructuring wVOI.Ild havc ito be co nsidered aIs well. Rest ructurin 

will be selective nd ci )irinld1t tltu)sc ellter-priscs tempOrarily ill finaici: 
llistress hilt with ci e; ir mCdinLill -1 p r( )slectS t r p ri )lital e !ieriti 

The pr)ivisio)nif tch in icl assist,, a midc rxpCert tile bilkaiI gidarice to 

and the eniterprises will he neCedC I ir" the Cesign As well Is the inipiCtnei 

tatioin of rest iru cturing P1.1 isaIs. ,\itt ugh tile rc.p nsbillilit v f iterp ris 

restructlring shimild lOrinlallh' rest with the iilks, th ImIagniltude al 

coimplexity Of the p r 10pert ir e piitt irig iii place, t ill)hlein ItC( 

cIotintry lexel, ail iisltit Uti framewi()rk tIlit Wi ld I )gelie ril' -OvCrslrintla 

the implemeititiion iv ithebanking systei Of tIle n.iiat nm\ide erlttcrlpris 

restructuring pira rinl; (2 ) ref in-rice a part of the res ructuiIring credits ain 

ilivestments lhy the baiks arid (.3) prOvide the techiicl issistince rt 

cluired. The goverminlet his rcqUested the N)Asassistance in initiatig 

studx- tiwird the design and estihlishri ent of a coirpa,,ite rs,lructurin 

program Akig tile ftweg<ing fires. 

Rural finance. The governmlent places a high priority oil improving th 

efliciency of iullI finnmci al meChan isinls tomSrlf)i rt ecioriiic, pirticlirl 

igricultur:l, icti\vit\' in rurral aeas. Financ'ial itenirmCdiatioIn in i-ural airea 

however, requires s)ec'ial ti-eatMlelt becaise of th1e illfi)rinail niturle Of th 

financiial iiterriiediiries thit Ol)perate there arid tile i-luct:iice )f fhiril; 

financial ist itt fitins to1i ridefrtake high-ci st, high-risk iintCriediat ioi acti, 

ities in ruril areas. The go erninerit is therefir ciinductingic two studies ( 

the rural filalicill subseCtIir vitl the supplort of the IDA. The first will be 

compreherisive study of the eitire range of rural financiiI iiternilediatio 
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required for the rural I)(pulation. The seCond will fOcus on tdiagnosis ofa 
sam1plC of rural bIaks (tell to fifteen) to proviide the basis for the imk of 
Ghai1a to formulattC a program of action vis-at-vis those banks. 'Ihese two 
studies together Will he used tidesign a secti r-s.,pcific acliminprogram, to 
be suppi rtedIv I f'rh llling rural finanl'ce pro ject, which will hie full\' 
coiisistCt with the t.hrust of the present financial sect( r adjustment 
prograril. 

Foreign exchange risk. Exchang I, hIans deniomlihsses resulting fri 
nated illforeigl cirrencv ,accolnt for ,IIrge shafre (f the financial sector 
deficit (,abu(t U.S.l100 millio i). Although exchange rafte flluctuations coin
parable to th(se observed betwee n 1983 mnd 1986 Ire less likely in the 
future as l(ing as the g CIrilinent ptur'ses its liher,'alizCd trade and ex
changC rate iii c1 nbirei). I \'it I)InCtll+rics ciC tarvLnd I iscal discipline, it wtuuld 
b1e adxisable to cOIlsiLer a, m1chantlism I\'which hi rt'uxvers ci ulI be 
adequately pri gtted 'ViriatiiO ftle exchatngeagainst tun.,'xpct.d futurt ins 
rate. 'Ii)thlt end the Bank ii1(Ina illtends 1t stud' ,andd(.1'vlOp a midel to 
tirecast the Ii reign excliange risk aidRI determ ine inappropriite level f'r 
the fee that I) i'ri uwe rs vi exchmgeWuuld h xe top'tv I> the Ilaink i f ( I alna iln 
for exchange risk pri tectiii. This sIud\' Will beC fill.ancCd under the 
pr l)ise~d arject. Based iin tile sttdY's, filli nts, it is el\'isatged that a fuld 
manage, f ( be estalblished toicover actual Iosses,4d b\'tile Ban k iILi \\'i)ull( 

as neetded. Seed funding \imLId be pi 'idCd 1v tile
governmnC,. 

Justification and Risks 

Justification. An eflicieint, i ,adlv"basedX inaIncial sector, with an efective 
bmking system at its cire, is necessa'V to pruide suppi Irt for the 
cointinUed st r adjustmet tfl'irt. vet I iave this. TheiIcturItl hatai us 110t 

fil finracial s\stem is at :aearly stage fdCe\Cliiment and hais been
'iial 
handicalpped bv sig ificaIu itnStit tii mal weaknesses, limiinitedmi ilili ,atiioin 
Of finacial reCsimrwes, and declieincies incredi alIi catiti, all 1if' Which 
ha\ve cCInst raine~d tle' Sapp lV if (tcredittotile priiit cti xe scti l'S. 

The inliti al :ictiiPip ig'a ii seeks toaddI'ess tih1esC hiadiai-s. It aIills to 
strelngthen the finmcia instituti is, expand theC sciiptC (ifth flrmal 
finmacial sysrtem, aid impiruv tile eflici nci if'financial intermcldiatii inl 
;ha na. Its Cr11ph as is is (m priority pi licx' arid itlstiituli1maI reh.Wlls ilcCes

sa rv to vuxercile t le ke' c iistraillts iir i m l)(.r'tctiiills in ile llanciil 
system thliat are Oi fu t ) tlie flicient prodIuctivehinderirig the lhA dILs 
sectors, thus lililititill pN'rtiductiill 'CSipiiSCS ti the conti[!uitiveSt iilei aiCi ii 
ing aIdjustmenlts iiftrade ald iilcerie pilicies, Increaised efficieicy of the 
financial sectir wvill thlus Ctiiaiice go uxvtl, [)()Itl by increasing savings and 
by clanieling theii timhigh-r-yielding in'estiments. The ilIancCd sound
ness of the banki ig institutionls, whiclih Will ibepurstued througl their 
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restructuring and training programs for banks' employees, together with 
the proposed amendments to tile banking law anl other relevant regula
tions and the improvement ill andtile su~pervision surveillance of tile 
banking system by the Bank of Ghana, will increase conlidence in the 
banking system, thus inducing its further growth. 

Th- credit will also address the devehopment of the money market and 
capital market, which together with an initial program aiming at restructur
ing the corpiirate secto'r sh )ulId i)()th to acntrihbIt te hoiadening of the
 
financial system and stimulate private itvestment. In addition, tile develop
ment tiftl.' IOfessiin of aCC()Ulltillg id ved accuLu
auditing anId iipr)t( t
ing systems will illthe log Runl improve the government's budgetary 
comtrol and inproive monitoring of the performance )fstate enterprises 
and tax co)llection. In the private sector tfiirts at Pr CIrductihitv improvement 
and rest ructutriig Wvillhe fic ilitatcl. 

Risks. Tihe main risk relates to th1e inherent coimnplcxity Of undertaking a 
sectrirwvide restructuring of the banking system, which requires not only 
the strn.Ig Comillitnlent (if tile G(ha na ia i antuhcritiCs hiil al)so the lbl 
cooiperatioin iif the aiks' management. Other risks include the timely and 
adeluate a'ailAbilit\' Of ie.sintlrces and tile strain tile project will place on 
the co(untl'"s ilpltL, nletation ca palhilities. 'hes.e risks are, howeve, initi
gated by (!) the governments coinmltnlent to Undertake banking restrtlc
turiltg oin a soUnd basis, ih acci rd;ice with princiles fo rmuliated ill 
cOnnsultatioll with tie II)A, at11l to seek the Il)A's agreetlt'it (i)individnal 
restruc-t tuiing plans befo re their implementitihn; (2) the trancling of the 
credit, which w(ulnd further ensure satisfacn iry pirogress illthe implenlen
tation i)fthe sector reform prtigramioiverall and ofIa kiliing restructuring ill 
particular; and (3) finall; tie sector refiorms contained in tile action 
program, ill particular the recent liberalization of interest rates and the 
proposed imprivenent i)fthe regla tirv fraiewi ork and strengthening of 
central bank supervisory functions, which are expected to gii a long way to 
ensuring the Competitiveness, efliciency, and soundness of the banking 
system in tile future. 

In Barber Conahle's absence, two brief presentations were 
delivered to the conference that drew upon both the preceding 
report and circunstances in the financial sector of Ghana. 
Those presentations appear in this chapter as Addenda I and I11 



Jacques Toureille 

Addendum I 

Becau.tise %'OLi hal aillIIredil the presidents report on Ghana, I shall ble very
brief ill describing tile main coinlenhs )f this )r gram nlld its sRtltuLring. 

The pr)gram had five c()nlnI nts. llhe first C(o)i.nteLd Of t\\'() I lic 
IlCaSirCs L.aLCrtaken carlk ill the pr cess. All interest raite wCiC gradutall
lihCra lii 1 re flIlV dcil erifillCie by tIhe iiiarkct. Ai creit targets1anC1 

I )r banks were reducCCl htin1 eight catego iries 1i (nc., that 1 r
wlgricUItilraI 
lCnlinig. The lC'Miili o1Onagriculiiril lInligl is extrcmlbCal\' d, which 
iticanS tihlt it dCes re0all"no stiltule 1 anstrall1'int or tile banks. 

'hIcO tuI arca cl c t tc(in ratli.llin was1il c illtl t itli in tf llln aMntil 
chtainges ill lxankirig reCguIlarlhn de'aling with Cap)ital alequiac, lending 
limits, a11C ditil1ng and 1cCOL1titillg Sta11 lalrds. The lenigt Ih discoss i )ns th;a 
rei-UtlCd il these changlsC i h, 110t (n1tml\'the Ie-,gUl:lt r()sor the cetnrall 
bank bUt also tihe banks theiselves. it is very ituiportant that the banks are 
iIlV('ive2d l o ()glhlv anll cIlmtinIOLu.,lv in tie reftl'nl ifhanki ng legislatin. 
Allowedt It speak up and sha',re iheir concernts with the central bank, they 
are mro re likely Iwili It inflliencC and t) Lil lleiSstai d thle I]egiSlIat ioIl anCI, in 
co(nseqLLi2nce, to bieb thie rlCs. 

The iid co ml)()n nlt had to (kdwith imp lenentat i( in (i this legislation. 
Obvt\ioLusl\, it is 01nc thiilg to) r rn thle leg islahtin but ainolihl" thing to 
implement it properly In Ghana the cnf(i)rcent ci f banking regulation 
had been extremely weak; so a lot of effo~rt was given to stiengthening the 
Supervisory fIinctil of the central bank, prti-icularly strengthening thie 
examination department, through ilte intr(idtictl n of revised procedures 
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for on-site and off-site supervision. This area, at least from what we have 
seen, is too often neglected in Africa 1nd elsewhere. The oft-site report has 

now been standardized in Ghana, and the information containeL in those 

returns is being Ct m)uterized atnd pr )Cessed an1d s( ome of it fed back to the 

banking system. 
The fourth an-a-t-restructtilring of the banks-is still no t full , ad

dressed. Ghana is a, small Countryv The finalcial system is small. It has 

eleven l)aiks. Seven of these eleven banks weie severely dlislressed. Some 

of them \\ere, in fact, total ly instlvent. The (hanaian government is now 

address inrg this issue. It is )b\'io)Islv a difliCtilt task, Znd it will take time. 

Some steps have been taken alread'. The fir-st step, ObvioU)il\, is to decide 

what to) d( with the nonperforming portfh)lit). In (.lhma soifle banks had 

portfolios containing aolit 60 to -' percent nonpurforming loans. Tile 

m-ieatsures that are required b\ such a sitt ttionl are quite diramitic. The 

banks cannot reall' deal with thatt kilnd 0f issue h\ thelselves. Some 

institutionaIl mechanimnls ,Are needed th1at will help the pr )cess to operate 

more efficiently. 

The fifthl andilitial c( npt)nent o)fthe+Ch anaian prtg,ti is to supptort its 

measures with ph,'sical assistUance, training, and releva'lnt studies. 

Though implCmentation of the Ghanaian program co mmenced in 1987, 

tile exercise started in 1985. It took abou tit a 'eirarid :i halIf tO CLt)lplete the 

study of fiiincial conditio )is in aid thenalt;itlit at yea.r toGiana Mnhi-

devise the progratm aid get it atlOptCd lv tile va rious ;aLitli)iitiCS. 

Though the 1'1')grilanl is extreiely cnomplex, it docs not address many 
issues that might have been inc otl)rateitcd. lncluded in the pro graui were 

principally those measures that could be taken very raipidly and thait were 

expected to hIve, I linited ipllact ol tihe 1ystemnld undertaking ofoi the 

the broader prgrai of tile government 
Areas still to be ddressed inclide some issICs that inteed m1Iuch more 

careful thinking iecause the Solutions are not obVious. The filst is the 

monetary and credit ptolic; which at present is it very goot d. The growth 

ofthe illonetary a t4r-egates is being conrtolled essentially through baurk-by

bank credit ceilings. This is lot ;I v-r efficient tool. Oie of its mainy 

drawbacks is that it disco ourages co lmpetitition amitotig bianks. Therefore, this 

area has to be addressed much more tioro ugly 

The second area that has not been lddressed so fIar is whether the 

institutions sho ild nit wve toward mo re special izat it o r less specialization. 

Right now Ghana has six comimeirci:il banks, two tnerchajit banks, aid-.1three 

development banks. The devehopnint banks were allowed to dto more 

commercial bankirig some years ago, and there is nothing preventing 

commercial banks from lending to the corpooritC SectI)i. Obviously, neithcr 
the liberalization of interest rates nor the despecialization of the spe

cialized institutions has produced much effect. Therefore, there is a big 

question mark here. First of all, should one provide t framiework for 
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moving toward morue specialization or less specialization, and, second, 
w.halt should he inilLded in this franlework? 

The third area where we have a hig qlueStit n mark is term tinancing. 
There is no term linancing t) the corpirate sectir. A lOt t things have been 
triel, includilg, aga in, tile lihera iztation (1"interest rates. B:Un ks have heen 
enct iut'aged, letters t credit halve heen pr ividd., to Ir\' 1t0 step) up the pace 

.tmo re lend to lel vard "lt term idi ng the cotei sect)l Spec iliC ilistitLultis)ns 
have heen et u1, and specitiC i7rjects are being dCvhls.Ipcl. But, alto
gether, pisitive effccts, have heen extremely limited. 

A fourth area uliaddressed hv tlie prttgraIn is the lack if integration 
hetween tile f(t ritnal al1d iI t(fOlaI sectt'rs. There are certaillyl a lOt of 
reasons ill G~lna fPr having a hard iteqit. IMt , Cen tit ise tw sectors, 
iliding the total lack of contidic.Ce that 11a11V peiplC h.Ad. Many mea-
Stlres have Ili tw helulticdertakel to try t) telSC t teIdlI, 1t restore 
cotfidelnce ill the hatkintig svyem, t( resttotre ct intidelice in gtvernmient 
practices. A It t0' gr(tliul still teeCCLs tTOhe co\'C'rd ill tie iuh1lC ecto r. 

Finally, I would like It) discUss several lirereiliisite, for this operatioln 
aidt Itnell 5( te Of ttlie Iest~ls that we have ahreadyV stlarted It10leai'11. SLuch i 
prtgram llniglt Cenil sillle, bolt it is, in t'act, Cttillplex. \Wei first of all 
Uitndertt it tk :alit ir00tl SCCt1 )1"review tthe Ct lld i it ttS in G th3ili,111d it hias 
hiCenCextrClyC,i usLetul. Tl ie SeCtir re view tt)(k tilt eighteei nlinlths. It 
addressCl ilttst of tile spects o ft tile tillatial sectot Ir, fr tll go iverilllint 
policies tot variots inStilt!( ntl a-',l.t , and Ihs ice Ii extlrcnlCl\' usCt l aa.S 
base ftr tile t ti.evchItpitig ioetint 

A scttltli~ irreCluiisite ()uitr dCvelt)ll el tOf closei)rlal11 was a 

ctierati yeiIllllten wil the autit 11Cte
rli'ties, thaithti itidcted -1d 
suppt irted tiheitr itmcel t tettle itt,i. This issit1 IpIe t10ax bt it isti m 

extren elv diftjllI t alcliiCe hiecaius.e a It t it interests are (tteil itllhlitg in
 
different directions. If One \atils 1ti etSure the SILCeSS t f sitiCh a 
 irtigra i,
 
oie haid hietter make suret itatli i t ffie ftrces are lOinti g ill tile satme
 
direction.
 

The third area, which very often has ieen Overlt kedl illthe past, is the
 
need ftr Ill IClequiate niacroect t t)ic eliv'r itllttit. Maybe some t ilm
frienis wt rkitig ill Latin An eticaIhave hateLI different exli erietlces, but ill tile 
CO)unltries in wIhicl I ati working, it is clear that if tie inllat iton rate is too 
high or if the foteigtn exchange svsietn is ti t wOrking prt perl, we will not 
adliev'e Much tinaicial elt r refornm. lhose things hiaxe to lie addressed' 
tliorttglil" heftire we c:in ititroClt ie sign itiCant reftirn s ill the financial 
sector and before we cantilie sure that the iil.Stitutiois "Iregting to function 
properly and le lealtlx: 

Tile forth item Onl tile list of iprerequisites is H tilhe se(juellciig of 
actions lhL tt lie done very carefully; Otherwise, we might have surpri::es. 
Tile undertaking of ai action plrogram is a lengthy process. Some actions 
have to be tak-n up front to get them ttUt.Of the wax, to make sure that 
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things are being done according to plan, so that we can move on to the next 
issue. 

The time span is often much lo niger than anticipated. It would he 
overambitious to think that wC can undertakc an appropriate reform of the 
financial system in the African 1mllilnment within a pe r id of less than, I 
would say, five 'ears. I do no t think that We an achieve that in one 
operation. \\e have to have sevelal in Sequence. 

hFilelast thins is to he as flexible as p .SSihle and to0 he open to different 
solutions. O't ,.'urs.W, froli a thcretical point of view, the remedies are 
usually simple_ and well known. BuW e\verV Situatiol is different, ats I have 
seen in the countries in which 1am1w01uking. \\ have to he prepared t) 
come up with different s litions, different ingredients, different sequenc
ing. \'(: have to ta 0,hC problems with a very flexible mind, keeping in 
mind that a h)t of tile reftrms we arC Under iki ng are interrelated and that, 
therefore, it we do not address something immediately, we have to take 
account of the impact and make sure that we do address it in proper time. 
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Addendum II 

Generally the nini that has been adopted in fin.ancial sector reform 
programs has illCluded interest rate and mflnetarv policies, improved
rCgu liti )nstoenhance the prudentiaLl ruegLi ionS a1nd st e-lleSll pervi 

allidSi( i ( h' the celtalil blank, anrid I'St-iiIICILII'iilg(If 1t hanks 
I living seen this process at play for thre o r i .s in GhaMnI, we see 

that Ikey difficulty inmecting the goal of pOsitive real interest rates is the 
high inflation that seeims to persist in tIle African cIntries that hIave 
Llincd dICjuist II et1t prograifs. \e :ill know that depl v egat ive realn,' 

interest rates lead to rapid capital flight, disinte rv,!d iati on, and avoidance 
of ill\, more risky investments. The ItjuStlCllt irograms o'wllf'.I
attracting
irive'stlmerit toareas tfcompripative Idva ntage, tat is delayedbLit (1 g>a' 
through this process. One Ifthe hig pr hlenis I se in the :k.ricain o untries 
that I have worked oi is the loss of investors' coilfidence, the rise in 
inliation-\ary expectat ions, a111l the spiraling effect tfrising prices, which 
frightens th, policy makers, whl tend not to want to let interest rates rise, 
to let real rates be positive, becausC of legitimate concerns illma-.1ny cases. 

\Xe have not seen as vt a restorati(In of investors' cnfidenlice, even in 
countries that started diCljuIstmeilt progralms,, some %'(,ir,SAgo. Other thanl 
export agricLiltlire, we see OillV investments in activities of low risk anLd 
high return, sLich as gold lining illGhlinal. 

To me, it seeIs that tile moIst important acti(i is restorationi of price
stability It is central to being able to implenlent financial sector programs 
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that are meaningful and nma;nageable. It is alst central to private sector 
develipment. 

Tlhe sec td Celemnt is pLrudCntial regull tit MIs and Stl'rvisit )In.1laving 

seen these in ipelaltitn in I t,,. countries, \.e See that their comllulll n 
teIturte has been that regular itiis On nearl-balks .an1he dicussed and 
agreedon, hut genea-lly the regtilatit ns (t capita, ;dtpiact.K 1" examllel) 
are Outdated. Mt st centr(Al hlankcr.s ,t:e prepared t t imlemCnt tih regula
itins. Tiev are1aklstitcl ci dy t ,tticcept teca l ass istaCCtue Iti0Streng then 

the central hmks1, aihilitv to supervie the primary hainks. This is a good 
Stpgap measureutnttnil trainill d rtatig are-Lpru1d. h ut thatt is tile 
easy pairt. 

"lh.. liaril ir i's brinlging ti\\Ard ct ipliatnic- Ink, tIt have -0 
percetnt ot their xi'ttt n rtttheirilios asI iclrhits, hivC heavy conctittit 

hlans Il luhlic Cnt[iC :111d. CtvUn in ratlhe.'r simplc aoie-as like aOccttilnt
ing, have diftferent trealltments filtni hank tt huk. The new iegulatiolls call 
for consistency tf titlat, co-ll-,ic'lv inll te tmet tve.rdiie interes t, alnd 
ooll.It is dithiCUilt to g I e1P nit)tviiig as it sln Ie fos tI ces htildl one 

bank i'onc. It i, even imt ie'di tt )licu1icVlil,, i1 tit0tlit t , acctiriig to the 
tisk tile\ tprtit, telt Uili of the asts.l the lutaliv fl teile scuritiCs, 
and Othetr pertinenlt 1isicilltit i lS. It AtlkS a hit t \t irk nd It1(tt if tine. 
\\e have ct been Oitc Itwiluc'htvCVert iiniStic aibotu tilC it takes. 

The third area isIStittling. It is ri-lly\ tiNlcs inc, hut ill tntlst otf 
tile cotsuntrie-s in w\hicl weLha3v- \workcdl, the Itie invariabl\ t 1d Up being 

\vnC-I l\ t-e lhi, is di',ttncr-tirig bll(us te CnllingC 1taCt. nttnprh 
Pt~lsit it i include .ectt i It and the nit tl-I that tli.s retseiC ntS,ivLIte 111es, 
as scen ill I .S.sv ind 1I 0n f1tilurs', is re:tll\ wtin 1iie.But this is 
the tin l\ i'ttite \VC I ave it llll. I the'rere t- iel t wa s tI a thpi iple canl 
think t1 I*or shliring the Ite, tihis \tl. hie' IllbainllCling allrea for 
discu.ssitin auid 111n\i ftr tllicItion)in i'Cttirin ] 11i unfltOld.1 i1rt , asitihe' 

Ait the.r a.lc:i ill i ich we d tn titI a e ltucgh illftllllltit i , til \ ,ws 
tllleinet tsst, ittf li 1tsiig Ofn tn petit ti-iingassets1redule It tile 

govetrnment. \\i._ talk ahiutnt taking theiot i i)tr ing assets aind the 
C-OrestCtiOll lng IialhilitiCS sot paking tilten Somewhere,id t1nlt-ht\ sthtin rectv-

Cry' igencv ttr s1in'pl:iCce like that. but ncans tOftlisosiilg f these are 
lirgcl\' untriCd. \e \\.xllIdl h(, vry interC.sted il Shairing whatever experi
elnces exist. t1C iitelrCitlig case was the l'ililpp inets, where all asset 
privitizaititn trust wvs sCt tp). Bit there steins to have heen a market 

IIc'iu.se tile ISsCe.s lrgelv held thiC, \:ilue evti wht.n the' star'tCd t)tbe 
sold. \\hin tile ,,[tne thing \\'tried ill itGnhia, tile value if rIal estaite just 

]lnltiIited when tilte fe'w iuildings taken Over hegan Selling. So far we 
hive not f' li g til, rep'liCile niethtuc' by which repossessed assets can 
be realso1naZbl' Iisposedt f \\'ilh(tt OI.sidTrlhle Iosss, arid an\ ideas on 
that front would be welWtitne. 
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\e are finding a ready recognition of the need to change management, 
but when it comes to getting new management in place, readiness recedes. 
We innediately get into political areas. I think there is a supply problem. 
There is not an abulndant number of good managers available in Africa. 

The cost of bringing in managers from abroad is very high. Even with 
outside managers, the experience is n( t uniform in their ability to resist 
gosvernment p'c',StLre. Governments can be very dominant; we need 
government will to have a financial system in which the hanks are allowed 
to function Is sound businesses. 

The last issue is, What kind of financial system can one expect in fifteen 
or twenty years in the smaller African economies? Can one see effective 
'unctioning banks in small economies that can compete and deliver 
services at low cost, or should one be thinking about capital markets that 
are more regional? 



Appendix 

TABLE 5.1 
Financial Sector Adjustment Credit, Assets and Liabil'ties of Banks. 1975-198"7 (million cedis at end of period) 

Sept 
1975 19-6 197- 1978 1979 19Wd 1981 1982 1983 19841 1985 1986 1987 

Cash on 39.6 51.1 186.7 312.1 196.8 469-1 461.6 -60.- 1,401.1 2.29+a43 3.431.8 3,631.4 7,3. 

hand 
Balance with 357.8 50-1.1 618.5 1,358.6 1,762.8 1,9650 1,902.9 3,421.7 4,424.3 5,514.3 12.732.1 24,834.0 26,850.5 

BOG and 
other 

banks 
Treasury 216.3 341.5 578.5 764.0 1,111.8 1,689.0 2,300.8 4,233.7 6,527.8 6,380.6 8,634.2 11,531.1 10,7,84.0 

bills. 

stocks, 

and 
bonds 

Commercial 118.2 155.8 189.4 302.3 364.8 35.0 41.1 420.2 402.1 48.2 2,071.7 1,064.3 443.3 
bills 

Loans and 604.1 ,7,76.9 1,097.9 1,543.5 1748.8 2,382.8 3,163.4 3,876-5 6,423.4 12,258.0 22,498-6 40,926.3 52,958.5 
ad%-ances 

Other 248-2 288.9 458.7 885.4 1,506.0 1,432.9 2.356.3 5 359.6 8,477.2 15,204.9 15.342.6 30.311.9 57,907.7 
a 

assL,c 

Total assets 1,584.2 2,118.3 3,129.9 "i,165.9 6,691.0I 797. 10,226.1 18,0-2.4 27,6559 41,700.3 6-1.-11.0 112,299.0 156282.8 



Demand 

deposits h 

Saving 

deposits
Time 

deposits
Balance %Nib% 

BOG and 

598.9 

294.0 

168.6 

91.4 

833.9 

408.6 

185.5 

102.5 

1387.-

606.8 

189.9 

117.0 

2,393.1 

1,029.5 

242.9 

183.3 

2,514. 

1,35.9 

263.2 

198.2 

3,019.0 

2,134.0 

315.0 

273.4 

3.2A3.5 

2.711.3 

388.7 

291.3 

5.--9.0 

-,369.8 

4607 

507-3 

8,712.9 

4,992.1 

570.3 

1.772.9 

13,238.9 

5,999.0 

1,180.8 

3,072.5 

21,871.2 

8,832.2 

2,842.5 

8,285.1 

32,920.4 

14,1N0.8 

5.980.6 

11,566.4 

35,962.6 

18,816.2 

12,898.5 

26,210.7 

other 
banksc 

Paid-up 

capital 

113.1 147.4 183.5 275.7 362.2 460.0 440.3 882.9 2,611.5 4395.1 3,553.8 7,3585 8,403.4 

and 
reserves 

Other 
liabiiitiesd 

318.2 440.4 645.0 1,061.4 1,995.0 1,772.7 3.131.0 
-

6,102.7 
--

8,996.2 13,814.0 
--

19326.2 
-

40332.3 53,991.4 
_ 

Total 
liabilities 

1.584.2 2,118.3 3,129.9 5,165.9 6,691.0 
--

7,974.1 10,226.1 18,072.4 27,655.9 41,700.3 
-

6,i,711.0 
-

112,299.0 156282.8 

NOTE: The proportion of public sector deposits plus government deposits over total deposits is about 20 percent for 1985, 10 percent for 1986, and 15.5 percent in September 1987. 
a. Excludes BOG. 
b. Includes all government depolts. 
c. Includes external borrowings of banks. 
c Other assets include fixed assets, other real assets, special deposits with BOG, miscellaneous; other liabilities include margins against contingency liabilities, balance in transit,
some borrowings from local banks, and miscellaneous. 
SOURCE: Bank of Ghana, World Bank. 



TABLE 5.2 
Financial Sector Adjustment Credit, (million cedis or ratios) 

/987 

1970 1975 1980 1981 1982 1983 1984 1985 1986 (vnimate) 

Total GDP at current market prices 2,259 5,283 -12,853 72,626 86,451 184,638 270,561 373,068 511,256 702,789 
Banking system net asset;' 573 1,745 9,862 15,393 19,930 28,147 33,129 48,591 6',397 96,129 
Assets/GDP 0.25 0.33 0.23 0.21 0.23 0.15 0.12 0.13 0.13 0.14 
Total bank credits n.a. n.a. 2,068 2,803 2,986 5,732 11,996 21,401 40,329 73,945 
CreditslGDP n.a. n.a. 0.05 0.04 0.03 0.03 0.04 0.06 0.08 0.10 
Total narrow money supply (Ml) 305 1,009 6,225 10,14*8 12,297 18.770 26,6-3 43,471 64,620 100,636 
MI/GDP 0.14 0.19 0.15 0.14 0.14 0.10 0.10 0.12 0.13 0.14 
Total broad money supply (M2) 427 1,386 8,696 13,634 17,130 24,324 33,836 55.036 84,684 133,782 
M2/GDP 0.19 0.26 0.20 0.19 0.20 0.13 0.13 0.15 0.17 0.19 

NOTE: n.a. = not applicable. 
a. Includes Bank of Ghana. 
SOURCE: BOG and World Bank Estimates. 



TABLE 5.3 
Financial Sector Adjustment Credit, Money Supply 

1970 19'5 1980 1981 1982 1983 1984 1985 1986 
1987 

(estimate) 
Million cedis currency

Notes and coins in circulation 
Iteld by commercial banks 
Total held outside banks 

Demand deposit.
With primary banks 
With secondary banks 
With Bank of Ghana 
Total demand deposits 

167 
16.' 

151 

155 
n.a. 
na. 
155 

524 
39' 

-48i 

523 
n.a. 
n.a. 
523 

3,897 
-169 

3,428 

2,090 
651 
56 

2,797 

6,552 
607 

5.9-5 

3.310 
865 

28 
4.203 

7,488 
-61 

6,727 

4,048 
1,419 

102 
5,569 

11,435 
1,398 

10,037 

5,-177 
2,7-V 

539 
8,733 

16,23-1 
2,291 

13,9-13 

8,--8 
3.786 

136 
12,700 

25,32-
3.430 

21,89" 

13.2-10 
-',550 

78-
21,575 

34,735 
3,495 

31,2-10 

1-,736 
13,609 
2,034 

33,31'9 

40,358 
7,039 

33,319 

19,826 
16,267 
7,276 

-43,369 
Total narrow money supply (MI) 
Time and savings deposits:

With primary banks 
With secondary banks 
Total quasi money 

306 

121 
n.a. 
121 

1,008 

378 
n.a. 

378 

6,225 

1,862 
610 

2,472 

10,1-i8 

2,614 
873 

3.-87 

12,296 

3,633 
1,200 
4,833 

18,770 

-4,08-1 
1,469 
5,553 

26.6-3 

5,108 
2,085 
7,193 

.-3.472 

8,-105 
3,160 

11,565 

64,619 

13,951 
6,033 

1M984 

76,688 

19,903 
11,120 
31,123 

Total broad money supply (M2) 427 1,386 8,697 13,635 17,129 24,323 33,836 55,037 84,603 107,811 

NOTE: n.a. = not available. 
a. Primary banks onl~y 
SOURCE: Bank of Ghana. 



TABLE 5.4 
Financial Sector Adjustment Credit, Deposits and Their Structure, 1976-1987 

Sept. 

1976 1977 1978 1979 1980 1981 1982 1983 198-4 1985 1986 1987 

(Inmillion cedis) 
Demand deposits 
Savings deposits 
Time deposits 

Total 
(Inpercentages) 
Demand deposits 
Savings deposits 
Time deposits 
ToLl 

761.2 
-08.6 
185.5 

1,359.3 

56 
30 
14 

100 

1,294.7 2,206.0 2,33.5 
606.8 1.029.5 1.36.9 
189.9 2-j2.9 263.2 

2,091A.-3,-180.-13,965.6 

62 63 99 
29 30 34 

9 7 -

100 100 110 

2.-77.3 
2.13.0 
315.0 

5,2263 

53 
-.1 

6 
100 

2,958.8 
2,711.3 
388.7 

6,058.8 

-9 
-6 

6 
100 

5,--6.1 
-4,369.8 
-607 

10.306.6 

3 
-12 
A 

100 

8,160.-112,635.6 20,881.8 
-,992.1 5,999.0 8,832.2 
570.3 1,180.8 2,8-126 

13.-228 19,815.-.32,556.5 

59 6-. 6-. 
36 30 27 
-4 6 9 

100 100 100 

31,610.- 34,419.5 
1-4,140.817,816.2 
5,980.6 13,989.5 

51,-31.8 66,225.2 

61 52 
27 27 
12 21 

100 100 

NOTE: Includes primary and secondary banks and for both private and public sector. 
SOURCE: Bank of Ghana. 



TABLE 5.5 
Financial Sector Adjustment Credit, Total Bank Credit to Private Sector and Public Enterprises b%Sector (in million cedis) 

Sept.
1980 1981 1982 1983 1984 1985 1986 1987 

Agriculture, forestry, fishing 
 -112.4 655.0 688.6 2,012.9 3,779.1 5,207.6 7,476.3 9,447.1

Export trade 
 69.4 172.9 67.2 
 92.0 187.4 -90.0 1,451.2 2,255.6
Manufacturing 472.0 508.3 635.2 866.6 3,288.4 6,046.4 10,800.4 15,952.5
Transport, storage, communications 193.5 215.2 201.8 331.3 653.7 1,154.3 2,021.5 3,451.2Mining, quarrying 55.0 137.1 2-43.0 416.3 -4975 960.2 1,437.3 2,430.5Import trade 34.4 -7.6 -2.4 107.-1 307.7 990.7 2,931.4 4,476.4
Construction 289.1 411.9 511.2 796.6 1,273.9 2.017.h 3,899.4 5,052.9
Commerce and finance 246.0 321.1 293.5 683.2 1,175.0 2,820.3 5,042.0 5,265.7Electricity, gas, water 116.0 4-t.2 42.2 49.6 21.-4 37.8 -46.1 83.8
Services 108.5 157.1 175.0 250.8 533.7 1,224.8 2,611.5 3,449.3Miscellaneous 71.5 132.3 86.0 125.4 277.9 451.2 2,611.5 1,144.1

Total 2,067.8 2,802.7 2,986.1 5,732.1 11,995.7 21,401.1 40,328.6 53,009.1 

SOURCE: Bank of Ghana. 



Sergio Bortolani 

Comment 

I would like to make some comments based on this presentation on Ghana 
and also on my recent mission in Somalia, where I spent five weeks in a 
technical assistance program to the financial institutions. 

I found the program of Ghana very comprehensive, well articulated 
(probably even too much), and very optimistic. I hope that the measures 
that are going to be taken will be successful. Probably in Ghana there is 
more will to cooperate. I would like to stress this point, because without a 
willingness to cooperate on the part of the local authorities, any technical 
economic or financial measures are likely to be ineffective, or, at the best, 
they can produce some beneficial effects in the short run but none in the 
medium run. 

Willingness to cooperate requires a strong and determined govern
ment comumitted, first of all, to honesty arid to a search for efficiency How 
many governments are like that in Africa and, in general, all over the world? 
This morning two bad words have been mentioned often: corruption and 
mismanagement. When we face situations like that, programs of adjustment 
or restructuring of the financial system become very difficult to implement. 

Many of these countries have a corrupted ruling class that destroys 
resources and leaves the people in poverty It is a scandal that public money 
from bilateral and international agencies goes into the hands of some 
corrupted senior officials, and we become coresponsible for this. In my
view, in all these cases technical measures provide almost nothing. 
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We can prepare a very good accounting manual for a bank, but then the 
bank managers will not put it into practice. We can provide budgetary 
control procedures for the ministry of finance, and they remain just a nice 
report. Tile IMF has sent various missionS to the ministries of finance for 
that purpose, and the results have been very poor. 

We must ask for a iinimum level of commitment (the famotus "Coldi
tionality," a word that Africans do not like). The present report on Ghana 
mentions that tile main risk of the prograin relates to the complexity of 
undertaking a sectorwide restructuring of the banking system, which 
requires not only the strong commitment of the (3han:ian authorities but 
also tile full coo)eration of the hank's management. I totally share this view. 
Tile big challenge of these progranis is to have the commimlent of tile 
government and tile cooperation of [he r'elevant financial institutions. 

But there are various reasons why fin:incial institutions do not cooper
ate even though the government, at least publicl. ; cooperates. One reason 
is that the operation of the hank is conipleCely out of order, ,nd therefore it 
is vain to expect that anyme can be of any help even if they are so disposed. 
Another reason is that information is purposely not given because it may 
reveal the disastrous state of the art: the fine technique( fpOs)q-(Milg and 
passing the buck is extensively applicd in these cases. The management of 
the bank does not un-1derstand the objective )fthis intrusion and considers 
it useless and a waste of time. There is no real w'ill to change because any 
change can dangerously alter the present leadership. Finally, no one is 
motivated to increase his effort, and none are lunis'iefd for not doing sO. 

So an important precondit ion for the success of any pro;gram is to link 
the reh.bilitation plan to effective contro of to p management decisi(ms by 
a team of external experts. I say a team, not just )ne or two persons, able to 
resist governmlent interference and to eliminate or reduce corrupii.n. In 
my experience in Africa, I found that African balks do not lack good 
managers. But it is mLuch more difficult to be a good manager Or a goo)d 
entrepreneur in a context where corruptio)n and mismanagement are 
widespread. 

Only by ensuring the cooperati ,n of the banks and tile government can 
technical measures be effective. That is why I said at the beginning that Iam 
rather skeptical about the optimism of the program concerning Ghana. 
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MICHAEL SARBIS: A number of trade-offs have been presented by these 
contributors. For examl)le, there has been some expression of tile need to 
go slow At the same time it appears that there may be a minimLum amount 
of reform that must be undertaken before we can expect any kind of results. 
So 	 the question becomes, How do we balance those two? 

There is also the thought that to get the institutions functioning again, 
we have to clean out their portfolios. But there is a trade-off between that 
and prodding them into trying to recover so me of those losses. Is it wise to 
create a precedent that every time they get into trouble, somebody comes 
and bails then ott? 

There is the important questiol of how the cost of restructuring is to be 
distributed across economic entities and also across time. The IMF Would 
have a view on how muCl of the loss is being reflected in that years budget. 

There is tile (Luestion of commitment. Should we even embark on a 
major restructuring unless we have a clear political commitment; unless, 
for example, we can identify a strong personality within the government
who is going to see it through? Then there is tile other question that 
Jacques Toureille mentioned earlie; namely that it is all very nice to say let's 
get rid of credit ceilings, but what other instruments are available to make 
sure that tile money supply does not grow too fast for what we are trying to 
achieve? 

How do we manage the transition from an overregulated system where 
interest rates and credit ceilings are the main monetary policy instruments 



124 Discussion 

to a system where we have more general, more neutral instruments that we 

have to create? 
These are some of the questions that have been raised. I am looking 

forward, now, to learning the answers. 
JERRY WOLGIN: I wonder if any of the Ipreceding contributors is able to 

set forth a list of prerequisites that must be in place before a finllancial 

system can move from direct control, where each bank has a credit ceiling, 

to a system that employs indirect mecIatnisms. Prerequisites were men

tioned without being identified. Ilas a1'OIne thought through what has to 

be in place before moving to indirect controls? 
A second question has to dO with mobilizing dotmestic resources in 

Ghana. I understood the speakers to say that the financial s'stem was 

libern ,ized with respect to interest rates. Is it true Ihat interest rates are 

positi\ in real terms? And if the\' are. why aren't we beginning to see more 

mobilization of domestic resources? 
REINHOLD VAN TIL: Real interest rates in Ghana are negative-because 

inflation is coming down sonifewhat. On the issIe of direct and indirect 

means of monetary ctntrol, Ithink it is a misperception that dircct controls 

necessarily inhibit, so toI speak, ie alh)catiV(e fUnctit n If banks or ilistitu

tions. That is not the catse, because even ill the p)(gratus that the fund 

normally formulates with respect to direct contr l1, there \\I uld still le 

room-sufficien t 'o( im-to att ract resM rCCS and alloIcate thu Ise resI)lrces. 

So the finrancial Il iilization futctio n is no t really at stake. 
As to the qtCstin of prer'equisites fl'r instituting itIditect controls, One 

of the most important things, probabl , is a stable relationship between 

reserve moneV of the central bank and the total ,ninev stock. If that is a 

stable function, then tie central bank balance sheet can le cont'(lled. But 

such a relationship requires tw( things. First Of all, it relires t'ecIgSitit ioI 

that such a stable relationship t.aV itself var'y over tinie, leing suliect toI all 
kinds of seasotnal factors that Most peo ple, including tIllse w\'l(o are 
supposed tI( fI rmt,late I t tettarv polic , are not awart'e of SectOn1d, it 

assumes that the central bank can control its bialance sheet. We often see 

that central hanks are not involved in direct lending. For example, in Ghana 

they are not involved in copil finiancing. So it is often necessary that central 

banks get oit oIf any commercial activities to be able to control reserve 
money 

JERRY WOLGIN: If real interest rates are negative, does the bank 
program envision or a n or a conditionality or anythingtime necessity 
toward moving toward positive real interest rates as part of restructuring? 

REINHOLD VAN TIL: I am11 sure what the bank program envisages.not 

The occurrence of negative real interest rates is a phen 1netnon that has 

happened over the past t'o or three .years. There was a period when 

inflation came down very quickly and nominal interest rates were raised. 
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One of the interesting things about the liberalization of interest rates in 
Ghana is that nothing has basically changed in the structure. If anthing,
deposit rates came down. Margins of commercial banks increased. The 
question really is, Is it simply the oligopolistic structure, a decision of its
menbers to go out and mobilize savings? 

I have heard here that tile mobilization of savings in Ghana has not 
been very successful. I think that isa bit ofan exaggeration. Iftwe look at tile 
development of real savings, it certainly has not declined. There has been a 
small increase since about 1985. So it is not tlat bad, but it is at the same 
time quite clear that there is collusion in the system. What does this relate 
to? Maybe partly to a comfortable profit position of some of these banks. 

JERRY WOLGIN: Are interest rates market determined?
 
REINHOLD VAN TIL: YeS, the\' are.
 
J. 0. SANUSI: I have three very brief questions. First, Mr. Toureille spoke

of eleven banks in Ghana and said seven of them are distressed-what 
ratio of the banking operations in Ghana do these seven banks represent? It 
is possible that the four that ire not distressed control the bulk of the 
ecolnomV 

Second, you spoke bout the lack ofconfidence in the banking sector in
 
Ghina. I would wel ne an explanation f why this is si ; Ghana is one of
 
the countries in \X\2st Africa where there should he goo d qualitV mlanage
ment because the standard )f education is colparaltivel\' high.

The third question refers to tile very pertinent point nade by MIr Aiver.
 
This is the fact that in spite of all the restructuring (ifecon inlic measures
 
that has been carried out in i lot 
 f)fAfrican couintries, the investors'
 
confidence has not vet been restored, and this is very vital. I nless one has
 
the investors' confidence and caln icrease prLIducti\ity in tile continent
 
through well-increased investlent quest ion of inflatlion, the question
.

of what happens to the value of In nev is quite clear. Unless goods and
 
services are 
produced, there will be scarcity, and so there is nothing one 
call do over time; without increased investmnlent and producti\it\' one will 
continue to have increased inflation. 

It is not only the confidence of investo)rs fromii outside but tile 
coifidence of the investors inside, and that is why we have capital flights.
The speakers might waln to address briefly what are the things that need to 
le done for these countries to restore the investors' confidence because 
they have been acting as advisers all along. 

JACQUEs ToUREILLE: I do not think there would be a point in going
into too much detail on which banks are sick or not sick. The sickness weas 
very extensive, or is very extensive, and is affecting some of the major
banks. Some large banks have been affected both in the commercial and in 
the independent sectors, and the overall distressed portfolio is very large. I 
do not remember tile figures exactly, but I believe the nonperforming 
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portfolio across the board is in the range of about 30 or 35 percent. It i 
very large. It is not limited to small institutions; it is not limited t 
development finance companies. It is affecting some large commerci 
banks, and the assessment, though very thorough, is not a full assessmen 

The assessment is based on diagnostic studies that have been undei 
taken by independent auditing firms. But as one knows, it is only one ste 
to look into the assets ofa bank. When we go a bit more carefully and mor 
thoroughly and review the portfolio-and this will happen in tile secon 
phase of the program-maybe we will discover that the situation is eve 
worse than what we have seen in the first stage. 

A second relevant factor is the importance of foreign capital in th 
banks. Ghana is a country where foreign shareholding in a hank is allowe. 
Some banks are ful!'" owned hy foreign interests, and a majority of th 
capital of some major banks is owned by foreign interests. Nonetheles! 
across the board, the private shareholding, including foreign shareholdinj 
is very small. In other words, foreign shareholding is concentrated i 
relatively small banks. 

There was a qcuestion on tile lack of confidence. Maylve Mr. Aiver woul 
like to comment on that. But whalt I was referring to was essentially th 
political climate in Ghana. For a long time it was not favorable to privat 
initiative and banking activities as a whole. Repeatedly measures wer 
taken against banks or against private initiative, and as inl other countric 
the banks are very often the scapegoats whenever something goes wront 
They are being accused of doing a lot of had things, of making a lot of larg 
profits, undue profits, profiting from the situation. 

When, for example, interest rates are liberalized-this is true of othc 
countries as well as Ghana-we see that interest rates rise oI tile lendin 
side but not so much On the deposit side, and immediately people criticiz 
the banks. 

So that is principally where I was talking of lack of confidence and il 
need of restoring this confidence. A related issue is the secrecy of bankin 
activity In the past the attitude of the government had been to crack dow 
on people having money in the banks, thereiy provoking large flights c 
deposit money or discouraging people vith money from depositing it i 
the banking system. 

M. G. SRI-RAM AIYER: Looking back, I suppose confidence in Ghan 
was undermined first of all by the economic policies, )rincipally th 
exchange rate, which offered no incentive for producers to sell their outpL 
within Ghana. As more and more of the trade took the parallel mark( 
route-and that continu.d for awhile, an1d there was the interest-th 
propensity to import continued to stay high. The government took sor 
heavy-handed measures, including seizing things. Ifbanking is a function 
confidence and confidentiality, both these were struck one full blow i 
Ghana. 
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First of all, all accounts above a certain size frozen. Largewere 
denomination notes were suddenly demonetized overnight. And people's
acCounts were examined on the grounds that if tile%' had money above a
certain amount, it must have been made on somebody's back, without
looking at the source of the problem, which was tile economic policies. Of 
course, money ieft tile banks even faster after these interventiuns and 
returned far less rapidly, if at all. 

With regard to restoring confidence, I thought Mr. Sanusi was asking
why it is that in Africa, in spite of economic reform that has been sustained
for sonie period of time, one has not seen a restoration of domestic
investment or foreign direct investment and domestic capital continues to
leave the country. This is a very diflicult problem, and I wish we knew tile 
answers. 1 wvas only expressing my concern, hecause all the symptoms
suggest COntiluing erosion of confidence, especially if we look at inflation 
rates, except in some countries where they coming down.are 

Nonetheless, some thoughts that might positively contribute to the 
effort to restore conidence are suiggested by those who lack it. Both
outside and d()mestic private sector investors very often blame the regula
tory environment and the difficulty of d(oing business in Ghana. This is one 
area that merits exanination. Another is the reliability with which people 
can do business. Businessmen generally take a long-term vie\\; or they need 
to take a longer-term view Price stability is one Eictor, but reliability is also
important for supplies, for markets, and so oin. Africa is commonly viewed 
as offering less reliability and more regulation than other parts of the
world, and it is the same capital that is going aro)ulLdIooiking for places in 
which to invest. 

I have read that today Mala\'sia stands numlier one aniong private
investors, because-and this one factor keeps being cited-it takes oil\,
thirty days for an investment approval to le received in Malaysia for any
investment. In Africa, however, one gets a completely different kind of 
picture. That is an area to work on. The more one can bring the investment
climate within African c(untries on a par vittn competing countries, the

better tile chances would be for investment to start. Certainly there is

investment 
 in sonie areas that are export oriented, but one worries 
whether this is because it is a means or capital flight.

This is not an easy Culestioi. I wish we knew the ,"swe,- Then we could 
all go to work right away to fix that problem. 

ALAN GELB: The Ghanaian case re'eals soiethiing quite interesting
abliout tile seqluencing of operations. The sequence went from tile
liberalization of interest rates and credit to the restructuring of financial
insttutiomis. We have seen sonie other cases where financial markets have 
bieen liberalized while leaving ianks that were technically insolvent and 
their managenient in place. The impact has been an explosion of distress 
borrowing. I think Turkey is such a case. 
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How has this possibility been headed off in Ghana, and are there 
lessons for other countries and their programs? This is an important 
question because I think the sequence that is being folloved in this 
program is rather a natural one, in terms of what can Ibe done quickly 
versus what tends to take a long time. The problem is how to bridge the 
consistency between those two. 

Ni. G.SRI-RAM ArYER: In Ghana the combined wtork of the fund and the 
bank and the government has led to what is probably a more carefully 
managed program, a reasonably vell-orchestrated set of measures, and a 
consistency of direction, particularly oi the exchalnge rate. The go\ern

ment has stuck tIlecourse and stayed with it. Bringing the parallel and 
official markets together and then opening the BurLeau du (hnge, and so 
oil, were important Measures. 

On interest rates and distress borrowing: there was distress borroving, 

but there were not a lot of firms, there was not much continuing activ 'it.\; 
and the extent of the activity rapidly declined in these firms hecause they 
,'ere not profitable. 

ANAND CHIANDAVARKAR: I had a question to ask ,)fMr Sri-rani Aiyer, 
which pertains to Ghana but is of vider applicability. At what point in the 
financial system do) lioidity p)rollemIs turn into insolvency problens, and 
how do performing assets hecome nonperforming, despite the super
visory and prudential Measures of the central hank? Is this a case where the 
Management failures of the private sector ire neatly paralleled hy the 
bureaucratic failures of the central bank? 

NI. G. SRI-RaM. AnFER: I think that consistency of policy and good 

economic management are the only answers iii Ghana. It is not really better 
management by the hanks. It is not really better Supervision hy the central 
bank. The management failures were of banks, which lent, Isuppose, in 
good nleasure under pressure from tile goverlment, at governmen bI-ehest 
in many cases, and to state enterprises in a large nnmber of cases. 

Governments are very ready- to guarantee all these loans, or quasi
guarantee them, but the governments are not able to deliver oil tile 

guarantees. The guarantees are worth nothing. Tile managements knew it, 
but they continued to deliver credit to these entities. And then they 
continued to credit themselves with income, even when the interest 
payments were overdue for long periods, with supervisory failures cer
tainly in Ghana. 

A similar problem happened in Nigeria, but it is mny impression that 
fewer banks are in difficulty there because the supervision was perhaps 
more rigorous. The managements of the banks wxere also better ilNigeria 
for a variety of reasons: there are a larger number of banks; there is more 
competition among banks; many banks have foreign shareholders who 
assist with the management; and the supervision of the central bank has 
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been perhaps a little more rigorous than in Ghana. They are trying to 
correct that in Ghana. 

For the time being, though, competition between the banks is still not 
there, as Mr. \tin Til mentioned. The system still remains oligopolistic for a 
variety of reasons. All of this tells us that announcing a reforn program, to 
function freely in financial markets, is Much slower than we anticipate in 
the beginning. It does not move with great speed, because every time we 
find more things that need to be fixed. 

C. S. KINMEN: It seen:s that we are all very concerned about tile 
institutions peI se, but wLt ab(out creativity in the making of monetarN 
instruments that would be appealing to African natiot)ns? There is some 
ro1om for resource mobilizatiom that wt(uld suit the requirements of an 
environment where inflation is very high and so forth. In Africa we find that 
the principal instrument available for re mource mobilization is cuirrenc,. 

CLARK LEITH: I had a1(uestinl relating to a section Of the report that 
has not been mentioned thus fat, the section dealing with foreign exchange 
risk. There is ,n interesting pflopostl here in which something would be 
set up in effect to absorb foreign exchange risk. I would like to try to 
understand that and hOw that is intended to work, because it is quite vague 
in 	the report.
 

MOtHAMADOu DIop: A lot Of emnpha(sis 
 is being put Oin price stability; 
macroeconomic stability, and tile need to coordinate institutional develop
ment and macroeconomic constraints. I Would like to know \\,lat is being
done when structural adjustment policies regarding tie liberalization of 
f)reign trade, to give one example, have a negative impact on bank 
portfolios. Ilow might this happen? Some noneconomic enterprises are
hlealthy" because they enjoy a degree of subsidy and monopoly Tihey may

be 	 representative of the well-performing portfolios of ihe banks. Bank 
p)ortfOlioS, then, can deteriorate as a reSult of 	tile tendency of trade
liberalization to align local prices with international prices. 

As you know, tile portf lio of most of our banks is basically made ip of 
importing industries in tile consumer good industries, including food 
processing and textiles. 

We had a debate in Senegal within the banking associatiom, and within 
tile trade association, with the government, and it is a dead end. The healthy 
banks' portfolio exposure is basicall\' in these sectors where structural 
adjustment p(li(cies are leading to phasing out of some of these industries 
or a restructuring of theml, necessitating sacrifices from the very same 
bank. 

Of course, tile situatiotn gets worse when we are talking about banks 
undergoing difficuhies, so that we are faced with a dilemla and with a very
difficult set of ahernatives, each of which is fraught with dangers. I am 
interested to hear what is being done about this tricky issue. 
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PHILIPPE CALIER: I would like to build on this remark and other 
comments made earlier to offer an optimistic view of financial distress. 

We can argue that financial distress is a good thing for precisely the 
reason you suggested: financial distress appears when a long-delayed 
correction of overall macroeconomic or sectoral imbalances is finally 
attempted. The necessary adjustments cause industries that were economi
cally inefficient to become unprofitable and to fail, with the consequence 
that they are unable to service their debt to their creditors. The positive 
aspect of this situation is that, in the future, financial and real resources will 
not continue to flow to these inefficient industries but will be allocated to 
efficient ones. Financial distress is the sign that the necessary adjustment is 
finally under wa: 

There is a corollary to this viev. Even if this optimistic interpretation of 
financial distress is correct, it is clear that too much of a good thing may be 
bad for the economy's health-hence the idea that a good financial system 
should be designed so as to minimize the adverse consequences of 
structural adjustments or shifts in relative prices for the financial sector 
Insulating the financial sector from these adjustments is possible only if we 
qualify the principle that the financial sector is the mirror image of the real 
sector. This is particularly desirable in sm,11l countries that are highly 
specialized, as these countries are likely to be frequently hit by shocks that 
are not necessarily the result of policy mistakes by their own governments 
but are simply the consequence of fluctuations in world markets. 

Is there a way to break that correspondence betveen the domestic real 
sector and the domestic linancial sector? It seems it could be achieved by 
allowing the public and the financial institutions more freedom in financial 
transactions with nonresidents and encouraging capital flows both in and 
out of the country Fin-ancial investment abroad is sometimes labeled 
capital flight" but can also be interpreted as the outcome of tile healthy 

practice of portfolio diversification. 
ALAN GELB: I would like to comment briefly on the question of private 

investment, an area where u(lite a lot of research is warranted. We appear to 
know very little about what determines changes in private investment. 

There is a model underlying Our assumptions about financial sector 
reform: reform the financial sector; then, as a result, Cut off the links 
between banks and insolvent firms; cut down ol distress borrowing, and 
increase the supply of credit to the credit-worthy firms. We will then, of 
course, expect investment to increase. I am not sure, however, that the 
world works that way. Evidence from sample survey's of countries' balance 
sheets suggests a somewhat different profile of the response of private 
investment. 

For example, ifwe look at what happened in Brazil in 1983, or Turkey in 
the 1980s, or the Philippines, we will see that the private clients or the 
clients that stay in the system tend to bifurcate into two groups. There are 
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firms that are intrinsically rather strong, and there are firms that are rather 
shaky Because of the uncertainty created by the adjustment programs, the 
firms that are strong tend to pull in their horns, and they take as much 
advantage as they can of their profitability to strengthen their )alance
sheets. So what we see is a whole group of businesses that does not invest, 
that want to insulate themselves from changes in the economy to survive. 
As a result investment by a substantial part of the industrial sector simply 
does not occur for some years, until the firms feel confident enough and 
until they decrease debt burdens enodgh. Therefore, in certain countries, 
at a time of seriously adverse conditions, quite a large part of the corporate 
sector is strengthening its balance sheet by cttting costs an1d not investing. 
That seems to me to be a very logical response to risk. It suggests that we 
should be rather cautious in expecting a response of private investment, be
cause that simply is not how a rational, survival-oriented firm will respond.

In African countries we perhaps have less information about the 
balance sheets of private corporate borrowers. Perhaps there are not many
of them, but this is an area where more work could he dlone in understand
ing pri'ate investment dynamics. 

M. G. SRI-RAs, ArlEii: Mohamadou l)iop raised an interesting and 
important point that relates back to something Alan Gelb had mentioned 
earlier about sequencing. There is a set of existing firms, and these firms 
represent an investment in humlan capital, and so on, and especially in 
Africa, we cannot write this oif very easily Indeed, the financial system
mirrors the problems of these firms, because they largely lent to these 
existing firms. 

Even in a distressed environment or an environment that is undergoing 
some trauma, some shocks, some firms will be intrinsically strong and 
capable of restructuring and being turned around. Even with the same 
building, those managers know hov to run a firm. They did it under one 
set of price signals; they can turn the firm around to produce differently in 
another environment. 

In recognition of that fact, we have in Ghana a program called a 
Corporate Restructuring Study to analyze the problems of, let's say, the top
thirty firms. The study is to see which of those firms need to be cut off and 
which need workouts by the firms' owners and the managements of the 
banks, so that some kind of nedium-tern program can be undertaken to 
help both the firms and tile banks. The investment reluctance that Alan 
Gelb mentioned is there. I think it would be fair to sa' that, for African 
industry the route of the past does not hold much hope, because it was 
import substitution. 

Good markets are getting so integrated, African borders are so 
porous-and they all know this-that export-oriented activity has to be the
mainstay of any business. Other countries have started, and they are 
reaping very good returns from this change of orientation. 
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That is the kind of industry, Isuppose, that one would expect to come 
from new investment. Some of the existing firms were turned around, but I 
would imagine that the more interesting population to see is that which 
emerges in response to new opportunities. Those opportunities
spawned by changes in tile policy environment and accelerated by techno
logical change-will attract foreig i direct investment and domestic entre
preneurs alike. I-low productivity of tile domestic corporate sector is 
encouraged, rather than discouraged, by government policies and regula
tions is critical, ultimately, to tle health of the financial sector. Otherwise, 
even after the banks are restructured, unless productivity and profitability 
of their borrowers and depositors are encouraged, the banks could easily 
go back to the same hole. 

As for this idea of separating the domestic real sector from the domestic 
financial sector, I do not knowv Jac(Lies lbureille was just whispering to me 
that even in very troubled environments, good banks have staved out of 
trouble because tile%, have had very strong or good management. It hLs 
happened in Oklahoma, in Texas, and in some savings and loans. Some 
banks have not gotten into as much trouble as others. 

To the extent that I mention regional banks, they would be able to 
diversify their portfolios so that they are not all locked into one set of 
domestic economies. But I imagine that African economies have also 
become regional, anyway. 



6 Parker Shipton 

Borrowing and Lending in 
The Gambia: Local 

Perspectives on Formal and 
Informal Finance in Agrarian 

West Africa 

This chapter describes how rural people borrow and lend vital resources 
in The Gambia, a country generally considered one of the world's poorest. 
Niany reports have been written recently on The Gambia's agricultural
financial systems, from the perspective of the capital city Banjul, concentrat
ing on governmental and other institutions (for example, Wing 1983, Bailey
1984, Ramamurthy 1986, Clark 1987). Though these documents together 
provide much information on the government cooperatives and otherformal structures, the systems referred to in the past two decades as 

tinformal have generally een relegated to a few paragraphs toward the 
end: a residual category about which little is said or asked.' 

This brief study takes an opposite approach. It emphasizes villagers'
perspectives, focusing first on the systems to which they often turn first, the 
ones they themselves have helped create. The basic question is simple:
Who borrows what from whom? But the answer is complex. Farmers are 
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involved in many more kinds of credit and debt in rural areas than most 
foreign analysts assume, involving not just money but diverse other 
resources as well. Rural people's multiple obligations suggest good reasons 
why farmers have often given low priority to repayment of institutional 
lenders. A broadly sketched inventory shows that some kinds of goods and 
services still remain hard for rural people to obtain on loan, for cultural as 
well as economic reasons. 

Part of a broader continuing study on Gambian saving and credit, tile 
chapter reports some preliminary field observations made in two visits in 
1987 and 1988.2 Given general disappointments with institutional finance of 
all kinds illrural West Africa since the Second World Wa; planners in the 
government and international agencies are asking how grass-roots village 
groups Might be used as channels for loans (and as mechanisms for 
mobilizing local savings). So it is becoming increasingiy important to find 
out what local options rural people have for borrowing and lending. At the 
same time it is worth reassessing the role of exogenous loans altogether, 
recognizing what is obvious but often overlooked: that credit also means 
debt. Credit is far from the only solution to African rural poverty At least as 
often it is part of the problem. 

After describiig in brief some research methods used, the following 
section proviles some definitions and basic principles. The third section of 
this chapter reviews some of farmers' local borrowing options, starting 
from the home outward. The fourth through sixth sections discuss compar
atively ne', institutional systems, suggesting 1w these tie into older, 
"informal" modes of finance discuIssed earlier. The seventh section surveys 
farmers' horrmiing option,; commodity by commodity: The eighth section 
notes a few program approaches not recommended, and a concluding 
section offers some general and subjective remarks. 

Sampling and methods. Blozrowing and lending are sensitive topics in 
The Gambia. As other authors have commented, farmers are generally 
secretive about these transactions (laswell 1975; Dusmore et al. 1976: 
306n,31011; cf Tuck 1983: 111 on rural Senegal). This is so partly because of 
Islamic prollibitionls on interest charges. The topic requires a combination 
of research methods. The study relies partly on structured surveys. We first 
interviewed 138 men and wonen in 1987,a maniand a wonman per sampled 
colpound in five randomly selected villages in three divisions. 3 Figures ill 
this study are based mainly on this survey. \We revisited them with a similar 
but 11re detailed survey ill1988, adding other pairs in tile same villages 
for i total of 167, each visited repeatedly:"' We had stratified tile sample 
universe of villages by these criteria: location east to west, bank of the river, 
presence or absence of irrigation, and ethnolinguistic conlposition. In all 
but the largest village, 95 to 100 percent of the compounds were sampled 
by the second survey 
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Together, the sample roughly approximated the nations ethnic mix
ture: informants identified themselves as Mandinko (36 percent), Fula (or
Peul) (28 percent), Wolof (21 percent), jola (or Diola) (8 percent), Sera
huh (or Soninke) (4 percent), and others (3 percent)/3 Ichose and trained 
enumerator-inter)rete,-s who had worked in the sample villages already,
who had kin there, or both, and who had earned villagers' confidence. 
I participated in many of the survey interviews. We resided in the vil
lages (I lived in two of them, one Mandinka-speaking and one Fula
speaking, and visited the others) and interviewed farmers in their own 
homes. 

Formal surveys are Obviously not adequate in themselves for investigat
ing a sensitive topic like this one. Other information came from open
ended and semistructured interviews, from indirect questioning and cross
zchecking, fi'om local court records, and from personal observations. I 
took part in many activities of the villages where I resided and worked 
closely with several key informants. Additional interviews were conducted 
with various traders, cooperative officers, bankers, officers of government
bodies, multinational agencies, and nongovernmental organizations. 

Aproblel usually encountered in survey work on informal finance, in 
West Africa ;nd elsewhere, is underreporting of transactions. The problem
arises because some farmers feel ashamed that rhey have to borrow or 
afraid the government may disapprove of the channels they use. It also 
occurs because many women feel some cultural and religious pressures 
not to engage in major financial dealings outside their compounds. In 
longer questionnaire su rv'eys, the problem can also arise because of 
impatience on the part of either informants or enumerators. In this study
 
an attempt was made to kee ) interviews reasonably short by breaking

the longer ones into two or more. While it was clear that some 
under
reporting of loans occurred, informal conversations helped correct the
 
information.
 

Arelated problem concerns interest charges. l.enders in Islamic African 
societies are seldom willing to tell about charging interest, though bor
rowers usually give more accurate information on this. Interview questions 
were pitched in such a way as to avoid specific mention of interest but to 
allow its calculation: informants were asked \%,hat and how much was 
borrowed, what and how much was returned, and when these transfers 
took place. Still, it was evident in cross-checks \Nith borrowers that some 
lenders had Underrepresented interest the%' charged, whether knowingly 
or not, and future researchers should be aware of tile tendency- Using a 
few key informants is important for overcoming problems like these. 

In open-ended interviews, informants were asked not only about loans 
they had given or received themselves but also about loans of other rural 
people in their areas. This method provided a different picture and proved 
an equally useful way of learning about Gambian rural credit in general. 
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In sum, the survey results have had to be screened carefully in the light 
of knowledge gained in other ways. As always in research on African rural 
economies, much of the best information came from just talking with 
people. 

Some Principles and Definitions 

Rural Gambians borrow, lend, and save many more kinds of goods and 
services informally than they do forrmally. To understand rural borrowing 
and lending, then, requires a broad understanding of entrustment, encom
passing not just ioney!)l but also land, livestock, fertilizers, grain, machinery, 
jewelry, labor, and other goods and services. Credit may be defined as an 
exchange with delayed compensation and with or without interest. It need 
not involve an institution in the sense of a named organization. 

Absence of institutional credit has often been assumed to constrain 
production in The Gambia, as elsewhere. It has been customary to 
consider credit something like a hasic agricultural input, like sunlight or 
water, and to assume that poor farmers ,lways need more of it. A more 
realistic view is needed. The flip side of credit is debt: the name depends 
only on whether onc is the borrower or the lender and whether one is 
speaking before or after the loan. Developnie, itpolicies of international aid 
agencies and African governments since the Second World War have 
consistently favored credit and debt rather than domestic saving and 
storage, with results that appear not just to have impoverished borrowers 
and dulled their incentives to produce but to have endangered some of the 
lenders too. 

But credit and debt cannot just be wished away The Gambia's seasonal 
rain-fed grain agriculture (supplemented in some areas near the Gambia 
River by swamp rice and irrigated rice farming and by fishing and wage 
labor) produces an annual )ooifl-and-bLIst economic cycle with which 
farmers can often cope only by borrowing in the "hungry season," which 
may stretch from May to September before the start of the harvest, which 
peaks between November and January Development planners frequently 
express concern to increase "productive" and decrease "consumptive" 
lending. But these activities are frequently the same or so tightly inter
locked (as in the case of reciprocal labor partially repaid in kind or 
livestock financing) that it makes little sense to try to distinguish them too 
sharply in institutional policies. 

Plurality of decision-making units within the village. There is no 
single main decision-making unit in rural Gambian communities. Instead, 
decisions about different resources are made at different levels of family 
and community organization. The complex principles of social organiza
tion within Gambian villages cannot be discussed in detail here. In simplest 
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form, however, and in descending order of scale, the village, ward (or 
quarter), compound, work group, and cooking group are the residential 
units most commonly distinguished in the larger Gambian ethnic groups, 
and these usually have recognized heads." But these groups may vary 
greatly in size and composition, and the categories may overlap, as where 
there is only one household in a compound (a pattern that appears 
increasingly common). Residential units within villages are usually struc
tured around dominant kin groups, the patrilineal principle governing 
basic kin group membership and allegiance. Other l)rinciples by which 
villages are structured include age-sets and age-grades, hereditary castes, 
and many kinds of associations and clubs, some gender specific. These 
distinctions cross-cut each other in such a way as to produce many group 
and category loyalties for every individual. Economically, these translate 
into a variety of possible sources of credit or other assistance but also of 
competing claims on ones resources. Some of the village-level clubs and 
associations are being used as channels for instituti( mal finance. 

Roles of gender in financial markets. Rural Gambians tend to conceive 
of mens and women's Iprperty as C(nstituti ng separate spheres. Resources 
lent to a husband may or may not reach the wife or wives. Some husbands 
relend borrowed resources, for instance cooperative inputs, to their wives 
at substantially higher interest (though some think the practice rare). 
Husbands and wives may or may not inform each other of how much they 
have borrowed or saved. Families thus should not be assumed a priori to 
be solidary economic units; nor, more basicall.; can they usually be 
understood as discretely bounded entities. 

The role of Islam in structuring and reinforcing the Gambian income
stream partitions is considerable. Among the vast majority of Gambians 
who adhere at least nominally to the Islamic faith, there is a shared ideal 
that men should provide the main income from outside the household for 
family needs, while women should provide supplementary food for family 
use and other resources (monetary or nonmonetary) for their own 
personal use. Women are therefore discouraged from seeking income 
outside the compound or village but allowed exclusiv- rights over much of 
what property comes into their hands from farming or trade. These 
conventions are somewhat similar to those obtaining among non-Muslim 
Gambians. The overlty of Islam on local religions and customs has 
provided an additional code that men and women may variously invoke to 
suit their different purposes, though it often appears to favor male control 
of critical resources. 

Women receive very little formal credit. Whether this is because their 
access to it is limited, as some have suggested (Elias Scharffenberger 1982: 
11; FAO 1984: Appendix C, 103-4), or because they do not pursue it 
aggressively is a chicken-and-egg question: some appear to assume on the 
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basis of experience that it will be hard for them to obtain and do not pursue 
it for this reason. Institutional credit tends to reach them only indirectly. 

For direct loans women normally turn to informal sources. Sometimes 
they find it helpful or necessary to borrow informally on their husbands' 
names in their absence. This can le a useful way for them to gain access to 
the husbands' earnings, as the creditor becomes an ally in the demand. 
There are risks, though, of misunderstandings and quarrels upon the 
husbands' return. Male shopkeepers report that they are often reluctant to 
lend to the wives of other men in the absence of those men, for fear they 
will be suspected of having illicit liaisons with the women. Perhaps because 
of these real and perceived discriminations, v omen have taken tile lead in 
forming rotating savings and credit associations, as they have done in other 
parts of West Africa. Other kinds of village associations, too, are often more 
highly organized aimong women than among men, anod some have been key 
organs of small-scale financial intermediation. 

Indigenous savings in multiple forms. Gambians save in many ways 
sketched elsewhere (see Shipton 1990a and 1992), most of them nonmone
tary. In the better times rural people convert easily volatile and divisible 
wealth into less contestable forms, Ilarticularly livestock (most importnt 
for men), gold earrings and other jewelry (most important for women), or 
household furnishings. They make these conversions partly to have their 
wealth in a useful or satisfying form and, just as important, to safeguard it 
from their spouses' or others' daily claims for spending.They keep grain in 
locked village grain stores and in domestic granaries. Many keep their 
money-in locked trunks or small savings boxes they must break to open; 
others entrust cash to elder or more solvent villagers-I have called them 
unspecialized "noney keepers"-to hold for them. A central concern is to 
be able to deny constant requests from kin or neighbors without appearing 
selfish. (This concern also underlies the success of indigenous group 
saving and loan associations.) In hard times tho', who have accumulated 
livestock or jewelry are forced to liquidate them to buy grain. Lending is 
also a way of saving, useful at times in keeping one's wealth inconspicuous 
and in unloading the risks of storage onto someone else. We look now at 
how lending occurs. 

Local Borrowing and Lending 

There is practically nothing in a Gambian village that cannot be borrowed 
and lent. The basic productive resources-land, labor, livestock, seeds, and 
tools-are all directly exchangeable for one another and for cash by 
countless ad hoc, individually tailored agreements, many of which take the 
form of short-term loans and counterloans. Food too, at the consumption 
end, is a medium of local lending and repayment. 



139 Bonuoing and Lending in The Gambia 

Gambians turn to kin for loans of all kinds, so)me so subtle or so deeply
embedded in other cultural meanings that to call them merely loans' 
would seem reductionist. The framew)rk of patrilineal kinship and virilo
cal postmarital residence, albeit negotiable and malipulable, provides 
most Gambian men with large sets of relatives within their neighborhoods 
and villages; and these patterns obtain in all the larger ethnic groups
represented in the COLItI'. The common pattern of marriage within 
villages or between neighboring villages creates, for a man or w()alln,
lasting and enieshed local bonds of obligation. Easier lending terms
usually flexible repayment schedulcs and no interest chrges-make kin 
preferred sources of credit for labor, livestock, seeds, tools, and cash,
though every rural Gambian knows that overlending aiong kin is likely to 

mstrain fan iilv relations more bi-oadl. It is a mixture Of convenience, 
conlidence, and often empathy that makes relatives likely lenders for many
kinds of needs; but one need not rely on concepts like affection," since at 
lender's decision is governed partly by expectations of return favors inl a 
continuing social bond and p-rtlV h\ fears of mailici sgo ssip if ieor she 
refuses a favor asked without a good excuse. 

The largest and longest-term loans in rural Gambian life involve kinl, as 
do the smallest and briefest. Blood kinl ties seem to he more frequentlv 
exploited for loans than marital ties: men or \omen may b()rrow from)m
their parents, siblings, or cousins in preference to their own spouses or ini
lavs, though ill these ties are used at times. As noted above, marriages inl 
The Gambia often involve le.-stree sharing of resources than marriages in 
some other parts of the world. 

Nonetheless, sonme of a Gamlbians most important debts in life involve 
marriage paynents. As in most of Africa south of the Sahara, these are paid

only graduilly Am(ounting sometimes to thousands of dalasis (1). 6 =
 
U.S.$1) but varying greatly byv ethnic group a1nd class, th1e 
 iiclude casl 
payments from the bridegroom (and his natal kin) to the bride's natal
family, sometimes rising to thousan1ids (Ifdalasis." In addition to these 
transfers, grooms and their families are usually expected top'ovide cattle 
or other livestock for slaughter and other food in the weddings, and 
grooms to give their new wives such goods as beds, boxes of clothing, pots
and pans,radios and tape recorders, watches, and sometimes animals and 
jewelry as they set 1.1p house. Y'arlv ol more often until marriage debts are 
paid off, a bridegroom and sometimes his natal kin are expected to work 
for their in-laws. The great importance of maru'riage debts, financially,
culturally, aid emotionally; helps explain arrears and deflults in institu
tional credit. In-lbws are likely to be considered the "creditors" with the 
strongest claim to a family's resources. This does not imply, however, 
that the government should try to regulate marriage payments. Most at
tempts to do so in Africa have totally failed an1d only caused public 
reserltments. 
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Rural people throughout The Gambia depend for their livelihoods not 
just on farming but on urban and overseas labor migrations and the 
remittances that come hack. To launch a young man's schooling or working 
career abroad, his parents, uncles, or other extended kin may pool 
thousands of dalasis. They must sometimes sell significant parts of their 
herds to do so, and thex' contrilute on the understanding that he will send 
back money In the villages visited, young men had traveled and worked in 
Spain, northern Europe, America, and elsewhere for varying amnounts of 
time. Remittances were iml)ossible to measure, but some had sent as mLuch 
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 wvage-earning potential represents for many farming 
families the main chance for ad'anceent, and for manIly y'onllng Men who 
travel to find work, debts to their sponsors may be the greatest tle\' ever 
incur. It is not customary to send women abroad to find work, partly 
because of Islamic understandings (which may be invoked conversely to 
justify keeping them at home). Sending home money to a 'ural family 
frequently poses practical problems to labor migrants. 

Livestock lending between and among villages is common practice, and 
it serves multiple purposes. It reduces a herd owners exp)sure to risks of 
disease or theft, evens out labor needs and milk and manure supplies, 
distributes livestock to( adequate and appr lri:Lte grazing, and helps large 
stockowners to keep their holdings inconspicuous to neighbors. In The 
Gambia as in other parts of Africa south of the Sahara, loans of draught 
animals among neighbors, sometimes in r'eturn for latbor, help even out 
temporary economic ineqlualities while also forming a basis fbr patron
client ties that may endure beyond a season. 

Unrelated friends and neighbors lend each other nmonev or material 
goods on agreements that vary from the purely "helping' loan to the 
profitable business loan (nfu and ndotto, respectivel; in Mandinka). 

Borrowers prefer to seek lenders from their own ethnic groups, on the 
assumption that the lending terms w\ill be easier In each of the largest 
Gambian ethnic groups, age grading and caste (hereditary occupational 
category, real or ideal) provide ties useful in local credit. 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 ones own sex. 

Friends and ieighbors in the rural villages do not normally demand 
collaterals or securities; they rely on their networks of acquaintances and 
relatives to help ensure repayment of their loans. Cash loans bet xeen 
unrelated people in villages seldom anount to more than a few hundred 
dalasis; many find it easier to recover loans issued in less volatile forms, 
unless they have a vital shop or other way of securing continued contact. 
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These mechanisms should not be considered "collateral substitutes," in an 
economists conventional phrase, as though they were somehow second 
best. Instead, collateral is a confidence substitute. 

Lending involving migrant farm labor: "strange farmer" share 
contracts. "Strange farrmer" contracts (as they' are locally known to 
anglophones) occur throughout The Gambia and in several neighboring
countries. Gambian variants have been described as a kind of ground rent
paid in labor: "in essence, the 'stranger' (in Mandinka, SaICa/a, plural
.vonalaah) lives with his 'host' and provides specified amounts of work in 
exchange for an exclusive use of a piece of land" (Robertson 1987: 205).
Most strange farmers concentrate on groundnut growing, both for them
selves and for their hosts. Tile host flatiilies give them food and lodging
during the growing season. Seed, other inpuls, and tile crops harvested 
may be shared or lent between the host and strange farme, depending on 
their particular arrangement, but the exchange of land for labor, often 
perceived as the scarcest resource in Gamlian agriculture, is the central concern. Sone 76 percent of strange farmiers in File Oanibia have recently
conie from outside tile cOUtl-trN; but sonie )f the others may come froim the 
very districts where tll,- • work (Swindell 1981: 40; Robertson 1987: 234).
They are Men, usually in their twenties and thirties, who generally come for 
the growing season onl ; but mny, deveh 1) relationships with particular
hosts such that they return to the same places for several years.

Tie arrangements that strange farniers may maike with their hosts are 
too varied to be described here, but tile flexibility of these arrangements to 
suit the needs of both parties is one of their great advantages and a mlin 
reason wVhV tile institution of tie strange fatn'er has lasted well over a 
centur 12 By one estiniate, strange farmers produced about 32 percent of 
the grlundnut crop in the early 1970s (Swindell 1981: 33: Robertson 
1987: 219). 

Other local lending. At the village and intervillage levels, political and 
religious leaders serve as redistribution points tor commLunity wealth. 
Notable are tie village headman (alkalo), an elected niember w\'ho may 
occupy his office for life; the leader (imam) of tile village mosque; and any
local holy man (marabout) with a reputation. All of these receive contriblu
tions of food and sometimes labor fron farmers in their communities o1, in 
the case of marablouts, fr'om followers who may come froin far away These 
contributions na take the form of a 10 percent share of harvest or income,
prescribed in Islamic scripture; it is ctustomlary for the pawynents to be made 
in coarse grains. Headmen and holy men are expected in turn to provide
food to visitors and needy locals, in the forms of loans or alms as requested.
They may also lend tools, and the village Iieadman may lend land to locals 
or immigrants on behalf of the village. 
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Village lending for profit. While there are few or no specialized rural 
moneylenders in lhe Ganhia, shopkeepers, other merclhants, and wealth 
unrelated farners ire all imlortant sources of loanS for less solvent rural 
people.'3 Their loans may range ill durnttiorl fronr aIfew hours to over a 
year, tht ugh Ihans this long are u nct)itmt)l . Most iitt ptI)rtult are their 

seasonal loans of f0 ls the\' sell ('ice, coarse grains, and Si:gal; am1Iong 
many other things) and of seeds, 13,u'ticularly grotundMt seeds. hCsC loans 
all incrtase in volume and frequency after seasolns otf pt)or harvests. They 

are normally relpaid, in caslh (r kind, ULpt m the grounlnut harvest, which 
peaks in l)eceimher and .janar. 

Most s o)kee)ers and lcal merchants ill Tihe Ganihia are nenbers of 
local aji)ri tyvethnit mps. SCrauli li aid Fu la havC gained reputattit )ns for 
small-scale trade :irtrOu nd rural areas of the cotuntrv: Also in pti)rtant tie tile 
country's dispersedlloplatit ctif Arahic-spcaking im igrlnt Mau ritan ianl 
sht)pkeepcrs, mlostlh men wl'ho ro e thcnselves distinctively in pale blue 
and who th) ntot inrtcri mrrv with Gainlhia ns. like ma nvitt her rural mner-
Chants, MuritaIniansi ar t ften Ihcallv sterettcvped and rese.nted for press
ing stiff' lending terms, as well as ftor setting what G,amlhi3ls consider high 
sale 1Pirices. Alttigether, tile relatit ns hIet\v CCn N,iirita i ian raiI nlerlthats 
and thCir" indigent uis nCiglht Irs aI CUlStt ill The ae dt uhl1eM'S ambire 
edged, each sidle delpcnding to bUt rese.nt ing tile tther RecCentl\' urban't and 
rural Gailiis have threatened to chase s ine fron the country tCmlpot 
rarih' with vitolence, as has al st happeteCd in SeItnCgal. But NIau ritan ians in 
theiir arid ht0m Cotcuntr\ relV heavilt m their inigrant men in The Gamnbia 
and other \est African ct untriCs. * 

Town merchant lending to groundnut farmersand ruralentrepre
neurs. The grioundnui trade ill The Gambia involvCs subSstantial alllount.s 
of credit ftr farners, and co)ntrtl if' tihe rights to market and lend for 

groundnuts is a maIjor ptd)itical issue. Private traders (including the licensed 
agents" and their subagCnts, Wht) i-ClCnd to and buy fron farmers oin their 

behalf, and "buyers," wholieal directly with far'iers) compet With 
cooperatives. In rcCent dcadCs the pri'atc tiraders have been losing, as the 
cot))eratives set up as many as eighty-six ruiral sCCcos (13u\'ing stations) 1)' 
the late 1980s.15 The Gioundnut Produce Marketing Board (GPNIB) re
ported that the p-ivate traclers' share tf declared g-oundnut tonnage 
purchased fell front 8-1 percent in 1902-63 to 57 percent in [971-72 (GPMB3 
Annual Refport, againlfrt i ircent 1975-76 to19"1-12), anL i 61 iin 19 
percent in 1985-86.'' Between 1964-65 and 1986-87 the nunther Of privaut 
licensed huying agents dropped from seven to tnlv two. (In 1981-82, 
sixteen sntaller-scale licensed buyers vere al-pi)ointed, but ittany of these 
have since stoppled trading.) 

rhese changes are lai-gel\v attributable to government allowance and 
loan discounting policies favoring the Gambia Co-operative Union (GCU): 
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measures the government and international agencies have sought to
rectify.1 It has become easier for some farniers who borrow from the
traders to sell their groundnuts 1t the GCI Iand thus default o0I their loans.
This has not been a clear-cut change, however, since Gahbian larniers have
always had opportunities to sell their groundnuts in f'umllv ,ISenegal.
Apparently little credit occurs in the li'ely cross-h )rder grf-( ndn ut trade.

The incidence of farmers' borrowing friom private grouldnut agents orgroundnut traders appears to vaN' substantially, b'illge. Traders lend
onl' where tlhey, have de%.elopc.l strong personal coliacts, alld tile%' favorthe fairmers they feel are most likely to succeed. SoIIe foreigners and
Gambi;ius cultivating seas)nl ll\Vas strange farmers rely om private traders
for credit, since tile%,are ineligible for nenbership in the cooperatives and 
may have only limited networks of kin and friends in their Gamlbian villages
to rely on for help. But strange farmers not fo)rtunate eno ugh to have close
acquaintances with traders illaV have t( r)IT,'(rovindirectl\, through their
hosts, just as tile%' sOmetimes use their h(ostsfor indirect access to the 
cooperatves. 

Private groundlut traders fi:lnCe pulrlchases by Iorro\ing fromn thecomnercial banks if tile\, can, ni )rtgaging urban land or other propert
Some purchase from farmers on credit; farniers reported ha,\'ing waited up
to aLbout a week for so rie ivaebu':rs to pa, fr tile crops. Competition
fromn the cooperatives gives private traders incentives to pay 'armera; 
promptly 

Village lenders to giveor town appear iore generous terms towealthier borrowers and those who have salable pro perty (livestock,
machinery) than to poorer In'rrowers or tho se who (tonot, as others have
also observed (Ilaswell 1975: 186; l)unsnntre et al. 1976: 310). 

Small business credit available to farmers. Merchants lend to other

merchants. Among Gambians, himigrant Mauritanians, and others, it is by
loans from relatives or friends in similar businesses and from1,l private

savings that tinost small enterprises get started. Business Ilnching lols,like farm loans, often follow ethnic ties. Mauritanians, for instance, appear
Most Coillmonly to borrow from other Mauritallials. Mal' of th1e smallest
scale Gambian business people finance their recLrrent operating costs
through very short-termI loans from larger merchants. Women frying foods
for sale in local towns or narketplaces, for instance, receive sugar daily on 
credit from small shopkeepers.

On a larger scale, wholesalers and retailers in the provincial towns also
buy merchandise on credit (commonly' rice and sugar) fron large Banjulwholesalers, sometimes indirectly through tile latters' rural selling agents.
These loans are usually nade on the basis of long-term acquaintance and 
customer loyalt, if not also kinship; trust is essential. Such businesses arehighly competitive and retail markups limited to a few percentage points. 
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The rates of interest that urban wholesalers demand from provincial 

traders are correspondingly low: often about 5-10 percent over six months 
m 

or 10-20 percent per year. 

Most Gambian small businesses are set up without institutional help, 

formal credit touching only a very small fraction. Private voluntarv organi

zations, however, are now entering this ield. The main government organ 

assisting small businesses is tle Indigenous 3usiness Advisory' Service 

(IBAS), of the Ministry of Economic Planning and Development. Its 

to the cities and large towns, and itactivities have been confined mainly 

had served no one in the sample studied." 

Social principles by which borrowers and lenders choose each 

other. Several principles have appeared as crucial sublstructures of rural 

lending: kinship, neighborhood and friendship, gende, caste, class, and 

trading partnerships of long duration. (In religiously plural societies 

religious links also pla a major.le; and in towns and cities common rural 

places of origin and school ties are also important links.) A person seeking 

an institutional loan may lack special links with the prospective lender. This 

is where reciprocity and political patronage become most important. Many 

foreigners summarily dismiss :asnepotisml the extension of kinship

usually extended faily-into places w:.', theN' do not want it. The\, label 

"bribery" or "corruption" a sy'stell that is rieall an extension of the free 

market into offices where it is not expected. A tip, payoffR bribe, or kickback 

is a kind Of subst ittie f r kinship o friendship. It m v\'a allowriOusl 


special privilege to those rich en olgh to pay itat the outset (and it certainly 

can enrich the recipient and his or her dependent kin); but, like kinship, it 

may also give access to credit to people tot) poor and powerless it)get it hy 

legal means (see Shipton 1985: 122-29). Much more research is needed to 

these dealings.fild out what kinds of people really gain or lose )\, 

Interest charges h-t informal credit. Interest charges are a rathersecret 

topic in The Gambia, as noted earlim; because of Islamic prohibitioins on 

usur, but there are ways of learning ab)ut them )\,subtle and indirect 
) Gambian merchants and other rural lenders connlmnlyconversation.'
 

charge interest of 50-150 percent over six to eight months, but rates
 

sometitnes fall outside even this wide range (see I)unsmore et al. 1976: 310;
 

Haswell 1975: 186; Shipton 1991). It is easv to conclude that the rates are
 

tIsurious, but in fairness to lenders several factors must be taken into 

account, including inflation, the risk of deftUlt, the expenses of pursuing 

borrowers in arrears, and missed opportunities of using the capital in other 

profitable ways. As important as any reason for high rates is that most rural 

loans are made in the scarce season between May and August, when food 

prices are L.,gh, and repaid upon harvests, from December to February 

when food prices are low '[he resources are worth more when borrowed 

than when repaid. Farmers' reports also suggest that if all other things are 

http:major.le
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equal, loans isAted in cash are usually more expensive than loans issued in 
other commodities, 

Interestand Islamic sacred law. Islam, at least nominally the religion of 
the vast majority of Gambians, strongly conditions borrowing and lending 
customs and the ways rural people think about credit and debt, and it does 
so in ways many foreign financiers do not understand. Qur'anic prohibi
tions on usury, which many MIuslims interpret to mean all interest charges, 
are pitched not in terms of ratesof interest per unit of time but in terms of 
ratios of interest to principal (see Shipton 1991). To simplify a common 
Gambian interpretation, no matter how much time elapses, a lender must 
not "double" in lending: 

0 Ye who Believe! Devour not usury, doubling :and quadrupling [the sum 
lent] . . and ward off from [yourself] the Fire prepared for disbelievers. 
(art IV,Su ra " vmran,II1,"The Fami lv of Verse 130.) 

Even if a low rate of interest is charged per month or year, it can eventually 
add up to an amount that will certainly be considered usurious in relation 
to the am )unt lent. Loan profiteering (Ar. riba,literally excess or unjustified 
gain) is one of the worst sins to Islam (though trade profits are allowed), 
and the Qur'an repeatedly promises damnati)n to usurers. 

For this and other reasons, the duration of loan s is usuall, kept as short 
as possible, for the lenders sake if not also for the borrower's. Interest
bearing local lans of cash, food, or other consumer goods may be made 
for hours, davs, weeks, or (as with farm inputs) tnonths but very rarely for 
more than a year. Loans ire kept small enough to be repayable in short 
spans. And loan forgiveness is expected after accrued interest rises to a 
certain level. Gambian lenders have many wa's (Ar. hi'al,legal devices) of 
obfuscating interest charges: for instance, switching commodities between 
loMs and repayment or reclassifying them semantically as service charges, 
profit sharings, and so on. But interest is still believed fundamentally evil. 

lo fit in with local practice, institutional lenders in The Gambia should 
not assune that the same interest rates acceptable in short-term loans will 
also be acceptable in longer-term loans. They should not simply record, 
generalize ao))ut, or set interest rates without considering both the forms 
in which loans are issued and the forms in which they are collected. Nor 
should they expect to be able to let interest debts accrue indefinitely even 
at rates the, consider low Rural Gambians may consider bankers or other 
financiers who break these rules to be even more alien and threatening 
than they consider trader-moneyle, iders from other Muslim countries who 
charge at "high rates" but often play by rules locally accepted or at least 
understood. 

What interest rural Gambians ' warge each other, if any, depends on who 
they are and how they are connected, what is being lent, and when, among 
other circumstances, Loan agreemeuts are made to measure, and there is 
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no one "conventional" interest formula. Indeed, whether interest is calcu
lated by rates or ratios depends entirely on context and sometimes on 
negotiation. 

Local mechanisms combining saving and credit. Most Gambian 
villages have associations within them that lend their members or other 
villagers labor, cash, or other resources. Most important are those called 
kafo (or kafoo) in Mandinka, most commonly and strongly organized 
among women. Virtually cvery Gambian village has one or more women's 
kafo groups, with leaders and sometimes other officers. Notable too, 
mainly among women again, is the local rotating savings and credit 
association (ROSCA) (oststt or inestSlS Mandinka, tontine in French). 
These appear most notably in cities and market towns, but the practice has 
lately been spreading into small villages as well. Kafo and ositsui groups are 
described more full' elsewhere (Shipton 1990a and 1992). They all rely on 
voluntary and relatively homogeneous membership (usually in gender, 
age, or class), links between credit and savings, and peer group pressures 
that guarantee repaymient. -" These last are effective because of multi
stranded social ties that give memlbers easy way,'s of sanctioning one 
another. 

The groups tend to be fairl' simple in their financial operations, with 
contributions at regular intervals. Because loans come from members' 
savings, they are usually not larger than niembcrs can repay: another lesson 
for institutional lenders. Some institutional financiers envy these groups 
their apparent success in generating enthusiasm and repayments and seek 
ways to plug into them as credit conduits. A more sensible approach, in my 
view, is probablv to leave them alone but to emulate the principles that 
make them work. 

Having surveyed several kinds of "informal" finance operating within 
and between Gambian villages, we turn now to the ostensibly formal kinds 
of credit and debt, in which the government and international financial 
institutions participate. By now it is clear that rural Gambians have many 
kinds of financial obligations apart from institutional loans. Official 
lenders, far from being the sole claimants on their resources once loans are 
made, must qJueue up anmong other creditors who often take precedence in 
farmers' minds. 

Institutional Finance: The Cooperatives 

Begun under British colonial authority in 1955 and placed under the 
umbrella of a national union in 1959, the government-controlled coopera
tives have grown to assume a very major role in The Gambia's rural 

-lending, as well as in inarketing. 2 With a total membership (active and 
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inactive) of about 110,000, the Gambian cooperatives have one of the 
highest rates of F.articipation, in relation to population, of all government 

"cooperatives in tkloca. 3 Often several members of a residential compound 
belong. Trhe Gambia Co-operative Union and its constituent primary 
societies have become the largest lender of groundnut seeds in the country 
and the only channel available to farmers for obtaining fertilizers, which 
they both lend and sell for cash.'" They have also lent money and farm 
implements like ploughs, tine hoes, and donkey carts. In 1987-88 the 
cooperatives charged 24-26 percent nominal annual interest for seasonal 

"' credit, with a peialty for arrears. Almost every farmer knows that the 
cooperatives charge interest, and many can estimate it, but few know the 
ofticial rate or have had access to the kind of schooling that would enable 
them to calculate it precisely. 

While providing services at prices that farmers cannot easily find 
elsewhere, tile Gamibian cooperatives have been associated with the same 
prolblems as many other governn,nt agricultural cooperatives across tile 
continent. These include high expenses to the government, tardy input 
deliveries, sometimes slow payments to farmers, transport and storage 
bottlenecks, low and falling repayment, lax accounting, and theft 
(Ramanmrthy 1986, Clark 1987). 

Farmers' relations with cooperatives are ambivalent. They feel they 
have grown reliant oin the cooperatives and value tile goods and services 
provided, but at the same time many mistrust these bodies and feel 
alienated from them. What some credit analysts in The Gambia have called 
a decline in "credit morality" of borrowers is a result of this distancing. To 
nian\' farmers the issue is lot one of morality since the cooperatives are an 
arm of the government and are likely to be represented by strangers. 

Farmers in The Gambia t-nd to feel much stronger "moral" obligations to 
real kith and kin than to these impersonal institutions, even though the 
cooperative loans have been subsidized.-' When discussing loan repay
ments, farmers frequently comnented that it causes great shame in their 
communities to be seen as pursued by government authorities for repay
ments. They worry that such visits might, anmong other things, hurt their 
informal "credit rating" with other villagers. 

In recent years a problem for farmers in dealing with the cooperatives 
has been the Gambia Co-operative Union's jerking shift.; in lending 
policies, problems attributable in part to changing requirements by fund
ing agencies and other outside organizations and to national political 
pressures. Some years the cooperatives have issued cash for land prepara
tion or food without lending seed nuts, other years seed nuts but no cash; 
fertilizers and tools have also been lent in some years but not others (see 
Clark 1987: Table 2). This has made it difficult for farmers to factor 
cooperative inputs into their planning. Debts have been forgiven in some 
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years but not in others; so some farmers who have repaid their loans on 

time have later felt cheated. More consistency and predictability are 

needed.
 

The cooperative as an anomalous unit and practical implications. 

A central problem is that the cooperative societies are not based on any 

locally recognized social, political, or economic units. Their domains are 

smaller than the district (in 1988 there were some'eighty-six in thirty-five 

districts, making an average of 2.5 per district) but larger than the village 

(there are some 1,300 villages in The Gambia, thus an average of fifteen 

villages per cooperative society). Districts themselves are recent inventions 

dating from the colonial period; villages are the largest traditional social 

units effective now in Tile Gambia. 2 7 So the primary cooperative societies 

are a political anonaly 
It is clear from the findings presented herein and elsewhere (Shipton 

1990a, 1991) that the informal credit systems that work in The Gambia are 

based on preexisting social relations. Most of the lending occurs at very 

local levels: within villages and often between neighboring compounds 

within villages; or, where occurring over distance, between close kin or 

long-term trading partners. The cooperatives could improve their repay

ment rates by making farmers' repayments consonant with their obligations 

to relatives, neighbors, and friends. This means using smaller groups than 

the preyunt primary societies (average membership 1,279) ais the elemen

tary units of collective responsibility. 

The cooperatives have made moves toward giving villages more 

responsibility for repayment.2H For the system to succeed, this is probably a 

step in the right direction. The village is a natural unit to choose, for several 

reasons. It is spatially compact, it is socially and economically intimate, and 

it has its own political hierarchy It is ethnically integrated: even where its 

members are of mixed groups, these will usually be groups that can get 
along. Its members have countless involvements with and obligations 

toward one another. Not all relations within villages are friendly, of course, 

but there is no unit larger than the village with such solidarity 

The village need not be the smallest unit of ioint responsibility Larger 

villages are subdivided into wards (in Mandinka, kabilo groups), each 
usually organized around a core lineage group (see Dunsmore et al. 1976: 
269), and these too would seem a sensible choice in some ways. 

Administratively, dividing village or ward groups into separate men's 

and women's groups for responsibility toward the cooperatives might be 

another possible measure, if an equitable system of allocation and recovery 

could be worked out. This would reflect the separation of men's and 
women's financial affairs that Gambian farmers tend to consider natural. 

The division might also add possibilities of female representation in the 

http:repayment.2H
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cooperative committees and allow a better accounting of tile resources 
being allocated to men and women. 

Current eflorts to decentralize decisiom making in the cooperatives 
should be watched for signs of success, including the cooperatives' use of 
villages as units of collective responsibility for repayment, in a pilot scheme 
of five villages. Both these moves make the cooperative organization imore 
Consistent with custonmary modes of political and econi)mic organization 
and are steps in the right direction. 

Links between cooperative and informal credit. The links between 
cooperative and infornial credit systems are too many and complex for full 
treatment here, but these systems have become tightly intertwined. At local 
levels the connections can be \'al'i)uslv colla)orative, charitable, or exploit
ative. A basic point is that flirmers frequently relend, sell, or give away 
resources they borrow frnt the cooperatives. 

First the\, pass tile resources to their families. Only a tiny fraction of 
cooperative members (prObatbly about 1-2 percent) are women; so 
women's access to tile loans is ainost entirely indirect. Ilusbands relend to 
their wives. I.Jsually, it seems, they try to pass on the exact interest charges 
levied by the cooperatives, but simne add their own. In the villages visited a 
few were found to charge their wives as much ,as50 percent interest over 
six months on loans of seed nuts they had received from the cooperatives, 
while paying the cooperatives 13 percent interest over the same period. 
Farmers relend cooperative seed luts io unrelated neighbors or strange 
ftrmers at higher rates: someiadnitted charging 100 percent over about six 
months. Though cooperative society ni,:nihers can and do profit by 
relending, they accept some risks in doing so, as they may have to repay or 
lose their borrowing rights when their own borrowers default. Relending 
spreads the resources of cooperatives to persons that the official lenders 
nay consider uncredit-wo)rtly. 

Sometimes several villagers group together to gain access to coopera
tive loans, helping one coz)perati\'e nember aimong them to repay just 
enough of his outstanding debts to lualify for a loan in which they all might 
share. This straiegy is sometimes used for procuring expensive inple
ments fron the coo peratives. 

When inputs froim cooperatives arrive late, as they often have, farmers 
nonetheless accept them, and they often sell or relend them. Farmers who 
have applied for loans may engage others to do their land preparation for 
them, on the pronise of paying then when their loans finally arrive. 

In sum, the functioning of the cooperatives cannot be understood 
without taking into accoutnt a wide variety of unofficial activities connected 
to them. Farmers Ihave woven the cooperatives into their own older 
and broader systems of borrowing and lending. The cooperatives have 
taken over fertilizer distribution and, to a large extent, groundnut seed 
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distribution. Farmers now depend on them for these things, but the 
cooperative syvstem in turn depends on farmers' private arrangements 
among themselves. 

Insttutional Finance: Private Voluntary Organizations 

Several European and American-based private aid agencies (olten called 
private Noluntary organizations, PVOs, or nongovernmental organizations, 
NGOs) have X~experimented with small-scale credit or savings in The 
Gambia. The' include Action Aid, SI'C the Childrenl (U.nited States), the 
Freedom from I lnger Calpaign, and Catholic Relief Services. Several of 
their rural pl-Orjects ap0peal th le raising i lIc01iies ii areas cowered, for' 
instance market garden pr iects, atsC:same prI Iductii m and processing 
project, and schemes promoting snall enterprises (heckeeping, black
smithing, soap making, and so oil). Other intrmttional Orga nizations 
providing grants, and deserving nlre attenti n than the\, can he given 
here, include a lti it, chat-itilhC O'lr:ilizat ioiI,headq ua rteredmUber \Iusli inl 
in Saudi Arabia and Other Arah co untries. These h:ve acti'Cl assisted \\'ell 
and m11s tlIe constructio in and funtded II rQanic st tllids ,b rcd i ld pil
grimages to Mecca, ai11ing tlier things h call' valued. 

Not all i-rr, Ganll ians distinguish P'V()s flrun the g iverii OitheI iient. 

extent that these are Listingiiished, howe'ci; the private ,geiicics appear to 
en jOyia degree of pullic alpp rec iatioi, reset,,, the IIat Id tir Ist iil ral areas 
that gowernnient finarcial institutions, ii talI the Co ) e rativ'es, i 110t 
now share. Rightly or wrongl, their officers are percei'tCid as being more 
honest, dedicated, and sCnsitive ti hiCal iedCCls. VAUtttd rnatrinamicial se
vices like education and medical assistance hav\'e added ti th1e gorid will. 

The :ase of Action Aid. The case of Action Aid, a I.indon-b)ased private 
agen.., illustrates tile general shift it recent y'ears frn grants toward 
credit among "northern" private ago :,ies Operating in The (ambia and 
neighboring coiuntries.-" Action Aid undertakCs agricuht'al assistance as 
one of several rural programs inl The Gambia. Befo re 1982 it issued all farm 
materials in the country free. That \ear it shifted to a p ilicv of 50 percent 
grant, 50 percent credit, the credit tobe rel-aid OV'Cr I'mr Vears. In 1985 it 
cut tile grants and began issuing 111 matea ciredit, at n m inalfarm rias on 
market cost but interest tree.31'The credit is issued on aIrevilving basis. A\s 
of February 1987 Action Aid had issued s(me 380,000 dalasis in loans, 
ranging in size fiom aboult 150 dalasis (shlirt-terni seed loans) to 2,000 
dalasis (barbed wire loans), in abotut 120 villages. It had recoivered ahout 80 
percent Of loans dtue that had been issued since 198-i. (In beekeeping rates 
had been higher: 95-98 percent from 1983 to 1986.) The Organization had 
recently started to experiment with loans of about 45,000 dalasis for 
grinding mills. Though lending was still subsidized, Action Aid's country 
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nmanagers believed the organization to be moving toward a system of 
charges reflecting real costs. The organization is also now seeking ways to 
incorporate a savings component in its credit. 

Action Aid lends exclusively through village groups (principally, in this 
case, womens kaY/ groups and "voing farmers" clubs). Average member
ship in the groups is about sixty -'ight. As this is considered for some 
purposes a rather unwiely numbL' Action Aid has divided the larger 
groups into cells (called kabib or kidta groups) of about ten members. 
Like some of the other private agencies in The Ganbia, it works country
wide: Action Aid works with about 175 rural gro)ps in 130 villages, in four 
divisions. 

Of Action Aid's income-generating projects involving credit, the most 
noteworthy is probably its dry-season market gardens for women in Kiang 
We.st District. B\ january 1987 it had helped establish twenty-five group 
gardens. Befiwe ActiOi Aid assists a women's group, the group must 
organize itself with oflicers and mCmb)ershil sulbscriptions and arrange 
with a youth group to cut dead trees for fencing posts. Action Aid provides 
groups with barbed wire on a three-year loan and seeds either on shorter
term credit or for cash at cost price. (The largest loans, for fencing, have 
been Of ablhOmt 2,000 dalasis per grotip.) Action Aid directs the digging of a 
well, drawing some of the labhor and materias from the village. Though the 
garden as I whole is co nll\ ari managed, tile gard-Len bedsowned and 
within it are individual ly held and worked. 

A 1984 Action Aid e\aluatio in Kiang villages found vegetable yields 
worth about 850 dalasis per grioup member. The main problen becoming 
evident wvas marketing. About two-thirds of the 198,i crop was reportedly 
consumed and one-third sold. Eighty percent of tile protduce at the time 
was onions, a crop n( t valtable for food when it cannot he prolitably sold. 
Actionl Aid has respOded to a lack Of local market dema'nd by diversifving 

tile crops (into shorter- and longer-maturing onion varieties, cabbages, and 
hot peppers), bv providing very short-term marketing credit to groups for 
selling group crops in larger towns, and by constructing onion store
houses. low serious the prMollenis of market saturation will become 
remains to be seen. For the present, however, market garden projects like 
this one are very popular in the co uttryside, and villages without them are 
clanmring for them. 

The Action Aid case suggests that private agencies can lill unoccupied 
niches in lending, not just by ch ices of activities but in their timing in a 
seasonal cycle with enormous fluctuations in the availability of labor and 
capital. The sensitivity to local group activity and the attempt to incorporate 
kafb and similar groups into institutional linance are promising signs. A 
remaining challenge is to incorporate saving with credit, as the most 
successful local financial organizations, like rotating savings and credit 

associations, do. 
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Problems for private agencies. A problem for private agencies in The 
Gambia is coordination among themselves, as organizations competing for 
recognition both in the countryside and in the capital. In many villages two 
or more agencies operate, lending or giving away resources on different 
terms, while other parts of tile country go utreached. European- and 
American-based private agencies and international Muslim organizations 
might find more ways to assist each other, particularly in view of their 
linguistic capabilities in English and French, oi the one hand, and Arabic 
(important as a written language and a minority trader language) on the 
other. Coordination might be provided by larger international agencies. 

Unfortunately, a history of free handOUts by private as well as pl)ublic 
agencies has posed problems for private agencies that have recently 
entered the credit arena: many of their clients expect continuing grants.." A 
toughening of lending terms seems likely to be better received illthe case 
of private agencies than illthe case of agencies less trusted. But private 
agencies are not geared to become banks. They have trouble, in The 
Gambia as elsewhere, retaining their trained indigenous managers in the 
face of opportunities these individUals have elsewhere for higher salaries 
and promotions. The nmore a private agency moves into financial services 
requiring careful cash managenicnt and accounting, the more critical the 
issue becones.32 

Though private agencies are establishing a relatively good record of 
service in, The Gambia, as elsewhere, and are therefore likely to attract 
attention from larger donors, it would be dangerous for them to become 
financially dependent on these. In the short run sudden and large infusions 
of donor money may isolate private agencies from the public they serve by 
excessively elevating the living standards of their field staffs. In the long run 
such money can jeopardize the organizations by making them dependent 
on fewvei snurces. 

Disappointments and Experiments with 
Commercial Banks 

Few rural Gambians have any direct dealings with the country's commer
cial banks, w,'hich have only two up-river locations, in Farafeni and Basse, 
and therefore may take the better part of a day's road journey, with its 
expenses, to visit. Fewer than 3 percent of the farmers we interviewed in 
1987 reported having deposits in rural banks-and checks with the bank 
branches suggested the real figure may have been smaller (see Shipton 
1990a). Still fewer, and practically no \\'omen, had or felt they had access to 
bank loans. 

Farmers find the banks distant, mysterious in their operations, and not 
necessarily trustworthy. An experiment with mobile banking in the early 
1980s, by The Gambias Agricultural Development Bank, led to bitter and 

http:becones.32
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lasting disappointments when it collapsed, the vehicles rolling away for the
last time without returning rural people's deposits. Still, in interviews,
farmers strongly supported the idea of mobile banking, and they wished it
tried, or tried again, in their neighborhoods. They also strongly supported
the idea of establishing small branch banks in rural settings, for savings if 
not also for credit. 

Anovel and bold approach to grass-roots rural finance has been taken
by the French-founded Village Banks Project in the Jahally-Pachar area. Its 
strategy involves several key features: (1) a cautious pilot project, starting
with only a few villages, with generous lead time for local research and a
public information campaign; (2) a survey of the areas village kafo groups
undertaken by the organizers in the planning stages; (3) deliberate 
separation of the banks from the state; (4) separation of men's and wonmen's
funds; (5) linkage of savings and credit such that only depositors may
borrow; (6) use of positive real interest rates in both savings and credit (the
organizers planned about 25 percent for s:,avings and 40 percent for loans);
(7) limitation of external capital to be used; and (8) minimal use of 
e-patriate staff 

It was planned that the project would limit savings to term deposits of
three and six months, that the banks would open only once weekly, and that
staff would be recruited from the villages they served if possible.3-3 It was 
envisaged that the staffers would be people of some personal means by
local standards, a policy consistent with the way locals select their informal 
money keepers. In short, this was a project designed with much sensitivity
and a state-of-the-art approach. Its outcome was not yet apparent at the time

of study but projects like this one should be closely watched for lessons
 
that might instruct other organizations.
 

Private agencies as potential links between banks and rural peo
ple. The private voluntary agencies in Gambia neverThe have been
 
strongly linked with the commercial banks, but there may be ways of

developing such links to the benefit of rural people and all other parties.

Private agencies that lack (as most do) the capital or the specific managerial
capacities to handle banking might best let the banks handle the money,
finding instead a role instructing rural people about the pros and cons of
institutional savings and credit, explaining interest policies, helping to
 
prepare and process loan applications, and so 
on. The private agencies'
public goodwill could help provide the links that banks need to earn trust
in the countryside. Their members' knowledge of individual farmers,
families, and villages could provide for the banks an important character
screening mechanism. The private agencies are also well placed to explain
to banks what in their policies and practices is too difficult, risky, or morally
compromising for farmers to accept. In short, private voluntary agencies 
are likely to be able to serve farmers best as informational, rather than 
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financial, channels between them and banks. The flows of information, like 

the flows of capital, should be two-way: 

Summary of Lending Channels for Specific Agricultural 
Inputs 

Money. Farmers obtain loans of money from many sources, though lllost of 

lend only small amoulnts (Table 6.1). Relatives, neighbors, andthe sources 
the most Conan1oln sources, particularly for very small or veryfriends are 

large alounts; shopkeepers and Other traders also lend. Antong the 

are the major lending source forinstitutional lenders, the cooperatives 

men in the rural areas. In the 1987 survey 68 percent of tile mlen 

interviewed stated they had borrowed money in tile previous twelve 

montls. Of those who had borrowed am( )unts significant elugh for them 

exclusively from theto mention, 57 percent had borrowed mainly or 

had borrowed, 35 percent hadcooperatives. Of the remainder who 

borrowed from kin and 65 percent from nonkin. Of these sane male 

informal borrowers, 35 percent had I()rrov.ed from merchants and 65 

TABLE 6.1 
Usual Sources of Credit to Farmers, lart I, Money (dalasis) 

0-99 100-i99 500-999 1,000+ 

X X U URelatives 

X I U U
Neighbors, friends 


"Strange farmers"
 
Ilosts (for "strange farmers")
 
Kqf) groups (village organizations) X U
 

Osus groups (rotating credit
 
ass iat itons) X
 

Alkalos (village headmen) U
 

himins or narabouls
 
Village merchants X U U
 

Town merchants (including groundnut
 
U Utraders) 
E E E EPVOs 


GCU cooperatives X X
 

Department of Agriculture
 
E E E EIBAS 
U U U UCommercial banks 

NOTE: X = loans common; 1 = !oains possible but uncommon; E = loans for 

supervised enterprises. 
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percent from farmers who were not merchants, including a district chief 
and a narabout. 

Of tile women interviewed, 10 percent said they had borrowed money 
in the previous telve months. Of these, iot one said she had borrowed 
directly fr 10 a c :illojlerative society; reported having borrowed from 
neighbors, friends, or relatives. Of these women borrowers, three had 
borrowed fromn kin and four" from noikini. Three of them had horrowed 
from merchaint1s and fhur frml farmers who were ilot mierchatnts. Of these 
last fl, 0n11hehadhbrr)wed frtomin a kafi) gr(ou p. Proibably mtore mnen and 
wo mern had hbTor0rtwed 0 ltnev' infoirmally th: reported hwing doine so. 
And, isnt nted earlier; rn )re loltrwing and leldilg occur after bad seasons 
than after good seasons like the one preceling the serve'.; 

AmoInii ts Of m 01e larmers reltwied hoirog )wed fronl the. t fIa I 
cooperatives in the twelve viu ths preceding the 198' surve\' varied fron 
90 to 2-1O dalaksis ;'d :ver'ra;ted 119. RepoI rted an111.ints horrowed fn lother 
so1urces inforimi IllV V.'i-ed wIoewidely, ftrt l 15 to>1,000 dalasis, and 
d0nhtless tthers I1:ad httr(\ved am11u111ts be 1k they dliil 110t5wdalasis tllIt 
rel)rt. Whereis tIe c)t p i\'el osXiwere vall issuedcbetween Junelora ea rlI' 
and Augt.St, in ft trill ahans tccurtred year-'O u ld. In It u.nt a.ldtth aim1 
tillillg, IllCreftl e, inllrm:I stourCes w OUld seemI ItOfer imolre flexibility 
than the ototpe ratliyes. 

Land, labor, and livestock. Iind, lahoi; ind li\estock ire usually lent 
trly in ftr ina I-il( Thble 0.2). Ava ilalle st 1irCes inelnile relatives, friends, 

ineighbors, village heaidmen, k/lf gir()tipS, and straige farmers or their 
hosts. Most of the miechailismis fti lending and sharing these things ire 
deeply embedded in teal s I(i.aI r nid COllnectedgan i atiltiZ-atioll to political 
and -it1uaI fuinClinlS. Ilndividtu Is, Ihoseh tlds, an1d Ct n1ptouils h0ld iiter
locking and twerlapping rights in these restturces, and these righls chanilge 
in chiracter seas nual lv. Access it) these rest )urces is thus lot easily 
understotod illtovent i( ecotnotiic terils.trolll 


Implements. Fainles's obt:in hand itols like hoes from local blacksmiths, 
fteni tilhais thI take forl cust with the tacittat the tI llllrv gifts 

expectalti oll if' lI; ofreturn inkild tier -aharvest (Table 6.3). This form 
credit, htiwe'er, is yielding to cash sales. Animal-drawVn tools including 
plttuglhs, seeders, ail imechanuical hoes ire very coiiinlv\l lent between 
rel at ives aid ilCiglhtrs and ft ti'n lthosts t) strange farmers ftorseveral day.'s 
at a ti le,tflten1is part1tf ar'a ogelenlts where (ther goods or services are 
prO'videid in retirl, li ht 11\ have t I wait until the owlers irero0wers usu,,
linished with themn, and this lftei nlcais plail ing or weeding late. For 
l)erlialleil prtcliremlent there are it t sigoiicatll ilforlal chainnels for 
implemenit lt;is. The ct)peraiives have issled animal-drawn tools and 
Carts oIn ledium-term creidit. I'Os have issied these in places isloans, 
grants, or both, and the\, are heginning to experiment with pirtial loans for 
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TABLE 6.2 
Usual Sources of Credit to Farmers, kart II 

Lind Libor l.ivestock 

Relatives X X X 

Neighbors, friends X X X 

"Strange farmers" X 

Hosts (for -strange farmers") X x 
Kafo groups (village organiztions) X 
Osttsu groups (rotating credit associations) 
Alkalos (village headmen) X 
Imalls or illaraoUtIs 
Village merchants 
Town merchants (including groundnut traders) 
PVOs
 
GCII cooperatives U 
Department of Agriculture 
IBl3A
 
Commercial banks 

NOTE: X = loans comlo; IT = loans possible bItt uncommon. 

TABLE 6.3 
Usual Sources of Credit to Farmers, Part III 

Feci ng "I ls (1i.nd, "lols, 
material aninal) power Carts 

Relatives X S S S 

Neighbors, friends X S 11 S 

I losts (for "strange farmers") S If U 

Kafo groups (village organizations) X U 

Osusi groups (rotating credit 
associatioins) 

Local blacksmith (hand) 
Alkalos (village headmen) UJ 

Inianis or inarabotmts UJ 

Village merchants U 
"Ibwn merchants (including 

groundnut traders) 
P'VOs X X 
GCII cooperatives U U X 

Department of Agriculture U 
11AS 
Commercial banks 

NOTE: X = loans common; U loans possible but uncommon; S = short-term 
loans (days or weeks) only 
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heavy machinery like oilseed crushers. But neither the cooperatives nor 
the PVOs appear to be satisfying farmers' demands for animal-drawn or 
power-driven farm machinery 

Groundnut seeds. Groundnut seeds are available on loan from the 
cooperatives, relatives, neighbors, and occasionally traders (Table 6.4). The 
cooperat!ves have become by far the most important institutional source, 
normally lending anmounts between 50 and 300 kilograms per borrowing 
farmer. By one recent estimate, of the 14,000 tons of undecorticated seed 
nuts required annually in The Gambia, 50 percent are saved in village seed 
stores and 14 percent on the farms, and 36 percent are provided by the 
cooperatives (Clark 1987: 32).3-1 The survey for the present study,found tha.t 
57 percent of the men interviewed had borrowed groundnut seeds from 
outside their compounds in the preceding twelve months and that 97 
percent of these said they had borrowed mainly or exclusively from the 

TABLE 6.4 
tUstal Sources of Credit to Farmers, Part IV 

Groundnut Other 
Food seeds seeds Fertilizers Pesticides 

Relatives X X X 
Neighbors, friends X X X 
"Strange farmers" 
losts (for "strange 

farmers") X X 
KAfo groups (village 

organizations) X U U 
Osusit groups (rotating 

credit associations) 
Alkalos (village headmen) X U 
Ihmains or narab(uts X 
Village merchants X U 
Town merchants (including 

groundnut traders) X U 
PVOs V 
GCU cooperatives X U X 
Department of Agriculture C X 
11AS 
Commercial banks 

NOTE: X = loans common; U = loans possible but uncommon; V = loans for 
vegetable inputs; C = loans for cotton. 
a. F ,ilizers obtained through relatives, neighbors, and friends nearly always 
originate from the GCU cooperatives. 
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cooperatives. Among the women, 7 percent said they had borrowed 
groundnut seeds from outside their compounds in the preceding twelve 
months. Of these (five women), only one said she had borrowed directly 
from a cooperative. 

Again, it is likely that private borrowings were underreported in the 
survey and that private borrowing was lower in 1986 than in other years 
because the 1985-86 harvest had been a good one. But ;t is clear that the 
cooperatives are a most important source of groundnut seeds on loan, 
especially for men. Farmers Count on being able to receive cooperative 
loans directly or indirectly In the spring of 1987, before cooperative loans 
were due to be issued, many farm families began consuming their own 
stored seeds in the expectation that cooperative seed loans were forth
coming. 

Much of the seed nut from the cooperatives is relent within villages and 
within families, sometimes at highet interest. Women rely heavily on 
informal and indirect access to seed nuts, as few belong to the coopera
tives. Some men farmers who borrow from the coopeiatives sell part of 
their seed to small-scale traders, who resell it locally by the cup as food. 
Delays in cooperative loans until after planting time make the seed nuts 
more likcl' to he used this way 

Strange farmers who borrow seeds usually rely on their hosts for these, 
commonly repaying double at harvest. According to the 1983-84 national 
Agricultural Survey, 43 percent used their own seed nuts, 37 percent 
borrowed, 17 percent bought, and 6 percent received them free from 
others (see Robertson 1987: 228). Farmers who lend land to others or labor 
for them may be compensated in seed upon the harvest, particularly if their 
own harvest has been poor. 

Other seeds. Little formal borrowing and lending occur in seeds other 
than groundnuts. Relatives, friends, and neighbors are the usual sources of 
seed loans in the other crops. PVOs issue seeds for new crops (European 
vegetables and recently sesame), together ,v.,h other assistance, on various 
bases including interest-free loans, grants, and mixtures of the two. 

Fertilizers and other chemicals. Fertilizers are available to firmers 
almost exclusively from the cooperatives, the exception being the special 
projects of the Department of Agriculture or, very occasionally those of 
other agencies.- About 42 percent of the men farmers in our 1987 survey 
said they had borrowed fertilizers from outside their compounds in the 
previous twelve months. Of these, 97 percent said they had borrowed 
mainly or exclusively from the cooperatives. Only one woman (1 percent) 
interviewed said she had borrowed fertilizer from outside her compound; 
no woman had borrowed directly from the cooperatives. (Probably more 
men and women had borrowed from relatives or neighbors than reported 
having done so.) Cooperative borrowers took amounts varying between 
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one and five 50-kilogram bags, but most borrowed three or fewer. Men 
farmers sometimes relend or sell fertilizers they have borrowed from the 
cooperatives but apparently not as often as they relend and sell borrowed 
groundnut seed. The market is more limited, since only well-off farmers 
can afford to buy fertilizer in the summer months when cash is scarce. 

Pesticides are not normally available to farmers on loan. Spraying and 
dusting services have been available from the Crop Protection Service of 
the Department of Agriculture. 

Some Approaches Not Recommended 

Several organizations in The Gambia have invested considerable time and 
effort trying to encourage farmers to minimize ceremonies deemed 
traditional" and "wasteful": naming ceremonies, circumcisions, weddings, 

and funerals. Such "modernization" campaigns achieve little or nothing, 
and the%, waste resources themselves. The ceremonies are misunder
stood-development agencies usually pay little attention to their eco
nomic, political, sociocultural, or nutritional functions. More to the point, 
they Lre locally sacred events that are simply beyond agency or government 
control. 

Development planners in The Gambia have occasionally raised the 
question whether the government should try to title rural lands as 
individual property to facilitate credit. Experience elsewhere in Africa 
south of the Sahara sugests that this would be a bad idea tbr The Gambia. 
L.nas nearly alwa's proved a failure. An expensive and time-consuming 
process that may involve years and even decades of adjudications, it tends 
to lower rather than raise security of tenure, to discriminate against 
women, elders, and children, to produce land registers that quickly 
become obsolete, and to give rise to double deals and confusion concern
ing land titles and mortgages. It may speed LI) the concentration of 
holdings into fewer hands and thus jeopardize political stability later. For all 
this, rural land registration usually improves access to credit only slightly. 
Land titles become a necessary but not a sufficient condition for loans as 
banks and public lenders continue to insist on salaries or other attachables. 

Mortgage systems have proved unworkable where tried in rural Africa 
because of stiff local resistance to dispossessions (see Shipton 1985, 1988, 
1989b). Land mortgage foreclosures, where tried, are deemed a most 
serious injustice involving more than just individuals or small families. In 
societies with lineages, sucil as are found in most of the densely settled 
rural areas of Africa, it is usually next to impossible for lending institutions 
to auction off farmland, because relatives of the dispossessed are likely to 
live all around. These relatives make life difficult for anyone who tries to 
take over the land, sometimes during the auction itself. 
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Some General Observations 

Informal systems of saving and credit in The Gambia are pervasive, diverse, 
and fairly flexible, and they take many forms not usually noted in "financial 
sector" reviews. These include widespread lending of land, livestock, labor, 
tools, seeds, and money, informal rural (and urban) deposit taking, village 
men' and women's groups, rotating savings and credit associations of 
various kinds, religious exchanges, delayed marriage payments, family 
investment in labor migrations, reselling of hard h(ousehold goods, and 
numerous other mechanisms. While many of these practices may not be 
construed as directly or immediately productive, they often do contribute 
indirectly to production and to kinds ofconsumptiolI that make production 
possible. Farmers unassisted by governments, cooperatives, or banks are 
neither withOu.t credit (as some reports would have it) nor entirely at the 
merc3 of moneylenders (as others would have it). The ih:;titutional systems 
based in Banjul are only a small though important part of the picture in the 
villages. 

Resources of nearly all kinds are lent at local levels, and some are lent 
over long distances or between Gambian hosts and international migrants. 
Gambian farmers live in a credit economy already: most are perpetually 
involved in a complex web of debts and credits to relatives, neighbors, 
friends, and merchants. Officers of lending institutions should understand, 
then, that farmers have their own persoinal hierarchies of creditors and 
needy others and that the newest, most distant, and least familiar lenders 
rank at the bottom. This knowledge adds some perspective to foreign 
lenders' judgments ablout moral hazards and borrover delinquency 

Rural Ganibians' own "informal" loans vary greatly in duration. Debts 
involved in marriage or in major livestock loans may sometimes last longer 
than a generation. Aside from family investments to send young migrants 
away for schooling or work, tronsactions that mllay or may not be classed as 
loans, nearly all the existing indigenous money lending is for periods 
shorter than a year. Much of it, in small-scale trade for instance, occurs on 
the basis of weeks, days, or even hours. Interest charges levied on longer
term loans are problematic not only for borrowers but also for lenders, 
because of religious proscriptions locally interpreted as forbidding hgh 
interest rates or ratios of interest to principal as finally paid. This may 
indicate a hazard to potential lenders or, seen another way, a gap to be 
filled. Agricultural credit for heavy machinery, fruit trees, and other 
purposes requiring several years for paylback is virtually nonexistent. Such 
ventures should probably be attempted only by institutions already on a 
sound financial footing. 

The high real interest rates on money toans in the rural areas and the 
embeddedness of most cash lending in social relations attest to the 
difficulty of lending money in The Gambia. just -as the members of a 
rotating contribution club know each other intimately and have many ways 
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to sanction one who fails to cooperate, any institution that enters the 
financial picture must know a certain amount about its borrowers or must 
find ways to rely on their mutual interactions and pressures among
themselves to kee ) the system running. The Gambia theseIn local 
associations deal in amounts that outsiders find surprisingly small. This 
may serve as a warning, or at least a challenge, to institutions entering tie 
picture, though it may also be taken as a sign of an unfulfilled need. 

In arranging their own ad hoc loans of land for labor, tools for seeds 
and radios, and so oi farmers show that local credits and debts are flexible 
things, often repayable in forms other than those initially issued and often 
renegotiable. Money sometimes enters these agreements, sometimes not. 
"Finance" is not a discrete sector of life. As farmers see it, there is no reason 
why "formal" loans from cooperatives or international agencies should not 
be passed on to kin or neighb(,rs as "informal" loans or gifts or why
borrowed groundnut sacks should not be u.eCd for roof repair or bedding.
Sectors like agriculture, housing, trade, or industry simply do not mean as 
much to rural people as they do to agency or government planners, whose 
perceptions are often structured or concretized by the corridor divisions 
of their offices. 

The functions that government lenders have lately served-chiefly, 
providin, groundnut inputs and tools and cash amounts over 100 dalasis
for farming-are quite specialized within the broad context of rural 
financial processes in The Gambia. The government cooperatives have 
calptured much of the groundnut seed and fertilizer markets, though
borrowers distribute some of these inputs further by loans and sales 
betveen and within families. Farmers have grown reliant on the coopera
tives to provide these things, but they do not find the cooperatives reliable 
enough. Similarl; the money lending of the cooperatives is appreciated, 
but farmers find it too sporadic. Cooperative cash loans are bigger than 
most "informal" seasonal cash loans, and it is hard for farmers to find such 
amounts elsewhe,'e without paying steeper interest. These loans are used 
as mechanisms of political l)atronage and control, and cooperative loans 
engage farmers in local or national structures of authority and obligation.
As everywhere, farmers know that there is a price, economic or otherwise, 
to borrowing. If they' are not made to repay their loans in cash or groundnuts, 
they will be expected to repay them in votes or campaign cheers. 

Credit will never improve farmers' livelihoods by itself. While it helps
them survive a boom-and-bust seasonal cycle and to weather years of low 
harvests, it L,as likely to addict and impoverish them in a vicious circl , , as 
drinking seawater dehydrates a sailor, or to bond them to their lender- "I 
ways they w,'ill eventually resent. Gambian farmers want to save as much as 
to borrowv Much remains to be learned from them and other West Africans 
about how to combine credit with local savings for rounder and fairer 
financial systems and about what kinds of finance the), need in the first 
place. 



Carlos Cuevas 

Comment 

It was certainly a pleasure to read a paper by an anthropologist. It was a 
pleasure after I overcame the anxiety of not finding tables with R-squares 
and supply-and-denmand diagrams. 

First, I want to identify several similarities between Professor Shiptons 
findings and the findings of studies from 1986 through 1988 in Guinea and 
Cameroon with which I have been involved. Then I shall focus on tile 
paper's challenge to the applicability of conventional economic analysis to 
African informal financial markets. 

The relative importance of informal to formal financial markets re
ported by Professor Shipton's paper corresponds very closely with other 
recent a)plied research in Africa. Guinea, for example, is an extreme case 
of near-zero access to formal institutional sources of financial services in 
credit and savings. last year in a field survey comprising a sample of 250 
households in two regions of Guinea, we found only one reported loan 
from a formal financial institution, and that entity was essentially a 
marketing cooperative. That is about the extent of formal credit in Guinea, 
in,,ofar as we could measure it. In contrast, about 60 percent of the 
countrys households had engaged in some kind of informal borrowing 
during the year preceding the survey: 

The relative importance of different sources of informal borrowing 
w'ere also very similar to those reported in Professor Shipton's paper. 
Relatives are by far the most important source, but traders and money
lenders are not negligible sources. 
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About one-third of Guinean households in our survey participated in 

informal savings groups. In Cameroon some reports put that proportion at 

two-thirds of the population participating in some kind of informal savings 

and credit groups. And, at tile risk of extrapolation from the sample of a 

study we have just completed, credit granted through informal savings 

groups in Cameroon is equivalent to about two-thirds of the credit granted 

by the country' commercial banks. 
So the importance of informal markets is 'ery,very substantial, coincid

ing, again, with the assessment Professor Shipton presents to us. Savings 

held and mobilized by informal savings groups appear to be at least as 

important ais deposits with commercial banks. Infornl savings groups ill 

Cameroon report praictically no bad loans b)ecause the social sanctions are 

so strong that people will do virtuall' anything to pay their loans before 

defaulting on them. BLIt informial loans outside such groups may suffer 

greater defaults, as indicated by this paper. Otherwise tile quality of 

performance of informal financiail markets is not v'ery clear. 
With respect to what Professor Shit-tn calls the challenge to conven

tional, Western economic analysis, I agree with itost of the points he 
makes. Nonetheless, I shall play devil's advocate and try to defend the 

applicability of conventional ecolnlics for analyzing informal markets in 
Africa. 

My first remark is that it is appropriate to talk ahot informal financial 

market;, ill the phlral. It seems to me that loans and assistance provided 

among people within one level do not belong to the same market as credit 

provided by shopkeepers or traders. The' are connected but loosely so; I 
would put them in separate markets. 

That brings to mind the fact that loans are heterogeneous commodities, 
characterized by several co)mlponents that vary acrtss different transactions. 
That is trie not only in inf(ormal markets in The Gambia but also ill more 

developed I',nancial markets. A housilng loal in the tUnited States is very 

different from a car loan or a consumer loan. Terms are different. As long as 
we recognize this heterogeneity we can move ahead and analyze loans 

using some conventional economic tools. 
Lenders' behavior is ai()ther important issue addressed ill the paper. As 

Professor Shipton puts it, credit is dCmMd. Ifence lenders have the upper 

hand (using his terminology) in establishing loan terms and conditions. 
Translated into the economists' jargon, lenders are price setters. Price

setting behavior is at the ro)t of all recent literature on credit rationing in 
the United States and elsewhere. All the literature on credit rationing 
begins by assuming price-setting behavior on the part of lenders. This does 

not mean, however, that monopolistic pm)wer and market imperfection 
prevail wherever "credit is demand." It does indicate in open issue for 
research in the African context; market structure is seldom addressed in 
the literature. 
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Finallx, as Professor Shiprt- indicates, there is a close similarity 
between IsLanic rules regarding interest and the avoidance mechanism. 
Mechanisms to avoid Islamic prohibitions regarding interest are very 
similar to those avoidance mechanisms that we see applied by formal 
financial institutions in developed and non-Islamic countries, here and 
elsewhere. 

In summary, it seems to me that there are several similarities between 
tile picture drawn by Professor Shiptons paper and some better-known 
scenarios of more developed economies and more formal markets. None
theless, he is correct that their differences impede ready utilization of the 
basic tools of economics in the analysis and understanding of these 
markets. The challenge is in the adaption of these analytical tools and 
techniques to the peculiarities of African growth in financial markets. We 
need to recognize explicitly and specify in our models the traditional 
practices and the cultural constraints that are characteristic of these 
markets. I see nmore room for interdisciplinary research here than any
where else. 

The other major challenge is definition and measurement of some of 
tile relevant variables we want to see in our analytical models. This is the 
crucial problem that is encountered every time we attempt applied 
research in Africa. lust the definition of what the economic unit is, is 
problematic. What is tile household in the African context? It is not as 
simple to define as in the United States and other countries. Should we 
employ the economic unit formed by a couple and their immediate 
dep,'-ndents or the extended family? And, if the latter, what are the criteria 
for specifying its limits? I)epending on those, the extended family could 
have 15 members or 200. 

Finally, the paper settles the issue of interest rates to my satisfaction and 
points toward other areas of the loan contract that need more attention. 
Among these I propose as the next major -area of attention in future 
research collateral and collateral substitutes. What is the difference be
tween tile so-called land-abtundant countries and those farther south? The 
otier merit was the paper's distinction between savings mobilization, links, 
and networking as against institutional development of the kind set forth 
previously in this volume. Which should be the principal objective of 
reform? One answer is likely to yield different research than would ensue 
fronm the other. Thus that is ..ne more open question that should be 
pursued. 



Discussion 

MELANLE TAMMEN: How are these informal mutual savings efforts being
affected, if at all, by the trend toward increasing producer prices in the 
Cameroon or elsewhere? Is the scale of these associations changing? 

PARKER SHIPTON: So little is known about the price responses in 
informal lending that very few generalizations can be made. While it would 
seem to follow that price rises would induce informal savings and credit 
groups to deal in bigger amounts, we still lack longitudinal studies that 
would let us say for sure. We do know that in rain-fed rural economies, as in 
The Gambia and other coastal West African countries, wvhen cash becomes 
scarce in the "hungry" season, the local indigenous filancial associations 
often stop operating temporarily until the next harvest. 

CARLOS CUEVAS: An indirect answer to your question is provided in the 
Cameroon by the differences between wonlen and men-in both the crops
they concentrate in and their participation in informal savings groups. At 
one point the prices of cash crops, which are primarily men's business in 
Cameroon, were down whereas prices of vegetables and seasonal crops,
which are primarily womens activit\, were high. This appeared to account 
for the greater participation by women than by men in informal groups.
This difference is at least consistent with a hypothesis that running a more 
profitable business increases activity in informal savings groups (putting 
more money in or participating in larger numbers). 
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There is a connection, someone said this morning, between the real 

sector and the financial sector, and this is a clear example of that connec

tion, but it is revealed only because ofa gender difference in the real sector. 

JERRY WOLGIN: I was wondering what y'our research suggests about the 

uses by rural inhabitants of the credit they receive. Particularly, how much 

of it is used for enhancing their capacity to increase income ill tile future? 

PARKER SHIPTON: Oil the surface most unofficial credit in The Gambia 

and elsewhere in rural Africa is for Consumption rather than production. 

But this is a h'rd thing to measure. he line between productive and 

consumptive uses is unclear, and some of tle uses that look like consulp

on tile surface turn out in some inlirect way to be productive. Ifonetioln 
cannot consum1e, one cannot pro duce. For instance, alth()Llgh in June, 

during the Gambian planting season (which is also tile hungry season), the 

oney" that a farmer diverts, say, toward ceremonialborrowed "plooughing n 
feasting becomes a consumption loal, it still c)Intributes indirectly to 

production because farmers need the en._rgy for land pr'eparati)n and 
0of tile peak labor seats on, and withoutweeding now June is the start 

"subsistence" loans farm1ers may lack the food and the energy. Malarial 

m(osquitoCs are also breeding during the rainy season, and illness is 
to mai ntain the socialdraining energy further One is also using t hoan 

bonds that will hel oIle later in prO duct iton, flr instance in reciprt cal 

weeding. Farmers who "divert" institutiollIl hoIns from croop in l)u s into 

livestock pturchaises-which is a pretty Co1ommo1)n patttern-1-ae using them 

in investments and savings at the smle time as "co. nstumptioon." In the end it 

does not make sense to try to distinguish shar'ply between l)oLlcti(n 

credit and colnsuMpti(on credit. 
J. 0. SANUSI: A CLIestionl asked in a p~rior sessio o ard left unanswered 

might be addressed now. The speaker specifically was asking about the 

quantification of the millloulnt in the informal sectorof had debts that occur 

and also the interest rates charged in the informal sector as well as tile rules 

that may have emerged regarding tho se rates. 
Tlhe bleauty of the inf( rnial sector is that it is infornal. When we start 

thinking of the moneylender, setting up rules and formalities for the 

informal sector, we are taking it from the realm of informal to formal. The 

of it is that everyfody does it in away that he considers beneficial tobeaut' 
himself and gets a result, ,although (over time there is a pattern. 

The descripti on of the infornal sector of 'l'he Gambia that you give is 

not very different from that of Nigeria. Part of the reason why the informal 

sector grew is the lack of accessibility to the formal sector 

The types of regulations that we have in the foormal sector occasionall); 

of cou se, also allow the informal sector to groo, For example, because of 

the political sensitivity of'government, the level of real interest rates in most 

of the developing countries is low-in many cases negative-and the 

banks are even more reluctant to take risks than the\' would otherwise be. 
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In contrast, the informal sector is free to charge whatever rate of interest it 
wishes, to compensate for tile level of risk it considers acceptable. In 
Nigeria the only limit on the interest rate that a moneylender can charge is 
whatev r a borrower is prepared to accept. This allows the moneylender to 
take risks that would be imprudent for a bank officer to assume. The 
informal sector is able to take risks that are not available to the formal 
sector because it is able to charge borrowers for doing so. Even when it 
sustains a loss, there will be enoulgh repaid loans to cover the loss and still 
make some profit at the end of the d:i\ 

Over time we have tried to reduce the activity of the inforn,,t, .,ector in 
Nigeria by making it compulsor" for Some of the commercial banks to go to 
the rural areas where they wo md not be likely lo go because by their own 
evaluation tile\' could n)t make aiproi there. It has been discovered that 
those evaluations are so)metimes wro)ng. Once they are in certain areas, 
the\, discover that they are able to, make prolits because the\' generate a lot 
of deposits; ha\ving access t,.)these rur banks, the rural people no longer 
keep their mo 1eunder their piHwsW.r bury it in the ground or keep it in 
boxes. They take it to) tile bank whtere the\- can get sone interest. 

Because of tile closeness Of the rural bank managers to tile rural 
people, the\- know them as nuich aS the informal lender knows them. 
Because of that they can take a risk ()n them. Nonetheless, this does not 
mean that tile info )rmal lender ik()Llt oIf business, because there will always 
be risks that no formal Ibanker is prepared to take. 

PARKER SIPlON: T[he experience vou cite in Nigeria parallels others in 
Indonesia, where rural pCeoph, with new access to branch hanks have lately 
pMroved surprisingly eager to save in them. Both these seemingly successful 
cases contrast with this iforlings case on Guinea, where small branch 
banks were staffed with expensive expatriates who did not know the 
backgrounds and antecedents of their customers. The local knowledge 
seems to be one reason why the projects worked. 

In Trhe Ganbia, too0, much could be done to0 make commercial banks 
seem less renlte and ilinikiaing to rural people. One approai w-uid 
be to find new ways of linking coinercial banks with private vcAluntary 
organizations. What the co mmercial banks have to off,.r, comparatively 
speaking, is their expertise in mo)ney ian;igenent. What the I'VOs have to 
offer is local goodwill and grass-roots contacts. There is much room for 
experimentation with PVOs or no igo vernmental organizations (NGOs) 
not as financial intermediaries-Iecause the\' are not equipped for bank
ing and they cannot afford to hire or keep good bankers on their staffs
but as information channels. They' sh) uld help tile low in two ways. They 
coukl usefully intervene in explaining the pros and cons of banking and 
bank procedures to potential savers. From the banks' perspective they 
could be useful in the process of screening lean applicants and contacting 
bad debtors. 
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CARLOS CUEVAS: That approximates what I meant by networking, 

although I had in mind, specifically, what is observed in northern Cam

eroon. There are informal groups participating in what I call quasi

informal organizations that hold tile profits of the informals' central 

liquidity funds, eVentually' depositing these funds with formal banks. 

Instead of direct deposits with a hank that has branched into their 

particular area of :'sidence, as Mr. Sanusi indicated is occurring iii Nigeria, 

the community in remtote rural areas is doing its own branching through 

intermediary organizations in the direction of formal deposits. 

The )roblem that remains is that the branching process does not work 

much in the other direction. Banks will take an informal savings group as 

d,!positors at ay time, but it is very, very unlikely that they will lend to 

them at some point. That remains an issue that need.i to be addressed. 
A. B. NDOFOR: I w;ant to offer a comment on tile question of how much 

of tile credit goes for production rather than consumption. My experience 

is that this is a very difficult aspect to judge because the (Iquestion of 

fungibility is quite applicable, especially in the rural areas and in the 

informal sector. But tile only way to see whether tile loans actually go for 

production is by taking tile borrower's net worth at one point in time and 

his net worth ni'aybe twelve months or twenty-four months after and seeing 

whether he has made progress in his total holdings. 

Especially in the rural areas, there is no distinction between investment 

money and consumption nioney. It depends on which comes first-the 

need to invest or the need to consume. Again, we have to distinguish t little 

bit, especially in Africa, what we call consumption since there are not so 

many cars in the rural areas, or televisions, refrigerators, and so on. Very 

few people take car loans or loans for other durable goods. When they do 

take a car loan, they are taking it for a taxi or prOhabl\ to haul prodUce. At 

tile time they do not distinguish that car from their owii personal car. Many 

if not most businesses are so linked to tile individual proprietor that 

personal assets are hardly distinguished from business assets. 
At the same time, during a school season a man in the rural areas who 

has just received money for his produce may use that money to pay for the 

education of his son or daughter. If, later on, he has to borrow money to put 

into his agricultural production or his business, the loan would be deemed 

as being for production. But Suppose the reverse sequence had transpired, 

and he had to borrow for scholing-would he be said to have borrowed 

for consumption? Ilow tile same amount of borrowing might be classified 

as either consumption or production is often a question of when an 

individual has what money-loan funds or receipts from personal 

income-and what he uses it ftYr 
To judge whether informal credit is for production or for consumption 

is very difficult. Tile most that can be learned in this regard is from 

examining the volume of money circulating in these rural areas and how 
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this money is affecting production. One has to examine whether it is 
increasing the net worth of the Ipeop!e, the players in the rural areas. 

The net iSSLIe I would like to comment on is the notion that rural 
finance or informal finance is all credit. Sometimes, as others have 
indicated, there is money out there looking fioI safe depO sitorvy where 
people can kee l ) it and withdraw it when the\' need it. There are also 
people ,ll) have mone' and want to invest it, hut they are risk averse. So 

'they ire not going to put it ill am1\institut ioll Or With anv(tme the\' LIi not 
trust. They will prolbably like to ho ld onto it.All these flactors colie into)play 
in infonrmal fi natce. 

C. S. KIM I: I WOuld like to ask Plrotess(I it' CoIld tell IsSh iplonf ch 
whether the form taken by savings depends at the moIt ive, Fo Ir example, ifa 
motive is )recILtiotlIr\, then much Ot the sIViIgs will Ihe kept in liquid 
forni-andc5lto rth.st 

M\" seco IId (ILuest i0n co Incerns the ititerC:to I hetv'eel the ru ral infor
meal limancial market and the uriban inftrmal tinancial market 0r with the 
ftoirmal llanci al market in general. In so me cases we see a lot (ot savings 
tlOWilg ftro m a1ruratl illltormail Iilancial mairket to) the lirban.it tinaincial 
market, dclep'ndilg Oin whethIer it is a harvest seasoll Oi a plalttirig seasotl. 

PAROKER S+lITON: On the tir'St quetICiS0n, IhOLit the Ifl( tiivCS hhind 

savintlgs, tie answer has tI(I he a f,iirly complex One. The gist t it is that the 
moitives bellind h'llat I allM ca;llinig an1 iliiluiditv plree'(reince arMe as muchI 
sociil as eco lloll c.' RtraIl peIpe ireI a WiV5i ++ner'ied iltIt just with 
keeping theirt ca':sh Ir hrard goo ds in a f 1ni thait will noIt dete ri( Ilite with 
icliatioil I)elt)te the.'n use tlhCeIll hut also I with keep ing th Iem in ai 6rnm 
that solmeonIec c: liinllo)t heg away. 

There i's a widely neco )gnized patter, inl LUi'.lil Aftica, as v(tIli know, for 
io 'er farilers to Isell f( )d cheap ly after hMrvest anl huy it back miore 
expensively hel Ire the next harvest. Som illoIre-soilvent rual'il people are 
able to serve, and proit, as somtething like tfi "pawniohr )explainIkcir.. 
this, We ire it0 just talking IbLIt Cvlical )overty--,i vicioLi circle of 
po\erty that IoIrces peo ple to sell right after harvest when the prices ire 
ItW ThOu lul i1at is ieall elOuLgIh, we ire also talking aoli itthe "sqlawk 
factor" beteen neighbors if a1tarmeWiller oIOe; IOt sell Uint il everlone is 
hungry The sier must ask, if hie or she waits and sells tie grain to buy ai 
radio ill tile hungry' selas W 0 no0when onee has anything and the neighbors 
aire begging at tile doollr, will ItIere iltlt be d agi ICClsaitiolSIaId h.ilIg broken 
ties? ['ron a! pui'ly social standpoint, then, it c-an make sense for In 
individual 1t sell low and huy high. 

On tile second qILuestion, not addressed ill the paper, there is a 
considerable flow hetwveetn the rUril aild Ul'a linancial "sectors" and also 
between the formal and informal (the very coicept Of sectors is pretty 
artificial). Betveen city :lnld countryide, remittances change direction like 
tides but on a seasonal basis. Between formal and informal, cooperative 

http:lirban.it
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loans issued at 20 to 25 percent per lnnum are relent, sometimes in 

surprising ways,as when huisbands relend to their wives at higher interest. 
This brings up again th1e issue of what tle alppropriate units of anallysis are. 
If husbands are profiting this way from wives, one has part of an answer to 

the question, When is a househl d nL)t a0 ha Ouseh(Okl? 
BRIAN AMES: My question is an olshoo)t from Mr Nd )fl)rS question and 

the issues raised regarding productive versus consuptI)ive use of credit in 

tile informal sector. 
Mv question involves the issues )fMtuLritv structure. InCaineroon-0n the 

maturity structure of loans offered illthe inf)rmal sector is very short term; 

usually six mnths, sometimes twelve, possibly eighteen months. This 

might in and of itself explain why these 10:1ns Creused mo)stlv for less than 

productive purposes. My (LCStiOes is, Whv is it that longer-term mllaturit\' 
structures have not k, en developed () evolved in the informal sector? 

In tile case of Cameroon this is a very imlpol)rtat issue hcause there is a 
"missing middle" in the financial system. The commercial banks, as was 

discussed earlier, pr )vide generaill\' SlhOrt-termnl credit aimed t tradeai 


finance. This involves a Very (uick t i inV el" PC riod aLnd is Often tied to 
various fee-)Ised activities. This credit is not going ilnto prodiLCtive 

lending. In the informal sector credit is very shlort terill and interest rates 

are really not illissue. The prolleC [o1:C term strucltiire is ver,is that the tile 
very short. 

When we look at the iotential prOLdcLtiV activity in tihe eC'on n1\',it is 

small and lediul-scale enterl)rises that need cr'edit to finailce )lalltand 

equipment. These etiepIrisCs require roughly' four- 1t five-year terill 

structures oil average to be able to rep:iy. In either the fonrmal or the 

informal market, e st riuctui fortile approl)riaCt erm I'M)r)dluctive lending 
does not exist. 

PARKER SlIPTON: That is :I )iOricuhirlvu' imill)rtant point. There is 

certainly a "missing middle" in tile credit market fIr small-scale infrastruc
tural developtlents-snall factories, machines like threshers, and so onl. 
Practically no one will lend for such things in rural parts of East or West 
Africa with wyhich I aim fImiliar 

For Islamic settings in western Africa, Ihave tried to presenot a piece of 

inanswer. Locally understood limits Oin r ),ios to alof interest prinoci 

chargeable (rather than on Ivie's) exert )ressuim'e Itoward Slaller-scale, 

shorter-terim lending. A large loan that takes sevei-al years t( repay will 

accrue such high interest over that period-perhaps coming to well over 

100 percent-that it is likely to be delCemed USlrious, even at Viat one Of us 

here might consider areasonable interest "'rate" of accretio n.Itisgoing to 

lead to hardships for both horro wers nlldlenders. So there isa big gap 
there. The suggestion is not iecessarily' that Soll Ought to fillWithit 

credit but that doing so will be a major challenge. LIrger means harder, and 

longer-term means harder. These are areas inwhich only the most solvent 
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institutions will want to become involved. Progressively graduated loans 
are likely to work best. There may also be other ways of finance that are 
better than credit for purposes like these: perhaps grants, hire-purchase 
agreements, or other arrangements. 

CARLOS CUEVAS: Just one important distinction. In long-term lending 
the question is whether a large amount today is going to be repaid in three 
years in one single payment or in two or three payments, as opposed to a 
loan that can be repaid gradially. 

The example I am thinking of is corn mills. Groups get together to 
purchase a corn mill, and they can start repaying th first month they are 
operating tile corn mill. They set aside part of the proceeds from the 
operation of the mill and repay whatever debt was acquired. 

I agree that large long-term investment loans, for cattle, for example, 
are more difficult to conceive under an informal market setting. Gradual 
investment in cattle is seen through short-term borrowing in Africa. 

CLARK LEITH: One of tile questions that struck me as I read this paper 
was the basic issue of whether this kind of small infornmal sector lending 
could in some way be extended as tile paradign for financial sector 
development. As I thought about it, it became less and less clear to me that 
it is something we can usefully use. 

I would like to suggest some reasons why not, almost to challenge 
Professors Shipton and Cuevas to respond in a more positive way What we 
see here is a situation in which we have very small, very segmented 
markets. In fact, tile first preference is the kin, ar.d that by definition is 
segmented. So we lose all the benefits that we understand come from 
financial systems: integration, size of the market, and competition. We get a 
picture here, in fact, of zero competition. Someone goes to that one rich 
uncle, and that is the first choice, regardless. If he cannot get it from him, he 
is placed in a very difficult p(;tion going down the line. 

Tile absence of diversification of risk also has to be an important 
problem in kin-based lending situations. Further, there is the absence of the 
information content of an interest rate. The market interest rate, which I 
know every time I come Ipwith a project I have to test against, is not there 
in these informal sectors, because interest rates are in fact secret. The 
information content about what is a good investment and what is not a 
good investment is missing. 

The other question relate.i to tile spatial dimension that does not seem 
to have been mentioned a lot here. In most of tile situations that I am 
familiar with there is a lot of rural-urban migration. l6 what extent do these 
kin-based connections- across rural-urban migration in fact assist in the 
integration of the economy? Does tile absence or presence of the formal 
financial sector contribute to tile smooth functioning of that? 

PARKER SHIPTON: Certainly, if we must talk about all credit as constitut
ing a market-and to a degree Iwould demur-then it is a very segmented 



174 Discussion 

one indeed, particularly where interest rates and ratios are kept secret. As 
for whether this adds up to an efficient system of financial intermediation, it 
is hard to answer; it is simply the one that is working. 

To what extent can informal financial systems serve as a model for 
formal ones? Research in Cameroon by Steve Haggblade suggested that 
some rotating savings and ci dit associations (or tontines, locally called 
njangi groups among the Baii.ileke and others) iiave grown-he says
'evolved"-into urban, Western-style banks. But they altered some of their 
methods in the process. They changed from single-sexed to mixed partici
pation, they began using written records, and they adopted guarantee or 
chattel collateral systems as they began to deal in larger amounts. Else
where in the world institutional attempts to emulate principles embodied 
in local financial clubs seem to show some signs of promise. The cele
brated Grameen Bank in Bangladesh and the Accion International/AITEK 
programs in Latin America have relied heavily on group peer pressures, 
like those underlying tontines worldwide, to ensure loan repayments. 
Whereas individuals take the loans, small groups of them are responsible 
for paying them back. No one else in the group can borrow until the first 
borrower repays. Essential to this system are the complex ties binding 
members of a borrowing group in other facets of life. They may be kin or 
belong to the same religious groups or sports clubs. They have ways of 
making life difficult for a defauther among them. 

Much room remains for experimentation with principles like these. 
While we do not yet know how extendable they are into formal financial 
spheres, there are clearly lessons to be learned from systems already 
working. Rotating cr .dit and savings associations serve those ineligible for 
other loans, they require little or no paperwork, and they do not require 
travel. They provide occasions for social gatherings. They can make 
embezzlement difficult, sinCe the transactions are likely to occur in a group 
meeting where everyone is watching as the money changes hands. Mem
bers can supervise other members' expenditures-something banks, 
more detached from local life, cannot so easily do. The groups can serve as 
a form of insurance, as members can renegotiate among themselves the 
order of cash withdrawals. These groups benefit from local commitment, 
being creations of their members themselves. 

The financial systems that work in rural Africa usually combine savings 
and credit. In rotat.ng savings and credit associations the two are the same 
transaction: the early receivers in the cycle borrow while the later receivers 
save. The amounts of credit are self-regulating: they cannot easily grow 
larger than borrowers can repay-a common problem in formal lending. 
There is another principle to note. In a larger financial institution a 
depositor acquires a stake in its sound working. Depositors can help 
watchdog local credit management. They can see activities that urban

http:rotat.ng
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based institutional supervisors cannot, particularly where these are con
strained by fuel costs and shortages from making the rounds in rural areas. 

Many financial program planners are wondering now whether to try to 
plug into indigenous financi'd associations. Certainly some local, indige
nous saving groups have successfully saved with group bank deposits. They 
are beginning to do this in The Gambia, and they make banking accessible 
to women who would ordinarily be unable to meet the minimum deposit 
requirements. For institutional credit existing local savings groups may be 
able to help implement group guarantees. But otherwise, if one of these 
small indigenous financial groups is working, why not leave it alone? 

On the second question, the rural-urban capital flows that follow kin 
ties of migrants clearly assist greatly in integrating the economy. In some 
African countries, for instance Kenya, postal money orders are a standard 
means of urban-rural remittance. But there and elsewhere on the conti
nent, foods and hard goods are also physically transported back and forth 
between harvest seasons and hungry seasons. When one begins to con
sider international labor migrations, major problems appear: how to get 
cash safely back to the relatives at home, across sticky borders and with 
converted currencies. Much is sent through traveling friends and thus 
sporadically In The Gambia town merchants with banking savvy are 
brokering international remittances to farming families, but there is a real 
need for international financial services to expedite the process. Commer
cial banks operating in Africa could help more in this, and probably with 
profit. 
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The Impact of Adjustment
 
Policies on African Informal
 

Financial Systems
 

In most African countries the financial system is inadequate for the needs of 
economic development. The bulk of the rural and urban population have 
no access to commercial banks or other official credit organizations. For 
them the informal financial system plays a crucial role in providing credit, a 
role that has grown as debt crises and financial imbalances have afflicted 
the official credit system throughout the continent. 

Studies of the effects of restructuring official financial systems, as 
illustrated elsewhere in this volume by the cases of Guinea1 and Ghana, 
seldom address the impact of such changes on the informal financial 
systems that supply credit to most Africans. To redress the imbalance, this 
essay analyzes the effects of African countries' economic adjustment 
policies on informal financial systems. 

Definitions; Problems of Studying Informal Finance 

First let me define some of the terms I shall use. 
Informalfinanceis financial activity that is legal but that is not officially 

recorded and regulated and that occurs outside official credit institutions 
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(Chandavarkar 1988: 1). Informal financial systems have several common 
features: cash transactions predominate; transactions are small scale; 
regulation and detailed record keeping are absent; entry into tile business 
of inforn A lending is easv; lending and borrowing occur without recourse 
to officia law and courts; and the systems operate within tightly knit 
communities. 

Adjustmew has become a term with many meanings. Sometimes it 
means stabilization; other times, structural changes that generate growth.
In a broad sense it is the way an econony adapts itself to the international 
environment or, more precisel:; the w: moveslie balance of payments 
from disequ,ilibrium toward equilibi ... Whereas stabilization policies
strive to limit aggregate demand, a( nt policies encourage growth in 
output and promote exports or proi,,te import substitution. 

Structural adjustneit means adjusting the balance of payments by 
means other than reducing economic growth or by greatly increasing 
reliance on foreign investment. Permanent improvement in the balance of 
pyments requires changes in the structure of production. African govern
ments commonly make structural adjustments; with the help of loans from 
foreign governments or international agencies. In contrast to project loans, 
structural adjustmnt loans are macroecononic and are linked to changes 
in economic policy (they have "conditionality"). 

There are three major problems in studying tile impact of adjustment 
policies on informal financial systems. The first is lack of information.
Despite some recent studies by the World Bank and the Center for 
Development of tile Organization for Economic Cooperation and )evelop
ment (OECD), data on the various effects ot adjustment programs are 
sketchy. We have macrocconomic aggregates for Keynesian national in
come accounts or monetarist monetary models but lack sta0stics on diet, 
employment, income, health, and education, all of which are relevant to 
informal financial systems because of the systems' social role, which I shall 
explain later. Moreover, available studies of informal financial systems are 
snapshots and do not show how these systems respond over time to 
adjustment policies. Furthermore, informal financial systems are, by defini
tion, hard to observe. 

The second problen is what limits in space and time to draw when 
studying adjustment. Adjustment loans that give access to foreign credit and 
monetary and fiscal policies that reduce demand or domestic credit have 
effects in the short term. Measures to change expenditures and reallocate 
resources have effects in the medium term. Organizational and institu
tional reforms often become effective only in the long term. 

The final problem is one of attribution. hfilelinks between adjustment 
policies and their effects on informal financial systems are often hard to 
trace. Controlled experiments are impossible. Therefore, to judge the 
effects of adjustment policies, we can only compare the experience of 
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countries that have adopted adjustment policies with those that have not, 
study individual countries' experience before and after adopting adjust
ment policies, and assess the gap between goals and results. 

Formal and Informal Finance 

Informal finance in Africa has roots in precolonial forms of organization 
that ha,e enjoyed renewed vigor as the newer official financial systems have 
broken) down. 

In most African countries the desired rate of economic growth exceeds 
the official financial system scapacity to invest. Official financial markets, 
which comprise the central bank, development banks, and commercial 
banks, are backward. The central bank's portfolio generally includes large 
holdings of government debt, whose qjuality is doubtful. Commercial banks 
specialize in short-term credits for business, trade, and agriculture but 
provide insufficient mCdi urn- and long-term financing, because of bad-debt 
risks and regulatorry burdens. )evelopment banks have open lines of credit 
from foreign investors to finance private sector investments, but their 
finances have deteriorated recently, partly because they have branched into 
unfmiliar fields such as mortgage and consumption lending. 

Loans fr, miabroad hell official financial organizations, but most of the 
population lacks access to official finance. The official financial system 
serves only large companies and the richest individual borrowers. The 
majority of the population, both rural and urban, therefore resorts to the 
informal system. info)rmal finance operates within kinship networks or 
other communities where the character of borrowers is well known (Lelart 
1984) and skirts official regulations and government supervision, thus 
reducing management costs to a minimum. 

Diversity in Informal Finance 

Informal financial practices differ significantly among the countries of sub-
Saharan Africa. Conmlunity savings and credit groups axe highly developed 
in West Africa but not in East Africa and Madagascar. Other important 
dist inctio)s are those between egalitarian and hierarchical organizations, 
organizations whose ultinmate purpo)se is investment versus those engaged 
principally in consumption or providing social security, and voluntary 
savings groups versus forced-savings groups. 

To simplify (following Dupuy 1988), 1shall distinguish three kinds of 
informal financial bodies and individuals' relationships with them. In Table 
7.1 each kind of entity is less voluntary than the one to its right. Indeed, 
tile fourth colunm simply exemplifies the relationship between an indi
vidual and a bank in the official financial system and is without the 
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TABLE 7.1 
T'pes of Informal Finance 

Community saving 

Associative Contractual 
savings group membership savings 
(obligatory group (voluntary 
for social for individual 
purposes) purposes) 

Individual saving 

Collection agency Bank-based (direct 
(mediates the relationship between 
relationship customers and 
between official financial institution) 
bank and 
CustoIers) 

group mediation that characterizes the three kinds of informal financial 

organizations. 
Let us consider each of the three informal financial instituions, moving 

from left to right in Table 7.1. 
Associatitve sat'ings grotps are those where members have a wider 

collective identity than that of being mere savers-for instance, they may 

be bound by kinship and religion-and where membership is obligatory. 
Each member has cei'tain obligations and entitlements with respect to he 

community (MahiCt 1989). Obligations include ceremonial obligations, 
sending part of ones income to relatives (especially if one is acity dweller 
with relatives in the country), and taking on boarders or proticgcs in the 

city Social pressure may compel people of high status to spend over 40 
percent of their monetary income to satisfy these obligations. In return 
they gain acknovledgment as community leaders and gain entilements 
(especially land titles) and the promise of support should the%, become 
poor. Those who do not conform to pressure to fulfill their obligations 
suffer sanctions: sorcerers try to work ill on them, the%, are denied burial 
close to their ancestors, and so ol. 

Membership in an associative sa:vings group is not like a debtor
creditor relationship. The primary purpose of such groups is not to enforce 
loan repayments but to provide a type of social security and to redistribute 
income among members. This rationale is especially strong because the 
outside world is so uncertain in Africa and because African governments 
cannot afford comprehensive social security schemes themselves (lespes 
1988). 

In contrast to a(ssociative savings groups, contractual membeln.sip 
groups are based on individual voluntary membership. The names of these 
groups are as varied as the languages and countries in which they exist: the 
ekub in Ethiopia, the dfingtti in Cameroon, the ktkoreqana in Zimbabwe, 
and so on. Relationships are contractual and for the purpose of saving only 
The typical example is the tontine, which pools funds with or without 
rotating loans. Contractual membership groups generally serve homoge
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neous social groups. They employ an immense variety of methods that 
show their flexibility in adapting to local conditions. Access to capital 1), 

turns nay be established by a predetermined order, by lottery, by con
sensus, or bV auctioning to the highest bidder. Pooling may be accom
plished on an egalitarian basis or, is with the djngi in Cameroon, 
according to variable contributions. 

Lelart (1984) distinguishes three types of tontines. Mttual tontines are 
rotating savings funds in which levies benefit each member according to a 
predetermined order, which can however be revised. Loans do not pay 
interest. Mutual tontines affect the circulation of currency since at each levy 
tie funds collected are redistributed among the participants. Commtercial 
tontiesare based on fixed saving funds. They are administered by "money 
guardians" who receive contribution dues and grant loans. Commercial 
tontine subscribers therefore receive certain banking services. Loans and 
deposits piy interest. Deposits are more or less periodically made, and 
loans may be repaid before tLt scheduled date. Financial accumulation is 
not always regular, but it is of some consequence: in rural Niger, for 
example, the total deposits of, commercial tontine average about 500,000 
CFA francs; for comparison, the legal minimum capital for an official 
financial institution is 10 million CFA francs (Liman 1988). In financial 
tontines, auctions determine the order of borrowing. It is particularly 
important to distinguish clearly between financial tontines' direct, col
lected savings and the interest collected on loans, which is accrued and fed 
back into the system. 

The tontine form, then, is a continuum whose purpose ranges from 
social security based on community solidarity to pure financial gain based 
on utilitarian calculation. All forms of tontine l)romote security. A tontine 
group increases the power of each member. It does not provide long-term 
lending but provides short-tern credit for members (Dupuy 1988). 

In an uncertain world, where there is a strong preference for liquid 
funds (especially to meet survival needs), lenders' criterion for offering 
credit is how rapidly loans can be repaid or reduced in an emergenc. This 
entails calculations Of the sustainability of group funds, including estima
tions of the likelihood that a number of tontine members may have 
emergency borrowing needs simultaneously. 

In addition to fulfilling obligatory and voluntary savings purposes, 
informal financial systems also meet trade needs that fall outside the scope 
of official regulations and controls, through collection agents.The distin
guishing characteristic of these agents is that they have access to formal 
credit and are willing to lend money to those who do not. These are often 
merchants who lend their own capital or relend money they have bor
rowed from the official banking system. They do not accept deposits. They 
charge very high interest rates but lend without collateral or legal guaran
tees. To ensure repayment they rely on personal ties more than on 
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supervision of the use that borrowers make of the credit. They are flexible 
and rapid in their disbursements, They exist because households and small 
businesses that lack access to official credit prefer to have capital, even at 
high cost, than to have none. In Many countries the credit to peasants is 
assumed by traders who control the import and export trade while also 
maintaining relations with the official financial system. 

Other collection agents also accept deposits, which they may deposit in 
official banks. These agents, effectively, are private banks. Private banks 
include persons who are "money guardials," make loans, borrow from 
official financial institutions, and take deposits. Private finance companies 
make loans of up to three months. Cooperative groups, such aS the savings 
societies Of south-central Cameroon, tap a portion of rural sa\'ings without 
incurring the administrative costs of official savings banks. 

Informal financial organizations adapt to the absence of formal legal 
guarantees. The flexibility they provide is maintained by a vast network of 
agents, messengers, and intermediaries who have connections with official 
finance. 

Links between the Informal and Official 
Financial Systems 

There are two conflicting interpretations of the links between the informal 
and official financial systems. One stresses legal restrictions; the other, 
market segmentation. 

The legal restrictions interpretation explains the existence of informal 
financial systems mainly by reference to discriminatory price measures, 
government debt crowding out official private sector investment, and the 
sluggish management and high operating costs of official financial institu
tions. The official system's below-market interest rates induce an Unsatisfied 
excess demand for loanable funds, thus bringing about the existence of 
parallel financial markets with higher, market-clearing interest rates. Gov
ernment debt, the result of budget deficits and public enterprise losses, 
crowds out bank loans to the private sector, especiallv to small businesses. 
Compulsory bank loans to the public sector oblige banks, in the remainder 
of their portfolios, to emphasize short-term loans and to insist oin higher
quality collateral than tile\, otherwise would. The administrative sluggish
ness, high management costs, and paymient delays of official banks prevent 
them from reaching small businesses. The banks' high transactions costs 
promote informal financial innovation. 

Thus "financial repression," as McKinnon (1973) terms it, creates holes 
that the official financial sector does not fill. The informal sector compen
sates for the official sector's diortcomings. This interpretation is consistent 
with the theory of Gurley and Shaw (1960), in which financial intermedi
aries assume risk and make it possible to reconcile savers' demands for 
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liquidity with borrowers' needs for loans against assets whose liquidity is 
low. Financial intermediaries balance risk and reward. McKinnon extends 
the theory to developing countries, where financial intermediation is 
limited and where artificially segmented markets or financial systems lead 
to differentiated rates of return. 

In contn',st to the legal restrictions interpretation, the structuralist 
interpretation views informal financial systems as products of forces other 
than purely economic ones. According to it, informal financial systems are 
subordinate to official financial systems. Market segmentation occurs not 
because of regulation but bcauLIse the informal s'stems' main purpose is to 
serve certain social goals rather than simply to make the highest profits. 
Informal financial systems redistribute income among community ner
bers. They provide a form of social security for members and meet 
members' riuctuating liquidit\' needs. They express solidarity based on 
kinship, ethnicity, or religion. 

According to the structuralist interpretation, informal financial systems 
are offshoots ot official systems in which currencl has a grea~er velocity of 
circulation than in the official systems. Official monetary policy thus 
produces effects that informal financial systems diffuse (rather than coun
teract, as the legal restrictions interpretation suggests). Intracommunity 
transfers are linked to government transfers. Most government payments 
originate in marketing board or raw material purchases, but the recipients 
then redistribute income through the informal financial system. lfence 
policies that modify government transfers produce an effect on the 
informal financial system. Deposits depend on savings from rural and 
urban incomes; their total amount thus depends on household incomes. 

The Need for Economic Adjustment 

The adjustment policies enacte,. in more than half of all African countries 
since 1980 are responses to financial imbalances. Net investment from the 
rest of the world to Africa not only ceased but reversed. By financial 
liberalization, adjustment policies try to narrow the gap between official 
and informal savings and to create anew a favorable investment climate. 
Financial liberalization tends to bring part of the informal sector into the 
official econwm. Furthermore, making financial markets freer increases 
the attractiveness of holding liquid funds. Those responsible for carrying 
o adjustment policies, however, may have motives of politics and per
sonal or interest group gain that conflict with the proclaimed purpose of 
improving market efficiency 

'Fhe roots of the financial imbalances of the 1980s lie in the 1970s. The 
breakdown of the Bretton Woods system and petrodollar surpluses caused 
an increase in very mobile, short-term investment ("hot money") and in the 
role of international banks (as opposed to government agencies) in 
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financing investment in Africa. There was also a marked increase in African 
government guarantees of export credits and bank loans, owed mainly to 
wealthy countries. Domestically during the 1970s most African countries 
experienced falling rates of savings and local investment, accompanied by 
growing government debt. Governments financed budget and public 
enterprise deficits by printing money and by issuing securities on tile 
domestic and international markets. Even countries using the CFA franc, 
which customarily have had more stringent monetary and financial con
trols than other African countries, circumvented the rules by increasing 
their public enterprise debts and foreign borrowing (Plane in chapter 10 of 
this volume). 

Official policies favored below-market interest rates and the credit 
rationhng that resulted for a number of reasons: to promote investment; to 
direct credit into long-term, low-return projects; or to prevent multina
tional coi.)panies from receiving better terms than local companies. These 
policies promoted external indebtedness, which favored capital-intensive 
investments over less capital-intensive ones. They also crowded out private 
savings in favor of public savings. Low official interest rates increased the 
loan repayment differentials between official bank credit and the much 
higher rates charged in the informal financial system. 

In the 1980s the international credit system became less liquid, as 
growing U.S. deficits sucked in capital and as a number of third world 
countries defaulted on their debts. Though foreign aid increased and some 
debt was written off, African and latin American countries suffered net 
outflows of investment. 

In Africa today direct investment is lower than it was in the 1970s. 
Governments have ceased guaranteeing domestic loans. Adjustment poli
cies haxe resulted in tighter credit cont'ols along with higher interest rates 
(because real rates remain negative in many countries), privatization of the 
system, and deregulation. Africa's banking sector has become quite brittle. 
Because there are so manty bad debts outstanding and payments owed by 
the government or by public enterprises, banks focus on short-term 
transactions entailing limited risk. 

Adjustment policies aim at reforming the structure of the economy, 
replacing protected monopolies with competitive firms. By reforming the 
economy, they hope to reestablish equilibrium in the balance of payments 
and the domestic credit market and to establish sustainable economic 
growth. Demand management policies are the first step, but supply-side 
reforms of prices and enterprise management are also necessary 

Economic restructuring, liberalization, and changing the price system 
imply changing the social structures and the relations of power between 
the foreign trade and internal trade sectors of the economy, between the 
urban and rural populations, and between tile private and public sectors. 
Economic liberalization aims to promote entrepreneurship and discour
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age rent seeking, to reduce the need to resort to parallel (black) markets, 
and to increase the economy's efficiency at allocating resources. Adjustment 
measures aim first to restore balance-of-payments equilibrium and, beyond 
that, to lay the groundwork for economic growth. 

The imbalances that currently exist (represented in Table 7.2) are the 
result mainly of discriminator%, domestic policies (managed prices, sub
sidies) and foreign trade policies (overvalued exchange cates, exchange 
rate coiarols, protectionism). Regulated sectors are thus favored over 
competitive sectors, government expenditures crowd out investment in 
the private sector, and redistribution prevails over production. 

Adjustment Policy 

liberalization policy has several facets. One is opening the domestic 
economy to world markets. The rationale for this lies in the principles of 
comparative advantage, free movement of factors of production, and 
market-clearing exchange rates. Relaxing exchange controls, reducing 
tariffs, eliminating nontariff barriers (except on some key products), and 
readjusting exchange rates are complementary measures. They prevent 
sectoral imbalances and shift the terms of trade and productive resour
c s from regulated sectors that produce nontradable or internationally 

TABLE 7.2 
Factors Contributing to Financial Imbalances 

Indebted 
Causes Symptoms Effects economy 

Excess demand Rise in money supply Inflation 
1ligh salaries Budget 
Iligh government deficit 

conllstnption 
Low saving Saving-investment 

deficit 

Government-set, ILow agricultural producer Food shortage Government 
non-market- prices Public enterprise debt 
clearing Subsidized public deficits 
prices enterprise prices 

Overvalued exchange rate Trade deficit Foreign 
debt 

Negative real interest rates Overcapitalized Business 
enterprises debt 

low savings 
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uncompetitive goods to competitive sectors that produce internationally 

tradable goods. Another facet of liberalization is domestic institutional 

reforms to restore the primacy of the market. Such reforms include freeing 

trade, reducing the government's role in the econonly; and cutting fat from 

and privatizing public and quasi-public enterprises. )eregu lation entails 

dismantling protective arrangements, subsidies, and price stabilization 

schemes. Iationalizing and privatizing the public sector increase efficiency 

and prevent the public sector from crowding out the private sector's 

investment needs. 
Still another facet of liberalization is reducing and restructuring 

expenditures, including domestic credit. Doing so can restore both "inter

nal" and "external" balance. To accomplish that expenditures must be 

reallocated, so that prockictionl in protected sectors falls and production in 

tile export sector rises. Along with macro aLI Micro measlres to restruc

ture denand, structural adjustlent loans may be necessary: 
As an examlple of the effects of restructuring eXplenditures and of 

liberalization policy generallv, consider agriculture. Raising prices for 

agricultural products transfers inc(me fro)m cities to the countryside, 

promoting rural saving. Altering food Sul')ply chann1els b' means of struc

tural adjustment loans, temporarily rat)iioning imp(rted Iods, an1d eliminat

ing subsidies to consumers will change the terms of trade, leading to a 

reallocation of resources to agriculture. That will reduce the incomes of 

certain groups that now enjoy politically privileged positions (students, 

bureaucrats, the military, urban workers, the middle class) and increase 
peatsants' incomes. By e1COtrging private agriculture, green revolutionra 

can spur rural initiative and development. 

Financial liberalization 

Financial liberalization can reverse the outflow of investment and th-e 

reluctance to make long-term investments that now characterize financially 

repressive economies. The legal restrictions interpretation of informal 

financial systems cl:aims that there is a pool of savings, currently untapped, 
that financial liberalization policies can reach. Raising interest rates, lower

ing transactions costs (such as mininum capital requirements for banks), 
reducing public sector crowding out of private sector investment, privatiz

ing state enterprises, and permitting competition in banking will eliminate 

the distortions that arise from financially rep:essive policies. That will 

encourage saving and reduce, even eliminate, the gap between official and 
informal financial markets. 

Proper money supply and interest rate policies are essential precondi

tions for encouraging financial innovation. Keynesian prescriptions, which 

predominated during the 1970s, called for inflation, which was supposed to 

promote forced savings by redistributing income to economic agents with 
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a higher propensity to save. Orthodox, anti-Keynesian prescriptions, how

ever, contend that inflation reduces the propensity to save, most notably by 

subsidizing urban dwellers, who have a high propensity to consume, 

especially to consume imported gools. Reducing inflation thus reduces the 

savings rates. Thhle 7.3 summarizes the contrast between the Keynesian 

financial repression position and the orthodox financial liberalization 

position. 
Reducing t tey supply grwth and pess to monetize the govern

eit ICbt is easier if the go\vernment rCduces its deficit. This in turn 

reduces cro'ding out of priVate savings. Raising interest rates to market

clearing leCVls encourages savings, promotes more efficient use of re

sources, and disc'()uragCs o\vercapitalizati(in. 1y making efficient finance 

prolitable, it gives illicial financial institiut ionS inCelnives to grow and to tap 

some of the savings [(w segregated in the itif rniafl financial system. 

FinanrMcial deregulatiom and exchange rate ad.justmCnt comphment 

m invy and rate ").reg.lkti,,transacsupply interetl measures. reducCs 

tions ci sts of helonging to the official tli alncial system by allowing 

competitors to establish low-cost alternatives to existing services. A market-

TABLE 7.3 
Finacial ReprCssion 'ersLS Fitlalcial l.iheralizatioti 

tinancial repression Financial liberalization 

Negative reatl interest rates promote Positive real interest rates prolote 
1llestnent real savings 

Separatiin Of ifficid from informal tUnity of markets hecIIse Of 11).Sellce 

filnci:l syst'mS aS a result if of legal restrictions 
market segellnt at itll 

Ihnvestmlent creates savings Savings create investment 
Seaparation Of savings from credil; l)epOsits create credit 

crcdit creates depiisits 
I'ohiii 

Itncomlne trans elr by inl tatioll; selective No dclt mn et izatioi n; light mont lry 

credit picy policy 
Nio ilntCrestI in Clitmer deposits Interest oil COn)SUmer deposits 
Noitni and scarcity Monetize the ecinoilllw and createhinearv econonilnv 

i)fIiqlid alssets require central financial systems through 
p!.illing; it is int pissible ti decentralization; it is possible to 

ln ihilizC idle capital mobilize idle capital 

Fitilar-ial itSlRtiiolsillsUs precede A rise int itlerest rates makes 

tinancial innovation finatlcial innovalion possible 

Quatitative credit controls Interest rates ration credit 
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clearing exchange rate can reduceCpllital flight. The co)mbined efftect of Ill 
these fininciail reforms is to blur tile (listinction between official and 
fifori in t( 11make Iinanciakl airlkets M)re efflcien t, anod to reducencellCe, 
bla:ck-market finiancial ictivitv 'There will be soie differelnces between tile 
adjustment policies Of theC CFA frlnC Coumtl-ie!S aid other21" c tUlltriS, as I hai\Ve 
explained, because the CFA fraInc C(liltrie2S expand.d goVe\'rninent spen.[
ing mlore ly i'lcreasing the foreign elblt of publhlic einterprises than1 by 
res((rth i g t) inllati(t)il. 

Results of Adjustment Policies 

The short-terii resuIlts Of structural adjust ment po)licies in Africin countries 
botl confirm and contridict expectatioIns (.Lacquemnot and Assidon 1988).
This too sll)uld he expected: the results of a(djustm2ltI po)licies cin onl\' be 
judged in the mlg tetm, after all tl,e elements (f a policy ipackage have t'i:me 
to malnlifest thelmselves. Adjust nent policies il the 1980s too )place tinder 
uii taIV( )rable tnialltlMimtild c ltitns..Africa w: is llecmlii ig les; i inpo't'taii
in vorld tride an11d \waS stlfferillg aIdecliie in eal per"cl)ita il,..'le a.lonfg
witll aI explosionl ill the external debt aild debt service. From 1980 to 1987, 
for instanilce, ife rca[ valIie (ofexports fr()il Africa fell hy over 50 perceii,
anrd tile real V:alLie of illp ),Its fell hy Mer 40 ierceltt. I hlder such cotiditio(ns

adjustmnlt pldicies' Illtin eff2cts 
ar-e to retfuce impwits, ilvestlllt, and 
goverlIlllell speildilg, rather tha1n to cause a take)ff in eC oillic growtl. 

Changes in Informal Financial Systems 

rhe structural idjLstmenl prograrns in itiated in Africa have prol ibly
accouted for mu11ch. of the rise ill real interest rates tllat hals occurred 
througllout the co)itiiletlt in the 1980s. Tile rise in real interest rates aiil tile 
overill credit policy :issociated witll adiljustImenl progrtams have teided to 
reduce discriilirliati(ti in fav(or ( f"large eiterprises aid tile li)uIllic at1d 
seimipublic sectors. Adjustinent Jirograills have tlecre:ised the .papbetweeil 
the official aiid inforimal finilcial systeiis. Tle ()verridiilg coiisideration 
weiglliig on botIl tile (officialand inforiiial Iinanciil systems, hoveve; las 
)eetl the Itirden of foreigii delt. AdjustineIlt pIOgrinls have tlherefo re 
made ftianicial resources sca'cet dtecreasing the Sili)Ily to official institt
tiotis. Tile crisis il g( )vermlineit iinances Slas tediced tratisfer payllierlts alld 
civil servaints' salaries as sources of ill:Ctrcmittlity i,rilsfers, amd the 
consequeLIt reduction of credit lias affected totitiies. Thatthe is wily 
Mahietu (1989: 22) writes: 

Community calcilhioht [tile Social contract] and the re.suhIii rg transfers 
[therefore] play a decisive and pre-eminent role ili macroec(mnomlic caicula
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tion in Africa. Any adjustment policy,whatever its theoretical fo)undations, 
that forgets this problem and lays the blame solely on the State for 
differences in incomes, risks worsening tileinstability of this type of 
economlly. 

The social welfare ipUrpose of informal financial groups has beconle 

more important in relation to their financial purpose, as formerly vell-off 

people have often found it impossible to fulfill their obligations to 

contribute. 
The effects of financial liberalizatior policies may thus rui counter to 

their intended goals, because of socially obligatory transfers, lenders' 
cautiousness, and pressure to redistribute income. Reducing civil service 
salaries or social expenditures may strengthen transfers within community 

associations or promote tontine-based finance at the expense of banks. 

Trade liberalization may strengthen thie role of the trade intermediaries 
who ,,perate between tile official anld informal systems; at tile same time tile 
reduction of official credit may offset this, decreasing liquidity in the 

informial system. 
1 no discuss some particular cases that illustrate tile effects of 

liberalization policies oin informal finance. 
In Cameroon tile general economic crisis appears to have spread to the 

informal sector. The informal sector has shrunk so that it is concerned 
mainly with providing rudilentary economic needs and has moved 

increasingly into pure black-market activity. The economic crisis and 
greater reliance on informal isopposed to government social security 

arrangements halve somewhat revitalized the tontines. Bank savings have 
fallen, which favors the tontines. The financial troubles afflicting most 

households have rmedurced tontine savings, tlOugh, because in conditions of 
widespread shortages, people prefer more li, assets.(lid 

In the Ivory Coast marked inequlities of income (the richest fifth of the 

pOpulati( n receive nearly 62 percent of total income) have traditionally 
been mitigated by inco mne transfers, pdrticulau'l by urban dwellers sending 

money to their rural kinsmen. This system of transfers has adapted to 

political centralization, to economic growth, and to urblanization, but 
prolomged disinflation is putting it under pressure. 

In Niger it appears that adjstment policies contributed to tile growth 
of the informal econtomv in relation to the official economy. There are 
several possible reasons for this: the informal sector concentrates more on 

imported goods than the formal sector (which is protected by tariffs); the 

informal sector obtains goods smluggled from Nigeria; and people have 
resorted to it as cost rigidities have made the official sector less conpeti
tive. It seems, however, that the informal sector in Niger is financed mainly 

by personal savings and personal loans and little by bank loans or tontines. 
The gowth of the informal sector thus seems not yet to have encouraged 

the growth of informal finance at the expense of official finance. 
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In Madagascar, where savinp,, groups and associations are not well 
developed, groups facing a marked decline in standards of living have 
changed their behavior toward family, work, consumpltioln, and savings in 
order to survive. There have been pronounced increases in family insta
bility (temporary or final separation), in lack of social cohesion (such as 
fewer family meals being eaten together), and il women and children in 
the work force. Births have also declined. 

The search for subsistence income leads to the proliferation of small
scale activities that increase %v)rkhours and that favor cash- over barter
incone-prodlcing activity. It also takes the form of increased migration. 
While rural insecurity 11d malnutriti have encouraged migration to 
cities and extccrbat,d income inequallity' amon1)l1g peasants, migration from 
cities to the country haValso lurilg urban rice :iuppl, crises.s occurred 
Traditionally migrations were mainly ,nmong cities, and rural emigration 
occurred il grIduail stiges and focused Onl smll traln cteriers. Recently 
there has beeil a pr)found change. Annlual migration, which aitounted to 
12 percent of the populaltion inl 1975, was estimated to he 29 percetit inl 
1985, and all its c(i u)pi eits-initr;aural , urbanur'ti-al, anod rumLl-u rlain 
migration-have increased. 

In response to the recent economic crises, Africans have adopted two 
types of survival strategy One is regressive, characterized by resotrt to 
extralegal or illegal practices: crime, prostitutio n, child ab)andol)nment, 
child labor, and theft il cities; slash-andl-I)urn agriculture, theft of crops lnd 
livestock inl the countryside. The other strategy is adaptive, characterized 
by a search for Supplemetrv income, reduced consumption, and drawing 
down savings or resources such as land and livestock. The search for 
supplementary income results in informal economic activity, in debt, il 
moonlighting, and in migratiOn. RLLeduced co[nsumptionl Occurs by reduLcilg 
luxury purchases but also by reducing fo)Od intake. IhLuseho)ld size 
increases a.; more people postpone marriage, but the econom1y alls,) makes 
families less stable. Increased differences between urblan and rural 
dwellers increase the formation of a proletariat and concentrate land and 
livestock ownership in fewer and fewer hands. 

Conclusion 

Informal economic and financial networks embody kinship and commu
nity relationships that require a focus not on individuals but on groups and 
their organization in order to understand the effects of adjustment policies 
in African countries. Because of this adjustment policie.; are likely to have 
consequences in Africa unlike theii effects elsewhere 

Adjustment policies should have the following features: 

They must be specific to the country and to the type of activity It is 
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possible to add to tile features of tile local culture and economy, to 
encourage them, but not to substitute for them. In this sense compari
sons among experiences are illuminating for information or comparison
but not as a basis for transposing experiences 

• 	Policies must take into acCount the diversity of situations. Access to credit 
must thus distinguish cases where people have no need of credit from 
those where they have no recourse to it; cases where it is necessary to
break uply usious cartels by giving the poorest people access to 
consumption credit; cases where informal means of mobilizing savings
(for example, tontines) nmx' be tu red tOVward It)g-te ril iiwestlent; and,
linallv; cases where new financial intermediaries must be f oLided to link 
financial institutions with the myriad Of' small prodIicHve uiits. 

• 	Oil the whole, policies must encouragC entreprenCLurship. It is of course 
ptossible for policy to) affect certain key economic groU S directly, for 
instance, those involved in the most modern secto rs ( ,;etalworking,
repairs, and so on). Fo r the nost part, ho oweve, policies must reshape
tile economic environment by proVidilig incentives for appropriate 
activity 

• 	PoliciCs must set priorities for widCning various bottlenecks: access to
credit and technolog, the demnd problem, management prol)lems, and 
so on. Experience shows that all these factors \o rk in combination. To 
have access to credit, to change organizational scale, to nmtodifv ones
tools, leais to change tile 1iiode of organiz.itio )ii and often to increase
risks. b prorote capital accumulation ly increasing the division of labor,
it is imptortant to stabilize the labor market. 

It is also imlportant to) establish interfaces between formail institutions 
and siall busin1Csses. The distalce between asthe twt) is much socio
cultural as econtomic. Sniall businesses an1d large institItions should
 
participate jointly in these interfaces. In the area of ('edlit, 
 mutual guarantee
companies must make it possible for small I)u,inesses to gain credit

without Orthlodox co llaieral. Changes in banking practices (like those of the
 
Grameen Bank in laigladesh) can also make possible access to credit for
the ptorest people (Nowak 1986, Chandavarkar 1988). In the area of means
of productiou), locatiolos for storing raw materials and leasing sp:ure parts
must promote accessibilit, and basic technical innovations. !ts regards
training and nianagenient, service providers ma' iieet needs on11 request.
Access to information and to teluiOlOgiv must make it possible to improve
techniques anld productivity it all levels and promnote a range o)f technology
making possible the replacement of hIi:nai and animal energy by' mechani
cal energy or to ecoloiize tol firewood (to reduce the devastation of 
forests). 

Stabilizing and maintaining credit-worthy demand are priorities. These 
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provided by channeling some foreign aid to small-businessmay be 
programs or by forming subcontractor networks within industry 

for the success of informal finance is its flexibilityFinally, the reason 
and reliability These, in turn, both rellect and reinforce social relation

ships. Therefore, to the extent that structural adjustment policies affect 
the personal relationshipsinformal financial networks, they also alter 

among most Africans. This is why it would be hazardous to seek to 

formalize the informal. 



Anand Chandavarkar 

Comment 

There is nothing in Dr. Ilugon's paper with which I wish to differ. To ny 
mind it is an excellent example of Cartesian logic, which I propose to 
SULpplenlent with Sot1me judicitotts Anglt-Saxon and Asian empiricism. I shall 
divide my comments into three distinct segments. First, I shall deal with 
some oncleptual prtohlenis zhat I an afraid are neglected in the literature. 
SeC nld, I will dIal with links between tihe inftrn:tl and f(trmal sectors. And, 
third, I wvilltr t tftrulztt .1 .)ate lasis for firther di, cussion.licagelLll aS, 

As regard s concepts, it is inipwlrt-int to liStinglish between two differ
ent segments )f the inrtnil fInancial sec or. One I will call the ",ilatono
nous" informal financial scctt )awhich exists independently of the degree 
of ftnancial rept .'.sit)n of the formaI sectt r an1d histtricall vantedates the 
advent of formal finance. The seco )nd segment )f the inft irnial financial 
sector is the "teactiv'" sector, which exiSts ptrecisey c1' ause there ire 
controls on the ftrmal financial secin r. The emiergellce Of cirbh markets to 
circLmllt credit coltrol(, -credit ceilintgs, or interest rate ceilings is a 
good example of the reactive inlftnial financial sectotr. 

But it is ASO illmlitlt tratilnde r:;tland that the spread (f tfinancial 
liberalization is goting to natrt )gtessiv ely the gap hetween the formal 
and informal financiatl sectors. When ecnt)nt)nliS.., like McKitnon and Shaw 
talk of financial repressit ti in VI)ing ct seem tt have onlyelt untriCs, the' 
the organized sector in linl, bcau.se, toIll\' mlind, the informal sectt)r in 
developing countries is, if anything, a perfect example of a totally Ulnre
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pressed economy, which i- 'it subject to ca)ital or reserve requirements, 
or to inspection, or to any central bank procedures. 

Now we turn to tile issue of linkages between the formal and informal 

sectors. I lere again the economics professic'i seems to be subject to a 

degree of schizophrenia. Oil the one hand, when We tend to Iflhow general 

equilibrium analysis, we say linmance is fungible. When we observe tile 

marketplace and do empirical testing, Oiltheitlher1hand, we :eCem to 

discover that markets are seglented. What then is die reality? In fact, I 

propose to advance a propositio n that Iight soILlnd cotrversia . It is this: 

that far from there being al' segmentation dividing tile 11'1rmal and 

inforlal sectors, there is inimp!essive range If str(ong linkages between 

themn. 
First, this linkage derix es from tile fact finterlocking credit, c an mod

it,', and lail-r markets, which also explains tlie social rationale of manly of 

tile roItatillg credit associations. 
The sec,:, linkage is the reciprocity of saivings and credit facilities in 

both sectors. Quitc , ftell tansatct )rs ofpe,ate siiniluaneoLInslv in both tihe 

formalanld tile informal markets. F(or instnce, typ ically even :ivillage 

rIonee\'lnde r'\\ ill accolnt Witll ircial bank. I IeIhave an11 a joint st(ck Collnme 

might borrow fr()an tile bank and lend t0 his cLIstoliners. And I wo uld 
further S btnit that tile in frMu'ni l financi alsecto ris ll)Irc a velicle of credit 

rniobilizitionll tai ()fsavings mohilizatiin. lypically the attraction of tile 

informal sect(r is the credi! ficility that it offers to hI Irrowers who have no 

access to inaIce. other aspect the oIffirnia '['lie is impoIrtanice tile 

avaiilabilitv ()l'credit Isdistinct frol its price. Thit explains Wb, despite tile 

very high rates of in e rest illtile inf~ lli~il sectorl', ho' r wers still itlnii tI it 

for credit. 
There is also the very intleCstiig futatIC, ioIticed il Asiani CoLitries 

like India and Ko rea, whid su i~ggests 1lLIt tile inf( M'iialI c'redit market in tile 

urban centers has been an ideal mechuIIlisnil t)Ircircumveliting credit 

ceilings impo sed m)nthe lOIrilmial secto r Iy the central bank. I inl\te \'(olr 

tittetlii l toIa sIuLdv iy ProWt Cf.o(rY(iing Chub Park, which shows that tile high 

rate of growth If the KoIrean econlli\y has been suStined precisely 
because tile credit ceilings on the forunal secto r were circuLvenLd b\' 

extensive 'ecouIl'se t(I tie iinfornlaI credit ma.irkets. I Would tI'l IPro ()ti 


fessor I Iugiin t(Iask whetlher a similar phenomeonilIl has heen replicated in 

Africa. 
This hring me segnilent il\' presenitation: What policyto tie ];ist of 

implicatiouns call we tile Iite rIure aind froldraw fl()IMi tile discussions? 

The first Ltio(Ill is, \ihIt shOuld be tle ideal st alice (Ithecentral bank 
toward tie infOrnml inaiiciaI secCoIr? -Vs ifoeiir' central banker, I call 

testify froli personal experience toI the tact thai cential hianks' attilCles 

toward tile inhlfrmal finaincial sector typically gravitate between prejudiK'e 

and hostility and benign neglect. But both are very unproductive postures. 
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And we mu11.st ask tle question, What role can the central bank play in 
fostering competition between the frmal and informal sectors? One 
possibility is the relvial of legiltI)bsteI'ls I0 tile Mo re ffcient lIFIction
ing If the infirmtal financial sector For instance, take the case ( f lease 
financi ng. If the infoIrmal credit sector wanIts it go in for le'ase financing, 
woUld it haIVe .t1\' problemscstbtllishing titleS 111lngetting enough collat
eral to execute lease litln cC? Siiniil'. if aIMV di IItumet areLarV credits 
generated i the infowmal fIinancia l sector, wOltId the ceintral hank he able 
anid willinig 1t rediscott thiS laer? I do 1101 recall am NsiIan central 
bank-with the possible exception t the Bank ()f "lhIlail-llavilg I 

filnailcial ,wtr. 
actiVitV is Virt ,t+llVcU(jat L\with illegal fillaulcial activitie, Central banks dIo 
not draw a distinction bcmt\ccn ilt )rnlalit\ t illegalit. 

special cell dealing with the iillf( Iril sc Ilfbwinial financial 

and 
(onceding the infOIm:l fiaiicitl sect w's ec(llonlic ratimonale and 

cfliciic i t, ler ._e111:i11S aoi ll r qltesi it il: Is it ll it subject to limitations of 
scale? It C iilsists esseiti~tll\ it ret.iler., ' ire best luited tillto f'ite to 
aICr-TiIIl sc;ale I)f Iperati )lls tlh ir bi,ir"Si.ig tli r li' fact, I poscd 
this uell tio fet.10tt0n'l-r the ,rchiitctl 4 tile C SCC' f Iil (sit Il ( 1r\tnlis, i s aiJlleitl 
lB;m!, in mnie rears ag ). I asked, -\\'at ilappensil)iaka, when I visitud him s 
Il) th1e cliilts tle 11 bank- whenIl tle\ wish to) Cllarge their scale of 
llert'.i:nI?" lie.' OisrtilattIh \\er thenIxlt 'tcl to tLtr'n to the 

b3irill ir, hcits;ltleir irliiotns \\ee ea'red esseitially ttoiniacial .ect I l 
thi rC(jt ir(elletlts )f siMlall-scAlC I IllIiwers. ThIe' iilplicitlV obsCr'el the 
prilciple IoIfgr ,tdit ii ii. 

C( Itllelllliilg this mlsw\cr Co tle scale qlutestioil is tile slud\' of Iaii 
little for tile \\irlil Baik il ,ilill-sc~tle nillilLiactiinlg. It cleirly esab
lishes tlew illlpmirtlt dei tilthe iilb i'illall sctiLi1 Sir-ultp finance o r siiall
scale iill i rt'iS. Hot il til_\ Irac I ill il ilacerltiiil lllillinltllll scil ii t n, 
tIhel lilt'\ ( l [it) h li.lg r daIll' t le i l i inlilcial set'ior becaiuse of itsit l al 
lack ()f reseve.s. ,)S iolr s,+rc'ii gild.t.'l sill)(lll Iassess wCi t Irole tile 
iillirifntl finalncial Sctl i Iill liLw, gi\'II tle inttcrasing ttelld toVard 
liTlinitii (itle C WiilllAl st-ti ; illd wLit rle the cetiral baik and the 

il itics Call ipla co st 
tile Itilla idn illlotrnlmal sectors. 

Ill) llet lV it w tof ItrstTile c tllipaliye advantages If 
n fii ailcial 
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Discussion
 

JOSHUA GREENE: Iwould like to build on Mr Chandava'kars comments by 
picking up () a question that Brian Ames raised earlier on. Namely, if we 
know that informalI hinatnciA organizations in Africa are best able to handle 
ftilitsIshort-term loais 4t:a1,1small size, l)aiticuL Iran • f'or certain types of start
uLp aWtiviiies, and we also knw that tile commer;cial banking sector, for a 
variety of 'reasons, is rCluctant tt) engage in lending of more than, say, trade 
credits, Seaso;I'il cr()ip finance, or perhaps activities of u'p to two years, then 
whatt instiiLiti( inS are there to finan1tce the Start-u l) costs or even the 
CL)ttiing cOfis ft siltall-SCAC 0rgaMiz;tio1ns ith1t r1\'need three-, fi ur-, or 
live-\var hIilals? 

I think back to tile experienccs that I had in lesotho, where there was a 
sil.ll ;agncy to hn:dle, this b~ut with little money Are there projects Under 
\\ av that, say, the \\rMId Batnk i)r tle Age ncv f)r Internati mial )evelopment 
(All)) w (teoos are funding 1o tr\'to fill this kind of gal for mediulm
ti'trt devl pilent lt lal n business Orgali Z/t iOls?titlg I)eIng 

JERIRY WOLGIN: It ha:s tr;ditio11lal' ben ', role foir the public sector, the 
finaMcC inlstiutionS, and the lfilhure is rife. I do not know of any private 
secto r alternai ive. 

WARREN WEINSTEIN: TIlr"C Some effoLirts to lill this gap by workingtre 
with Il l of the private v(ilhintary irgatnizattions and, certainly in Kenya, 
elforts at 1'in ' llt tle G pital.s I 

Inside All) we ar,. thinking i)f starting a velture capital initiative and 
simply beginning to ,look at the potential. We are looking at investor groIps 
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(the three that are furthest along are in Senegal, Ivory Coast, and Cain
erooM) as avehicle hy which some institutional support might he prowided. 
We are alsc wItkilg with the Internattional lFillance C(ptlat'i(oll ( [C I(tI 

this and are cntemplting adding atvenottiIre capital aspcct to it, prIVidirlg 

somne fttlds so t0I hing play S l11thtt the private stl_.olight start tiltI0 

teuditil-tcrtit capital a,,equity, if tot alway, a,credit. "'IhcrcCoulld he t 

Comnlfllation )tthe twt). 

AI.AN G.IIm: T) f)h 	 t11 tutuhems ot experits11,1, up ()Mthat, 0 IticeS 

going ()I, hut it is very iupmIrtant that ,ffwt g) intllIll)Ilittrillg them 

prorpery and tltvinlg t ) rawlsstiis )It'r t1hetl. 1)nese I l IhIuats al>(lt 

their mitc l' s IhCcaN the titne and it 10tI t lhwc thlLtgh are rarel 

taken. There is a t'i1 t r'elch in uch areas d a11d WC +wdinate itn11 tLI 


with the ilitiativcs. 
Pr 

PATRI(:K IIONOIIAN: I idnsILt;.aid thIa the I:)s Africa Iect I)cveh1111
mrnlt Facility ha', tic ltIttterd this difliLhltv. "lhcv tre ahle It)find what 

alpeatr to he viale1 ct5 thltt ld ,i h el ityfIdil(.' .lull 1101 1 I) attrtact 

But thV insist tIli1 lthe elttit\ (tW fill ciLig tl nt hlil: rg ly frtil Africalis, 

:ind in i11aeV cases, th ugh thle pijectls arC there Md tIhtllgh tIle II:C(s 

credihility is hChlitid thnI, th1C equity fUntlds tr, ithicitiiilig.l It I*( 

This scn1t I hC t ll\ eiti InsA piti inic restects.I ltre pcI p'et.)h. 

Who0 :W Ill It resi.t tni tIltie cl lit "'111C\ have cItMli tI the IF( \witli 

their prl(icts :111d MVliired ti)IshareC their ciptitv wvithi I lttsidel':V 511it is 

1l0t the IIt heatr that plClp \.t pl'-ijCIt il \'at itC lwl thitlCielves 

atnd ae pltr<p;t ItiV take ItI lfItnc hut t1It hity lie demandA li1:ttiCC. 

flr equity finlncU is there., hut 1ie ,ttpl+,y iS Ii It fI Ithicltiitig. 

It is illt clcar \\1hy that is.I"it ;igai' ( tl t lit rnfcltca prtblcll tl'nt ient, 

that It i I ,,s \vhett eti.l repid.,Icast with aIh In ,cltt Ii has lt it with 

CquitV one 1.1111C Iii It kill) W\vlIhthlL tIle tttr'll is veCt it 'Itli? 

Turnitg Ill the qustin )Il iltereSt 'at settigl atid the iiCiuitv )fl 

fessl irShiti )n rtised earlier-ie prestintcd this, if I 
-tillil()t a,iclit > 11t_ l r V I ,\indCIr,is it So)lI tIilh 
interest rates that l)tc 

m istakel llge toC .l 

OfI a ch'aUlltge? L' I jLst,ugcSt three pthilts th)1t11 it? 

First (IIall, if le is iiiplvit g that linCaitv (l interest rates iss1trf 

Wt,,rtil hangup hiavitg I 1)(M i I),giC t() it aid h)Cittg just aS arhitmamv aslii Ire) 

aytIli ng else, that iiiitslv Idi alexllples \hcTeIi	t si ifththI hfllsims 
II ll kfpeolple ill aidVati. h;\' ,Aid: itl,dii haVe this Ii Ir S() pc'tut,hut yMI 

cain decide Itlgive it Iack neXt year iW the yler after: I dll't tind Wlich." 
The flCxihl du:",ttiitn1 th:t li lCIs l',hsr,,Cvdis a1ncx p1'st thing; it is a 

( )kav, \i)L nt pIIy it 01 	 W'vrenego Itiaitio n. Hilts: i MA, hut Itll\'C ne.Cxt tear \ 
I*lthC illtCi'tst iotCrst at1all 

ill sll"..ense. ,luttriluttiotn ti i;tsinking hLind 1i 
light thit he? It is hCcalttSe t(itllplthietit is 11lt 

It is tCilv am )Ik lan IlsS.S. \{hv 
ch.i Int have that in \Western hanking? Because the Ioan loss pr\'isionswe 
ate very stmnall. Tlhev arc a tiCg igihlC part Of the itIterest that is pa:id inl 
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commercial banking transactions. But they are a huge part of the interest in 
tile informal sector So I do not think there is any real puzzle there. 
Likewise with tile seasonal loans. true there nit aIt is that is market 
between one part of the hu,ngry ,season and another part of tile hungry 
sason. There are effectively only two dates in tile )eai; hungr- season and 
plenty Season. So again, illal extended sense, the linearity prevails.

linall\ mi inIterest rates, 1 was suVprised to hear twVo speakers earlier 
insist that lenders are the price setters in these informal markets,, because I 
had heard with great inte rest Of the convention in these large urban 
ontiIes in Camiern Oif bidding 1 0,- tile poo0l, Which I thought \wIs ver 
interesting and sIIgg4ested a richer iange of things thanijust simply the 
1IOI Iev lender Ia)priO;Icl t interest rate setting. This is where tile gri- iIplf" 
peoplec get a11i.nld a table, and the ine, toIhe hIirrIwed is there, but the 
Ipotential h)rriwers nake discoltIn t bids ()li the mioney \h'att is left at the
endIIf the tlay\ is spen t in entertainment, hut the horrower has to pay back 
th(e am tihIt lieMiOile inLlltWaS i)It tile table, even thO~gil Ilas ()nlv beei able 
to get a d iscoiuniIted sLnIt to hItIirrOw. 

PARKER SrIII111ON: AgretI ecti ri( n ics hIas S0(IMe iseflnI to)ils of anai1ilv'sis 
tiiundcrsti(ding Africani interest charges. It is a question Of wxhich tool to 
use. M sug\gct iiin is that th1e "rates" tool is being i IerusCdand the "ratios" 
tooI 
is being tinder used. Irid c-stand ringAfrican thinLight aliUit interest 
reItCil'C's hiti, ,sirice ilaillV antiati cal lv ci 

calculalions to 
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linear rates. For many the ratio of interest to principal as it is 

linally paid imateirs iurnne than livw faSt it ac'rteS. IllThe mbia, 1 r 
ilnstalnc'e, aiOlie-veai" h allat 0 pCrcelil antii inl'te rest is dCeemlied faireir tIialii 

i allt
ai I a the Salii int aI:l iler'est. This hl PS cx pli n freqient

write-i ils Of letiders it)t t Ito set
ildI Ii a is Ci W'la0i hI+epiliiclyVXIi as 

UsRtcrs oncle illcSt has i iOttlitetd tiP t io i-iiddeii rili is. MNireio\et, ill The 
Gaunl ia,- aiI perhips illtther rain-ffed ,settinrigs, Iitriiwers atid Icrldelrs 
Sioimet imes agree o i hiail filterest charges that acc'reIC Stepwise tlii)i 
harvests, 	init b' cistatt, linear iniicremenIts.
 

I l
Li hca initerest, wlere chlarged, is iCgOtiabIC, hli iin '0iltexts I have 
ktiiiwn ActderVsarl itiall" the strionger price sctte:-s in dv'adic credit. Ill 
fii ill iltagts Or Otthetr ieSi if special ned aioitig their hiilr riowers, tie\ 
Cali .stilien their ternmis. 

The Ca3ril i0 iali Urbatin tintines ( iaf 4 i gr tIpS) siioIld [not be 
coi is iderCd rep resei at ive if all lend iii"inh ii al"I inrg Africa ir even of 
Africai tililnes. Iniduetl, they atre nire comtparable ti tile elal irate ones, 
with auctiollS anid ini-e.st chairges, f'kLitd illtihe Pacific rimin i fsia. Their 
bidding svstcli is titiasual for Afica. Most African tiiitincs appear to have 
Iixed irders c f roiin, anrid mativ have Iixed conltibihutiois and with
drawals. They are generally simpler tliai tIose of ullaiil Cameroon. BuLt 
discouLting piiciples aialbigous to the one Mr. Ilolloan nmientions apply 
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in some African settings where bribes are paid for institutional loans. Some 
cooperative lenders in western Kenya appear to prefer borrowers who will 
pay them solething privately off the top of their loans but who will agree 
to repay the whole amoMunts officially recorded as lent (with all the 
interest). 

Jo ANN PAULSON: Mr. C.ha.ndavrl¢arkar pIinted out th;t informal markets 

lly not be as fragenlited and SCgllenlted is we aISsUme in our analy\'sis. I 
was surprised, howevei; hv how many1 contracts that Iexpected to find were 
missing in tle inform tl markets in Kenva. I could not alwaVs understtnd 
wXhv Input suppliers c redit, which is a normal part ( f an informal market, 
Was not there bc'ausC the goV)erl controlled,mtet a significant pairt of the 
input markets. The .. sians in prixate marketing were afraid that the 
government Wo uld not ciif)rce their credit contracts. And there were very 
few interlocking conmtracts, In the art'eas withImut lind markets one finds very' 
few\' cniplex cointracts ()r inther factiors. I think ma nv con tracts were n tI 
written because f a lack if en ircement nechanisui, in informal markets 
Once 01Cl m \in2d away from lliand snoc ial grotupings,. 

\\'e have talked llu i ahlult western African infoirnial markets, which 
tend to hive ai l e' l cfi-.ian2 ciilrcts and Iinanc ial airange1ments. In those 
markets oi e canil ave a lot ointile infinlirilal r ia rkets, where triansaction 
costs are loiwer t i'i in fi"01ni 11ii nktsl. \\e Iiv' tio he calrCful in our 
asultlliolns ,lllthe ii(nh nmlal credit niarket ill lEast :\frica, where 
infirmalI markets are thi nier. WIt, in ;icldiiitinit governilint infringe
ment, has kept tho.se inforiiial ii-kets fronl developing? I \wondeCr if' 
anyoneC else his f ild inlfmiAul markets verv segmented and incomplete. 

WARREN WEINSTEIN: Much Of lIralldo I)e Snt,. Work ill Peru'' 
informal Sectoir i:is Cxinlile. tile isue2 of c(otracts and their cii.)rcement 
and things th ,ilar Missing r, if the\- irey intoimomring play, th illeans hv 
which the\- nia he niade to stick, especially as the nointracting pa;rticipaints 
enter into irge r kinds ifl transactions. 

Extending a hit tile p'e\'ninus discussioii if missing financCC Ibe\'(nd W\est 
Africa, we fn ld Iarclays in Swaziland (soiuthern Africa) deciding to 
allocate to some local Swazi a pirt Of the fudlls that it nral'nly\' just gives 
away for good won'irks and g(oodWill, tile Lurpim(se of the S\wazi being to start 
up)a sort of vetnture caital fund. Tiits way the hank- Would give the11 money 
to then, have them play the intermediary role, do the start-up, Watch, ald 
ask them to come Ixick after a year. If tile\ had lost the money, it did not 
matter to Bariclays b)causCe it Wvas plnmiiiig to give the nnillex' avax' an'how\ 
If thex did make mm me\ then hla'clav', has said it will filance thein a bit 
further. This pie'nts onle approimch that hanks might take as a vax'ioif 
bridging between tile fnormal ind the informal. 

Another issue that xx-e have not iddiessed aldequitl(2\'-anld I ail not 
sure how one doies-is the legal and reguliton' (n\enir(nnlentand 'ile 
extent to which that allows fot or creates problenis for efforts at bridging. 
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In Senegal, for example, the L'Financier movement used tile tontine 
approach, first, and collected a lot of mone%, W'hen the\- had it, it waIs put
into another fund for investment. They created thenselves as ifixed capital 
compan: But then, as they contilued t cIollect nione.; tile%-fiunJ. that they
couI! not just put it into tile investmnrt fundl. Because they had nIt looked 
at hiow tihe laws Operaite, tihey \ st a1few years of collection a id have a 
blocked account. They now realize that they Will accuLulae savings every
several v'ears and then do a capital increase. It costs thiem more in legal
fees.
 

There are traders illthe franc zone who 
 ire unable to get trade credits, 
even though we have all said around tile table that banks tend to provide 
thenm. I-or sole of the inforal sector tie are not easyt Itocome by Aniolng 
the additima! efforts being made is ()lie that Mr.I) i p, I'rom tile Banque 
Iternationale pour LAfrique Occidentale (IIAO-AFRIBANK), might want 
to talk ab(Rit a bit More.It in\v'Ilves us inlg tile block account as a guarantCe 
so that infi ormal: groups c1n Use this acciin t t get trade credits id thlien 
possibly at some point bringing in a guaranlee behind that tuairantee to 
increase the leverage. \Ve have beCel st\niIed so far cause the legal 
framtvork does not allow fo0r this kind of organization. sotietlhing either is 
ibank (r is not ibank. The flexibilitv that is reijuirCd t( get miire of these 
linkages going apars to be :ibseint iintle,legal and regnulatorv' frameworks 
Of 1 iliiber iif Africaii c Uiltries. Si) I wiiulit agree thit the legal and 
reg lato l'V \V\IT+lt 1t1i st an11i:il\sisci if weenivirolmnients iie i.e toml see
 
signific'ant Cxpalsi(nsiolfOI' l participlais atid iimoiCey iti Africall financial
 
niarkets. 

J. 0. SANUSI: "'Iro glln (il rdiscussions we have not really looked at 
tile ftlltiire in fcri'inal Vu niwi mttile sector that tile iifirninal Sector is
 
ciollin illt 01' tilie Of tile nai
in Alrici bcCaluse illadcqli acv 'rmaIlrlinci,
 
svstelil. The qu~tion I Waiit ti ask is, What ftlure clIl we we
see? Are 

Cexpecting that the inlk 
 rnl:l sectir will fade away w'ith better development
 
of tile lioirmal sector? And if it exists at 
 ill,wihat is tile situi;ition Of tile 
infortnal sector il lite irInLustriil c nt -rics? 

ALAN GElI.B: lhis is a very ililportilt CIIetiin. Many of the functions of 
informal sectors are not, in fact, carriccl out ill inl"ustrial countries Iybainks 
at all. Some are carried lI. liv social securitv ir by insurance. One should 
look at tie informal sector and tile flOrnia linancial sector with ia much 
broader perspective ili terms Of"ilefIulictiolils if the vaiiOilS cololntlens. 

NANcY BENJAMIN: On tile subject Oithis gil) ill fillancil., tile operations 
evalnat iOns uIlit ittile \iold Bank iigit dii istuidy oflieir loans to small 
inld mledium-scale enterprises and see what that experience has been. File%, 
might see if they have been able It)help fill in tilegap.I have read IboIut 
sonie charitable orgainizaiions that give start-p1loans oiltile order of $200 
or so; if the one-persln operatioin is still il bLisiless a year latel; they will 
give them anotier $200. Maybe that is filling illa few places. 
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ALAN GELtB: This does seem to he an alrea where linkages should hu 
sought between researchers and people who are in tile process of initialting
various approaches toward these problems. This is a very fruitful area h.)r 
case studies and for trying to link them together 

JERRY WOLGIN: If%'Ou go to a place like Guineal, you see Ill this informalactivit. taking place in tile inftornall goOds sector, pet)pie producing at x'r\ 
low levels of capital, all kinds of activit.- taking place. I wonde r wIhAt linkage
there i:i between th t and tile informal financial sectotIr That is. to what 
extent IOthese small-scale irnils, nt a 'i h' tns, req uire credit aidiiclIltUral 1it 
caIp ital froi tther SoUlCes than their own funds t t may'Ile their 0wi, close 
network of relatives? Or, conversely. tt what extent dc these enterprises 
Lel)elld oin i1 ifltormatl fia'ncial sy'steni for either starting up t "colltillUitIg 
to grow, tr both? 

CARLOS CUEVAS: Il Niger we folnd soir.e strtog linkages betweenl 
\vholesa lers an1d i-t aile is, with small retailers Iei i g fuilded thlroit uglh 
wholesaler trading. 

JERRY WOI.GIN: I0 'ot) kiotw Ifa' iryst tOf leasing a'rra ngenieuls It a 
very informal level between, say llLfacturers Or wII'e's of small-sc:lie 
capital wholiese uLIttaxis Or tther equipnent to individualI 0)eatt i-s? 

An AluN AMAtOW: These leases exit btt are (ften nIot written. They 
are enforceali I hv traditit eaI laws atIld St ti, a1Il this is wiherie the issue tOf 
informal finaucing gets a little bit Iltineicomplex. \While we think Of 
in ftormal Illancing aim iing friends and relitives, tover tille Iihat in itialI 
population expands. The sane pritcile-knit\Iledge of the l ient
operates as it does inl the ftrtmilal system. Andlit ( ill the itl,0tIrrua system, 
does one get to know that client? Ilie becomes a frieild Of a friend Or a 
relative of a relative. So the grotuap grows. There are variuls playes il the
 
informal systei, then, besides the moneylender The ttliitines Originate

sonetines like saill family groups and then grow wider to 
 include
 
friends; tweity to twetnty-five i)CIlle is itmt lCiint ,t.And they not aill
\are 

relatives; the\ are friends. 
Things like leases exist and have been enforced. A foIrtmt of securities is 

somtetimes used called postdated checks, which are promissorya 3ctually 
ilotes, and these are used quite effe'tiVelV \WMheI there is a default, they 
actually enforce it. 

MO1AMADOU Diop: Inl Senegal it is necessarv to differentiate between 
the traditional African solidalrit; whicl cuts acrIoss ethinic grou,ps atid stCill 
groups, and the trAditiol tIf.self-flitnci ng anloltg fanlilies and other grouips. 

I wouli ventutre to say that tile paper of Professor Shipton missed one 
point. From a sociological standpoint, there is ill \Vest Africa a General
Agreement ont 1Triffs and Trade (GAT) system that usual' cuts aCi-OSs 
ethnic groups. The GAI'T system is really a reflection of corporative 
organizations, of woodcutters, smiths, jewelers, a1nd what ha'e vou; tllese 
people have traditionally had their own system of linancing that has 
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survived and become increasingly sophisticated. But in aIcontext where we 
have a highly developed legal system, as in Setnegal with its legacy of 
financiat administrative controls, such triaditional finance may not be 
accel)table i legal anthrities. 

Some three \,cars ago tile government illSenegal took very strong 

niastires agailnst what were identilied as u.suiry l)ractices. This came about 
because it some linkages between tile filllal atnd]the iifOrmal sector that 

had dehL1peUidtooi. e )ilt Whe re tie repayiments tf hi. sby 1,orrowers in 

tile irtillal sector were being ensured h\ fi. rni:tl sect. robligations. 
One aspect of tile system was tha't gISi i Is w're used instead of ioney A 

teacher, fOr e:anple, miglht go.l to itnerchlllt to( hi.rrow 1),0(0 francs it r a 
faili si. icial event. IiIst etd i(i tilt1010belt igdirect IVlet tile\; 11ilerclailt 
would "sell hini cigarette.,, costing 20),t)0 francs in exchange fi.r tile 
Io.rrlmver'.s tI nitet ill that alnti. i.Iit for tile " urclIas "(01(l tile iilmediate 

:esale oftilecigarettes back to tile merchant l.tr I1,000(fratics. This practice 

was Si. prevalent that pr',luct ivC intesinenTs wrCe als. of.tenlillanlced that 
way: 

Tihe rates iOf slall\' weie pe ict'it. IF(r salariediiieirest clse t( 11(11) 

people, of coure, such Irates were Si) Iti'lelsI. tle iS1t)be Ilusive. But tile 

interci.ntilect ioi between tile foi.'nmaI alld iniii'nia I sct Oi'sb and the1(iveril-
Inlilt if Senegal's iltervelit iil cale all.tti be(ause tile So)llisticatiol if 
tile system reached a pi.Oilt whetre teCherS alid lcail civil Ser'Vallts Were 
assigning thleii" salIaies ill Iheir hanks in favi.)r ofthe triader.At the end i.fltile 

nl1lth, w,'heii tile teatcher, fOr example, went to cash a clheck, the Ianker 
ViuIld tell lill thIat h(e had nI. i li lltCeV, Iecause 100o1(2prcelt Of his salary was 

already assigiled (0 vailius IllerchaltS. archtltSalid bank etilIplWees 
were tlus \i ii'kilg i cll luISiiill hut ill violatioll ftlie laws ill Selegal that 

f)orid taking ilmtre than 30 percent if tile salary iat ill ivid ual. TIle 
pr llell \%-is tile rUr'al areas, alid lall' o(fespecially coiIill.)I ill tle victills 

of S:ome of tlCse tltr'y practices were civil Servalts, maiinlyv teachers. The 
pri-1len1 Ilecamile si. ictite that it hecaie a political issIe, Ailld tile teachers' 

union asked tile gi.)verillent t) ilter'Cnle t cleany up tile systeill. Tile 
gi.overnillent no0w has ipattiply if laws agaiinst these praictices. 

Ill tile plroi.ductive sectoir What is happening notw is tllat we have local 
self-liquidatiilg tV)Ctes Of i.)lerati. n, ill which tile banking system illtervenes 

oly aiva clepisitor' of the excess liquidities ci)llilg frinl these operations. 
Ill I' jLldglllenlt, ihi1ine0 tile it otilthis \ (less iilterest accrues deposit) 
reli'eseilts tile CO)uinterpart i )f tile iltilperfOriiling loais frm which tile 

banks are suffering. In Ill'judgnlelt it Ruils into tile billins Of CFA fraics. It 

is a tremendLosl' ipllll)rtailt sector \e kino i,allut it Ibecause lInanyV of tile 
borrowers who have nonperfi)rming loans ill Senegal and iii other French

speaking coiuntries are still operating ill [t)rod daylight very profitable 
operations; but because those loans were not, ill tile first place, self
liquidating, they were not materialized, ill some instances, by very solid 
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legal documentation. The banks are legally unable to seize assets of those 

operations. 
This is an area that deserves substantial research. There is a gr'at deal 

there, because it is the only explanation for the fact that, in a country where 

30 to 40 percent of the banking portfolio is affected by arrears (is 

nonperforming), there is at the same time a very lively informal sector at 

every level, from the lowest to the highest. 



8 Joshua E.Greene 

Inflation. in African
 
Countries: General Issues and
 
Effect on the Financial Sector
 

Since the period of the first oil shock in tile mid-1970s, African countries 
have experienced a considerable amount of inflation. Inflation rates of 20 
percent or more a year have been common for iany African olluntries 
during tie past fifteen years, and a few countries have even experienced 
rates in excess o"50 or even 100 percent a year. The persistence of inflation 
has had important repercussions for African Countries, affecting economic 
performance in a variety of ways. The financial sectors of these countries 
have felt a significant impact from '.he continuing inflation, as have other 
macroeconomic aggregates--colnstLltion, savings, and ilvStmen-t-and 
the foreign exchange markets in some countries with particularly high 
inflation rates. Despite the awareness that Africa has an inflation problem, 
there is remarkably little analysis o"the phenomenon to date. 

This paper examines the inflation problen in Africa (excluding South 
Africa) and in sub-Saharan Africa." Except for a discussion of cross-country 
inflation rates, the analysis focuses on inflation in Africa generally, using as 
a basis compa risons between groul)s of countries with relatively high and 
more moderate inflation rates. Differences between individual African 
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countries regarding the sources of inflation are not explored, although the 
iniportalnce (ifVan'.)tlS factilS nI di. mht differs flinlm couIIInt ry 11 country. 

The next section of this faper reviews recent trends in inllaithrn in 

Africa, exaililig the data hoth for individuLil tLintrlieS :ad f'i"gr(itips if 

countlries with relatiVe' lyhi ih andlli i_re l )d rate inflati in rates. The third 
section examines the possihle Clses ()fiiflati n, 6 I.using oll tileo different 
c tlilrilhutioins Of a0ii.1a'y expansi l, fiscal deficits, exclllge a;djlStrIlle 
Ilell.s, a1d )tlcr fators to inllatuil illhigh- and lllO.Terat-illLtioIl 
colllltrie The f6tirth section then ttrt, to a dIscuss.niil Of the effects tof 
inllatiotl On tile finmcia sect. mis L\fhicaii countries The discussill in this 
section is a l/Ut SillCe nilt)if 1iiecesslrlv sO. \t_ speculltiv', h IV.avaiihlhe 

inifrniautiOn is qiialitavet_ and anecldiitCiL \arii ts i. ilicy me;suCs availalle 
for reduIcinl inllation in African Cssiblecountries a1nd \hat theirl' effetCs 
could he on the Ina1ncial scctti's i if these Coltlries 1i-e discussed illthe 

p1pr"s fifih section. Tile finall SCtioin .'Ulltatl/,si. le' ,'0rclIdilIg remarks. 

Recent Trends in Inflation in African Countries 

Officiatl price data most Afri.;ul ci. illri.s i1iLIS he evaluatedi ll" with 
CaLutiill fi)l" I U IW i-reXIS.)S. First. in IiiallV CilI'ieS price indicesat .

record prices )il l\ : city or ii-1ban Ir'Is, anid the weightspC:-itla 
aIttlched toViv'aLIS Colll oiits [Ive Il)hell revised illma.iV I stail)ces 
for I inig perio.ds Oif time, silinLet inlis CxCll several (hecades, to reflect 
changes ill ciiSiu1i)tiitn JlptIIriis. Sec.id, price iiidices iIfteii reflect tie 
official prices if gi i. ++Ids price c liti' iat1I1icr t1aii actiia1+l prices ofsubject ti s, 

ioods lssI.lf i1npoplL1r iruratl ia'L.,ctsl.Hth these fac.ir's inipart I1 
di.iwniiwfd IiiIS ti.I iiieas i Credpr ices aIIICt illItit i[.,ites. 

)espite thcse pr.visi s,it is clear b\' all ,aCCiuitSthat Africai ci. ntries 
have experieicecd sigiicat iiifltitiln Sillce the peruii of ti fii-st oil price 
shock in the iiiid- the dtat19Ths. Accirdinig to ill tile hltcrnatiilal Mi inetf-' 
Flund's \Vbr/d lanCow1Mic Outook,(IMF 1989), tC ate f CoiilISUinr price1i 


in flati11 ii sub-Sah ara Africa, as rna:lt:red I 'a weighted ,tverage of 
individual cOUlitrv data, ax-eraged iore iii 20 percent a ','ear during the 
period 1981-1988 aild signliicantly exceeded that le'el Ciiulg 1981, 1983
198-i, an1d 1988 ('ltble 8.1). For all of Africa (excIludiniig South Africa), 
inflation r-ates hiigh atstlOse for subin c(2itaiin yea s lIave beii aI ill.st as thI 

Salaram Africa, the perid aveiage being abi)mt 1"perceilt. 
As shown iii 'lhhle 8.1, since 1981 Afric.a's inflation rates have averaged 

sonewhait less thiaii those for all de'e~l.ilg couiitries, iminly becatuse the 
figures for deve Coping grio.up rCflect the large weight of highcuntries as a1 
inllat iOin conLntriis in Et.urope and Litin Ameri ca. Inflati.m rates of African 
countries have been simiwhat higher, on average, than those of Middle 
Eastern countries (16 percent), about twice those for Asit (9 percent), and 
three to four times the average for industrial countries (5 percent). At the 

http:perio.ds


TABLE 8.1 
Inflation ltes in Africa and Other Country Groups, 1971-1988 (annual percentage change in consumer prices) 

Average 
19-'1-80- 1981 1982 1983 198-; 1985 1986 1987 1988 

Average 
1981-88, 

Africa" 
Sub-Saharan Africa, 
Developing countries by region 

Asia 
Europe 
Middle East 
Western Ilemisphere 

Industrial countries 

15.2 
17.2 
20.c) 
10.5 
13.8 
13.5 
39.8 
87 

22.-4 
257 
25.8 
10.-4 
23.6 
15.1 
60.8 
10.1 

12.6 
1-4.0 
25.2 
6.4 

33.1 
12.9 
66.8 

-. 5 

19.7 
2-1.5 
32.-i 
67 

22.8 
12.0 

108.6 
4.9 

23.8 
29.-i 
38.2 

-3 
25.-i 
1-4.-

133.0 
-..7 

12.-i 
13.-1 
39.' 

-1 
25.5 
1.0 

14-i.9 
4.1 

13.2 
1.4.2 
31.1 

9.1 
24.8 
18.2 
87.8 

2.3 

1-.7 
18.2 
.it." 
9.8 

30.3 
19.3 

130.0 
2.9 

19.8 
2-1.9 
67.1 
1-4.6 
-9.3 
18.8 

277.6 
3.2 

17.2 
20.4 
37.0 

8.9 
29.1 
15.9 

118.6 
-.9 

a. Compound annual rates of change. 
b. Excludes Angola, Narnibia, and South Africa. 
c. Excludes Algeria. Angola. Morocco, Namibi:i. Tunisia, and South Africa. 
SOURCE: IMF 1989. 
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same time inflation irl Africa has averaged less than that of developing 
European countries (29 percent) and far below the average rates experi
enced by developing countries in the Western I lemisphere (119 percent). 

A closer look at the data in indi idual Africin cotultriCs indicates that 

the average inliation rates of I- to 20 percent largely reflect tile experience 

of a smaller gri iip ()l*coiu ut ries with verv higli inflati in rates. Aksindicated inl 

"able 8.2, inflation rates in a group ortx"elve countries with anmual inflation 

of 20 percent or mire during at least four years since 1980-Ghana, 
Guinea, Guine;ia-tissaLu, MOzainhqiie, Nigeria, Sierra L.eonhe, Somalia, 

Sudan, Tinnlia, t ganda, Zaire, Atnd Zambia-have avCriged nearly 27 

percent a vear since 19"5. Except fir Nigeria all these countries have 

experienced inflation rates in excess ( f 30 percent during mm )st of tihe 

1980s, with the averlige !"ir 1981-1988 more than -1) percent once Nigeria is 

excluded. ll Sierrai Ione aind Zaire the axeivragc inflation riate dIrii ng 1981

1988 exceeded 5) l-rcent a \car. In I 4tinda tle avcrage was mire thaln 100 

percent a year, xith inflation exceeding 120 peirceiit auaully fromu 198 to 

1988. As shown iil 'lthlee. 2, in flat i n a'celerated niticeabl' inmm fthec i 

high-inflati n countries during 1980. Inflationl rSe ftrtlier in 198- and then 

receded soiewhat in 1988. Tlics trends are maskcd to in extent hv the 

heavy weight given to Nigeria inl the compo site figures shonvii in ',ible 8.2. 

In Nigeria intl atio n renmind firIiru i(eCst betxee 1985 al d 199-' axe rag
ing 7 percent Ieri.ear) and thell accecrated to moire thin 30 percent in 

1988. 
Inflation rtas fOr the temailnilig :\friCan c uiitrisxC re significanth 

lower during 195-1988, avragilg a1)iut 12 ipercent a vctr fiting 19"5

1980 and 9 tc'r'CCIt durinlg 1981-1988, the ltter being Abit txicC the rate 

for inidustrial ountriC during tie simc pUriod. lihe cotmpa;lblC figures 

for tile sub-Slhiaa' ci it ll i eti t i tlt dllrate-inllatt ioi )fricill C')intries 
were 13 and It)pertnt, respectively. Neverthieless, txv"entv- ncO tihe thirty

live mriderat.-iii Ikitiir countri's ill suilh-S lalll Africlc experilCCd at least 

One vear of 20 percent inflatiin Luritg the 19-5-1988 pCriiid: Burkina-

FasO, llutiridi, CapC \rtC, (:1id i,mnlii ris, Dii)uhiti, UIltli uineCii iic, 
Ftliopiai, (Ghbon, Thite (aun biai, lvorv Ci iast, Ketia, .\Lidagascar, N\ilaxxi, 

Mali, Mauritalaia, Niger, Sa i '110iniCaeri Prti Cilpe, SenegalI, Swaziland, and 

Togo. Eleven if) these couiitriies Cx)eriCnced inllllti n of 20 percent or 

more in tw( or in ire yans, and six (Cape \rde, l:IqlItrial GuiliCa, The 
Gambia, Mladagasca, Mali, aind Niger) hiad inflati nirates mm at least 20 

percent ill three oir tll(ire yecars, iichiLdIng it IlSt xii c( n1scCltiC vears. 

Three countries hald inflatiin rates abiw 20 percent tfr four 'ea's iin tile 

period: Cape \rle ( 195, 1981-1983), Equat1orial1 Guinea (1982-1985), aind 

The Gambia ( 19'5, 1985-198'). ()n' one ofIIItesc ounltries, The Gaumbia, 

had an infllation rate averaging more thaln 15 percent a veair during the 

period, although its inflation rate for the entire 1975-1988 period was still 

smaller than that of any of tile countries in tile high-inflation group. 



TABLE 8.2 
Inflation Rates in Selccled African Counries 19-S1988 (annual ratcs of change inConsumer prices) 

.\verage 
19"5-8 {) 1980 1981 1982 1983 198-4 1985 1986 198 7 1988 

Average 
1981-88' 

t igh-inflation countries 
Ghana 
Guinea 
Guinea-Bissau 
Mozambique 
Nigeria 
Sierra Leone 
Somalia 
Sudan 
Tanzania 
Uganda 
Zaire 
Zambia 

Countries above 

26.6 
61.3 
11.6 
16.-1 
2.0-, 

19.8 
15.0 
21.8 
20.1 
16.4 
77.3 
60.8 
14.3 
37.6 

21.9 33--1 
50.1 1l-.-4 
-lOt) 35.0 
6.8 *i5.5 
2.0.' 2.0.1 

10(0 20.8 
12.9 23.-1 
59.0 -4-1.6 
26.5 2-4.0 
30.2 25.6 
99.2 108.5 
46.7 35.-1 
11.7 1.2 
41.3 56.0 

1-.5 
22.1 
29.9 
16.5 
18.0 
7. 

26.8 
22.6 
20.6 
29.0 
-9.4 
36.3 
12.3 
27.9 

317 
123.1 
30.3 
23.3 
28.1 
23.3 
88.o 
36.4 
30.6 
2.0 
2..1 
77.1 
197 
50.2 

39.-i 
39-
2(.0 
65. 
303 
39.5 
66.6 
92.3 
33-
3.2 
-40.5 
52.2 
33.0 
39.1 

15.8 
10.3 
19.0 
-45.0 
29.2 

5.5 
-6.6 
37 -

-5.6 
33.3 

126.8 
23.8 
3-4.2 
387 

17.9 
24.6 
68.-
3-7.0 
387 

5.-4 
80.9 
357 
23.3 
32.-4 

179.6 
-5.7 
51.6 
44.4 

26.2 
39.8 
36.8 

1067 
166.0 

10.2 
1787 
28.1 
19.5 
29.9 

256.0 
90.4 
57.0 
58.4 

37.0 
31.4 
278 
66.0 
50.1 
32.9 
3.-4 
82.2 
41.2 
25.1 

123.0 
82.0 
50.1 
-4.8 

27.0 
44.8 
33.5 
48.4 
39.6 
17.5 
64.5 
45.7 
30.3 
29.8 

101.7 
53.7 
33.0 
44.9 

excluding Nigeria 
Other countries 

Africah 
Sub-Saharan Africa , 

11.5 
12.8 

10.6 
11.5 

12.3 
11.5 

10.6 
12.8 

8.1 
10.4 

9.4 
11.1 

9.3 
9.9 

9.3 
8.7 

6.1 
6.4 

8.2 
8.7 

9.2 
9.9 

a. Staff estimate. 
b. Africa as defined in Table 8.1, excluding high-inflation countries. 
c. Sub-Saharan Africa as defined in Table 8.1, excliding high-inflation countries. 
SOURCE: IMF 1989. 
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Factors Responsible for Inflation in African Countries 

Avariety of factors have been responsible for inflation in African countries. 
As noted in a recent World Bank study of inflation in Zimbabwe (Chhibber 
et al. 1989), the elechanisms giving rise to inflation in individual countries 
are complex, frequent ly ilvi ng a coiinatio ii andv Of( etarv cost
push factors, and are iifluenced bw exchange rate dcevelopmntts and 
changes in price control regimes. Nevertheless, recent theoretical anid 
empirical w(irk oin inflatitr has identified at least three models, not 
necessarily independent, f"Orexplaii iig the acceleration of inflationi in 
irldividual, c iuntries. One is a straightforward mo(netarist model. The 
seconri, which can be termed a tiscal approach, acknowledges the role of 
monie, ill inflatiOhn but identifies large fiscal deficits as the underlying cause 
of monetary expatnsion. The third approach focuses onl the role of ex
change rate depreciation, either in conju nction with monetary policy or as 
an inlfluence on other factors feeding into inflation. In addition to these 
three complementary approaches, claims have been made for Other 
variables as factors behind the rise in Africat iril rates, includinrgatlioin 
increases in import prices and increases in d imestic incoimes arising 
through higher \'ages and agriculhur:tl producer prices. 

First, and perhaps best known, fthe varh ins inllati( i theories is the 
mnonetary approach. This reflects Miltoin Friedmians wel-known adage that 
"iniflation is always alnd everywhere a.i ontlarv phenomenoin." According 
to this V\'iCW; inll Id be positivelv Correlated with rates oif monetaryati in sh lu 
expansion, the mI ost intilatl in-prone Coultries experiencing tile largest 
rates of monetary growth. Moreover, as the increase in the money supply 
call .ome from vaiins 1ul'Ces, it is tilemortallrv gro\wth that matters, 
ratlher tha. ulde rlyvilrg factolrs that nmay he responsible tfor it. 

The seconld approach at tempts to look ehindI simple monietarv
iriflation correlations to identify tile Stui-cC of monetary expansi on in large 
fiscal deficits. Ns sunmmlarized in a recent paper ly Monticl (1988), propo
rnents of this view base their arguments ol theoretical models in which 
fiscal deficits are ,he miajor cause of rnoietary expansioi. In these models 
the ratio of the fiscal deficit to gross domestic prodluct, in the context of 
rational expectations and a Caganl semilog money demand function, 
ultimately determines the ec( nomy's inflation rate. Since government 
deficits have been relatively large in many African c(iuntries, this fiscal 
model also has appeal. 

The third theory of inflatiin emphasizes the contribution of the 
balance of payrerits, particularly the exchange rate, in generating price 
increases. in1this approach exchange rate depreciations are seen as 
contributing to inflation either through an increase in inflatiorary expecta
tions or through a worsening of the government's budgetary position that 
is later accommodated hy monetary expansion. Alternativel), devaluation 
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mnay augment inlflation hy speeding the process of adjusting nominal wages 
and thus domestic prices.I Although this latter explanation may be more 
relevant to countries with formal wage-indexing systems, it mav also apply 
to countries with very high inflation rates, in which pullic sector wage 
rates aire often adjusted after large de'alIations. 

In addition to these theories inflation, othersthree of tw\'o iiiore 
reflective of the old "cost-ptush" and "demald-)ull" models of intlation 
have been advanced. One emphasizes the role of higher import prices, an 
important co(st-push eIement that can increase domesti,: prices both 
directly and through its effect in raising the cost of domestically produced 
ni1ntaictureCs. The other stresses the role of higher ilicomes that lead to a 
rise ill aggrtgate d1enIand as a source of inflation. This vit\V is reniiniscent 
of more trad itLionial iid cdels.dema -pulll 

This paper d(es IiOt attemlpt to biildi detailed structural Model of 
inflation ii African coullntries, such as that in Clilibber et alI. (1989) or to 
Undertake a,formal test for th( c evance ofalernative inflation theories,ash t

is dcile in Montiel (1988). Nevertheless, son1c initial conjectures cati be 
drawn by compiring lta oilinlflation for high- anIdiloderate-illflalion 
Ct'Llintriies
with nl( lletits ill potential explanlatory v'ariables, suli as the 
rate ,)fim metirv grlw, th, ratio If fisal hdeficit to GI)P,trends ill import 
prices, and niovemllents in composite nominal effective exchange rates, the 
latter leing aimeasure (If chalges in nat1ional currencies vis- t-'is a set of 
cOI dttrr'ading partners and trade comnlpetito rs. These data, drain from 
IMiF (1989) "Ind the IlF's Interl ational linancial Statistics data base (for 
nolminal effectivc exchlange rates), appear ili thble 8.3. Inladdition, the 

estinlItes soc,)l for 
iercCeltage change ill tile cInscImer price index ili high- and lower
inlllitiOn CoutIlit lies ;S a fu rtiher test (t the relationship ietween inflation 
a1li tliese p:trticuiaLn -a riahls. 

The data in 'h1i Ic 8.3 Ipirovide stt(Ilig su ppo)rnt for the role of'monetary 
exp:lsion in generating inflation. African countries wvith high rates of 
infItlifll have tendLICL Oil ,Iverage to Ihave faster rates of' monetary growth 

paper reports otil of l retiCeI-forl equitions the 

during, the post-197- period than have African coLuItries Vith lower 
inflatio n rates, even though liionevy go'Iwthl was not necessarily-faster ill the 
high-inflati n countries every year. Dluring 1981-1988 the average yearly 
gr wI I rate of IradItiI liICv ili tile high-inthaitliocI countries approached 26 
percent, nearly twice the rate in other African conIlitries. This general 
pattern can le steen iti Figure 8.1, a scatter diagram of inflation and 
mniletarv expansion for tile Iligh-iliflatioli alid other African countries 
throughout the 1975-1988 period. Ilndeed, the simple correlation between 
inflation and monetary expansion in these two groups of countries was 
0.63. Of c hd'rse, the relationship between monetary expansion and infla
tion may reflect other factors, schICi ,sthe rate of domiestic credit expansion, 
particularly where net foreign assets have been static declining.or 



TABLE 8.3 
Selected Economic Indicators for I ligh-Inlation and Other Countries, 1975-1988 

ligh-intlat on countries Other cotuntries 

Inflatiotn Moiney Fiscal Net credit to Import Exchanige Inflation Money Fiscal Net credit to Import Exchange 

rate-' growth" delicit governmenl' prices " rate' rate-1 growth" deficit, g wernmenl prices" rate' 

1975 300 3-o 9.8 I1 121) n. 11.1 IS q 68 8- 1+8 na. 
1976 26.3 3z.2 9- 20- -0. [a. 99 23 8 8.5 - 1- na. 
197 30.0 3-i 8.2 32.3 9.o -1.2 132 20.- -8 3- 8.2 -0.3 
1978 26.8 107 3 187 13.8 -9.2 123 181 -3 9 8 11.9 -2.0 
1979 2+-1 15- 5A.0 08 15.6 -82 11.8 160 - 6 8 15.8 0,6 
1980 21.9 -40.2 3,6 .6 13 - - 10.6 1-+(0 -3 (1A 155 2.2 
1981 33.-1 2-3 .8 31.9 -3- 1.1 12.3 157 5..A +- -- i+-1 1.9 
1982 1I.5 16.1 . 22.7 -- i6 -1.8 10.6 181 8.-i 8.2 -6.1 27 
1983 31.7 19.9 8.2 33.9 -. O -5.8 8. i 127 100 0.9 -38 1.8 
1984 39.-- 21.2 +.8 137 -28 -69 9.-4 100 6.5 6.5 -3.2 3.3 
1985 15.8 2-.2 -. O 8.1 -1.6 -13.2 9.3 15 1 08 2.5 -1.5 23 
1986 17.9 20.8 -4.9 2.1 135 -- 3.3 9.3 6.6 8.2 6.7 13)0 --. 1 
198g 26.2 31.0 9.5 10.9 -59.9 6.1 9.9 -i ".9 10 - -61 
1988 37.0 -i.3 9.i I"7t9 62 -18.6 82 9.8 .8 -4.1 5.1 -+6 

Averages: 
19"75-80 26.6 28- .0 1.9 11. -3.59 11.5 18.- 7.6 6.9 10.8 0.I1 
1981-88 270 25.8 '0 2 1.8 - 18.5 9.2 13.0 7.5 5.6 1.3 -0.7 

NOTE: i1a. = not available. 
a. Percentage change inl COl).nLsmer prices 
b. Percentage change in bro d nii itny (.I,) 
c. Central giivernment budget defict as a percentage of GI)P 
d. Percentage change in net credit to government, relative to the broad money stock at the start of the year. 
e. Percentage change in import unit values (in I .S dollars). 
f. Percentage change in nominal effective exchange rate: negative figure indicates depreciation. 
g. Average for 19--1980. 
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There does not seem to be tie same close relationship between 
inflation and fiscal deficits per se. For example, central government budget 
deficits as a percentage of Gl )P were actuall' soINewhat smaller in the high
ifllltion countries than in other African o unltries during most of this 
period. This lack of correlatiton Iietween inflation rates and fiscal delicits 
could he because te data lvail'able reflect Only central giO vernnelnt liscal 
deficits, rather than deficits for the elitire poltlic sector, for which illfornma
tion is not readily available. It uld also be because the same budget 
deficit may have very differCnt inllatmaiolry IepCrcussions depending oin its 
finaancing. For example, a budget deficit financed by external rest InreCs 
would have a less inlathtiolnarv impact tlan i\Ould one finlced bV dl estic 
bank borroiwing. On this issue T"lble 8.3 indicates that the inIcrease in ntat 
credit to) tile goivern melnt (.as : prl Opltithan ' tlie begiiloing-yer lr(I:l 
money stock) in tile high-inflation countries averaged niearly three times 
greater than inl the cotitries with lower inllation rates. sutK.ts thati'bis 
governments in Africain C ulitries stimulaited inllatii n by aigmllt iting the 
groiwth f it tl dti es tic credit, 

This caln :list) e seen 'lll ,ascatter diagtall relating in!latioti rates to 
the growth in naet credit to goVet(1nmcnt (Figure 8.2 ). Fiscal pi licv, iiu Other 
words, appears it) [ta_ contributed 1t inlflatiotn in these CoLItItriUs but 
mostly ly contributing to faster nonetary' growth. The drt in thlle 8.3 also 
provide little support for tile role Otf imnptNcd inllath in, Is iCasuredliV 
import unit vales il l'S. di llars, as an tnderlying source o' inflatiotn ill 
Africaii conLitIries. IiiippM1 nillit V3t tes Roise sligyi taIster il tile hiighi
inlat ion co Itntiies IatI in tilie rest, bnt tle diffetetice averaIged less t1han 

Oile percen itage poilt. 
There is ,I i,trng, cOMCtitenipi)OranetLIS relatioiship between extgchane 

rate depreci ation ;lad the rate Of inllat iut in Aftrica i ctiunt r iCs dring tile 
1981-1988 I)erIi( )d, atlthough this ieed not imply that the directitn o f 
causality is fromn de I-ec iat i( ni to ii flat itin. As 1inas tired hy it mIin I 
effective exClhaigC rattes, tile avCrage anial rC.e i1 depreciati ill the 
high-inlflation countries was 18.5 p8erceit a1d e'.ceded 20 percent for tell 
of the tw,'el'e cOtIntnies inl the groip. B ciiii;parisn, the average rate of 
depreciation was tr1ly 0.7 perceiit f' )I the iodcrate-infllktiion countries and 
0.6 percent for the sutbset if these ciLilt'ies inl sulh-Saliaraii Africa. In only 
two of these citliltries was tile \'eragge rate of depreciatioti abowe 10 
percent during tile period, aid onl o'tie (l-Ihuatiinial Guineai) had an average 
rate of depreciation as high as t1iat of ckntt'iCS ilt tile high-iI1,ati tin groLip. 

Moreover, after excluding two years ( 1986 and 1987) whien depreciation 
was unIsially large in the ligh-inlflation co untries, the simple correlation 
of inflation with depreciations in the nominal effective exchange rate for 
these two groups t)f cou~ntries is 0.53. Thus the dlata are consistent with a 
relation between exchange rate movemenllts anod inflation inl African COLIl
tries, which is also inl agreement with the resilts in Montiel (1988). This can 



n1flation in African Countries 215 

42
0 High-inflationcountries
 
x Other countries
 

39

36

33 

30-


U 27 

clJ 

-" 24 

21

18

15

12 x x
 

x
 
xx x 

9- X A~ 
× x
 

6 tI I I I I I 

5 10 15 20 25 30 35 40 

Percentage change in net credit to government 
Figure 8.2. Percentage Change in Consumer Price Index and Growth in Net Credit 
to Government, 1975-1988 



216 JOSHUA E.GREENE 

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 (Figure 8.3).' 

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 tile 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 (is in Zambia) or 
permanently (as in Zaire). In some cases tile government did so in 
response to the growth of widespread parallel exchange markeis, which 
had developed in response to continuing monetary expansion and tile 
subsequent overvaluation of the official (fixed) exchange rate. In these 
situations exchange rate adjustment may well have been a response to 
other and more fundamental sources of inflation, rather than an innediate 
cause. 

Exchange rate adjuIstments themselves, however, raise the domestic 
prices of imported goods and thus affect the overall inflation rate. In some 
countries where fo)reign 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 tile overall consumer price 
index. Indeed, there have been cases, such as Uganda in May-June 1987 and 
Mozalbique in late 1988, where a depreciation of the official exchange rate 
in conjunction with other adjustment policies 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 lartiCUlar the extent to which depreciation, as part of a vicious 
circle involving monetary expansion ind other factors, has acted as an 

in African countries.(,independent cause of inflation 
Current empirical research on this issue 4s inconclusive. Chhibber et al. 

(1989), in :heir 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 tile domestic inflation rate once certain 
institutional relationships involving food and service prices had been taken 
into account. Similarly Itarber (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, 1985-1987. But Montiel (1988) has determined that initial ex
change rate movements were an important and identifiable cause of 
hyperinflation in Argentina, Brazil, and Israel. In addition, London (1989) 
found that the exchange rate was a significant determinant of African 
inflation during 1980-1985 but not during 1974-1979. 

Although data on wage rates and on farm incomes or producer prices 
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are not readily available for groups of African countries, there is some 

evidence that wage movements have contributed to inflation in Africa, if 

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 deva1lua1tions have often observed najor sublshL

quent increases in wage rates that have subsequently hoosted aggregate 

demand and reinforced inflationary trnLs alread' under" wa. Similar 

effects may have occurred in countries with severe foreign exchange 

shortges and limited supplies Of dioimesticallylv uufi&ctured goods after 

increases illagricultural producer prices. 
In the case of Uganda, for example, after the May 198" devaluation wage 

increases in tile private and pullic enterprise sectors were especially 

proIouInced, raising local food prices and negating the gains in real 

income from the across-the-board wage increase s granted to civil servants. 

In some countrie,; the resulting increases illcolnSllmer prices have led to 

in the real effective exchange rate, underminingsubstantial appreciation 
competitiveness and creating pressur'e fOtr further exchange rate deprecia

tic-ns. Indeed, the inability to restrain wage increases after a devaluation has 

sometimes led to a vicious circle of devaluttion and wage adiustmnents 

whose ultimatte effect has bee:n, a continuing inflationary spiil, much as ill 

countries with formal indexation systems. 
a further test of the effects of different factors On the inflation rate illAks 


African countries, several reduced-form equaitions were estimated ,relating 

the weighted average percentage changes in the consLimer prix indices 

for high- and lower-inflation African co)untries to each of the four main 

variables discussed abo1)ve, using variouts lag spccificatio)ns. The equatio ns 

took the following forms: 

ACPI = a, + a(1,12 + a,)hF/GDII + a3AILIP.PR + ao1ANEER (1) 

ACP/ = a + a(1112 + a,DEF/G)I' + a.NEE'IER (2) 

ACI = a, + a,112 + alVEF/GDI' + a, (AL IP.1R - AVI,.ER) (3) 

where ACI is the percentage change in the annual average level of the
 

consu,mer price index, A112 isthe percentage change in tile average broad
 

money stock during a year,D F/GIP is the ratio to GI)P of the central
 

budget deficit (with deficits recorded as positive
governmentIs overall 
numbers), AAIIP.PR is the percentage change illthe average annual unit 

v.,lue for imports (nelsured in U.S. dollars), and AjVIT.ER is the percentage 

chaIge in the average anLua nominal effective exchange rate. 

In equation 3, the last two variables were co mbined to impose the 

condition that the coefficients a and a.,of equaition I were eClial. This 

would imply that the main effect of exchange rate movements oil domestic 

prices was through its impact on the domestic price of imported goods and 

services. To estimate the equations, weighted averages of individual coun

http:AjVIT.ER
http:AAIIP.PR
http:a3AILIP.PR
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try observations for twelve high-inflation and thirty-five inore nioderate
inflation African countries were ,-,'structed, with the weights representing 
tile relative size (in [IS. doll'as , -I each country's GDP, averaged over the 
preceding three years. Two observations for each variable were calculated 
and used in the s:ample set for each year-neifor the average Of high
in flatio (()tlnitris and 01e fir the ave rage Of the imtore ilThderate-inflation 
CUnntttries. Because data foir f uninal effectie exchange rates xvere available 
)INIt )rthe peritd l9- 1988 and it was desirable to test ft r the effects of 

b )th current eJCri)d and )nie-lagged eXlllact( iry variables, the equations 
were estinmated with twnlty-two chbservat it)nls, tw i["ir 1978e-,wh vear froiri 

to 1988. As tile )ici ic Ills o)n AL IlI'.Ie had tini ft I
ic nlvO\ iw,/-statistics, the 
fillal s involved Vari:ants of e(ilati(ins 2 ;ind 3.estintt;tn t)11\' 

The jlPincipal e(nat iiis, using Co)ltenlllj)O fil(2tls valIes ftr the rate of 
broad irhiiycv growth and the fiscal deficit and either current Or lagged 
values )f tileiercelnticge in import nit v;litles ilchange l and nim inal 
effective exchanIgC r-ates, are shoVl inl 'Ilible 8.4. Bccause of the heavy 
we,iglt attributed to Niguria iand the sthstantial Itctunati(lu in its year-to
\'ear inllatt(i Iates, C(ltltillS \\e1istilated ;Uld iitit iObservawith atI 
tions fo)r Nigeria. ,stheICesu ts h )rI' ite sininlar,tit lsets Of equnatti( hus were cj 

OIlV eut1t tins fOrtlAa including Nigeria are reported in the table.
 

TIhI ,CrssiollS
lr vide COUns; de rable sut-)lrt for tile imrilirta nce of 
unonetauy growth ( 1A2) is a detertinaint of inflatio n in Africa, the lagged 

value of A.12 having a statistically significant coe+ficient ill tile range of 
ahl)o TIlese reslIt, stIggest that a prcctage-point increase in themut0.8. l-
raite if br ad ml 1nev growtIl is assi)ciated with alitut a O.8-iPcrcentage-p int 
incrtease ill tie inflatiotu rate dIriilg the folhowin- year. The equations 
revealed thatt the Co liteinp)(Wirati itiS callllge illtie ntinlinl] effective ex
chantge rate was ,lstsignificatnt ill cxpla iing tll veilnts inl tile inflatiion 
rate, the coefficient leing altl'lt -0.-.-Tiiis i-estit was similat to tile finding 
in Liondn (1989), where the coefficient oil the exchange rate variaile was 
0.51 for the period 1980-1985. Neither tie ratio of the fiscal deficit to GDP 
iiir the percentage change ill imitiport p-iCs in 11.S. do ll ars was significantly 
related to changes in inflatitin. ,\Mrtwet; cinbining tihe iiiport price 
change and itnliial effective exchange rate into a single variable 'ielded 
pill(-er restilts thai tie tiSOf the in iminal effective excllange rate variable 
by itself. Overall these i-esttlts are broadly cotsistent with the relatiotnships 
t)bserved from the sinple corr,,Aatit ns discIssed abve. 

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 liniited, and only a few general conjectures about 
these effects can be offered in this laper. Most of these are drawn from 



TABLE 8.4 
Reduced-Form Inflation Regressions, 1977-1988
 

Constant AM2 A.12-, DEF/GDP DEFGDP_.1 NEER (LI'IPPR-NEER) (IA J?PR-NEER)_, R2 S.EE.
 
1. -2.059 0.605 -0.935 0.248 .35i 11.31 

(-.16) (1.96) (-.59) (1.75)
2. -2.568 0.830 -0.598 0.167 .292 13.41 

(-.16) (2.17) (-.34) (1.14)
3. -8.354 0.840 -1.096 0.293 .400 12.35 

(-.55) (2.42) (-.66) (2.19)
4. -0.709 0.553 -0.845 -0.370 .429 12.04 

(-.06) (1.91) 
 (-.57) (-2.44)

5.-7.665 
 0.785 -1.149 -0.409 
 .478 11.51
 

(-.55) 
 (2.42) (-.75) (-2.87) 

NOTE: Dependent variable is the weighted mean petrcn,2ge change in the consumer prict indices for high-inflation and more moderate
inflation African countries, each aggregatec into a single group, yielding two ob.. :rvations per calendar 'ear. Figures in the table are 
coefficient estimates; numbers in parentheses are estimated t-statisics. 
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experience in Uganda, Zambia, and other countries in eastern Africa and 
may not 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 particu
lar 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 one effect of inflation on the financial systems of African 
countries is a tendency for residents to economize on the use of nmoney.
This can he seen in alable 8.5, 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, the average for the former group 
being one and one-half times that of the latter during 1981-1988. 

Asecond 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 becones very attractive, particularly where scarcities of 
consumer and other goods allow private firms to revise product prices 
frequentl\: 

These same forces encourage co1nsumlers to spend, so as to avoid future 
price increases. Accordingl, 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
depesits (that is. quasi money) in broad money may also decrease, as 
private agents economize in general on their use of cash balances. Table 8.5
provides some support for this during 1984-1987, although for the entire 
1976-1987 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." 

A third consequence of inflation for the financial sector is a greater 
interest, among both borrowers and lenders, in short-term activities. Given 
the uncertainties arising from inflation, borrowers are more likely to seek 
funding for short-term 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 w-Ih volatile 
exchange rates and high inflation, there may be a move into short-term 



TABLE 8.5 
Selected Monetary Indicators for ligh-Inllation and Other Countries, 1975-1988 

High-inlution countries Other countries 

Qu:asi-money Growth in real Quasi-money Growth in real 
\ocit. sharel' private credit, \eocits-I share" private credit' 

1975 4.-1-1 0.23 na. 3= n.a. n.a. 

1976 4.46 0.23 9"2 3.-4 0.19 n.a. 

1977 4.11 0.22 28.9 3.31 0.20 67.6 
1978 4.45 0.21 i3.6 3.13 0.21 207.9 
1979 5.09 0.22 23.8 3.10 0.21 18.7 
1980 -1.43 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 1137 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 2.8-1 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 na. n.a. 2.58 n.a. n.a. 

Averages: 1975-80 
1981-88 

4.50 
4.26 

0.22 
0.23' 

52.0 " 1 
120.71 

3.33 
2.81 

0.21 
0.241 

72.3 
46.7f 

NOTE: Data represent averages for country groups weighted by a three-year moving average of country GDP in U.S. dollars. 

n.a. = not available. 
a. Ratio of GDP to broad money (M2). 
b. Quasi money (time and savings deposits) as a percentage of broad money (M2); data exclude Nigeria. 
c. Percentage change in end-of-year private sector credit divided by percentage change in end-of-year consumer price index. 
d. Average for 1976-80. 
e. Average for 19"-80. 
f. Average for 1981-88.
 
SOURCES: IMF, InternationalFiancialStatistic-; and IMF 1989.
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speculative activities, such s tile stockpiling of imported goods or of 
agricultural commodities in anticipation of future price increases. This, for 
example, was the case in Uganda during 1987 and tile 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 durables, 
while coffee hrokers accumulated large loan balances during certain times 
of the year by holding coffee in anticipation of suLbsequent increases in 
official pro)ducer prices. 

As regards lenders, commercial banks can earn significant nominal 
profits on short-term lending operations, even where real interest rates are 
highly negative, by confining themselves to relatively safe activities, such as 
normal trade finance and seasonal financing of large agricultural concerns. 
The reason is that governments in most African countries fix interest rates 
and provide commercial banks with significant s)reads hetween deposit 
and lending rates. Tile availability of large nominal profits on short-term 
lending helps to explain the stead' 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 Tible 8.5 indicates, during 
1981-1988 high-inflation African countries on average exhibited somewhat 
faster rates of growth in credit to the private sector, after allowance for 
inlflation, than did countries with lower inflation rates. 

AfourIt. consequence of inllation for the financial sector has been a 
reduction in loan losses, particularly as regards commercial lending. 
Where inflation is marked, borrowers can repay (ld debts in much 
cheapened currency, thereby reducing the real cost of debt service. 
Defaults and loan losses therefore decrease. This, in conjunction with 
guaranteed spreads bet-ween the costs of obtaining and providing funds, 
provides further impetus for short-term commercial borrowing, thereby
raising the growth rate of credit to the )rivate sector. In Uganda, for 
example, rapid inflation during the mid-1980s largely eliminated loan 
h sses as a serious concern for the commercial banks by early 1988, thereby 
increasing the willingness of the banks to meet tile commercial sector's 
demand for credit. At tile same time inflation has probably not strength
ened the balance sheets of commercial hanks, because the real value of 
their assets as well as their liabilities has eroded. 

Policy Responses to Inflation and Their Effects theon 

Financial Sector
 

During the past decade a number of African countries have attempted, with 
varying success, to reduce inflation through tile implementation of eco
nomic adjustment programs. There is evidence that countries making 
strong efforts at implementing these programs have in fact achieved 
significant reductions in their inflation rates. 



224 JOSHUA E. GREENE 

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 financial savings. In the 

transition to a more moderate inflationary environment, howeve; tile 

financial sector of a country may experience some difficulties, particularly 

as borrowers adjust to a new economic environment in which real interest 

rates are less highly negative and fiscl and monetary policies are made 

more consistent with the country's available financing. Some of these 

problems are worth mentioning here, although it should be stressed that 

these are transitional costs rather than reasons for n()t undertaking eco

nomic stabilization. 
First, banking sector activity is likel\ to decrease, particuIlaIrIy where 

national authorities use outright ceilings on the g:rowth of private sector; as 

well as public sector, credit a:; the instrument for achieving their monetary 

and credit objectives. This, in turn, may reduce banking sector proiits, at 

least in nominal terms. At the same time the reduction in total loan vollme 

may be accompanied by an improvement in total banking assets, as the 

volume of loans profitable only at highly negative real interest rates 

declines. There may also he an increase in real prolits from the decline in 

inflation. 
Second, lower inflation rates may contribute to higher loan losses if the 

slowdown in inflation is accompanied by recession and greater bIusiless 

difficulties. Accordingi, banks max be less willing to extend credit in some 

cases and may need to retrench so as to strengthen their capital base, 
particularly where stronger 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 )ri\'ate sector loans 

nonperforming, thereby jeopardizing tile soundness of major elements of 

the commercial banking sector. This, in turn, may ;iecessitate government 

financial support to individual banks. The requisite go'ernment expendi

ture 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 
tile returns from shorter-ternattached to them decrease ill relation to 

ventures. It nay 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, particularly for projects that stand 

a chance to increase national output and strengthen the balance of 

payments over time. 
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Where higher interest rates accompany the economic adjustment 
process, 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. Iigher nominal interest rates, however, that 
iaise the real rates on deposits and lending Will reduce the incentives for 
speculative short-term bo)rrowing while increasing (at least relatively) the 
incentives fr financial saving. The CjtiaI lity )f lan rt f()toliOs should 
improve as a result, and savings deposits may increase. At the same time, 
however, the vOltuine of priv'tte sector loan applications is likely to 
decrease, although total bank lending could increase if the higher interest 
rates generate a risc in hoanab le funds and enable hank; to apprve a in uch 
larger percentage of the remaining loan applications. Iligher interest rates 
may also impo)se financial losses on firms, part icu llIiix those selling 
commtodities whose prices are lixed by government order. Public enter
prises, which are common in many African countries, are particularlv likely 
to hear the brunt of higher interest rates (ilthough the,' wver'e also 
benefiting from the previous regime of more negative real interest rates), 
anld the resuIlti nglIsses (Or incircases in losses) nay translate into higher 
budgetary subsidies and greater government demands 16r banking credit. 

Few African countries have experimented with eliminating interest rate 
ceilings and reducing reserve reluieienis." The experience of Argentina 
and Chile with these types of reforms sugt, hu Wever, that they carry 
risks if not implemented in the context of an effective bank supervision 
svsteIl. PrticuI larlv w.herelinancial markets are thin and there is a 

perception that gi)vcrnments will intervene t() prevent bank failures, 
interest rate liberalization can encourage ct mnImercial banks to increase the 
riskiness ()f their lo 1)p1()t'tldis, especially where a sharp rise in interest 
rates crowds out l)an applicati(Is fOr safer but lower-yielding investment 
projects (Rbe Fort 1989). Adequate hank supervisin is needed to counteract 
this tendencv. In many African ctut:'lt;ies tht)r( )uglI supervision is hard to 
ma intailn, but greater effort in this area is essential if the reft)rnis are to have 
much chance t f success. 

The rise in real interest rates sht.uldl generate SoIe increase in financial 
savings. In practice, however, the impact mav be small or uncertain. 
Research to date on savings behavior in developing countries has folund 
little evidence to sp)l)OIr a strong interest rate sensitivity of aggregate 
private savings.i) This may 'reflect a variety of factous, including a lack of 
suitable savings instruments and the availability )f more attractive alterna
tives, such as foreign assets or investments in nonfinancial assets, to agents 
with resource.': available for savings. Accordingl; it may be optimistic to 
hope that increases in interest rates, lxarticuIl:trly 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 
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come from their impact on financial savings and bank lending activity and 
from improvemenLs in the efficiency of investment. 

Summary and Conclusions 

During tile past fifteen years African countries have experienced substantial 
inflation. During tile 1980s in particular tile inflation rate has averaged 
about 17 percent a year for African countries and 20 percent for tile sub-
Saharan countries. A small group of about twelve African countries have 
experienced very high inflation rates, aver-tging about 27 percent a year, 
the average for tile otlers being about 9-10 percent during the 1980s. 

A variety of factors have contributed to inlflatioln in African countries, 
incluling the effect of the Irst and second oil shocks and, tu)a lesser extent, 
rising prices of imported consuner and intermediate goods from tile 
industrial c mntries (rparticularly during the 19T0s and in 1986-1988). 
Domestic tinnetarv expansion, ho,.ever, has played a very important role. 
There is dcear evidence that rates of monetary expansion have been 
substaltially Iligher"(n ave rage in high-inlflaitiOn African cou ntries than in 
wrnoi'e mioderate-infl ati n cotuntries, monetary gr()\\l averaging abou t 26 

percent a \,ear in the former and 13 per'cent in the latter cluring the 1981
1988 period. Exchange iratedepreciation has also been considerably 
greater in the high-illat iO)n cuntries, althotgh it is hard to determine the 

direction of causalit\' IbLet\'ell exchange rate llovellents anLd tile inflation 
rate. By comparison, fiscal deficits in the two grtoups of countries have been 
roughly similar Credit to gov ernment has increased considerably faster, 
however, in the high-inflation countries. 

Ilflation has had a num)er of adverse colsequences for the financial 
sectors of African countries, effects magnified by structural rigidities. 
Because nominal interest rates have generally been kept low, real interest 
rates have usually been negative, sonetimes highly so in countries with 
very high rates of inflatio n. Tlhis haLs encouraged borrowing for short-term 
trade activities and has disco uraged savings. Lending for longer-tern 
investments has also been discouraged, and ilhigh-inflation countries 
there has been evidence of horrowing for short-term spectlative activities. 
At the same time loan losses have declined, which may have encouraged 
tile total volume of bank lcidittg. 

Domestic stabilization policies to reduce the rate of inflation are likely 
zo affect the financial sectors of these countries in a variety of ways. Lower 
inflation may increase tile 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 greater fiscal and monetary 
restraint may also reduce the total volume of bank lending, thereby 
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activity,reducing nominal bank profits, and, by slowing private sector 

contribute to greater loan losses. 
Despite the possible adverse consequences in the short run, African 

a variety of ways from reducing inflation.countries stand to benefit in 

Lower inflation rates contribute strongly to an improved economic climate 

that iosters growth through greater stability. A lh)w-inflation environment 

makes it easier for firms to plan and implement new investment projects by 

financial savings by providing posireCLucing Uncertainty and encourages 

tive real returns at more moderate nominal interest rates. l.ower inflation 

rates also reduce the costs associated with the need to make frequent price 

adjustments and to take precautions against future inflation. The quality of 

the banking sectors loan portfolio should also improve, as less inflation 

makes more long-term investments viable. Accordingly, policies to lower 

essential for African countries to strengthen their financialinflation are 

sectors and achieve a healthier economic enivironlment.
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The Impact of Monetary and
 
Fiscal Policies on the
 

Financial System in Tanzania
 

The growth strategies adopted by African countries in tile postindepen
dence period may broadly be categorized into two groups: (1) strategies of 
a socialist orientation ainled basically at redressing income distribution 
tnrough enhanced pulblic ownership of the commanding heights of the 
economy; and (2) strategies along the capitalist path, marked by limited 
government interference with markets and gradual growth of a mixed 
economy with private sector dominance. The nature of macroeconomic 
p1(licies and instrunlents used to achieve them under the tvo strategies has 
been both practically and conceptually different. In particular, Tanzania and 
other countries that embarked on asocialist path had recourse to measures 
that entailed a considerable degree of direct regulation of the markets for 
land, labor, money (including capital), and gcods. Countries that followed 
the traditional mixed economy path continued to pursue policies through 
indirect moneta'ry and fiscal instruments, applied to influence decentral
ized decision making by economic units through the markets. This 
divergence in the ap)roaches to economic policy making suggests that the 
imlact and, indeed, the effectiveness of monetary and fiscal policies on the 



230 C. S. KIMEI 

econom), and the financial system in particular, will be radically different in 

the two groups of countries. 

The objective of this paper is to evaluate the impact of monetary and 

fiscal policies on the financial system drawing oin Tanzania's experience. I 

start with a brief excursus On a simple theory of financial growth in a 

regulated or restricted, as opposed to a liberalized or unrestricted, 

econou: Iirtler, Igive a brief review of lhnzania's financial system and an 

evaluation of its per(I 'rance during 1980-1987 in terms of growth of total 

financial assets and its major components. The thlird section dwells on tile 

weaknesses in central banking and conduct of monetary policies. Weak

nesses in the financial institutions (other than the central bank), with 

particular atention to the experience of the National Bank of Commerce 

(NBC), are discussed in the fourth section of the paper. The last part of tile 

paper presents an Cvaluatim oflthe causes of the observed financial trends 

and iinl)licitly presenits a case fi)r finlancial refo in. 

A Caricature of the Theory of Financial Growth 
in a Regulated Economy 

In the 2conolllic lti t2 llete isnow a consensus that the growth of a 

SouId, well-integrated infrastructure of financial institutions, instruments, 

anod interest rates is a nece.isary preretuisite for sustainable economic 

development (G(ddsinith 1969, McKinnon 1973). The financial system has 
two broad objectives. The first is the provision of payments facilities-a 

respoisibility that rests with the monetary system, comprising the note

and! currencv-issuiig LItI iwit\ (or the central bank) and the intermedi aries 

that providC checking acc()tints (the co niniercial banks). The second broad 

objective, which is peirfornmed by the financial system as a whole, is that of 

interniediati( n in the saving-investnent process, by providing savers 

(surplus units) and investors (deficit units) with financial instruments that 

have characteristics suited to their dlivcs, saving motives. lb meet the latter 

objective, the financial system must ill the course of tine and development 

of the real econmomrtiv Viden, lengthen, and deepen. 

The widening of the financial system is nieasured by the number of 

actors in it, including all savers, investors, and financial intermediaries. 

Financial lengthening is characterized \ thilenumber of different financial 
bankinstrtuments traded in the market, i'"uding, for instance, currenC, 

deposits of all kinds, insurance md pension claims, corporate bonds and 

shares, government sh(rt- and long-term securities, mortgage certificates, 

and loans of various maturities given IV financial institutions. Apparentl\ 

widening and lengthlening are inseparable since the more diversified the 

financidal asset menu, the more appealing it will be to the savers and 

investors with different preferences for the attributes of liqIuidity, yield, risk, 

divisibility, and convenience combined with different weights in specific 
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financial instruments. The overall outcome of financial lengthening or 
widening is deepening in finance. Financial deepening is tile growth of the 
relative share of financial assets in total wealth, and it is generally taken as 
an aggregate measure of financial development. 

The grow.-th of the share of wealth held in the form of financial assets is 
important for two main reasons. First, it reflects an increase in the portion 
of aggregate savings that is allocated to investors thr )ugh financial inter
mediaries (and thus independent of the savings units) and in this respect 
indicates an improvement in the efficiency of resource allocation. Second, 
the more short- and long-term financing is acc0ultlodated b' the lliancial 
system, the more effectively credit policy can he used to inllence 
econ(omic activitV. 

In choosing a strategy for financial growth, countries are faced with two 
extreme alternatives: (1) rely oin tile inherent strength and dynamic 
efficiency of competitive markets and unrestricted financial growth, or (2) 
centralize financial decisions and shape tile financial underpinings of the 
development strategy by government intervention and restricted financial 
growth. 

The argument for allowing competitive markets in equities, honds, and 
aone' is straightf)rward. Competition ma, in theory, he expected to 
acc)mlplish all the major targets of financial development: raising the level 
of savings, efficiently channeling them into investments with different 
degrees of vold and risk, and creating an integrated financial market. 

The unrestricted financial growth hypothesis. The contestability of 
markets for equities and debt instrulaents has the followitw; theoretical 
implications: 

• 	It aids the appearance (f new types of financial intermediaries that, in 
combination, offer an asset menu with broad selection in terms of yield, 
liqu idit., risk, and divisihilitv 

" It widens and lengthens the markets in which investment opportunities 
compete for savings, opening the way to superior allocations of loanable 
fuilnds. 

" It drives interest rates to reflect more accurately hoth opportunities that 
exist for sulbstituting investment for current consumption and con
sumers' time preferences. in this regard real interest rates are likely to lbe 
high in competitive markets and will display an array of interest rate 
spreads that will correspond to the differentials in risk premiumfls 
attached to each financial asset in tile menu. 

" It leads to an equaliZation of the returns to physical and financial assets, 
thereby raising the rates of return to financial savings. 

" The attendant decline in the risks of yield, liquidity, and accessibility 
in holdings of financial assets-including money-tend to increase 
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monetization of the traditional subsistence sector. Moreover, the differ

ences in rates of interest between formal and informal financial markets 
tend to be decreased so that a fragmented capital market becomes 
increasingly integrated, 

The increase in domestic returns on financial savings may reverse capital 
flight. 

The overll outcome of tile foregoing effects of contestability is an 

increase in the ratio of domestic financial savings to total wealth (or 

income). This will reduce tile incentives to government to raise funds by an 

inflation tax. The integration of the money and the capital markets paves the 

way for conducting monetary policy by using traditional instruments. 
Nevertheless, unrestricted financial growth is not automatically real

ized by the governments doing nothing and pursuing a laissez-faire policy 
If the starting point is, as it was in Tanzania at independence, an open 

dependent economy; without a national central bank but with financial 
operations mainly in tile hands of foreign commercial banks, then some 

active government policy will be necessary to form the institutions and 

instruments of monetary policy and to ensure the existence of domestic 

competition within the Enancial sector. Second, the lack of incentives, 
information, and experience on he part of the potential domestic investors 

militates against a rapid spontalneous growth of financial markets. In this 

connection, the process of learning and assimilating new values and 

attitudes recluires a high degree of political patience. 

Restricted financial growth. In a restricted financial regime tile con

verse of what happens in the competitive regime will obtain to a degree 

determined by the extent of regulations. In most cases the main reason for 

introducing regulations into tile markets has probably been the mistrust of 

the market in allocating resources. This motivation is typically accom
panied by the argument that markets in the less-developed countries are 
imperfect and by attempts to keep the cost of financing tile public sector 
deficits as low as possible. 

Restrictions on financial prices and entry and exit into the financial 
system have had the effect of limiting financial widening, lengthening, and 

deepening. 

Tanzania's Financial System 

Tanzania's financial structure is fairly simple. The central bank (the Bank of 

Thnzania-BOT) and all other banks and financial institutions (except the 

Diamond Jubilee Investment Trust-DJI') are publicly owned. From 1967 
until very recently, 1984, the National Bank of Commerce (NBC) was the 

only commercial bank chartered to operate in mainland Tanzania. Over the 
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period the NBC managed to spread its branch network-comprising 166 

branches and 231 agencies-to several regions and districts, including one 

branch in Zanzibar. From 1984 the Tanzanian Rural Development Bank 

(TIDB) was given a mandate to broaden its business beyond the scope of 

its charte; to carry on commercial banking business in addition to its 

development banking business. The People's Bank of Zanzibar (PBZ) has 

been performing some central bank functions (with the exception of 

currency issuing) as well as the commercial banking operations to all 

parties but has limited its business to the islands only. 

Long- and medium-term development finance is provided by several 

institutions. Several of these banks have a particular sectoral focus, as is 

evident in tile following descriptions. The 7Itzanaha'estment Bank (I71) 

is for industry and large-scale agriculture. The sources of funds of this 

institution are loans from the central government and foreign sources 

(including multilateral institutions-the \Xorld Bank, the African )evelop

ment Bank, and so on). The TIB has not mobilized local resources by 

accepting public deposits. The iTnzania [lousing Bank (71B) provides 

nedium- and long-term loans for residential and commercial housing 

construction. The main sources of funds for the TIIi are loans from 

government and foreign sources; public deposits, including saving and 

time deposit accounts (but not demand deposits); and the Workers and 

Farmers Housing Development Fund, a special fund to which employers 

contribute for the purpose of financing housing for low-income employees 

at subsidized rates. The Taniganv'ika Development Finance Compwv , 
Limited (TDFL) is jointly owned by the government of Tanzania, the 

Deustche Financierings fur Beteiligungen Entwicklungslandern GmbH 

(DEG), and the Nederlands- Financierings Maatschappij \oor Ontwik

kelingslanden N.V Corporation. The institution operates morc or less like 

the TIB-granting loans to all sectors of the economy, except that its 

lending is biased toward the private sector. The funds deployed by the 

TDFL originate largely from external sources. 
The 7ijngan'ika Post ojice Sa,'ings Bank, (P0S13) is a savings bank, 

accepting savings deposits at post office counters all over the country and 

investing them almost entirely in government paper. The NationalProvi

dent Fund(NPF) is a social security fund, managing all pension contribu

tions from workers and employers. It invests a large portion of its funds in 

government stocks, while the remainder is lent out on a long-term basis for 

development )rojecLs. The National Insuwtece Coiporation (NIC) is a 

government-owned insurance company having a formal monopoly of the 

insurance industry in Tanzania. The NIC conducts both general and life 

insurance business. It also manages, on behalf of the government, the 

Parastatal Pension Fund (PPF). The NIC is aided by a network of private 

insurance agencies and brokers, together with the publicly owned State 
Insurance. 
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Tanzania's Recent Financial Growth 

The performance of Tanzanias financial system in the mobilization and 
deployment of resources in the period 1980-1987 is summarized in Table 
9.1. 'rile rather poor performance that is pictured in tile table is not, 
however, without precedent. A previous, more extensive analysis of Tan
zania's financial performance for the period 1950-1980 shows that the 
period 1950-1965 was one of growth in finance while 1967-1980 was 
marked by financial retrogression (Kimei 1986). Therefore, the poor 
performance of the 1980s may be viewed as having begun in 1967. 
Nonetheless, the performance )f the financial sector in Tanzania during the 
1970s was relatively positive when viewed against Table 9.1. For this 
purpose, an examination of rows 1 through 4 in Table 9.2 is warranted. 
They show an increasing percentage of gross domestic product (GDP) that 
is accounted for by each of the monetary indicators for the period 1970 to 
1981-1983-and their dcecline thereafter. 

The financial survey of Table 9.1 includes assets and liabilities of all 
financial institutions. As is evident from the description of the financial 
institutions in the country in the previous section, tile financial system 
remained more or less intact over the period 1973-1988, with tile excep
tion of the reconstitution of the rural development financing institution 
(the TRDB) into tile Commercial and Rural Development Bank (CRDB) 
in 1984. Thus, over the period of fifteen years or so, the financial system 
did not change its degree of institutional specialization. Even the finan
cial instruments available in the economy remained static over the 
period. 

Tile overall performance of the financial system is assessed by the 
trends in the ratios of the total financial assets and tile major types of 
financial assets to national wealth (proxied by GDP). Table 9.1 clearly 
indicates a marked decline in the ratio of total financial assets to GDP from 
about 59 percent in 1980 to 36 percent in 1987. Tile ratio of monetary 
assets, defined to include broad money (M2) and assets of the savings bank 
(the POSB), to GDP declined from 48 percent in 1980 to 34 percent in 1987. 
Nonmonetary financial assets as a percent,,ge of GDP were reduced from 11 
percent to i mere 2 percent over the same period. These trends suggest 
that both the monetary system-commercial banks (including tile central 
bank)-and the nonimonetary system retrogressed in those eight years. For 
the monetary system this was a reversal of the trend registered in the 1970s, 
when there was some growth that reflected an increase in money demand 
on account of relatively low interest rates and inflation rates (see Kimei 
1986). The fall in the assets of the nonmonetary financial sector in relation 
to wealth in 1980-1987 was a dramatic worsening of a period of extended 
stagnation: between 1965 and 1980 nonmonetary assets varied between 8 
and 11 percent.2 



ThLe Impact of Monetarv and FIscal Policies hi Tanzania 235 

Weaknesses of the Existing System of 
Financial Institutions 

Weaknesses of the Bank of Tanzania (BOT). Trhe main function of 
central banks is to conduct monetary policy, of which the major objective is 

to maintain domestic and external monetay stabilitN y ll\ny standards tile 

1OT ias not successfully perf)rmed this fuLndamenital task. Inflition began 
soalring (or, is others put it, skyrocketing) in 1979. B\ 1987-1988, the 
inlflatiton rate aqppeared to hive it least "stabilized," thoughl at L high annual 
rate of abtout 30 perceit (see Figure 9.1 and Thblc 9.3). The external 
balance-of-payments position has been in chaos, with huge currenl accoUllt 
deficits (excluding governmient transfers) reaching up to about 200 per
cent of total export proceeds in 1987. 

For developing cou nt ries in general, ind alhnzainia in particuar;I1 Ihave 
deemed the prere(~luisites for effective conitrol of monetary expansion to be 
(Kimei 1986, chap, 8) 

a tight fiscal stance that limits the budget deficit to a low level 

" pr )per coordination of rmonetatry, fiscal, and exchange rate policies 

" binding restrictions on the accessibility of the linancial system to tile 
central bank-that is, the central bnk should strictly be a lender of last 
rather thian of first resort 

* effective control over the liquidity level of the financial s'stem 

* a viable and efficient firancial system that enco -uragesdeposit molblliza
"ion
 

Although the original BOT Act had given the central bank effective 

power to limit government borrovings from it-by stipulating a statutory 
m1axilluml Of one-sixth of annal1 budgeted revenle-go )vernmenit borrow
imo from all banks was beyond conrol, is the government had rec( urse to 
the N1 henever the 1O3T limit was approached. The amended 130T Act 
(1978) ,, much less restrictive on the central bank's ability to limit 
government bank borrowing. It sets an ana.ll1 limit of one-sixth of 
budgeted revenue on central iank lending to governmlent for recurrent 
needs but leaves more or less open the central hmk's purchase of 
government debt for capital or developmenit purposes. The implication of 
this laxity ill the amended OT statute is that the BOT ma1y-given tile 
limited aiuton)omy it has over tile treasur--be forced to accommodate the 
government at a rate that might prohibit tile attainmet of desired nmne
tary objectives. 

More important perhips is the silence of the act with respect to 
penalties that would be incurred by 1OT management in tile event of 
failing to comply with the statutory limits on its lending to government. 
There is a corresponding silence regarding tile consequences of BOT 



TABLE 9.1 
Survey of Tanzanian Financial Institutions, 1980-1987 (millions of shillings) 

1980 1981 1982 1983 1984 1985 1986 1987 

Assets 
Foreign assets (net) 1,201.1 855.2 763.5 1,881.9 -7,590.2 -10,786.8 -12,883.9 -19,937.4 

Monetary survey (net) 1,199.6 853.7 761.7 1,879.9 -7,592.5 -10,789.3 -12,886.7 -19,940.7 
Nonmonetarv financial institutions 1.5 1.5 1.6 2.0 2.3 2.5 2.8 3.3 

(net)-NMFI 
Domestic credit (net) 20,762.5 25,450.7 31,056.5 34,433.4 -10,999.9 53,956.1 64,839.0 92,131.2 

Claims on government (net) 11,661.8 1-4,810.2 18,599.9 21,894.7 25,838.1 33,908.9 34,452.9 34,301.2 
Monetary survey (net) 10,899.0 13,924.2 17.53-. 1 20,659.1 24,459.0 32,278.9 32,555.8 33,454.5 
NMFI (net) 762.8 885.8 1.062.8 1,235.6 1,3-79.1 1,630.0 1,897.1 846.7 

Claims on nongovernment and 9,100.7 10,620.5 12,456.6 12,538.7 15,161.8 20,0-1T.2 30,386.1 57,830.0 
private 

Monetary surveyv (net) 7,346.4 8,-182.3 9,53-'.3 10.642.8 12,922.2 17,678.8 27,735.1 55,042.5 
NMFI (net) 1,754.3 2,138.2 2,919.3 1,895.9 2,239.6 2,368.4 2,651.0 2,787.5 

Total assets 21,963.6 26,285.9 31,820.0 36,315.3 33,409.7 43,169.3 51,955.1 72,193.8 



Liabilities 
Monetary liabilities 


Money (MS) 

Less: reserves (NNMFI) 


Quasi-monetary liabilities 
Quasi-money (MS) 
Subtotal (broad money)-M2 
Time, saving, F/currency deposits 

(NMFI)
Subtotal (broad monev)-M3 

Long-term foreign liabilities 
NMFI 

Government lending funds 
NMFI 

Insurance reserve funds 
Other items (net) 

Monetary survey 
NMFI 

Memorandum items 
GDP at market prices 
Assets/liabilities as ratios of GDP 

Total liquid assets/liabilities 
Monetary assets/liabilities (M3) 
Broad money (M2) 
Nonmonetarv financial liabilities 

SOURCE: Bank of Tanzania. 

21,963.6 
13,112.9 
13,345.9 

233.0 
4,898.7 
4,173.9 

17,519.8 
724.8 

18,011.6 
288.7 
288.7 
111.2 
111.2 
885.6 

2,666.5 
1,925.2 

741.3 

37,454.0 

58.6 
48.1 
46.8 
10.6 

26,285.9 
15,110.2 
15,401.2 

291.0 
6,0972 
5,293.5 

20,694.7 
803.7 

21,207.4 
423.0 
i23.0 
109.0 
109.0 

1,221.2 
3,325.3 
2,565.7 

759.6 

43,906.0 

59.9 
48.3 
47.1 
11.6 

31,320.0 
17,986.8 
18,323.2 

336.4 
7,263.9 
6,405.5 

24,728.7 
858.1 

25,250.7 
452.9 
452.9 
113.8 
113.8 

1,670.6 
4,332.0 
3,107.4 
1,224.6 

52,546.0 

60.6 
48.1 
47.1 
12.5 

36,315.3 
20,207.0 
20,564.3 

357.3 
9,605.6 
8,563.1 

29,127.4 
1,042.5 

29,812.6 
509.8 
509.8 
88.8 
88.8 

2,100.2 
3,803.9 
4,054.4 
-250.5 

62,608.0 

58.0 
47.6 
46.5 
10.4 

33,409.7 
20,124.7 
20,537.1 

412.4 
10,876.4 
9,681.0 

30,218.1 
1,195.4 

31,001.1 
832.3 
832.3 
119.3 
119.3 

2,731.9 
-1,274.9 

-429.4 
-845.5 

78,143.0 

42.8 
39.7 
38.7 

3.1 

43,169.3 
24,862.5 
25,270.2 

407.7 
15,078.6 
13,700.8 
38,971.0 

1,377.8 

39,941.1 
794.1 
794.1 

68.8 
68.8 

3,284.8 
-919.5 

197.4 
-1,116.9 

108,083.0 

39.9 
37.0 
36.1 
3.0 

51,955.1 72,193.8 
35,186.0 46,821.8 
35,809.5 47,130.6 

623.5 308.8 
16,315.4 21,235.8 
14,543.9 19,312.3 
50,353.4 66,442.9 

1,771.5 1,923.5 

51,501.4 68,057.6 
1,524.6 1,803.7 
1,524.6 1,803.7 

67.2 64.3 
67.2 64.3 

4,154.9 5,200.0 
-5,293.0 -2,931.8 
-2,949.2 2,113.4 
-2,343.8 -5,045.2 

143,034.0 198,101.0 

36.3 36.4 
36.0 34.4 
35.2 33.5 

0.3 2.1 
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TABLE 9.2 
Important Monetary Indicators, 1970-1988 

1970 1973 1970 1979 1980 1981 

GD 1 (current market prices) 9,1-3.0 11,490.0 21,052.0 32,31"0 3-,-64.0 43,906.0 

Money supply, broal (,%12) 2,305.' 3,6'8.0 13,806.6 20,09-i.86,9.1O.7 1-,519.8 


Narrow money (MlI) 1,765.5 2,820.3 9,331.8 10,-35.- 13,3-i5.9
15,-101.2 

Currency in circultion 8I8s -1 1,198.6 2,0-1.3 -*,0..-I i,2-.6..1 6,616.0 

DeiMand deposits 9.C. 1 1,6217 3,200.5 0,3800 8,10(0.S8,78i.2 

QuaLsi m01e' 5-W.2 8-8.3 1 ,0.1 9 3,3-1.2 -1,I-3,9 9,293.0 

Time deposits 338.1 ,.)).0I,0-18,2 2,308.0 2,8-2.- 3,702.1 

Saving depoi ts 202.1 331.3 56.7 1,00)3.2 1,301.2 1,991.9 

Ibtal coin ercial hank I,-i8-32,100,0 -"8..i9,-i 1.2 12,27- I.i,078.8 

deposits 
Reservelhase money 821.1 1,213.t 2,088.-1 .1, ,,289.)128.9 6,807.2 

Currency outside banks 818.-4 1,198.6 2,0-1.3 -i0".-t ,2-i6.-i 6,616.0 

Comin'ercial 	 bank depiosits 2.7 1.8 1 .I 73 .1 -3.6 191.2 
with central hank 

Me1i1¢ iteImlS:
IranduilnlI 
As % (fG)P 

Miiney suplyi,h iad 0,\12) 25.1 32.2 32.1 .i2.7 -46.8 47.1 

Narrow monuy ( I I) 19.2 24.9 2-+,6 32.3 35.6 39.1 
Ctrr.ncy in circulat in 8.9 10.-1 9.6 12.9 14.0 19,1 

Total coneurtial bank 16.2 21.8 22.9 30.2 32.8 32.1 

deposits 
As %,of lalrrim is nitiy: 

Currency otside hanks i6.4 "2." 38.8 38.9 39.3 43.0 

SO1RCE Bank if'lnzania. 

failures to fulfill other statutory requirelents, sutch as the monetary targets 
stipulated in the Annual Finance and Crelil Plan. 

In light of recent expcrience with increasing atnd sizable government 
budget deficits requiring bank accommodation, the control of domestic 
credit expansion would seem to requtire that statutory limits he established 
on government bank Iorrowing from hoth the central and the commercial 
banks. 

Bank credit demand Ibythe nongovernnment sectors of the economy 
over the past two decades has heen dominated 1-v the parastat:ial sector. In 
particular, the parastatals' share (If the total credi, extended by the NBC rose 
from a mere 5.5 percent in 1967 to 72 percent in 1972 and to about 95 

percent in 1984. After the adoption of a financial package associated with 
the Economic Recovery Program (ERP), giving emphasis to the availability 
of credit for productive purposes (irrespective of whether they %ere public 
or private), and subsequent itmposition of ceilings on credit to marketing 
boards, the share of the public sector took a downward trend, reaching 85 
percent in 1988. This is a clear case of public sector crowding out of the 
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TABLE 9.2 
Contued 

1982 1983 1984 1985 1986 1987 1988 

52,5-i0.0 62,(08.0 78,1-3.0 108,083.) 1-3,03.0 198,101.0 257,531.0 

2-1,"28.7 29,127.-1 30,218.1 38,971.( 50,353.. 66,-i2.9 89,809.1 

18,323.2 20,56-i.3 20,53-.1 25,270.2 35,809.5 -47,130.6 65,400.9 

7,988' 8,19-.2 10,.72.-i 12,719.0 18,31)9." 2-550.8 31,702.2 

10.33.5 12,3"-.1 10,06-1. 12,551.2 17,..99.8 22,579.8 33,698.7 

(,.i105.5 8,563.1 9,'81.0 13,70(18 1 5-3.9 19,3123 2-i,.i08.2 

1,533.5 6,183.7 6,811.0 9,815.7 9,632.- 12."0.8 14,50-4.7 

1,872.0 2,379.-. 2,8'0.0 3,885.1 -1,911.2 0,(0.5 9,903.5 
16,740.0 20,933.2 19,"-15.- 26,252.) 32,0-3.7 .-1,892.1 58,106.9 

8,21".' 8,-80.0 10,902.0 13,.199.2 18,-i03.1 26,250.5 3.,,062.3 
-,988.

K 
" 8,19-.2 10,102.-1 12,719.0 18,309." 2.,550.8 31,702.2 

229.0 285.8 -29.6 780.2 93.-1 1,699.7 2,360.1 

47.1 -6.5 38.7 36.1 35.2 33.5 34.9 

34.9 32.8 26.3 23.,i 25.0 23.8 25.4 

15.2 13.1 13.4 11.8 12.8 12.,1 12.3 

31.9 33.-- 25.3 24.3 22.4 21 1 22.6 

39.8 51.0 50.3 51.1 52.1 -18.5 

private sector. The effects of crowding out in the case of Tanzania are 
modified by the following conditions: 

" the practice of putting ceilings on nominal interest rates 

" rationing of credit hy ad hoc sociopolitical criteria 

According to traditional theLorv, an increase in credit demand by the 
public sect::r will trigger an increase in interest rates, which in turn 
induces financial resource tmlobilization, since interest rates ol savings Also 

go up. When the interest rates on deposits are administratively fixed, 
however, the positive effect of crovding out on deposit mobilizatiol is 
impaired. Worse still, when financial resources are rati)Ined by ad hoc 
criteriai rather than by proitability and implicit rates of return on projects, 
the resulting allocatiol bcomes inferior in efficiency and growth maximi
zation. Filure of linincial institutions to earn the highest rates of return on 
loanable funds undermines their ability to paxy ittractive (or the highest 
possible) rates to savers, and this in turn hampers resource mobilization. 
The vicious circle of excess credit demand cure declining supply of savings 
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Figure 9.1. Infldtion Hites I\Vaious Price Indexes, 1970-1988 

due to declilling rCal interest ,ind low return on investmelt from inefficient 
allocation protmpts intensificattiO n )f direct Co)ltrI(s On credit :ilhIIcat ioni 
and further crowding Out of tile chicken that lays tile egg (which is to sa; 
the private sector). 

Moreover, as real savings decline, the government and tile expanded 
puhblic secto r are lured to tile printiIg press, therebv fueling inflition, 
which, cetevs purihts, further erodes real ilterCst rates aid savings. 
Further, it has beei U'gued (see tIlefoll)wing section) that the allocation of 
credit by noncommercial criteria is the major cause 1kl'i nonperformance of 
a large portion of loans in the po'tfolios of the 1indancial ilstitutions in 
Tanzan ia. This short disc Ission points to the impr rtan[ role of monetary 

policies in savings niilhlization perforlance in Tallzalniia. 
There is a direct link between monetary expansion, inflation, the 

balance of payments, an11d exchan-lge rate illovelents. From the viewpoint of 
tile monetiry approach to the halanmce of ptyrnenIts, under aLfixed exchange 
rate regime and starting from an equilibrium position, monetary expan
sion is offset hy an equivalent amount of foreign reserve loss. With 
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TABLE 9.3 
Inflation Trends by Various Price Indexes, 1970-1988 

% change in % change in 
% change in % change in mid-income high-income 

Period NCPI retail/lPI cost of living cost f living 

1970 3.4 3.7 1.4 7 
1971 4 4.8 1.4 6.3 
1972 8.6 10.8 3 5.5 

12.5 10.91973 10.2 14.7 
1974 19.7 31.1 25 22 
1975 25.9 50.1 34.4 25.5 
1976 6.9 23.5 10.4 14.6 
1977 11.6 17.8 11.8 16.5 
1978 12.2 19.8 20 11 
1979 12.9 2.2 16.6 13.7 
1980 30.1 18.4 20.1 21.2 
1981 25.7 28.4 31.8 26.6 
1982 28.9 23.6 25.7 27.2 
1983 27.1 19.4 24.3 24 
1984 36.1 9.5 27.2 19.3 
1985 33.3 45.8 43 23.1 
1986 32.4 49.4 37.8 41.3 
1987 32 
1988 31.5 

NOTE: blank ,ell = not available. 
SOIJRCE: Bank of Fanzania. 

exchange controls that prevent reserve deterioration by limiting imports, 

however, monetary expansion causes excess demand in the domestic 

goods market and thus inflation, which results in an overvalued exchange 

rate. Ii maintain competitiveness in the export markets and of domestic 

versus foreign nionetarv assets, the domestic currency has to he depreci

ated by the differential between the domestic and foreign (trading partner) 

inflation rates. If overvaluation of the shilling is maintained for a long 

period, as was the case in Tanzania during 1979-1988, domestic residents 

find holdings of foreign assets more attractive than domestic financial 

assets. This is mLuch more the case when expectations are for a continued 

higher inflation at home than in trading partners and a reluctance of the 

authorities to adjust the interest rates and the exchange rate to equilibriur7n. 

The last three conditions guarantee windfall gains in yield at a low risk and 

uncertainty to holders of foreign assets. It is no wonder, therefore, that at 

the time of a government crackdown on economic "saboteurs," a large 

number of residents were found with huge amounts of foreign exchange, 
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which totaled over U.S.$0.5 million excluding amounts held in foreign 
-

bank accounts abroad. 

The impact of inflation on domestic financial savings not only encour

ages savings in foreign financial assets but also works through the interest 

rate and rates of return on financial assets in general, especially when there 

are administrative ceilings on interest rates. 'rhe hypothesis of financial 

repression, by which noninal interest rates are set below those of iniflation, 

producing real interest rates that are below e(1uilibriunl levels, has been 

analyzed in great detail by various authors (McKinnon 1973, Shaw 1973, Fry 

1988). Despite the ambiguity of the results obtained in empirical studies on 

savings' responsiveness to interest rates (see, for example, Gonzalez-

Arrieta 1988), there is more or less a consensus that raising real interest 

rates in linancially repressed economies is important for at least three 

reasons: 

1. 	It would discourage domestic investment projects not yielding an 

adequate rate of return over the long run. 

2. 	 Ceterisparibus,high real rates of interest may raise both domestic and 

foreign savings and thus total savings. 

3. 	 Realistic real interest rates would abolish rationing of loan funds and 

therefore the distortions derived from financial repression. This 's 

expected to increase tile flow of savings through the financial system and 

hence the Overall efficiency of the saving investment process. 

The phenomenon of financial repression in lnzania during 1967-1980 

coupled with restrictions on entry into the financial system had disinter

mediation effects, as is indicated by the decline in the ratio of total 

nonmonetary assets to total wealth (see Tlable 9.1 )."Moreover, low interest 

rates, together with overvaluation of the shilling, have been cited as 

contributing to the bias of investment toward capital- and import-intensive 

technology in Tanzania (see Wangwe 1983). That characteristic has contrib

uted inturn to the low utilization of total capacity that is associated with 

industrial sector inefficienc: 
One of the central hank functions, apart from overseeing external and 

domestic monetary stability, is to promo(te the growth of a sound financial 

market. This responsibility has several aspects. First, a prereqlisite for 

specialization in the linancial industry is the freedom of financial institu

tions to design their products (financial assets) in a way that differentiates 

the products of financial intermediaries from one another. This variation is 

accomplished by different conibinations of the attributes of yield, liquidity, 

risk, and convenience. I have argued above that interest rate regulations 

inhibit such innovations. Second, once a primary market for securities is 

formed, financial policies have to be modeled in a way that promotes the 
acestablishment of a secondary market, where financial assets already 
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quired may be actively traded to increase their liquidity A linancial asset 
that has to be held Iy the initial buyer up to maturity because of the 
absence ofa secondary market is not only illiquid but also carries high risk 
in terms of interest, safety, and convenience. I inder such circumstances real 
(physical ) assets may offer more liquidity and less risk than a finan
cial asset, in which case economic units will run away from financial 
assets. 

The "lnzallian financial experience shows that tile authorities have not 
attempted to develop the secondary market for securities. During the East 
African Currency Board (EACB) period, however, there were strong efforts 
to develop the treaIsury bills market, and by 1964 the market was relatively 
active (EACH 1965). In fact, before the breakup, the board h-ad proposed to 
establish a two-tier central banking structure and comnRon treaisur, bill 
iinstrument fo)r the whole of Fast Africa in order to allow a greater float of 
securities and more acti\'ity in the market (Kimei 1986: 64). The total 
VolumC of treasury bills traded in the market amnountCd to about 500 
million East African shillings in 198-i-which in 1988 exchange rates would 
have w)rked out to aboLut Tnzanian shs. 10 billion, eqUivzalent to some 5 
percent ot the country's GI)P for 1987. The independent national central
banks that emerged in East Afirica frOm Ju1ne 1966, h(O\verC, lar'tiCUlatrly tile 
BOT, never c l a secondary market for)ntinued the strategy of encouraging 

govCrmenlt securities as 
a nCibryo of fully fledged money and capital 
markets. 

The absence Of a secondary security market from the financial system 
has had very darnaging effects. This is especially true because of the savings
institoutions that have either statuoto )ri ly 'O, by nature of their liabilities been 
co)mpelled to invest largely in government paper. The most prominent 
examples are the POSB and the contrlctul, savings institutions (the NPF 
and the NIC). The law establishing the POSH rectuires that it invest all 
excess deposils in gov1ernm1ent stecturities. After the recent chanlgeS in the 
interest rate structure (prescribed by the BOT), the rates savingson 
deposits were raised from 10 percent in October 1985 to 15 percent in July 
1986 and subse(luentl, in April 1987, to 21.5 percent. Three months later, in 

Jolb, the rate was increased again to 23 percent and then to 29 percent in 
Decemler 1988. 

Those rates at which tile POSB must pay depositors have been 
consistently higher than the rates of interest on government securities in 
which it Must invest. During the corresponding period tile average rate of 
interest on government sec .irities moved from 8.5 percent in October 1985 
to 13.6 percent in July1986 and, respectivel, 18.9, 20.8, and 21.8 percent in 
April 1987,.July 1987, and )ecember 1988. The result has been a shortfall of 
interest earned on investment as compared with interest paid by the POSB 
on deposits. With slight exceptions, the anmount of interest payments on 
deposits in relation to the amount of interest income from investment in 
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government securities has risen steadily since 1975. By 1986 payments on 
deposits were 135 percent of investment receipts. 

As for savings in the form of life policies and pension contributions to 
the NIC and the NPIE the implicit rates of capitalization have been de
pressed by the relatively low rates on government securities, to which the 
savings are mainly deployed. In particular, while the inflation rate has 
averaged slightly over 30 percent in the period 1980-1988 (depending on 
the price index used), the average capitalization rate used by the NIC (and 
probably the NPF) has been only 8 percent per annum plus a bonus 
averaging about I percent per annum during 1970-1988. While this rate 
might have been realistic in the late 1960s and early 1970s, when inflation 
was below 10 percent, it was drastically eroded by inflation from the 
second half of the 1970s to become substantially negative in real terms. 
Given this rate of return on life savings with the NIC (and the NPF) and an 
average inflation rate of 21 percent over the period 1970-1988, a saving of 
shs. 100 made in 1970 is now worth shs. 16.3 only in real terms. The main 
cause for the drastic erosion of life savings turns out to be the prescribed 
low yields on the government stock constituting the major form in which 
these savings are invested. Irrespective of the causes for the low yields, the 
main issue of concern should be the discouragement of savings that results 
from the inflation tax. 

The performance of financial institutions is directly rclated to the 
quality and motivation of their staff. Properly recruited and motivated 
bankers work efficiently, being responsive to customer demands and 
effecting mobilization and allocation of resources to projects offering 
maximum returns at least risk. The main motivation of employees results 
from their remuneration in real terms. The latter problem is primarily 
related to the country's high inflation record (see Figure 9.1 and Table 9.3), 
and basic to understanding its controllability is an analysis of the sources of 
liquidity expansion in Tanzania. 

In Tanzania the contribution to expansion in broad money of credit to 
the expanded public sector-the central government and the state-owned 
enterprises combined-rose from an average of 64 percent in 1970-1975 
to 109 percent during 1981-1986 (see Table 9.4). As a result credit to the 
private sector recorded a declining share in the growth of the money 
supply, averaging 21 percent and 7 percent during 1970-1975 and 1981
1986 respectively. Only in the period afterjune 1986 did the contribution of 
bank credit to the private sector start to pick up, reaching 25 percent inJune 
1988. The foregoing trend suggests that the government and the public 
sector at large have b,'en the major source of liquidity expansion and 
inflation in Tanzania, especially in the past ten years or so. Nevertheless, the 
inflation created by the government was not on account of increased wages 
but rather on purchases on nonwage goods-and sometimes the pur
chases of fictitious and overinvoiced goods., In this connection, during the 



TABLE 9.4 
Sources of Money Supply, 1970-1988 (years ended June, percent) 

Monetary survev 
April 12, 1989 2:51 I 1M.9-0 1975 1981 1982 1983 1984 1985 1986 1987 1988 

Foreign assets (net) 33.1 17.1 4.1 3.1 6.5 -25.1 -27.7 -25.6 -34.5 -28.3 
Net domestic 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 99.0 108.3 109.5 107.5 123.7 128.2 119.7 133.2 122.2 

Claims on government (net) 12.2 39.3 67.3 70.9 70.9 80.9 82.8 64.7 50.4 43.5 
Claims on SOEs and private 58.3 59.7 -41.0 38.6 36.5 -42.8 45.4 55.1 82.8 78.7 

Major parastatals 29.5 -16.9 34.8 31.-i 29.8 39.7 41.6 39.2 70.2 53.8 
(including co-ops) 

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 -16.1 -12.4 -12.6 -13.9 IA -0.5 5.9 1.3 6.0 

Money and quasi money 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 outside banks 35.5 31.3 32.0 32.3 28.1 34.7 32.6 36.4 37.0 35.4 
Demand deposits 41.1 46.1 42.5 41.8 42.5 33.3 32.2 3-4.8 34.0 37.3 

Quasi money 23.4 22.6 25.6 25.9 29.4 32.0 35.2 28.9 29.1 27.3 
Time deposits 14.7 14.1 17.9 18.3 21.2 22.5 25.2 19.1 19.1 16.2 

Saving deposits 8.8 8.5 7.7 7.6 8.2 9.5 10.0 9.8 9.9 11.1 

SOURCE: Bank of Tanzania. 



246 C. S. KIMEI 

eighteen-year period beginning in 1970, the minimum wage in real terms 
(1977 prices) saw a decline of over 70 percent, from shs. 400 in 1970 to shs. 
115 in 1988 (see Table 9.5). The average real wage in Tanzania tends to 
correspond with the adnnistrative adjustment of the ninim wage ,Ate 
because these adjustments set the tone of reviews of the other salary scales, 
usually, a rise in the minimum wage rate substantially exceeJs increases in 
tile above-mininmum scales. 

To the extent t.at public sector hank borrowing greatly exceeds credit 
extended to the prxate secto, itbecomes inconceivable that monetary 
policy could have been effective in sterilizing the implications of the fiscal 
stance on monetary expansion given the specific conditions in Tanzania. 
We nlav therefore colclude that the wage and in,-omie policy of the
 
government has been the major tact()r explaining real wage deterioration 
in the country'-and with that the decline in motivation, work incentives, 
creativitv, and p)loductivity in general and erosion of banking ethics in 
particular.
 

Weaknesses of commercial banks in Tanzania (especially the 
NBC). The commercial banking sector in the Tanzanian mainland was 
under tile nonopoly of the Ni3C until 1984, when the CRIA3 was given 
commercial banking privileges. Even then, up to 1988,the CRIB remained 
relativelyv small. accounting for some 7 percent of all bank deposits. Among 
the financial institutions in the country, (nil\ engagedthe NBC and the TI Il1 
in deposit molilizatihn-the TIB accepting savings and term deposits 
only The performance of the NiC( in both deposit mobilization atnd 
deployment has been discouraging over the entire period, hut especiallly in 
the 1980s. Total NBC deposits in real terms declined throughout 1980-1987, 
reversing the trend recorded in the 1970s (see Table 9.2). Thus, whereas 
total NBC deposits in real terms rose at an average rate of 12.5 percent 

TABLE 9.5 
Real Mininmum Wage and ItsGrowth, 1970-1988 (selected years)
 

1970 1975 1980 1985 1988 

National consumer price index 
(1977 = 1.00) 

Nominal nmininuml1 wage 
(shillings) 

Real minimum w'.'age(1977 

0.4 

170.0 

400.0 

0.8 

380.0 

47-7.4 

1.6 

480.0 

306.3 

5.9 

800.0 

136.7 

13.5 

1,560.0 

115.1 
prices)
 

SOURCE: Internationa! Labor Organization, "Basic Needs inDanger," Addis Ababa,
 
1982, p.268; budget speech, 1987/88.
 



247 7be hnpact Of 1oetwull and Fiscal Policies il "lanzaua 

during 1971-1979, the%' declined at an average rate of 9.4 percent annually 

during 1980-1988 (see 'Uahle 9.6). 

It is notewV")rthv that during the period when the degree of financial 

repression (expressed by the negative real interest rates On deposits) was 

mild (1971-1979), interest-can....g deposits grew slower than the demand 

deposits (non-interest-earning). In the period 1980-1988, however, when 

financial repression intensified, both demand and interest-earning deposits 

slower pace. These trends are contrary todeclined, the latter falling at a 

theoretical expectations and suggest that interest rate policy may not be the 
of theprinlcipal factor exllaining tile dCp( )sit m )bilization performance 

NBC. Thereiore, one has to look at 'ltble 9.6 for institutional factors to 

explain the underlying trends. 

The aulthor was privileged to attend some of the discussions convened 

by members of the Presidential Commission of Enquiry into the Monetary 

and Banking System in 'Tuzania. The. a meetings involved both clients and 

management of the financial institutions, including the NBC. The following 

factors were repeatedly cited at all folrums as the major impediments to the 

public use of NBC as a depository or as a source of loans: 

Oni henufilg of d /)esit accounts 

I. poor custome1r services on NBC counter coupled with time-consuming 

(LuCLICs at tileS of del)ositillg ald withdraWinlg 

2. 	 complete lack of bank secrecy with the result that information about 

dep)sit()rs' accounts fl)ws at ease to interested parties-tax authorities, 

anticorruptio W squtad, individuas, and so oil 

a safe custodian, given the3. 	 deterioration of co nfidence illthe bank as 

large and ilcreasing ,umier (and amounltS) Of thefts, forgeries, and 

frauds made pullic through the media 

-. 	 in connection with 3. above, failure of required statements of accounts 

to be prepared and mailed to custolers; even when tile custorers 

follow them up they are received after a long time on the counter, and, 

worse still, turn oUt to be inaccurate 

5. the collapse of confidence illthe check and bankers' draft as a payinert 

instrument because Of, among other things, 

" nonacceptance of the bankers' draft for encashmenlt at sight and the 

long time taken to verify authenticity with the issuing branch 

" increased cases of bounced checks due to laxity in the implementation 

of the Cheqis Act, 1969 

" increased forgeries of checks by collaboration between bank staff and 

the public 

6. 	 long delays in remittance of funds by telegraphic transfers (TTs), despite 
ahgh commissions charged for the service-it was alleged that 



TABLE 9.6 
Trends in NBC Deposits, 1967-1988 

Consumer Demand Saving Time Interest Total Growth Growth rate Nominal Real 
End L.f pit.ct index depcxits deposits deposits earning dexsits rate total interest interest 
period (1977.) DD SD TI) (SD+TD) (DD+SD+TD) (SD+TD) depxsits (1-yr savings) (1-yr savings) 

1967 0.379 622.3 128.4 120.7 249.1 871.4 3.5 
1968 0.385 552.8 149.0 207.9 356.9 909. 7 

-3.3 4.4 3.5 1.9 
1969 0.410 630.2 159.2 31-1.4 -473.6 1,103.8 32.7 21.3 3.5 -3.0 
1970 0.424 683.1 182.5 290.6 473.1 1,156.2 -0.1 4.7 3.5 0.1 
1971 0.441 1,095.7 199.4 379.1 978.5 1,672.2 22.3 44.6 3.5 -0.5 
1972 0.479 1,107.0 239.0 -466.0 "705.0 1,812.0 21.9 8.4 3.5 -5.1 
1973 0.528 1,336.0 303.0 504.0 807.0 2,143.0 14.5 18.3 4.0 -6.2 
1974 0.632 1,794.0 362.0 558.0 920.0 2,714.0 1-1.0 26.6 4.0 -15.7 
1975 0.796 2,575.0 433.0 640.0 1,073.0 3,648.0 16.6 34.4 4.0 -21.9 
1976 0.851 3,306.0 523.0 852.0 1,375.0 ,(-,81.0 28.1 28.3 4.0 -2.9 
1977 0.950 3,762.1 &-,.39 1.255.1 1,899.0 5,661.1 38.1 20.9 4.0 -7.6 
1978 1.066 4,176.5 758.9 1,454.7 2,213.6 6,390.1 16.6 12.9 5.0 -7.2 
1979 1.20-4 6,042.8 930.5 2,029.6 2,960.1 9,002.9 33.7 40.9 5.0 -7.9 
1980 1.567 5,366.0 1,173.4 2.503.6 3.677.0 9,043.0 24.2 0.4 5.0 -25.1 
1981 
1982 

1.969 
2.539 

5,699.7 
7,032.2 

1,439.5 
1,746.5 

3,051.4 
4,070.9 

4,-490.9 
5,817.4 

10,190.6 
12,849.6 

22.1 
29.5 

12.7 
26.1 

6.0 
7.5 

-19.7 
-21.4 

1983 3.226 7,909.2 2,213.1 5,339.2 7,552.3 15,461.5 29.8 20.3 7.5 -19.6 
1984 4.392 9,635.9 2,584.5 6,279.9 8,864.4 18,500.3 17.4 19.7 7.5 -28.6 
1985 5.854 11,145.8 3,006.8 7,212.9 10,219.7 21,365.5 15.3 15.5 10.0 -23.3 
1986 7.752 12,585.4 4,124.1 9,051.1 13,175.2 25,760.6 28.9 20.6 15.0 -17.4 
1987 10.074 15,705.1 5,210.4 9,250.2 14,460.6 30,165.7 9.8 17.1 24.0 -6.0 
1988 13.197 21,776.3 7,320.4 10,444.7 17,765.1 39,541.4 22.9 31.1 29.0 -2.0 



Real magnitudes 
1967 0.369 
1969 0.385 

1969 0,110 
1970 0.424 
1971 0.441 

1972 0.479 
1973 0528 

1974 0.632 
1975 0.796 
1976 0.851 
1977 0.950 

1978 1.066 

1979 1.204 

1980 1.567 
1981 1.969 

1982 2.539 

1983 3.226 
1984 4.392 

1985 5.854 

1986 7.752 
1987 10.074 

1988 13.197 

1,6-12.0 
1,435.8 

1,5371 

1,611.1 
2,480.0 

2,311.1 
2,530.3 

2,838.6 
3,234.9 
3,8N14.8 
3,960 1 

3,917.9 

5,018.9 

3,424.4 
2,894.7 

2,769.7 
2,451.7 
2,194.0 

1,904.0 

1,623.5 

1,559.0 

1,650.1 

338.8 
387.0 
388.3 
430.4 
452.2 

499.0 
573.9 

572.8 
544.0 
614.6 
677.8 

711.9 
772.8 

"48.8 
731.1 
6F7.9 

686.0 
58,9.5 

513.6 

532.0 

517.2 

554.7 

318.5 
540.0 

766.8 
685.4 
859.6 

972.9 
954.5 

882.9 
804.0 

1,001.2 
1321.2 

1,364.6 

1,685.7 

1,597.7 
1,549.7 
1,603.3 

1,655.1 
1,429.8 

1,232.1 

1,167.6 

918.2 

7914 

657.3 
927.0 

1,155.1 

1,115.8 
1,311.8 

1,471.8 
1,528.A 

1,455.7 
1,348.0 
1,615.7 
1,998.9 
2,076.5 

2,458.6 

2,346.5 
2,280.8 

2,291.2 

2,341.1 
2,0'8.3 

1,745.8 

1,699.6 

1,435.4 

1,346.2 

2,299.2 
2,362.9 

2,692.2 

2,726.9 
3,791.8 

3,782.9 
4,058.7 

4,294.3 
4,582.9 
5,500.6 
5,959.1 

5,994.5 

7,477.5 

5,70.9 
5,175.5 
5,060.9 

4,792.8 
4,212.3 

3,649.7 

3,323.1 

2,994.4 

2,996.3 

41.0 

24.6 

-3.4 
17.6 

12.1 
3.8 

-4.8 
-7.4 
19.9 
23.7 

3.9 

18.4 

-4.6 
-2.8 

0.5 

2.2 
-13.8 

-13.5 

-2.6 

-15.5 

-6.2 

2.8 
13.9 

1.3 
39.1 

-0.2 
7.3 

5.8 
6.7 

20.0 
8.3 
0.6 

24.7 

-22.8 
-10.3 

-2.2 

-5.3 
-12.1 

-13.4 

-8.9 

-9.9 

0.1 

3.5 
3.5 -0.8 
3.5 -3.0 

3.5 0.1 
3.5 -0.5 

3.5 -5.1 
4.0 -6.2 

4.0 -15.7 
4.0 -21.9 
4.0 -2.9 
4.0 -7.6 

5.0 -7.2 
5.0 -7.9 
5.0 -25.1 
6.0 -19.7 
7.5 -21.4 

7.5 -19.6 
7.5 -28.6 

10.0 -23.3 

15.0 -17.4 

24.0 -6.0 

29.0 -2.0 

SOURCE: Bank of Tanzania. 
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TT hLetween two main towns like Arusha and Dar es Salaam was 
someirnes taking over a nionth, making such transfers pointless. 

On handling of client borrowers 

1. long, bureaucratic, and complicated procedures in processing loan and 
overdraft applications, resulting nainly from centralization of decision 
making at the NBC headquarters-even in respect of amounts that at the 
prevailing purchasing power of the shilling appear to be quite smlall
causing delays (of to over halfa yC'ar) in approvals and disbursements of 
loan facilities 

2. 	 underfinancing of projects and activities resulting from delays in pro
cessing loan applicatins in a lperintlatimary environment (cou)led 
vith exchange rate vlatilitv) 

3. 	 little interest of bankers in b n'rowers' pr()jects to he tinanced and in the 
borrowers' reptutati(m in the bank and unduLe emphasis on availability of 

tangible security ()r title deeds Oi land as Prec(nditions for loan 
approvals 

4. 	 inadequate loan fOll(o)w-up to ensureI proper end use 

5. 	 in some instances, need for clients to) provide substantial amunLts in 
bribes for their loans to get approvals 

The foregoing list of clients' co(mplaints aIbO)ut the ( perations of the 
NBC is not exhaustive, buLt tile\' were the most frequently and emphatically 
expressed. It should be noted, however; that whereas depositors rarely 
com1plained about interest rates as a deterrent to savings, bor(',owers felt 
that the recent revision ()f the interest rate structure had brought them to 
levels that were par)hibitive for small, pr)Iductive, non-export-oriented 
businessmen. 'Thuis savers al)peared to be only marginally resp)onsive to 
interest rate changes, whereas long- and medium-term investors seemed 
very responsive to changes in loan rates. 

The bank's management response to the clients' complaints. In 
response to sorme of the co niplaints given in tile preceding paragraphs, the 
NBC management offered the following: 

* The hiring, firing, and miotivation of staff in the financial institutions in 
general is serioln iipltired hv the complexity and inflexibility of civil 

service stafting guidelines, including the direct controls by the presiden
tial Standing C)mmittee on Parastatal Organizations (SCOPO), and tile 
Security of Employlment Act of 196. Tihe latter cornplicates and ahnlost 
rules out the possibility-of enployers' sacking inefficient or undisciplined 
employees. 

IRapid branch expansion with the intention of bringing banking services 
to remote areas could not be matched by equiproportionate growth in 
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administrative/manpower capacity (quantitatively and qualitatively) be
cause of limited resources. 

•Overall economic infrastructure-particularly conmunications-has 
been inefficient, with the result that interbranch communication through 
the post offices is imipaired. The latter is allegedly the cause of delays inl 
TTs and other instruments used in transferring funds. 

" Techrhology is outdated. 

" More imll)ortarit, oin the eflicienlcy of lendirg ol)eratioris, the NBC has had 
little or no control at all )ver limits of exl)osure to its miajor clients-the 
l'arastuitls, marketing boards, and coot)erative unions. The governlerit 
and the partIy aithorities havC flced the ank (byv providing guaranutees 
or lere directives) to extend loans and overdrafts to these inlstitutions, 
even when the banks evalUations indicate that the intended uses were 
riorvi able. As a resu ltthe bank's lo inrecovery rate Ias deteri(orated, and 
tip to ab)ut "0pre riet O.f its IanIprtfi)lii) is Co(nsi dered ncinwerkwirmi ng. 

" The bank's terms Iflending and of deposit mlii-ilization are determined 
h\' the minetarv authlorities, and this, other things being equl,, deter
mines its profitability. 

Overall Interpretation of Tanzania's Financial Sector 
Performance 

Tle woblem's facing the Tnzanian inancial systel-as represented hy tile 
NBC-boil d wn to four fundalental issues: first, absence of completitiorl; 
secomd, an mc mnetarv cy third,inadequatc p)oliframrewx"rk; weaknesses 
iniherent in the macroeco1nomic envir'( mn1ent, eSl)ecially tile question of 
Capital adequac' and slvencv of maj( r hiirro,wers; atid, firall\, inade
quacies in the rCguldatil-r fvra mew )rk. 

Absence of competition. The recorded deterioratiorn inl customer ser
vices, iri , ivati0in, and hainking ethics withlin the NBC, ald indeed in other 
tin anci alinstitutioins iswell, is p inricil attril)utale)t 10 lack of cwirmpetit lly 
tiin in the finiaicial mairket. This has heen elO(quCItl. put by one of the 
clients if the NBC, Salum Shanite, whm ritel, "The NBC has f ir loig timlne 
had a stronglhold Oin the Coimtiloin man who has no alternative, but needs 
barkin4 services.' (nfortUnatelv, the NBC has griin lax and has com
p)letely firgotten that dep)isit rs and hirr iwers are its c'ust(mner1's, without 
who) it wuld have ni reasi in ['Or heing. The alhsenice if coimpetition 
leaves those users with no alternative and allows bad service to be 
simlultanueously the best available. The preserice of coml)etitioi will riot 
allow the baid to be also the best. 
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The NBCs monopolistic position in the commercial banking business 
in Tanzania, like that of the other specialized financial institutions in their 
respective secters, has some specific elements. First, although the NBC is 
required by its statute to observe commercial principles in its operations, 
the bank haLs no control over its deoosit and loan rates of ii-terest. Sc.cond, 
in practice the NBC has been operating under severe political pressure, 
with the result that most of its branch expansion and lending decisions 
have been made under the influence of p)oliticians. 

Because of absence of competition the arra\ of savings instrulents 
offered by the NBC has heen quite limited. The schemes in force include 
counter services, apayday collection scheme, pa\'ment of salaries through 
bank accounts, mobile agency services, an estate agents scheme, a deposit 
life insurance program (run jointlyv with the NIC), a school banking and 
minors plan, a money boxes scheme, and a ctumlative deposit progra. 
None of these various schemes provide.L additional mheans of pI\ments 
whereby there is an array of instruments with differentiated degrees of 
liquidity and market risk. One ma\'dmbt, therefore, that the financial 
system in Tanzania 1-3s been sulfficiently innovative in producing ilstru
ments that are well differentiated in degrees of liquidit., yield, riskiness, 
marketabilit\; and c)onvenience of access-and,for that matter, insuccess
ful savings mobilization.
 

Inadequacy of the monetary policy framework. The responsibility 
for the conduct of monetary p(licv inTanzania rests with the 1OT The act 
establishing the central bank gives itall the traditional po\\'ers and 
instruments for regulating monetary aggregates, including such tools as 
reserve and liquidity ratios, interest rate polic\- open market (operations, 
and selective credit policy- The premise of competitive banking, h)ow
ever-Under which the inaugural BOT Act was enacted-was altered by 
the adoption of the Arusha )Ccltaration of socialist policies in 1967.This was 
followed by the nationalization of haiiks and,)ther key financial institut
tions,making it imperative that the thruts of nonetarv policy change. The 
desire to effect monetary policy more selectivel\; to redistribute resources 
infacor of the public sector, entailed greater reliance on direct instruments 
of credit control. Nevertheless, it was not until 1978 that the BOT Act \N'as 
amended for the purposes of giving the central bank more direct instru
ments of n1)inetar\ c(ntr(), aIlth)igh the int r)ducti()n )f annual Iila nci al 
planning in 1971-1972 had necessarily rendered the application of tradi
tional monetary policy instrutimenlS redundant. 

During the initial period of independent central banking, 1966-1971, 
pressure on bank credit LemaLnd waIs relativelv lox\,largely because the 
governnmnt imaintaine'd appro)xitlmate fiscal balance, as its investment 
remained limited b\ low project implementing capacity Under these 
circumstances moral suasion was the main approach to attainment of 
monetary stability In the early' 1970s, however, the demand for financial 
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resources was projected to be much higher than could be afforded by 
noninflationaryv monetary expansion. In a bid to ration the limited re
sources in favor of the public sector, the Annual Finance and Credit Plan 
and the Foreign Exchange Plan were introduced in 1971-1972 as major 
instruments of munetary policy, aided by secondary instruments like 
interest rates, variable reserves, and liquidity requirements. Over the 
period 1972-1982, however, the latter types of tools were rarely used. For 
example, over the ten-year period 1970-1980, the interest rate structure 
was adjusted ony twice while reserve and liquidity requirements re
mained constant. Only in the recent period, 1985-1988, has interest rate 
policy been relatively active, changes ill the structure taking place two or 
three times a year, as described early in this chapter in the section 
"Weaknesses of the Bank of "lnz:nia. 

The key variables of the financCe and credit plans have been domestic 
credit formnation, comprising bank lending to government and nongovern
ment sectors, mn upv and assets. The last issupply targets, net forcign 
projected in the Foreign Exchange Plan. 

The essence off financial planning is to ensure that the savings llo
hilized by the financial system are made availalC to the various economic 
activities acco rdting to socioconomic priorities of the government, with-
Out disturbilng di. mestic and Cxter al meantary stability. Thus the Anniual 
Finance and Credit Plan p roivides the tarI-gets fOr credit to goverment, 
credit to variolS sectI ()I.'Other thaln govelnm11enlt, alld glowth in tile m11onev 
SItppl,; '[ie starting pi int fir projecting the expansion of credit is a 
comliniatan of anticipated real incomIe girwth and assuMptions regarding 
inflation. Within tie parameters of no ninflationary monetary growth and 

the net foreign assets, it is then possible to determine the dimensions of 
credit formation in the cc.nom Hank credit to go\'ernmCnt is normally 
derived fn m the Ludget estimates, so that the rest of the co nt imy gets the 
residual. Within the latter grout of sectors, however, credit is distributed 
between specilied croip-marketing authorities (m,"keting boards and co
op-erati'C uniIns) alnd the rest of the nongovernment sectors. Usuallv, 
because of slow stock turnover, the crop-marketing atuthi )ritis tend to 
acci iuiit for over 50 percent of tital credit expansion. Credit requirements 
for the crop-marketing authorities are estimated on the iasis of expected 
produtctioii, iroclucCr prices, administration, handling and processing 
costs of the crop boards, expected quaitity of sales (export and local), and 
expected export ad local selling prices. 

The attainment of the Finance and Credit Plan targets has been made 
difficult by, among other factors (see Kimei 1986: chap. 5) 

excessive (over and above desired) credit demrmid arising fiom stock 
hluildu) and trading losses particularly by crop-marketing institu
tiotis (the former results mainly from tratsportation and processing 
bottlenecks, while the latter arise from a combination of factors, includ



254 C. S. KIMEI 

ing pricing policies, behavior of international commodity prices, and 
management efficiency) 

* difficulty in resisting political pressure on banks to extend credit to 

particular parastatals irrespective of their credit-worthiness-with the 

result that a substantial chunk of hank credit is nonperforming, thereby 

weakening the liquidity position of tile banks 

" the problem of contro!ing government borrowing from tile banking 
system 

As mentioned earlier, the HOT has not actively f0lloved up the 

implementation of the Finance and Credit Plan hy hacking it up with 

supportive ionetarry policy instruments at its disp)Osil ( interest rate policy, 

for example). On tile contrary, the central hank itself has in most cases 

yielded to political pressure hy accepting an accomnlodatiotin of what are 

perceived as "special credit needs" even after the drawing up of the 

fillncial plal. This has exacerhated tile overshR(lot ing of Int)lnedC nmnetarv 

aggregates-a process that has fueled inllltion in Tazania (see Figure 9.1 

and Table 9.3 for Tanzania's inflationary trends). 

Apart from the preemption of nionetar' policy instruments hy financial 

platnni ng, the use Of tralitiolllna3jt lnetalv policy illst r tlents il Taine.aili is 

further iimpaired h' the ftll(AIing in ajor chara:icteristics Of the Iinancial 

market and the economy in general. 

A lout' degreeoflmlonc'tiz(iatioK is a result of the nl()net.rV ctrols (used 

and not used) tha:t ,Vmayleave a.substaintial pr-of the ec'()tlll\' uniffectled 

(see Pendharkar and Narasiinhan 196(). The nlitio nil icc(itlS ofllzlnia 

have not attempted to estinate separately the C )ntributioil )fsushistencC 

production to tile G)P in tile pasi live years (orso. The share of sIll)sistenlce 

production, however, ilas risen since the enltrv otf tile ectn)om1y into high 

inflation episodes fron tile tllid-19OS. Itl this connectioil, durilg 197-i

1981 the value of sihsistence rIdlictitiol in real ternis ( 1966 prices) rose at 

all average rate Of aiboutit 5 percent while GI)P rose at ii average rate of 

about 4 percent (see Kinlei 1986: -i8). Evidetlce Suggests tlhat Over the 

period 1981-1988 the share of the Subsistence sector continued to increase. 

Inl this regard ptriarv' proluctiol (into Which Most suh.tSiSteInce activities 

fall) has increased its share of GI)P staLitltiall; from 45S percent in 1980 to 

61 percent in 1988. AStllnlilg tl1at the shlrC Of sIh.Sistence tprOlductioIl in 

GI)P hias heen roIughly equal to 50 Ilerceilt of tllait Of ipritnlair' produLcti(oll 

(as it was ill tile tnid-1970s), then thl shtre tiMiv he estillited 1tohive risell 

from about 23 percent in 198(0 to 31 percent in 1988. 

The increase in in/ormal./intmociedsector opeirfians. The tern "infor

lal financial sector"-also re ferred to Is "IinIrgaIli Zed financiala sector" oi 
l.11011ilstitutional fi nliciai sector"-colers all inalci al Iactivities Outside 

the gambit Of institutional tinitlce (IHart 1973). The most important charac

teristics of this sector include (Chandavarkar 1988) 

http:nl()net.rV
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* proprietary or mutual ownership, for example, 1lpato schemes in Tan
zania 

complete freedom of entry and exit, which makes the market more or 
less perfectly competitive 

* low costs of transactions and information gathering because of infor
mality of transactions and intimate knowledge of customers on part of 
lenders 

* freedom 	from central bank controls, such Ias cash reserve and liquidity 
ratios, interest rate and portfolio ceilings, and selective controls 

• higher effective rates of interest than in the institutional financial sector 

" evasion of implicit taxation of the institutionl. sector through preemlp
tion of government funds at repressed rates of interest and subsidized 
borrowing by some institu~tional sectors 

• 	much less controlled end ,se of credit and less discrimination of credit 
for COnIsuLption prlores 

The informal financial sector partly reflects the activities of the so
called parallel cconomi, which is essentially a mechanism of evading taxes 
and other financial contr )Is including, credit and foreign exchange regula
tions (see Tanzi 1982). Strictly speakihg, the informal financial sectors are 
no t independent of the forinal. In most cases the noninstitutio mnal lenders 
borrow from the formal money markets for relending in the informal 
sector. As a result official credit policy (whether squeezing or relaxing bank 
lending requirements) has some impact oil the availability of credit in the 
informal sector. To the extent that uIsers rely on the informal financial sector 
for meeting their creCdit needs or for deploying their savings, the sector 
may be seen as a cause of financild disi ntermediatio n-certainl\' in the 
official sector. As this occurs, the potential effectiveness of monetary policy 
is eroded, aild fraglenlat ion of noney and capital markets is acc-derated, 
further hampering efficient nmobilization and deployment of savings. 

Inl Tanzania the parallel market took strong root beginning in I e early 
1980s when commodity and foreign exchange scarcities became acute. 
Further, given that the minimum subsistence wage in Dar es Salaam is 
currently estimated at over shs. 6,000 per month (based on the Ilousehold 
Budget Survey, 1976-77, and current market prices) while the official 
actual rate is ,about shs. 1,500 per month, one ma\' assume that the gap 
(about 75 percent) is largely met through informal activities. Moreover, as 
pointed out earlier, credit rationing in favo)rI )f the Iulhllic sector through 
an1nua lfinance and credit platns from 1971 onward has severely constrained 
credit availability to the private sector, especially for ,no)tdirectly productive 
sectors and consumption. It is, therefore, quite plausible that informal 
financial arrangements have grown rapidly in the past ten years. 
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No attempt has been made to estimate the size and activity of the 

informal sector in general, and the informal financial sector in particular, in 

Tanzania. The available ad hoc evidence indicates, however, that the size 

and scope of that sector are sizable. It is reported that one survey found 

only one of seventy-one informal establishments admitting to having 

obtained a loan from a formal financial institution-and that one case 

involved a meager loan of shs. 15,000 from the NBC. Thirty establishments 

(42 percent) acknowledged obltaining loans from relatives and friends, 

while 37 percent of establishments contirnied having obtained credit from 

other informal trade dealers. 
Volatiliti of the mofc'v mtultiplier. Since the liabilities of tile noninstitu, 

tional financial sector do not possess tile attributes of money and currency 

i:,;the predominant transactions ,nedium, informal sector credit operations 

do not create a significant flow of deposits. Thus the informal financial 

sector is not able, in and of itself, to fulfill the norm of banking practices 

and match credit formation with deposit creation. As a resuth the nmney 

multiplier in an economy with a growing informal financial sector tends to 

be dampened (Chandavarkar 1988: 85). Tile behavior of the money multi

plier in Tanzania over the period 1975-1987 is presented in Table 9.7. In 

TABLE 9.7 
The Mloney Multiplier, 1975-1987 

Commercial 
bank 

Currency in deposits Moey 

Period circulation with BOT Base money Money (M2) nultiplier 

1975 1,862.9 15.8 1,878.7 5,552.7 3.0 

1976 2,214.9 14.7 2,229.6 6,946.8 3.1 

1977 2,569.0 38.3 2,603.3 8,346.0 3.2 

1978 3,143. 12.4 3,155.9 9,396.3 3.0 

1979 4,278.2 109.9 4,388.1 13,806.6 3.1 

1980 5,522.9 39.3 5,562.2 17,519.9 3.1 

1981 6,950.0 186.8 7,136.8 20,694.7 2.9 

1982 8,381.9 24.8 8,626.7 24,728.6 2.9 

1983 8,717.3 176.4 8,893.7 29,078.3 3.3 

1984 11,341.2 230.1 11,571.3 30,218.1 2.6 

1985 13,556.6 473.4 14,030.0 38,971.0 2.8 

1986 19,451.6 269.5 19,721 1 50,353.4 2.6 

1987 26,329.0 1,554.0 27,883.0 62,777.9 2.3 

SOURCE: Bank of Tanzania. 
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line with the foreign argument, the money multiplier, which had remained 
slightly above 3 in the 1970s, started a downward trend from 1980, reaching 
as low as about 2.3 in 1987. 

The volatility of the nioney niulti)lier renders unachieva)le any attempt 
to control the money su,pplyv through the monetary base. In this connection 
reserve requirements-which are a major me:ans of controlling base 
lone'-turn out to be an ineflicient monetary policy instrmllent. 

IInpre lictbilith,qfthe demandfor mote)as metwLred b.the 'elociti, , 
of mone' chculatiotn. Over the past two decades tile demand for money in 
lanzania-proxied by tile income velocity of narrow or broad money
has been extremely unsta)le (see 'lble 9.8 and Figure 9.2). This behavior 
cannot be '.surprise in an environment that has been characterized by 
severe ecomireic shocks, of both external and donestic origin. Tile 
implication of tile behavior; hmowcver, is that the mnetarv authorities 
cannot exert effective control over the montarv aggregates and hence 
inflation. 

Absec e q/an (lil ,seci¢))u/(Ir'iit"for securities.Aniong the most 
popuilar tools of monetary policy is open market operations through which 
liquidity can be contracted or injected into an economy by a central bank 
selling or buying of marketable securities. File evolution of a securities 
market may follow demand, provided that market interferences are 

TABLE 9.8 
V,.ocitv of \12 and MI, 19'5-1988 

Nominal Bnad monev Narrow money \locity Velocity 
Period GI)P (N12) (M) of M2 of M1 

1975 1",82+20 5,552.7() -0346.40 3.21 4.10 
19"7(
197 

21,652.00
25,698.00 

6,9-16.80
8,3-46.-0 

5,331.80
6,382.8 

3.12 
3.08 

4.06 
4.03 

1978 28,582.00 9,396.30 6,827.00 3.04 4.19 
1979 32,31.00 13,806,.60 10,435.,i0 2.3-i 3.10 
1980 3",45-.00 17,519.90 13,345.90 2.14 2.81 
1981 .3,906.00 20,69+7() 15,-M01.20 2.12 2.85 
1982 52,5.16.00 24,28.0 18,323.20 2.12 2.87 
1983 61,008.0 29,0"78.30 20,537.10 2.10 2.97 
198-1 "6,26,-.00 30,218.10 25,270.20 2.52 3.02 
1985 99,330.00 38971.0() 35,809.50 2.55 2.77 
1986 1-43,03-i.00 50,353.-10 -'5,091.50 2.84 3.17 
1981 198,101.00 66,-12.90 47,130.60 2.98 4.20 
1988 263,500.00 89,809.00 65,400.90 2.93 4.03 

SOURCE: Bank of Tanzania, 
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Figure 9.2. Income Velocitv in T.hnzaia, 1975-1988
 
SOUtRCE: Bank of "rinzania.
 

minimal--so that Sl)plv and demand are the major determinants of the 
rates of return (or interest rates) in the market. In a regulated economy, as 
in the lanzanian case, the promotion of asecurities market should he taken 
as a deliberate policy action if such a market is to grow at all. 

Non.pro/it-mnalimizing nature offinancial instittions. For the tradi
tional monetary policy instruments to become effective, the banks and 
other financial intermediaries constituting the subjects of monetary con

trols have to be profit maximizLrs (or cost minimizers). If the institutions 
are indifferent to profit and Costs, the instruments will he rendered 
redundant. An example, drawn from "hnizanias experience, may illustrate 
this. During the late 1970s and early 1980s the commercial banks and, 
indeed, other financial instituticns in Thnzania were awash with funds (see 
Nyriabu 1980: 4-5). An imposition of reserve requirements with a view to 
reducing lending capacity and hence monetary formation under such 

circumstances may he ineffective. Moreover, an increase in the central 
discount rate, with a view to compressing aggregate demand might
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under non-profit-nmxinizing ianks-not trigger tie expected general rise 
in interest rates and for that matter might be preenlpted as a contractionary 
monetary measure. Tllus, for examlple, in "llzania tile sharp increase in tile 
blink discounl rate from about 135 percent in 1987 to 22 percent in 1988 ta 
level almost tt pair with the prevailing interest rate on savings deposits) did 
not inIduce a reduction in commercial banks recourse to the BOT. On the 
contrar C( Immercial bank borrowing fron the central bank continued in 
an tl)ward trend, registering an annual rise over 250 percent in tile year 

ended June 1988. 

Weaknesses inherent in the macroeconomic environment. The 
naacroecontonlic eilvirotilent in "lhnzania has iost likely been responsible 
for an inefficient financial system. The adninistrative regulations on the 

markets fior goods, latb i,;capital, and land, which were intensified after the 
Arusha I)ecl arati hn If socialist orientatiln f 196 7, have implied severe 

distoIrtions (If market signals. Several iajor reguliations were int rod uced 
into tile respective markets during the period 1901-1985, as discussed in 

the following. 
Ietilations oil the goods inark{c. Price controls were first introduced 

in 196" but were not institutionlized until the f irmatioln of the National 
Price Coniissill in 19-'3. Agricultuiril pr'(Iducer prices have beeti Under 
direct go vernteit control since 196. Gilnid it\' c nlinilent po licy 

under W,'hich trac in all lajor cap itiaIl aLId co ) stiumer gooIS as well as 
intermediate ipuItIis was CuIn lined to speciialized nattioal ani regi )nal 
,rading c(mnipanies, was ilitr(mc)LcIcecl in 19"72 and strengthened fri)i 1979
1980. I upt),rt licensing was intrOCIdLuceCI in 19"1, first With an opCil generl 
license (OGI.) list olg()ods that were atmlticaIl\' licensed antd Iater froti 
1981 without the OGI. when tCoreign exchange scac'it\ worsened." 

Generailly speaiking, the conttrIls ()l the g otds ilirket have in one waly 
()i- nothe affected tile fi nailci aliperf(Ir naice of' the ill fin.ncia1l institi
itIlS tlat c)ilstit ute the clients (f linanci al interniediaries. 

Rc tilttions ol the labor inarket. The l:ibortmarket Ilas been con

trolled in three nailn wvas-b\ iriptsing imiililnitlu \vwagc anId salary 
regtIlhatioIns; by etlstrLIilg fuIlil oitrol (wer the worker's tnionl t0 rIilC Ot al 

effective wage hargainiing pr()cess; autd lv imposilg direct goveIlllent 
regt, lat it)ll (Ifgene lI teris (If eiphyvili ill tile lparIst ataI .sctirtil l- tghl 
tle Standilig Conllittee il I arastatal ()rgial iizatiins (ScoPe). 

The resu lt Of these ,'eg uI ltit s,-\li ici aIso hold ftIr fillacill 

inst ituctioIs-llhas been 1delIri\c eiiployers (ttheir c ieativi i ii\ w isaid 
ineains of noti\aiting eiployees for increased L(Iductivitv 'This h1as been 

reinforced hy the fact Illat regcilati(ns apply mli)re or less mniftrnilly across 
sectors, withotit LLIe regard lleiing hAid toI illLiustrv splecificities. 

Financialnlarket regtl'ation.The preVioL1s sections lave mentioned 
vanirious i nicial regulationS sich Ias i1omi nali interest rate ceilings and 
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credit rationing by the mechanism of the finance and credit planning. The 
other crucial regulation that has to be added is the restriction of entry and 
exit of institutions into th financial arena, which is rooted in the acts of 
establishment of the NBC and other financial institutions. The latter has had 
negative implications for competition and hence for innovation and 
efficienq 

Other en,'ironentalt'eaknes. One of the most important charac
teristics and weaknesses of Tanzania's financial sector as a whole is the 
pressure imposed by a high incidence of nonperforming loans. Tie 
explanations given by the management of the NBC for poor loan recovery 
rates are is follows: 

" Inadequate capital structure of the major borrowers-the parasttals and 
cooperative unions-which have been compelled to divert short-term 
credits (crop finance and so on) to financing of fixed assets, as they were 
given little, if anv, capital at the time of establishment. This is the other 
side of the proposition advanced earlier, that the government over
stretched its resources by attempting to have command over everything 
(even over what do not appear to be commanding heights, like butch
eries and football associations). This overstretching has contributed not 
only to inflationary financing of the budget but also to the capital 
inadequacy of institutions established by the government (state-owned 
enterprises). 

" Controlled pricing of some conmmodities-):articularly food grains-has 
entailed substantial subsidies to the parastatals handling the goods. The 
government's failure to disburse the subsidies in a timely manner 
(because of budgetary pressure) has deterred the parastatals from 
retiring bank credit extended to them year after year. Agood example of 
this is the National Milling Corporation (NMC), of which overdue credit 
outstanding on its account at the end ofJune 1988 accounted for about 20 
percent of total bank credit to nongovernment sectors by tile NBC. 

" Unrealistic exchange rate management: An overvaluation of the shilling 
exchange rate, coupled with administrative fixing of producer prices and 
autonomously determined processing and handling costs for Tanzania's 
major exports, led to a situation whereby a large number of the export 
parastatals became substantial loss makers. The major contributory 
element to the losses was unrealistic pricing of foreign exchange earn
ings during 1978-1988. The basic question that arises is the way in which 
the losses suffered by the market parastatals (and, in fact, other parastatals 
as well) were passed to the banks. Should tile banks and other financial 
institutions be blamed for poor risk management-extending credit to 
finance losses? 'rhe answer is yes and no. It is yes, because the financial 
institutions are required by their statutes to operate an commercial 
principles-which means, among many other things, evaluation of loan 
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applications by traditionally acceptable banking methods and rejection of 
unprofitable risks irrespective of the nature of clients. It is no, because 
the major owner of the financial institutions-the treasury-issued 
guarantees for credit extended by the financial institutions to the parasta
tals, over and above the am1(oLlnts that the banks were ready to extend on 
their own evaluations. In this way the banks were indirectly made to 

accommodate the parastatals' sector losses. In June 1988, of the total 
outstanding credit to marketing parastatals of shs. 24,017 million, 56 
percent, or shs. 13,643 million, was considered unrecoverable or having 
been used to finance losses. This amount was mainly on accoulnt of the 
grain marketing parastatal (the NMC), the "linzania Cotton Marketing 
Board, and the To)bacco Processing and Marketing Board. 

Concluding Observations 

Among the ny things suggested by the analysis of this chapter, perhaps 
the most essential is that improvements in the efficiency of the financial 
system in Tanzania, an'. probably any other country, requires simultaneous 
(or prior) improvcinent, ,lsewhere. More sl:ecifically overall economic 
reform that creates a viable environment for the nonfinancial economic 
entities that constitute the clientele of the financial system is essential to 
effective deregulation and reform of the financial system. l)eregulation of 
the nonfinancial markets is crucial, therefore, to successful financial 
reform. Moreover, for financial deepening to take place, monetary 
staility-and hence anti-inflation tax policies--have to be pursued. For 
the latter to be realistically attainable, the authorities must strive to evolve a 
monetary policy framework under which various policy instruments will 
become effective for reducing or increasing domestic liquidity. It is 
therefore arguable that there is a two-way causality between the financial 
system and monetary policy. On one hand, tile tyne )f financial structure 
determines the effectiveness of monetary policy instruments. On the other 
hand, monetary policy plays an important role in the development of 
financial structures. 



Discussion
 

ALAN GELB: These papers have provided a basis for a lot of questions. For 
example, considering fiscal deficits and their financing, what has been the 
role of foreign aid? Where foreign alid is reduced and inflation rises, 
CO(r ')ies are probal 'v forced into monetary financing. It may also be 
necessary to proceed on a case study basis. Another point: What is the role 
of central banks in Africa? In a country like Brazil, vhere inflation rates 
approach 1,000 percent, there is no government fiscal deficit because the 
central bank generates its own fiscal deficit hy implementing a variety of 
programs. One needs to research carefully, on a country-bv-c,)untry basis. 
The question of what really is the role of the central bank in these countries 
is an important one. 

The point about high inflation and loan losses is very interesting. But I 
would like to add a caveat. Given the nature of the banking system-the 
way the institutions work and the way they are supervised-there may well 
be a relationship between high inflation and lower loan losses because of 
the erosion of losses. The depositors pay a tax, and part of that tax goes to 
bailing out tile banks. But With high inflation and controlled interest rates, 
we usually find a higher degree of credit direction to the banking system. 
Thus the institutions do not develop processes to screen borrowers 
themselves. As a result there is an intrinsically weaker system. One needs to 
bear in mind that tile inflation rate environment will affect the way 
institutions work. Particularly in the more repressed systems, banks are 
inherently weaker in judging their own clients. 
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Concerning real interest rates, savings, and investment, I have just 
finished a study of thirty-four countries over twenty-one years, and you may 
be interested to hear the results. I concluded that there is little evidence 
that real interest rates in financial markets affect investment levels in 
countries (I chose investment rather than savings because that way I also 
included the impact of foreign savings). But there is apparently some 
evidence, quite strong in my stud', of a relationship between the incremen
tal output capital ratios and levels of interest rates and very little relation
ship between those and inflation rates. The conclusion I came to was that 
this was a question of the efficiency of resoulrce use, not of how much 
investment took place. Others ha,.e done other studies. 

Countries like Tanzania, So)ialia, Uga1nda, Mozalbique, and Angola 
have much to learn from the efforts at financial liberalization elsewhere, in 
Algeria, for exalple, or Yugoslavia. At what stage does one want to 
introduce competition into a system like this? We have debated this 
ourselves for a nunber of countries. One vcry importlt question for 
China was whether the autho)rities in China should direct that financial 
institutions colpele. \We Came to the conclusion that, given the other 
factors involved, in particular the large share of lending that was still 
directed and the absence of proper bankrul)tcy laws an(.pr-oper Super
visory systems, one had to go very carefully in promoting competition. 

J. 0. SArusi: I would like to speak briefly on the paper presenited by Mr. 
Greene. In the introduction to his paper, he mentioned a handicap that I 
think is a very real )ne in the African context: the inadequacy of data 
available f )r :nalysis of the type that he provide;. One is advised to 
understand the paper's c')nclusions in this context of inadequate data. My 
own experience in the management of the Nigerian e'onomlly does not 
correspond with the author's analysis of the relationship between fiscal 
policy, monetary policy, and their effect on inflation. 

I think he concludes that there appears to be no direct relationship 
between the rate of inflation and the level of the fiscal deficit. To prove this 
Table 8.3 provides a series of data that, l ioking at it, will fully support that 
conclusion. But one Or twN things that are absent from Mr. Greene's analysis 
could jeopatrdize the validity of his conclusions. For instance, it has to be 
underst, )od that the rate of deficit financing Is a much larger base than, for 
example, does the lte of io1 ,ev supplly. 

Then, what he refers to as the impact of the fiscal deficit is actually the 
consequence of the metl.to q/finciniug of tile fiscal deficit. A budget 
deficit financed by the nonbanking sector has different consequences from 
one financed by the banking sector, and financing by the central bank 
produces still other results. 

Because of the inappropriate interest rate structure, the inadequate 
development of the monetary system, and a lack of budget discipline by 
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many of the governments, most of the deficit financing in African countries 

is financed by their central banks. And deficit financing through central 
consebanks with high-powered money invariably results in inflation, a 

quence of mioney's being puplled into the system without acorresponding 

increase in production of goods and services. It is nothing other than 

inflation. 
Mr. Greene's paper lists quite a n1um1ber of causes Of inflation. But 

another cause of inflation, the low productivity Of capital itself, is very 

clearly set out in the ')aper presented by my colleague from Tanzania. 
a great deal ofirticularly with tile cpital expended by government, 

money is going out while low productivity and high inefficiency of tile 

system continue, ensuring the inadequacy of goods anld services. Agrowing 

money base, then, that has little correspondence with an increased (uanitity 

or quality of goods and services is necessarily inflationar;: 

Commenting inthe paper biny'y colleague from Tanzania, I think Quite 

a mlber of Mr. Kimei's observations are true of nl own C(alltrk' ahhough 

the economnic structure in "lazalia is basical ldifferent from tile structure 

in Nigeria. I know that private sector participation is much higher in 

Nigeria than in Tanzania. In additiJnl, several things that we have done in 

being phased )ut because Of our olgoing economilicNigeria are 

restructuring-things like the subsidy resulting in increased deficit financ

ing that in tile past led to the central hank's putt ing high-powered mo0iney 

into the systen, in addition to tihe ani )unt of the budget deficit. I would 

welcome some clarification by Mr Kiniei of the method of deficit financing 

in Tanzania, especially because of the differences in fiscal budgeting 

between that cou,ntry and Nigeria. 

HIe mentions that there is less regulation in the banking sector than in 

the nonbanking financial sector This is contrary to my experience. I would 

like to know how this could come about. The regulation of the banking 

system is usu'ally very strict, and except for a few nonlanking financial 

institutions like the insurance companies, all others are virtually left free, 

with many finance companies not making returns or submnitting reports to 

anybody 
NANcY BENJAMIN: I was also going to suggest looking at foreign loans 

and foreign capital flows. I arn curious if either of you looked at or if there 

are any data on the composition of any of the price indices. Mr. Greene's 

paper noted that import prices did not seemr to be moving with the overall 

price levels. I wonder if there is any particular structure to the pricing for 
rising faster than others.certain kind., of goods that are 

CLARK LEITH: In reference to the explanations for inflation, we ne. ' to 

be a little bit more careful about grouping together really heterogeneoL 

situations. What we have across Africa are many different kinds of situa

tions. Each country is not simply a small open economy There may be a 
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few small open economies in Africa, but most of the small economies are 

not open, and most of the large economies may be open, but there are 

many parts of them that are closed. 
The way I try to think of the inflationary problem is to think of tile many 

different markets that exist within the country and consider what is 

happening in those different markets. In some sectors we may find a 

situation where the price level will be explained by the small open 

econom1y assumption; hence the foreign prices and the exchange rate 

would basically determine the price level. In other words, it would be 

virtually free importation in those sectors. In other sectors we are looking 

at strictly administerei prices hacked by government suLbsidies or taxes. So 

that if we tried to explain what is going on in those sectors, we have to 

understand the government decision-making process rather than any 

excess demand kind of explanation. 
In other sectors there is strictly limited suppl, such as the licensed 

import sector, where excess demand is the explanation of inflation. Then 

we have to understand the linkages among all those and the labor market, 
how the labor market interacts with those, the input-output relationships. 

Finally; there has to be some sense of feedback to demand in all those 

markets. And in adding up all that, we have to have some understanding of 

how those different components weigh in in the inflation process. 

Looking at it that way does not suggest that we are looking for any 

single explanation of whether the true answer for explaining inflation in all 

of Africa is fiscal deficits. I do not think that is a relevant question. It may be 

relevant int a particular instance, but to understand the way a given 

econonwy functions, we have to follow much more of ,a microbuildup 
approach. 

PATRICK HONOnAN: I would like to add a comment on this qtuestion of 

the linkage between fiscal deficits and inflation. 
When one is talking ablout one country or perhaps even a numiber of 

homogeneous industrial countries, maybe it is reasonable to ask these 

sorts of questions and run horse races between them, asking, Is it fiscal 

deficit that causes inflation or is it monetary expansion? But when we think 

about it, the link between fiscal deficits and monetary pressure of one sort 

or another across countries is very different, depending on the various 

techniques of pressire that the government has adopted. 
There are a number of examples in Africa that are, or are becoming, 

fairly well known. In Sierra Leone, for example, one of the main pressures 

that the government imposed on tile financial system was through a 

nonclearing overvalued exchange rate, so that exporters were taxed 

through the imposition of this false exchange rate. When that tax was 

removed by liberalization of the exchange rate, then, short of a fiscal 

contraction, there had to be some other pressu re imposed, and the natural 
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place to impose it was somewhere else in the financial system; this pressure 

took tile form of base money creation, which led to inflation. 
In Zambia it may be that a very similar thing occurred. It liberalized 

interest rates and discovered that the benefit of low interest rates was no 

longer flowing to the government (which had been borrowing at these low 

interest rates). Again there was pressure, and again it came out in the form 

of a monetary base expansion. 
So maybe-and this is the approach that I have been trying to adopt

we should not just looK at inflation as the outcome and examine what 

causes inflation so much as look at the overall sources of financing of the 

government deficit coming from the monetary and financial sectors. This 
may, in fact, be a more constant variable across countries and over time, as 

it is sO difficult to change the amount of tax that is collected from the formal 

sectors. 
LAWRENCE WHITE: Following up on this question of differences be

tween monetary regimes in different countries, I vas wondering ifJoshua 
Greene could draw out whether he finds any' differences between franc 
zone countries and non-franc zone countries. The sort of naive view that 
economists have of an exchange rate regime supposedly practiced in franc 

zone countries is that the inflation rate in those countries should not be any 
greater than the inflation rate in France, but clearly that is not true, and I 
wonder if you could discuss why it is not true. 

PATRMCK HONOIIAN: I just pass on this question that Ikeep getting 

asked: We have high inflation in our country. YOu want us to liberalize 
interest rates. How can we deal with interest rates of 50, 60, 70 percent? In 

normal financial markets, we deal with bank loans and so forth. I have the 
stock answer I give, but I am never satisfied with it. 

KERFALLAYANSANE: On the issue of the relationship between monetary 
policy and fiscal policy, the light against inflation in program adjustment is a 
long-term problem. In Guinea, for example, we have a very weak fiscal 
.'icN':so the whole adjustment program applies on monetary policy and 

what we do first on the exchange rate. We are obliged to move and to move 
very quickly 

Second, we also have to move on the interest rate in order for it to be 
close to the rate of inflation. 

Third, we have to free prices so that people will import goods from 

abroad and are free to set prices in order that we might have high prices, a 
high exchange rate, and a high interest rate. But these consequences are a 
great concern. That is why we do not agree always with the International 
Monetary Fund. It wants these changes quickly, in the short term. 

I believe that in an adjustment program, the fight against inflation is a 

long-term question because fiscal policy cannot be solved in twelve or 

fifteen or eighteen months. In Guinea, for example, because of twenty-five 
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years of socialism, peopl -were not acuistomed to paving taxes for the use 
of telephones or the rect:.pt of water. Everything was 'fr'ee." Now we try to 
apply a trUh polic, and it is very difficult. 

DONALD MATNIIESON: Given my Latin American background, I find it 

interesting that in the discussion of monetary policy and interest rates, 
there has been no menthi)noOf the issue )f capital flight and whether the 
accuLulaltion of foreign currency or the removal of assets abroad is a 
significant problem, especially in the higher-inflation countries. 

http:rect:.pt


Joshua E. Greene/C. S. Kimei 

Responses
 

JOSHIUA E. GREENE: Thank you all for some very stimulating comments. I 
have not vet looked at the role of foreign capital inflows. We mi1ay be able to 
do that with the \World Economic Outlook (X'EO) data base, and I will see if 
I can, as it were, throw that into the pot. 

For those of volU who raised the qLueStion of financing deficits as 
opposed to deficits per se, I could not agree more. The problem thus far 
has been pinning do)wn tfl')5e data in the data base that I have. 

With enough time each African desk officer could provide for a time 
series On financing of fiscal deficits. Unf )rtlu natel ,I did not have that time, 
and in the WEO data base I hatve available, it is a little bit harder to tease that 
out, but Iassure voU, I am looking into it. Indeed, I had pointed out in the 
talk .ind to a lesser extent in the initial draft of the paper that what we find 
about the fiscal deficit per se does not mean that deficits do not matter. It 
may mean that it is the financing of dlicits that matters. This is what we are 
examining now (and is confirmed in the revised draft of the paper that 
appears in this book). 

Data for the components of price indices could be identified, with 
enough time to do a co )untrv-Iy-co untrv analysis, since the IMF has detailed 
Clata about the prices indices of individual countries. I would point out that 
in the bulk of the African countries a very large component of the overall 
consumer price index comes from food. Therefore, there may not be as 
clear a transmission mechanism, say, from the foreign factors into the 
consumer price index as one might like. 
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there he arhere are countries, hoW'eVer, such aS I IgalndI, ,here hax' 

direct transmission frOlm exchMge rate ljdulstnIlelllSCVC1 I fond prices, 
since tile price index reflects only prices illthe ca)ital City. Sn it might show 

up there. It is , trick\- isSue ins filrisdlata are ctncerneld. 

I agree with peI lilIt tile difficult dtra';i g ColCI;lh oIf sio1ns Ir(1m atn 

aggregate tr'tilleit IaS to StUidy NevertheOI)I)seclI atcotinlt l'-hV-co tlnt rv 

less, given the titi e axa i:llt+hle a lclthe clidI ax lilIlC, iPsCCeemed 1iiOst useful 

to starut at tie apgregate I.eVCI. It is verV cleatr that coIditiI liSdiffer from)Ii 

Colintry tC Vs regaldS the (ILnest ill ra isCl a1)lt tle flalC Ztlle, it isit lltl'y. 

striking that axer:tge inllitiontt rates ill these cotUuntries hliave lIt Iee ias high 

,Isillle finertFng ianliSh:ld PIrtllguCse Cdll(liCs. 
xxe will IlearIt is cea;; Il VICVte,fl')Iltl Ip rOl the fra'l .tie Ilhat 

later Oil this lllrt)lllig, that thesC CollltriC llixe :tiSn hId ecntlnilic 
ntt Ieel as high Otherclifficitit-s, ex.'et if their intilatilin rates have as ill 

cnutitries. htlchCCtl, tIIey' hllae hticticd t0 the FtelchhecaUeS ratc, their 

Overall comIetitivetlless Ihis Iiscn iacl t Ile ixWith ttl' f tilie Freichl fr1tlC, 

plus the effects Of , stCadv ":to 10 perct i ttiom. OvCr a 101ng elIough 

periid Oft tile, th1:t ,c sec.lUl1CCScalhiiaxe S1it+snC cl fi)l"ctl~lI)-'ltiti"xeless ill 

their eCtlltilties, cVel i it ifllnlioln rtCs illitdicliiua \'c t'Streill it ;S Iligl. 

The quCsti llil de 1 ;is ilig at,.tll ()I 10t 
h111k incliVidlul tnau'kets is Iglil ql sil ttiln()Ifheing aile tIl ti Icountr 

hv-cOlultrv laisi,: I WxOltlll certainly Clio tlIragc Othiers itcI it. It clus tlake 

time. Certalitlx titi1 tlilg xe dltIc cotns~dcr is ,'lhetllr it is xx' hatving 

u it t 1ffics fIr itlixicidtlt Africatn c~ltinlries toWth ie 

c-'llctt dLtal t I dl I:auLI ll case studies. 
StIneOlltel l wti ix skI 

sis 
There was a qIitestn a IerIl sotllnrces If"itl lilt golvlettnietint fint-ing 

aind tile effect Iti the ilflatil I rate (If elitluititing tile hiddel tax ti1 cxpOrits 

arising frim ti Ivex'+iteuCl rate. is i IxVIcOtiVeItil. lxhinge 'his :averv 

Pin t at tile \t Irid Baik his written sotile inteltestitng studiessuihect. Blriain 
11l1 this, citax'itg i1t ilt-iC e Si,rl I.CIiet ticl, to ia lessetr extlitn,ic-e ilt 
in Zalnhi a. I have ntit fIooked into this luetLItin. 

A filla ipllnt I Will tItLch itl is the clifficilt iti inakikilg tie, case fOr 

interest rate lielralIizatitn ill a high-iiflatitl enlirIitleit. The nor:alI 

argulielt is ilit tilificiill' Ilxx' Iltil;l intetst rates create financial 

repressio n. Interest rates tiiust aible to reflect tileihe real scarcity vIlue of 

1110[ney, hut the tratIllsititiltota hiigher interest rate Clivirtnitllent will imptise 

costs oIn S1lle peoleI . One has to he axv'I Oflfthlit ntOlsiderldI possilly 


ways Of delintg With it xvitll(ilt coItihillg to Irtel'css price SignlIs.
 

C. S. KIMEI: Ill tile ceSf Utl uliI, is r'gued it ltlth tile text lidOIIe
 

(If tile ta)les of my paper,it is clearly shown that tile glvernmtilent, lr nMore
 

precisely the expadtlecl Illic sector, 1ihi eeti the 1n1lIr cuAIte (f tilmlne

tar'y expllnsion ilthe coutrtyt This ;ICcl.tlltS fi Ill\' argtlnlelnt that iuch of 

the inflation problem in Ttllzainiai is aitribitalie to the fiscal deficits. 
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On the other question of capital flight, in Tanzania there was a time in 

1983 when a campaign against economic saboteurs was conducted under 

the late Prime Minister Sokoine. A number of citizens and residents were 

found with very large sums of foreign currency, mainly Indians and 

businessmen who had international connections. These findings reflected 

the extent of capital flight, at a time when the country had severe foreign 

exchange problems. In recent years we have established an own-exchange 

scheme under which anyone can import anything so long as he has foreign 

exchange. The experience over tile past two or three years has shown that a 

large proportion of imports is Oin account of o1wn-exchange. It is yet to be 

known where the foreign exchange comes from. Imports ,, own

exchange increased to about $200 million in 1987-88, constituting about 

two-thirds of total export earnings. This sim1ply suggests that there is either 

a lot of capital flight or a lot of nmonev that Would otherwise he sent abroad 

or kept in mattresses and pillows in foreign exchange. This is despite strict 

foreign exchange controls. 

With respect to the question raised byny'colleague from Nigeria about 

regulation of banks and the nonbank linancial institutions, in 1hnzania the 

statutes that established the commercial bank-the NBCI--put very little 

restrictions on it. In fact, the commercial bank is sublject to very few 

restrictions from the central bank. The latter has the power to impose 

restrictions aimed at effecting monetary controls, such as reserve require

ments and interest rates. It cannot, legallyv, impose prudential requiremcnLs, 

such as capital adequacy ratios. The NBC, therefore, has enjoyed much less 

strict linancial regulations than the nonank financial institutions, which 

were restricted by statutes fro,,i going into the commercial banking 

business. My point here is that the nonbank financial institutions were 

restricted by their statutes in resource mobilization from the public. As a 

result a gradual decline occurred in their share in total financial assets. 
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Financial Crises and
 
the Process of Adjustment
 

in the Franc Zone:
 
The Experience of the
 

West African Monetary Union
 

The West African Monetary Union (Union Mon taire Ouest Africaine-
UMOA), together with the member countries of the Central Bank of the 
West African States (Banque Centrale des Etats de lWfrique de I'Ouest
13CEAO), constitutes the African component of the franc zone. The UMOA 
currently consists of most of the nations in the region formerly known as 
French West Africa: Blenin, Burkina Faso, 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., 

Since the second oil crisis all the member countries of the union have 
been faced with considerable disequilibria in their balances of payments. 
Because of their size these delicits have surprised most observers, for 
whom the franc zone had, until recently, embodied an ideal of economic 
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development based on major macroeconomic equilibria. Tile aim of this 
chapter is to describe both the process whereby such deficits came into 

being and the steps taken to correct them. 
Tile first section provides an overview of tile UMOA's methods of 

operation. Sections two and three deal with tile scope of the financial crises 

and tile factors of internal economic policy that caused them. The fourth 

section analyzes tile results of tile processes (f" stabilization and structural 

adjustment. Section five summarizes the major themes of tile chapter and 

touches briefly on the remaining problems. 

The Wheels of Monetary Cooperation 

Although tile cooperation between France and its African partners c*xiends 

to all fields, monetary relations attract the greatest attention because they 

are what is unique about the UNMOA and the franc zone in general.2 This 

cooperation is expressed in the affirmation of three major principles aimed 

it promoting econonlic development in a context of monetary stability: 

1. A currency com1moln to all tile member countries of the Union, the CIA 

franc. Its rate of exchange with respect to the French franc is fixed. The 

current parity, 1CFA franc = 0.02 French francs, has not been adjusted 

since 1948. Modification of the parity is possible, but it requires the 

unanilous agreement of all parties concerned. 

2. Community nianagement of exchange reserves. The 13CIAO keeps at 

least 65 percent of its official assets on deposit in an operating account 

opened on the books of tile French treasury (and depicted in tile 

Appendix to this chapter). The unusual thing about this account is that it 

can he overdrawn by any amount as a result of the commitment 

undertaken by France to convert the African currency regardless of the 

amount of foreign exchange holdings of its partners. 

3. 	 Free transfer wvithin the zone, which cannot be violated, even if one of 

the countries is experiencing serious balance-of-paments difficulties. 

The fact that the conversion guarantee applies only in the event of the 

depletion of all of the unions consolidated external assets merely implies 

that the BCEAO, through the Operating Account Agreement, is answerable 

only to the French treasury. This condition explains why the conversion 

guarantee did not come into pla' until DLcetober 1979, although Senegal 

and Benin had for several months been in a deficit position with regard to 

the issuing bank. It can be said, then, that the convertibility guarantee 

operates on two wvels of intracommunity solidarity: first, African solidarity 

when the BCEAO operating account permits compensating for national 

positions on the debit side while remaining on the credit side itself; 
second, French solidarity whenever the international exchange reserves 
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are depleted. This distinction between two levels of solidarity is a dan

gerous one to make, however, because it can give the impression that 

hefore 1979 France's exchange guarantee was useless. The mere fact that it 

could be enforced at any time helped to maintain conlidence in the African 

currency, which enabled the countries to increase their external debt 

options. 
In exchange for the unrestricted convertibility of CFA francs, 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. 
With regard to the determination of an adequate money su)ply, each 

country has a National Credit Committee (Comit6 National du Credit-

CNC), which is responsible each year for establishing the money supply on 

the basis ol gross domestic product price and volume growth projections 

and hypotheses of inv:Irian'c of the ratio of money to the GDP (k) and the 

ratio (m)between the money sut)ply and the currency in circulation (B). 

Given a projection of thc variation of external assets (AEN) and the 

assistance to the government ((.NG), the national committee determines 

the increase of net economic credit (C) that is compatible with monetary 

e(1uilibriul. 

,1I' = KPY 	 (demand for money equation) 

,Iv= B + D = AFN + CNG + C (equation for the supply of 

money and its equivwients) 

,11 = In 13 	 (monetary equilibrium ecluation)
Al5" = ,Ill 

C = 111- AEN - CNG 	 (equation for determining the 
total amount of credit in the 
economy) 

Determined according to the principles of the quantitative theory of 

mone. the overall monetary assistance to each economy is subject to the 

approval of the board of directors 	of the central bank, which may, if 
reserves require replenishnecessary, reduce it if the union's exchange 

ment. Besides determining the level 	of annual assistance, the BCEAO also 

has a full range of mechanisms enabling it at any time to make the 

necessary corrections to m.intain monetary equilibrium. The principal 

mechanisms are the prior authorizations required of commercial banks for 

any credit above a certain amnount granted to an enterprise, direct interven

tions in the inoney market (open market). and the possibility of establish

ing a system of compulsory reserves. In addition, the advances to each 

government are set at a maximum of 20 percent of the tax revenues of the 

preceding year. Although a similar limitation is included in the bylaws of 
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most of the central banks, thus marking the issuing institution's indepen
dence from the public authorities, the bylaw identifying the BCEAO as a
 
public international establishment guarantees observance of this provision.
 

Concerning the warning system: 

" Article 51 of the bylaws 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 banks external holdings to sight liabilities
 
reaches a level equal to or less than 20 percent for a period of at least
 
ninety days.
 

" Article 20 of the treat' establishing tile UMOA adds that in case of the 
depletion of liquid assets, the central bank must request tran;fcr to it of 
the foreign currencies held by any agency under tile jurisdiction of tile 
union. 

In general, it can be said that the BCEAO is theoretically provided with 
the means necessary to prevent large-scale monetary imbalances. On tile 
basis of this observation, detractors of the franc zone have questioned the 
actual scope of the guarantee of unlimited convertibility of CFA francs. In 
fact, if the monetary discipline of the African partners is infallible, is not the 
overdraft of the operating account a figment of tile imagination (Martin 
1987)? The experience of the past ten years removed any doubt on this 
subject once and for all. 

The Deterioration of Balances of Payments in External 
Financial Crises 

Although the union wais constantly in the red in trade in foreign energy 
products, tile 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 SDIts (Special 
Drawing Rights), the consequence of which was to build up exchange 
reserves and thus to imlprove the credit position of the operating account. 
This performance must be examined in greater detail, however (Tables 10.1 
and 10.2). 

" Most of the states launched into a highly active external debt policy that 
considerably increased the vulnerability of their economies to fluctua
tions 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 percent of the union's average annual exports 
between 1973 and 1978. 

* Analysis by country reveals highly %,ariedtrends (Table 10.3). Until 1977 
the Ivory Coast position remained satisfactory, in part because of the 
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freezing of Brazilian coffee plants. This favorable international situation 

led to a s;harp increase in world coffee prices and a considerable 

improvement in the Ivory Coast's external terms of trade. Conversely, 

Senegal and "logo were faced with serious financial imbalances even 

before the second oil crisis occurred. 

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 tile deterioration of the economic and financial position of 

these countries. In two cases the state hid to deal with the collapse of world 

phosphate prices after a brief period of considerable increases. The 

economic consequences of the price collapse were disastrous 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 tile 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 pros

pects of external financing narrowed, while expenses remained abnor

mallv high. This asymmetry of growvth placed heavy strains on public 

finances. 
The factors that led to tile crisis in tile economies of Senegal and Togo 

are also interesting because they illustrate a process of blockage caused by 

the public sectors 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 its obligations. 

Having reached the ceiling on cash advances from the central bank and 

unable in the short term to give the necessary flexibility t) revenues and 

budget expenditures, the government, for the first time, fell behind in its 

payments. Meanwhile the priwte sector made it possible for the economy 
sameto accunmlate new forcugn exchange holdings. In Senegal the 

scenario unfolded, with the slight difference that the cash flow problem 

came later Until 1980 the authorities were able to meet all their external 

obligations, but Senegal's position in the operating account became 

negative in 1978. 
With the deterioration of the international environment after the 

second oil crisis and the increased debt service burden, in 1979 the UMOA 

entered a phase of increasingly severe external crisis. Table 10.1, on which 

the following commentary is based, was prepared to show the volume and 

structure of the resources mobilized to finance the imbalances. The step 

taken by the monetary union conformed to the regulations of the Interna

tional Monetary Fund, ats set forth in the Balanceof PayvnentsManual of 

1977, but warrants the elaboration of two additional comments. 

First, callable payments were discussed. Since the balances of payments 

of the union are generally prepared and published on the basis of payments 



TABLE 10.1 
Evolution of Compensatory Financing of the West African Monetary Union, 1970-1985 (millions of SDRs) 

Curren, balance 
Basic balance 
Aggregate balance 
Compensatory financing (CF) 

Variations in foreign exchange holdings 
Operating account overdrafts 
Net position vis- -vis the IMF 
Structural adjustment loans and nonproject loans: 

World Bank 
CCCE 

Restructuring of external debt 
Outstanding external payments (arrears) 
Miscellaneous 

Compensatory financing (%) 
Variations in foreign exchange holdings 

Operating account overdrafts 

Net position vis-A-vis the IMF 

Structural adjustment loans and nonproject loans: 

World Bank 
CCCE 

Restructuring of external debt 

Outstanding external payments (arrears) 

Miscellaneous 


1970-1972 

-297.3 
62.4 
24.7 

-24.7 
-58 

0 
-14.6 

0 
0 
0 
0 

47.9 
100 
234.8 

0 
59.1 

0 
0 
0 
0 

193.9 

1973-1978 

-2,222.5 
-37.6 

48 
-48 

-287.5 
0 

106.5 

0 
8.9 
0 

33.1 
91.0 

100 
599 

0 
-221.9 

0 
-18.5 

0 
-69.0 

-189.6 

1979-1985 1983-1985
 

-10,176.4 -2,380.2 
n.a. n.a. 

-4,842.8 	 -2,175.8 
4,842.8 2,175.8 

7.8 -241 
686.9 -27.8 

1,054.5 261.7 

462.5 296.o 
442.1 232.5 

1,735.5 1,403.9 
389.2 199.1 

64.3 53.7 
100 100 

0.2 -11.1 
14.2 -1.3 
21.8 12.0 

9.6 13.5 
9.1 10.7 

35.8 64.5 
8.0 9.2 
1.3 2.5 



As a percentage 
Average of annual export compensatory financing ratios -6.13 -0.1a 13.8 17.1 
Cumulative compensator%, financing/average exports -2.23 -1.83 106.1 46.6 

Note (average for the period) 
Exports of goods and services 1,127.8 2,720.7 4,563.2 4,667 
Imports of goods and services 1,370.4 3,374.7 5,690.5 5.095 
Gross reserves 258 331.4 362 434 
Gross international reserves in import days 69 36 23 31 

NOTE: The aggregate balance is defined as the balance of all the autonomous operations. 
na. = not available. 
a. The minus (-) sign indicates an overall payments surplus. 
SOURCE: IMEIBalance oJPanmentsKLarbook Statistics (various years): IntMenationalFinancialStatistic, 1986 Yearbook; Recent Economic 
Developnentt (various years); unpublished data: World Bank and Caisse Central de Coopt.ration Economique (Central Economic 
Cooperation Fund) for structural adjustment loans and nonproject loans; Banque de France for the operating account. 



TABLE 10.2 
Evolution of Compensatory Financing in the UMOA by Country and by Period, 1970-1985 (in millions of SDRs and as a percentage) 

Benin Burkina Faso h'orv Coast 

1970- 1973- 1979- 1981- 1970- 1973- 1979- 1983- 1970- 1973- 1979- 1983
1972 1978 1985 1985 1972 1978 1985 1985 1972 1978 1985 1985 

Current balance (CA) -7.4 270.3 -987.4 -251 12.2 -192.9 -407.9 -202.1 -230.6 -1,589 -5,443 -855.6 
Basic balance 17.2 -184.1 -3-15.6 -206 11.4 -77.9 n.a. n.a. -37.7 373.3 -2,993 -1,122 
Aggregate balance 14.1 -36.3 -256.5 -204.7 16.5 -23.6 -51.2 -1,4 5 -51.2 188.8 -2,896 -1,283.5 
Compensatory financing 
(CF) -14.1 36.3 256.5 204.5 -16.5 23.6 51.2 51.2 -188.8 2,896 1,283.5 

Variations in foreign 
exchange holdings -13.5 14.3 9.4 0.3 -11.8 16.1 -75.5 -38.2 16.9 -273.6 323.1 -4.3 

Operating account 
overdrafts 0 0 67.6 46.2 0 0 0 0 0 0 366.8 -163.2 

Net position vis-a-vis 
the IMF -0.7 5.5 13.1 3.1 -1.7 3.8 3.9 -4.2 -9.3 31.7 648.5 142.1 

Structural adjustment
 
loans and
 
nonproject loans:
 
World Bank 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 0 376.1 108.7 

Restructuring of 
external debt 0 0 0 0 0 0 0 0 0 0 929.8 929.8 

Outstnding external 
pq-rnents (arrears) 0 0 166.3 155 0 0 77.1 52.0 0 0 0 0 

Miscellaneous 0 16.5 0 0 -3.0 3.7 21.2 15.4 43.6 53.1 90.8 30.2 



Compensatory financing
(CF) (%) 1001 100 100 100 100, 100 100 100 100 100, 100 100 

%hriations in foreign 
exchange holdings 95.7 39.4 3.7 0.1 71.5 68.2 -147.5 -114.0 33.0 144.9 11.2 -0.3 

Operating ac-zount 
overdrafts 0 0 26.4 22.6 0 0 0 0 0 0 12.7 -12.7 

Net position vis-4-vis 
the IMF 4.3 15.2 5.1 1.5 10.3 16.1 7.6 -12.5 -18.2 -16.8 22.4 11.1 

Structural adjustment 
kans and 
nonproject loans: 

'Vbrld Bank 
CCCE 

0 
0 

0 
0 

0 
0 

0 
0 

0 
0 

0 
0 

0 
48.0 

0 
25.5 

0 
0 

0 
0 

13 
5.6 

18.7 
8.5 

Restructuring of 
external debt 0 0 0 0 0 0 0 0 0 0 32.1 72.4 

Outstanding external 
payments (arrears) 

Miscellaneous 
0 
0 

0 
45.4 

64.8 
0 

75.8 
0 

0 
18.2 

0 
15.7 

150.6 
41.4 

155 
46 

0 
85.2 

0 
-28.1 

0 
3.1 

0 
2.4 

Average of annual export 
compensatory
financing ratios (%) -6.2 4.6 19.3 36.6 -17.0 -2.5 4.0 6.1 2.6 0.3 15.8 16.4 

Cumulative 
compensatory fi
nancing/average ex
ports for the period 
(%) -17.7 29.9 135.9 105.8 47.0 28.1 30.1 18.9 8.6 -11.5 106.4 44.8 

Note 
Exports of goods and 

services (%) 79.7 121.3 188.7 193.3 35.1 84 170 177.6 596.6 1,635 2,721 2,868 
Imports of goods and 

services 
Gross reserves 

108.3 
22.1 

205.0 
19.2 

318.4 
11.5 

259.0 
3.0 

87.1 
41.0 

230 
54 

445 
76.7 

433.0 
106 

653.2 
96 

1,717 
132 

3,666 
24.9 

2,910 
9.4 

(continued) 



TABLE 10.2 
(continued) 

Benin Burkina Faso Ivory Coast 

1970- 1973- 1979- 1981- 1970- 1973- 1979- 1983- 1970- 1973- 1979- 1983

1972 1978 1985 1985 1972 1978 1985 1985 1972 1978 1985 1985 

Petroleum product.s 

balance -2.9 Ila Ila Ila -4.3 -10.5 na pla -21.3 -75 -168 -74.4 

Investment earnings 
balance 0.7 na na na 1.4 2.7 -1.5 -4.1 -9.5 -53.8 -383 -493 

Gross international re
serves inimport days 7-4 42 12 5 174 97 63 89 54.5 26 3 1 

Niger Senegal Togo 

1970- 1973- 1979- 1981- 1970- 1973- 1979- 1983- 1970- 1973- 1979- 1983

1972 1978 1985 1985 1972 1978 1985 1985 1972 1978 1985 1985 

Current balance (CA) -27.4 -264.3 -874.1 -156.3 -31.7 -536.i -1,996 -802 -12.6 -227.3 -468 -113.2 

Basic balance 59.-1 55.4 -279.8 -102.6 197 -191.8 -931.4 -219.9 -7.6 -12.5 -583.5 -217.5 

Aggregate balance 26.8 47.7 -185.4 -78.4 16.4 -116.8 -1,069 -q48.8 2.1 -11.8 -384.5 -126.3 
Compensatory financing 
(CF) -26.8 -7.7 185.4 78.4 -16.4 116.8 1,069 448.8 -2.1 11.8 38-.-5 126.3 

\hriations in foreign 
exchange holdings -26.3 -57.6 -26.6 -78.0 -22.2 23.3 -0.1 1.1 -1.2 -21.0 -222.5 -121.9 

Operating account 
overdrafts 0 0 0 0 0 11.1 252.5 89.7 0 0 0 0 

Net position vis-a-vis 

the 1MF -0.7 2.5 71.7 33.4 -1.3 56.1 240.7 44.8 -0.9 6.9 77.2 42.5 



Structural adlustment 
oan.s and 
nonproject loans: 

World Bank 0 0 0 0 0 0 14.3 0.3 0 0 52.1 52.1 

CCCE 0 0 57.3 22.2 0 0 163.9 69.5 0 0 35.2 23.5 

Restructuring of 
external debt 0 0 100.1 91.8 0 8.9 357.3 217.3 0 0 348.3 164.9 

Outstanding external 
payments (arrears) 

Miscellaneous 
0 
0.2 

0 
7.4 

0 
-16.5 

0 
9 

0 
-7.1 

0 
17.5 

28.-
-8.0 

26.0 
0 

0 
0 

0 
-7.2 

117.4 
-23.2 

-33.9 
-0.9 

Compensatory financing 
(%) 100, 100 100 100 100, 100 100 100 100, 100 100 100 

\ariations in foreign 
exchange holdings 98.1 57.6 -14.3 -99.5 135.- 19.9 0 0.2 57.1 -17.8 -57.9 -96.5 

Operating account 

overdrafts 0 0 0 0 0 9.4 23.6 20.0 0 0 0 0 

Net position vis---vis 
the IMF 2.6 2.5 383 42.6 7.9 48.9 22.5 10.0 42.9 58.5 20.1 33.7 

Structural adjustment 
IxaLs and 
nonproject loans: 

W(orld Bank 
CCCE 

0 
0 

0 
C 

0 
30.9 

0 
28.3 

0 
0 

0 
7.6 

3.2 
15.3 

0.1 
15.5 

0 
0 

0 
0 

13.6 
9.2 

41.3 
18.6 

Restructuring of 
external debt 0 0 54.0 117.1 0 0 33.4 48.4 0 0 90.6 130.6 

(continued) 



TABLE 10.2 
(contipmcd) 

Niger Senegal Togo 
1970-
1972 

1973-
1978 

1979-
1985 

1981-
1985 

1970-
1972 

1973-
1978 

1979-
1985 

1983-
1985 

1970-
1972 

1973-
1978 

1979-
1985 

1983
1985 

Outstanding external 
payments (arrears) 

Miscellaneous 

Average of annual 

0 
-0.7 

0 
7.4 

0 
-8.9 

0 
11.5 

0 
4.3 

0 
15.1 

2.7 
-0.7 

5.8 
0 

0 
0 

280.5 
-61.0 

30.5 
-6.0 

-26.8 
0.7 

export compensatory
in.,ncing ratios (%) 

Cumulaive 

-12.9 -4.1 7.5 10.3 -2.1 2.1 20.8 19.3 -0.9 0.2 15.3 13.9 

compensatory 
tinancing/average 
exports
(%) 

Note 

for the period 
-37.0 -29.4 46.9 22.5 -6.2 21.3 144.3 57.6 -0.7 6.9 110.5 -1.8 

Exports of goods and 
services (%) 

Imports of gxods and 
services 

Gross reserves 

Petroleum products
balance 

tlvestment earnings
balance 

Gross international 

72.5 

92.1 
30.1 

-3.9 

0.5 

162.3 

270.3 
64 

-13.7 

-1.8 

395 

570 
83.6 

-70.9 

na 

347.9 

442 
90.2 

-58.9 

na 

265.5 

328.0 
0 

-5.8 

-2.1 

547.5 

711.6 
18 

-32.7 

-14.0 

740.6 

766.3 
8 

-110 

-72 

778 

624 
7 

-120 

-99.8 

78.5 

101.6 
40 

-3.5 

- 1.1 

169.9 

240.3 
44 

-12.5 

-3.5 

347.9 

487.6 
14 

-28.4 

-31.8 

302 

426.7 
217 

-16.6 

-42.6 

reserves in 
days 

import 
39.6 75 57 77 30.3 9 4 - 1-3.7 81.8 118 186 

a. Aggregate payments surplus. 
SOURCE: Same as Table 10.1. 
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TABLE 10.3 
Evolution of major Export Prices, 1973-1983 

Price multiplier 
coefficient' 

Country Boom periodProducts 

1.451976-79Ivory Coast Coffee 
1.47; 2.42 

Cocoa 1973-74; 1977-79 
3.51975-83UraniumNiger 
3.051974-75PhosphateSenegal 1.491974Peau.1.t oil 
3.051974-75Togo Phosphate 

NOTE: n.a. = not available. 

a. Average prices during the worldwide boom as compared to the average prices for 

the 1970-1972 period. 

SOURCE: World Bank, Price Prospects for Mjor Prinall'Cotnnodities, 1984. 

made, itwas necessary to reconstruct the accounting documents to include 

in the deficit certain transactions that were not recorded because the\, did 
results of the 

not involve disbursements (including, for instance, the 

in outstanlding external paynlts).
rescheduling of debts and variations 

include in compensatory financing
Second, it was thought proper to 

certain long-term loans reserved exclusively for countries that had suIc

cessfully restored their balance of international payments. This thinking 

was consistent with the conception of compensatory financing as including 

all the sources of financing for correcting the disequilibriul in the balance 

compensatory financing of 
of pa\'yments. The special mechanism of the 

export earnings managed by the IMtF is only one possible component of 

this kind of financing. The same is true of World Bank structural adjustment 

also, on the bilateral plane, of assistance of 
loans and nionprowect loans b; 

the same type that the French government was able to provide through the 

operations of the Central Economic Cooperation Fund (Caisse Centrale de 

Coopration Economique), whether under the heading of structural adjust

loans or sectoral loans.ment 
period, the amou1-nt Of the consolidated overall 

For the 1979-1985 
nearly 5 

imbalance in the union's international payments is estimated at 

billion SDIts, or more than 100 percent of the average exports of goods and 

services for the period. The (-umllative deficit in current transactions was 

even more astonishing since, using the same detiominator, the percentage 

was 220 percent. Although all the financing mechanisms were called into 

play, their relative importance was modified as time passed, according to a 

managed in most developing
strategy that duplicates the way crises are 

countries. In other words the financing of deficits was at first dominated by 

such drawings on foreign exchange holdings
unconditionl facilities as 
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and, in this case, in 1979 and 1980, the use of the special facility of 

overdrawing the operating account. 
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 during 1981-1983. 

With regard to the assistance from the fund, this mobilization was effected 

to enable the BCEAO to interpret its bylaws in a less stringent manner. In 

1981, in fact, the central bank allowed public treasuries to obtain the 

counterpart in national currency of their drawings, independently of tie 

cash advance ceiling of 20 percent of the tax revenues of the preceding year 

(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 

CFA francs, the external payments crisis could only have been caused by a 

scarcity of available funds at the state level. 
Some observers, however, expressed disapproval, saying that this 

measure tended to give more weight to the state and, in the medium term, 
mortgaged the recovery of the unions external position in conjunction 

with the phase of reporchasing national currency, These concerns are no 

doubt justified. But, as will be seen in the following section, the situation 

before 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 BCEAO. And to the extent that, in 

exchange for drawing rights, the member states were required to inple

ment stabilization policies-including a program for retiring overdue 

public debt, strict control of external loans and economic credit, and a 

more satisfactory distribution of monetary resources between the public 

sector and the private sector-then 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. 
Finally as a result (I. fewer possibilities of drawing on the various credit 

facilities of the fund ,and the continuing probliem of external debt, re

scheduling became crucial in 1984 and 1985. Since all dealings with the 

financial clubs of Paris and London are conditional on the signing of a 

confirmation program with the IMF, 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 agreement. 
In the preceding general commentary, it was implicitly assumed that in 

the 1979-1985 period the union constituted an economic unit charac

terized by uniform behavior with respect to the policy of financing the 

balance of payments. In reality this assumption requires a certain degree of 

qualification, as is evident in Table 10.2. 
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Not all the countries were simultaneously affected by the financial crisis 

with the same intensity Togo (in 1977) and Senegal (in 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 in 1982. As for the Ivory Coast, 

given its central position in the union, it is not surprising that its financial 

position directly influenced that of the UMOA. 
Although all the countries were affected by the financial crisis, not all of 

them adopted the strategy described above. In fact, Benin and Burkina Faso 

have so far rejected any adjustment program connected with the IME 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 that can only be brought about by mounting internal 

and external paymeit arrears. 

The Internal Origins of the Deterioration 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 
as the instability ofinternational environment, particularly it related to 

foreign terms of exchange and, beginning in 1979, the growing debt service 

burden resulting partly from rising interest rates. rhis section focuses on 

the responsibility of local economic measures and the riskiness of mone

tary and budgetary policies. . 

On the monetary plane circumstances necessitated that the reform of 

the UMOA 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 intervention were at that time expanded. In the specific 

international context of the 1970s, these two objectives proved to be 

virtually incompatible. 
Through the national monetary committees responsible for determin

ing the volume and distribution of credit according to the procedures 

brielly described in the first section of this chapter, the governments 

adopted expansive monetary policies motivated by a desire to give money a 

more active role than izhad had in the past in the promotion of economic 
raised again when the Council ofdevelopment. (This objective was 

Ministers of the UMOA resolved to implement the reform of May 2, 1975.) 

The implementation of these policies demonstrates implicitly that the 

authorities agreed with certain critical observers of the franc zone that ',he 

monetary stability of the 1960s had been achieved at the expense of 

economic growth. In any case when, between 1975 and 1978, the net 
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foreign exchange holdings of the UMOA increased in conjunction with a 

positive trend in the terms of trade, the expansion of internal credit was 

procyclical, contributing to a rapid increase in the money supply, the 

average annual growth rate of which went from 14.5 percent between 1967 

and 1973 to almost 30 percent 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 tile 

union's external position. The central bank could have tried to temper the 

boldness of the national monetary committees by neutralizing, through tile 

growth of the internal counterparts of the money Supply, tile expansive 

effect of unexpected temporary booms on the primary commodities 

markets. But such a step would risk thwarting the desire to forge closer ties 

between money and economic growth and might have been misun

derstood by the states, inasmuch as neither the level nor the variation of tile 

union's foreign exchange holdings justified slowing down tile rate of 

growth of the money supply 
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 BCEAO resigned itself to a laissez-faire attitude. This attitude of 

the central bank was criticized. The hank's method of monetary program

ming was also criticized for being excessively influenced by the nomen

tary level of the union's reserves and, therefore, too far removed from the 

consequences of economic policies on the mediun-terml growth of those 

(Krumm 1987). Although this criticism is justified, there is noreserves 
proof that those involved would not have reacted to a tightening of internal 

credit by increasing their external debt. Indeed, it has been observed that 

the effectiveness of the BCEAO's monetary control is asymmetrical, being 

most limited when the facilities for external debt are greatest (Bhatia 1985). 

In December 1979 the foreign exchange holdings of tile central bank 

fell below the threshold of 20 percent of sight liabilities. Thus the BCEAO 

was again in a position of being able-if not compelled-to impose more 
onlyrestrictive monetary policies. At first, however, such Imeasures were 

diffidently applied as the central bank used all the latitude accorded it by 

Article 51 of its bylaws. Although, according to the bylaws, tile 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. Atoo sudden drop in these ratios wou~d 

have involved tenuous liquidity positions and cash problems for everyone, 

including the banking systems. Unfortunatel, 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 tile 

institutional mechanisms of the UMOA, cash advances to public treasuries 
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are limited by the bylaws to 20 percent of the tax revenues of the preceding 
year. This limitation, which is s--.,)osed to protect against drifts, was in fact 
circumvented in a number of ways. The four main ones are identified in the 
following paragraphs. 

lirst, for a long time the credit granted to public enterprises had been 

lumped together with private sector credit in the BCEAO accounts. This 
being tile case, as soon as the states encountered cash problems, the 
immediate solution wN'as to encourage these enterprises to indebt them
selves to the local banking system to compensate for an ablsolute reduction 
in operating subsidies or capital endowments. In practice this tendency to 

use substitute sources of financing was all the less problematic since the 
states Ire majority shareholders in most of the commercial banks and tile 

latter are in any case placed under the influential supervision of the 
Finance Mlinistr. 

Second, without violating the 20 percent rule for advances from the 

central bank, the states were able to finance budgetary deficits by taking 

advantage of external loans. Rattan Bhatia (1985) has suggested haat this 
system of pltcing a ceiling on advances was tiktmattly a tactor in overin
debtedness. This assertion Must he viev, ed with reservations, however, 
because without any regulation in this mattter, two scenarios would have 
evolved, both demonstrating that external loans were finally necessary to 

finance expansive economic policies. In fact, either tile states would have 
had to resort to internal money creation even more vigorous than that 

observed, which would have made the strais on foreign exchange 
holdings apparent well before 1979, forcing the BCEAO to implement 
restrictive mo)netary measure, earlier; or, for an equivalent growth of 

monetary resources, the sta|te.'s would have been compelled to ration 
internal credit to tile pri'ate sector The effect of crowding out the private 
sector with respect to internal credit Would have been compoCunded by its 
resulting loss of access to international financial markets. 

Third, in certain states seasonal credits, which are intended to facilitate 
the process of )roducing and marketing agricultural products and for 
which there is no ceiling, were used for other purposes. Logically, in fact, 
these credits are reversed within the year The trend observed toward an 
increase in their alunt shows that this was not always the case. The 
example most often cited is that of the National Office of Cooperation and 

Assistance for I)evelopment (Office National Le Coopcration et d'Assis

tance pour le lcveh ppement-ON(AI)). A semipublic institution, 
ONCAI) was consistently able to finance operating deficits cautsed by the 
cumbersomeness of its structures with seasonal credits, which the agency 
was of course unable to repay on time (S. Guillaumot 1984, Goreux 1985). 

Fourh, the accumulation of payment arrears by most of thel public 
treasuries was one way of financing budgetary imbalances, with the 

negative consequences for tile overall functioning of the economies that 
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one might expect. rhese arrears caused not only carryover effects but also 
imitation effects on the part of the other internal economic units (de 
Boissieu 1985). 

Membership in the Monetary Union and the 
Implementation of Adjustment Programs 

Because of tile community management of the exchange reserves, a 
country with a temporarv disequilibriuml in its balance of payments has 
every chance of being able, regardless of tile nature and the size of the 
deficit, to avoid the hurden of a socially costly and economnically useless 
stabilizatiom. In the presence of a persistent external imbalance, however, 
the principle of comnunity nanagement hecomes more questionable 
since it can enable delays in the implementation of structural adjustlent 
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 provisi(m of tile bylaws compels it to restore tile balance of 
its international payments or to replenish its foreign exchange holdings. 

When the balance of the operating account becomes negative, tile 
institutional mechanism obligates the central bank to adopt monetary 
measures necessary to correct the foreign exchange holdings position. 
Nonetheless, the room fori maneuver of the BCEAO is great since access to 
overdrawing the Operating account C no formal agreement or anyrequires 
involved negotiations on the content of adjustlent programs. 

Be that as it ma; it does not appear that the overdraft facility was used 
to circumvent the exigencies of adjustment. Although the operating ac
count actually provided most of the com-npensatory financing in 1979 and 
1980, the countries falling prey to more serious difficulties (with tile 
notable exceptions of Benin and Burkina Faso) availed themselves of the 
conditional assistance of the IMP in the first few months after their positions 
became negative. Givt!n that access to the overdraft facility is automatic and 
immediate whereas establishing a programn with the IMF is preceded by 
frequently lengthy and difficult negotiations, tile 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 adjustnent policies 
produced spectacular results, as displayed in Table 10.4. Expressed as a 
percentage of the exports (' goods and services, the growth of the 
consolidated balance of current transactions exclu.ive of interest payments 
is evidence of this. From an average deficit of about 40 percent in 1982, this 
ratio dropped considerably and remained below 7.5 percent in 1984 and 



TABLE 10.4 
Ratio of Current Balances Exclusive of Interest tPayments to tileExports of Goods and Services. 1979-1985 (percent) 

19"9 1980 1981 1982 1983 1984 1985 1979-1985 1979-1983 1983-1985 

Benin -13.0 -93.2 -111.1 -96.0 -61.3 -4.8 -16.9 -56.6 -74.9 -27.7 
Burkina Faso -35.7 -24.3 -19A -- 48.6 -2-.6 -36.1 -42.0 -33.4 -31.1 -35.3 

, 	 Ivory Coast -34.5 -41.2 -34.7 -18.8 -18.0 +13.7 +13.3 -17.2 -29.4 +3.0 
Niger -21.6 -31.9 -25.6 -3-.-* -4.3 +10.7 +0.1 -15.7 -2-1.2 +2.2 
Senegal -22.3 -42.0 -- t-.6 -2.2 -26.0 -21.5 -17.0 -29.2 -33.2 -21.5 
Togo -60.3 -9.- -1.8 -12.0 +2.1 +10.9 -1.6 -10.3 -16.3 +3.8 
UMOA (average ratios) -31.4 -- W.-4 -- i0.0 -40.0 -22.5 --. 5 -10.4 -27.0 -3-4.9 -12.6 

NOTE: Investment earnings, lines 15-20 of the detailed balance of payments of the monetary fund, are calculated exclusive of direct
 
investment earnings.
 
SOURCE: IMF, Balance of Payments 1,arbook Statistics, Washington. various years.
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1985. The most rernarkabl" progress was recorded in the Ivory Coast, 
Niger, and Togo, where the position of the balance was even reversed. 
Conversely, in the countries not involved in an INIF program, signs of a 
lasting adjustlent are not yet visible, with tile result that their financial 
position is a source of legitimate concern. 

By what n-eans and at what social cost did the IJMOA manage to 
improve the position of its external accoults? The process of restoring the 
balance involved a combination of measures, some of which tended to 
check aggregate denmand and others to stimulate tle supp)ly 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 countr\ that is a price taker on the international 
commodities market, devaluation is beneficial insofar as it instantly 
changes tile structure of relative prices in favor of goods open to interna
tional trade. In an econ(my with large t iused productio m capacities in this 
sector, there is reason to hope that a not inconsiderable portion (J the 
adjustment can he accomplished by the growth Of supply' (structural 
adjustment) rather than tile curbing of demand (stabilization). With respect 
to the process of restoring tile union's balance, a few remarks concerning 
these assertions are in order. 

First, in an international environment of flexible exchange rates where 
the French franc fell in Value with respect to the major currencies during 
1981-1985, maintaining parity did not exclude a sometimes significant 
depreciation of the nominal effective exchange rates of the CFA franc. ,ks 
shown in Tlable 10.5, when calculated Oin tile basis of the structure of the 
imports of each country during the 1980-1986 period, the depreciation was 
6 percent between 1980 and 1987 and more than 10 percent with the 
exclusion of Benin (where tile upward trend of the index wvas due in large 
part to frequent devaluations of tile currency). 

Second, under the influence of internal policies, real effective exchange 
rates depreciated during the same period (1980 to 1987) by an aver;,gC 
greater than 12 percent. This trend toward an improved competitive 
position is remarkable because it yielded additional depreciation of the 
nominal effective exchange rate. tLsuall' the increased competitiveness 
that is instantly produced by a devaluation disappears in the ensuing 
months, in part because of an accelerated rise of internal prices, which 
compound the difficulties of implementing i rigorous policN to accompany 
it. In the case of the UMOA, the depreciation of nominal effective exchange 
rates, without changing the parity, led, on the contrary, to Ideceleration of 
inflationary strains. Two phenomena contributed to this favorable out
come: profound changes in the conduct of monetary and budgetary 
policies, which led to a downward adjustment of inflationary expectations 
(S. Guillaumont 1988), and the exogenous depreciation in the exchange 
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TABLE 10.5 
VariatiIns of the Comlponents of the lEffective Exchange 
West Atfrican Monetar IUnion, 1980-198- (percent) 

Rates of tile 

Nominal Relative'l Real, 

Bienin 
Ivory Coast 
Niger 

Senegal 
Togo 
Burkina lisoi 
1IMOA 

+ 16.0 
- 12.2 

-8.9 

-6.3 
- 1+,5 

-9.5 
-i.9 

- 18.8 
- 5.8 

-20.7 

+ I l.-i 
-2.0 

- 10.0 
-7.6 

-2.8 
- I"'.0 
-2+5 

+5.7 

- 16.7 

- 17.6 

-12.2 

a. Variations illtite nominal effcctiye exchlnge rate calculated oiltile basis of tile 
1980-':980) average imlpolt st tnrcre. 
b. \iriations in relative price exp rCsssed in tilt.!
v'arious currencies of tile countries 
in question; tile+ sign indicales thit inflation offclInsunler -1ices in tie African 
c.<lltrv is higher tilall tile average oI'its partlers, aid the - sign nleans the reverse. 
c. \lriatiihls il tile real effeclive exchalnge rate.
 
SOU RCES: II, Iuwteruatioual I-ima/tcial .Satiics, 1988 
 Yearhook, Wishington;
I 'nited Nathtills, ofhwtrnatioua/Di,hdoeo7hadh Stlistics,New YoIrk, variolus years; 
aid \,orld Bank, W\nhld 7itbhs, 1989 edition. 

rate of tie Frelch framc. Since tile depreciationl of the CFA frac was ollly

indiirect, it led toIa phetMIlenI Itii tOfIn/ey illusIiol (In the part 
of the
 
eeolOIImic unrits (Pln:e 1988a).
 

Tb le 10.6 provide.'s itiform-ttlatiolIn t', C( i
uatilg ite cOtIpa ratie vitalitV 
Of tile
refortv pr'ocesses smuth Of the Sahara. On average, the real effective
 
exch:ge rate of states in tile ulnio(n depreciated less quickly than it has
 
since tile beginning Of this decade. The discrepancy has only limited
 
signilicatnce, ilwever; first, because tile World Bank index isbased oIll the 
SDR, \Vlhelreais fIIr tile titli(ll the cilCtlat iOIis arte tade (In tile basis of tle 
Curtienc ies If" lile pri ttci pal ilportiirg CoItlllities; hut, 111ore lrI) iCu larly, 
because many African COL lltiies Outsidh_, the franc Z( l had t11correct the 
excessive IIveraa\'ilitil ls thitoccudtrred ti tile 197(,s (\\Ii'ld Blink 1981). 

The preceding observatioslls are c)lirinled hy the tact that hetween 
1986 and 198 7 the declitne ili re,1l exchIllge ittes i. the ulliotl was dlUe to 
price stability in an etvit' nnient Of ;rwd~widte disinflation. C Inverselv; the 
rate oIf price increases retllainled high iti the othicr African COtlltries, with 
the result that, (Iii average, tile cu rreticies hadI I depreciate hN' aboLIt 50 
pet-cenlt Of their ilOmminial valI at the b)eginniing Of the 1980s foIr their real 
depreciatiol Of 20 percent to occir. 

As a restltIOf price stability within the IAMOA and a policy of tight
molex; the central banks real discount rate becanle positive, in 1988, at 
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TABLE 10.6 
Indicators of the Results of Reforms, 1980-1987 

Sub-Saraharn Sub-Saharan 
African countries Mfrican countries 

with energetic with lxx reform 
Indicators Periods reform programs programs or none UMO, 

Consumer price 1980-85 18 23 7. 
variations (annual %) 1986-87 16 35 0.-

Nominal exchange rate 1986-87 .48 55 97., 
(1980-82 = 100) 

Real effctive exchange 1986-87 79 83 91. 
rate (1980-82 = 100) 

Central hank real 1980-82 -7.0 -7.6 2.1 
discount rate 1986 -1.0 -12.2 8.1 

Growth of GDP (con- 1980-8,1 1.4 1.5 0., 
stant 1980 prices) 1985-87 2.8 2.7 4.1 

Growth of real 1980-84 -2.1 -3.7 -19.1 
investment 1989-87 -0.9 -7.0 3.' 

Gross domestic savings 1982-84 9.9 2.3 4.1 
(as % of GI)P) 1986-87 10.7 6.0 6.1 

SOURCES: For general dIta concerning sub-Saliaran Africa, see "Tables 19 and 20 of th 
World Bank documtent entitled Avdltstment and Grout/'i) inAfrica inthe 1980s (Work 
Bank 1988). The averages are not weighted. 
Calculati ons for the ncmher countries of the tIMOA a!re hased on data from the Work 
7ijbles of the World lk;.ik, IMF1989 edition, and the 1988 karbook: intemationa 
Financial Statistics. 

about 9 percent. At the same time, in most sub-Saharan countries, the rea 
discount rate renined negative, even in those countries that the Work 
Bank considered as having energetically undertaken their reforms (Tabk 
10.61). Despite this polic) of high interest rates, the rate of domestic saving, 
is abnormtally lOw in the union, about 6.5 percent for 1986 and 1987 
Financial crises characterized by illiquidity even insolvency of commercia 
banks cannot be considered unrelated to this fact. If bankers do not take 
the precaution of ensuring the security of deposits entrusted to them by the 

public, the temptation will be great for those who have no access tc 
external financial markets to opt for the immediate use of savings In thi, 
context of a highly specific crisis, it is not inconceivable that in the mosi 
recent period the system of convertibility of CFA francs, 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 CFA franc led to any specific sacrifice in the 
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growth of domestic products. Of course, activity was unspectacular
throughout the 1980-1984 period, but tie impact of stabilization policies
was intensified by the consequences of climatic disasters, especially in tle
Ivory Coast (1982--1984) and in Senegal (1980-1984). BuLt in tle most recent 
period a phenomenon of adiustnl:,It has occurred that increased tileaverage performance of tile union, placing it Ita level higher than that 
achieved anywhere else in sub-Saharan Africa. 

Conclusion 

Local economic mes,;ures have contributed just as much as the interna
tional environment to tile severe financial crises that most sub-Saharan
countries have been experiencing for tile past fifteen years. Although tile
desire to maintain tie convertibility of the currenc) , on the basis of a fixed 
parity vis--vis tile French franc can encourage the conduct of a stricteconomic policy tile UMOA nevertheless lost considerable ground in the 
monetary and budgetary spheres. Given its econolic and financial open
ing to the exterior, the effect of these policies was to lead immediately to
balance-of-pavwnents deficts. Between 1979 and 1985 the resources that had
 
to he mobilized solely to liih Ince thie 
 niOlS international inbalances were

estinated at approximattlv 5 billion SDks, or more than 100 percent of tile
 
average exports of goods and services during the period.


In 1983, :although 
 national trends were fairl' disparate, on the whole
 
policies aimed at restoring tile balance of external accounts resulted in real
 
progress. Since, in the 1981-198S period, the French franc was frequently
lov, vis--?t-vis the major currencies and moderation in the creation of

ilternal credit resulted in remarkable price stability, maintaining the parity

of CFA francs was compatible with a significant reduction in tile real
effective exchange rate. This approach, however, which is essential to tile 
success of a structur, adjustment, remains tenuous. And, in any case, some 
serious prolblems remain. 

This is particulary true in the case of rehabilitating tile 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 tile
withdrawal of the state from economic activities, whenever the private
sector can effectively take (. 'er from the public administration. An obliga
tion also exists to improve further the competitiveness of the economies.
In a difficult international environment, because of the trend of primary
commodities prices and the prospects of stabilizing tile exchange rate of
the French franc, this improvement will greatly depend on the ability to
increase productivity in tile productive system. And tIhere ...e questions
about the parity of the CFA franc. In terms of parity of purchasing power, the 
currency seems unaffected by any continuing overvaluation that would 
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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 
causethe naira depreciated to half its 1970 v;,Iue-will undoubtedly 

problems. Finally, some of Africas French-speaking economies view with 

the development of clandestine trade on their borders, whichconcern 

tends to accentuate the weakening of governments.
 



Appendix 

TABLE 10.7 
Evolution of the BCEAO Operating Account and Positions of Members, 1975-1985 (millions of French francs) 

Yar end 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 

Benin 
Burkina 

Fast ) 

Ivory Coast 
Mali" 
Niger 
Senegal 
Togo 
Unallocated 
Total 

32.9 
302.9 

385.2 

191.3 
122.3 
147.2 
123.4 

1,305.2 

57.6 
308 

311.8 

372.3 
118.6 
290.4 
-39.9 

1,418.8 

58.3 
212.6 

820.5 

-i32.8 
148.6 
178 1 

-247.3 
1,603.6 

29.6 
102.6 

1,7'52.-4 

485.2 
-62.1 
258 
-8.7 

2,487 

-57.7 
191 

-31.5 

4"0.9 
-323 

237.5 
142.5 

1,0927 

15.4 
2-11.8 

-2,136.-

500.3 
-6377 

317 
646.4 

-1,053.2 

296.3 
319.2 

-3339.9 

51-1.9 
-1.193.2 

816.6 
869.7 

-1,716.4 

-78.1 
317.8 

-2,981.2 

98.4 
-1,020.4 

1,086.4 
1.021.9 

-1,555.2 

-384.7 
594.6 

- ,706.5 

329 
-1,2-'3. 

1,430.5 
1037 

-3,907.1 

-388.1 
896 

-3,531.4 
250.2 
749.5 

-1,027.6 
1,928.6 
-560.4 

-1,683.2 

-456.3 
892.5 

-1,271.9 
84.5 

960.2 
-1,815 

2,237 
1,319.6 
1,950.6 

Mali -763.1 -919.8 -837.4 -862.7 -936.1 -985.9 -1,134.8 -1,211.4 -1,271.7 

a. Mali rejoined the UMOA on June 1, 1984. 
SOURCE: Banque de France. 



Louis M. Goreux 

Comment 

I would like to make two points after tile very good and complete
description of tile system that Patrick Plane provides. Mv first point is that 
the bulk of tile quan1titative analysis goes up to 1985, and I believe it Would 
be useful to take into account what happened between 1985 and 1988. This 
is a small detail. The second point deals with an expansion of the monetary 
analysis. 

On the first point, from 1985 to 1988 a number of things happened. The 
dollar declined very substantially il February 1985. In addition, the naira 
had been grossly overvalued, at least on the official market, until 1985; it 
has been massively depreciated, changing the competitive position of 
Nigeria versus other countries. Then the terms of trade of the CFA countries 
declined by about 30 percent from 1985 to 1988. Finally, tile situation Of 
Ivory Coast appeared remarkably good in 1985. It was alnmost a miracle. 
When we look at it today, it looks fairly grim. If all the data are examined, 
including those since 1985, the tone of soie remarks might be slightly 
modified. 

The second point concerns ain expansion of the monetary analysis that 
is provided by Patrick Plane. There is no doubt, as he said in tihe paper, that 
because of the fixed parity between the CFA franc and the French franc and 
because of the opermtions account with the French treasury, inflation in CFA 
countries has been much smaller than inflation in most other African 
countries. 
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As a matter of* tact, the system is such that tile rale of infl at ion in CaFA 

COULlti' CaIIoit differ dra natic:aill\ iml that in Fr:alnCe. , tther coiilinfri i1vtllV 


tries, when tiheI'haveI had tdelicit, whether it was in Africa or iii ILatin
 
America, have finalced tile delicit y prillting rrmc but CFA coun11tries
le; 

canliot print i c evC cai ilI tile Ifailll
)"c( i. UIrse, th,1'v deviate fi( IU".statut ccrxv 
rul of 20 percent of'net advance to the treuIL ilrelati ll 1t Iletfiscal 
receipts, bUt the\' Cannot prilt 111011e. 

This lheinlg said, I v uld like to ,tress a point that was made I1Mr Plane, 
regarding what happened during the b)01i1. fuIlly I would toMoie likl' 
Stress that tile efctc (i fluctuiatIC ins ill the tetills cif trade are n t s\n1t,_itrii

cal; there are di Ie en tffects when tI:e ternis itltradC ilIIP Vc Il l when 
tilt,' the reas( ils fot a arers lloreVdeteriorate. ( )Ie o)f r this is that ni intinal w 
rigid when tilterms o tra;de dt..eliratte than vhen tice!' ilItprovC. 

The IV'irv C03 111I Yt)iI 1- ex1per i0 tcui ar nlTe;ses inastl fri 19l--ect 
tile prices ccl cc ee cc iucia. In I\tc\ears its terlsif, antd I t ade ilcreaIsed 
draltlatic3lly, b\' 80) Iprcent. SiilIle<c sl; the nc ey supply (012) licIr< 
than htblef., Cxactl\ as rIPlanc's paper says. liecaLs the ceintral bannk 
stabilized loi part ccf te nio creigin assuetsAkev supply,net f" vere inlreasing as 
tile prices (ti cfe c i iipling. 'he bc c)11IllCe;llt1".and ccK \cV aln illcreatse 
in nlinlev suily as Icig cMestic credit ;nld Credit 1t tile gVc1x'erlllelltIas dIt 


W'ere ilt reduced sulstailtialf The result was th1:1t tile ci st-(If-IiVicig index 
illCreased Icy .t percent ill these txv) 1\ears, txveiitV-five prlItagite fliultS 

molire thall ill France. later (m,xvhei the terms ci trade deterio rated, tile 
111011V sipply x restricted, lnitaily' df 1Arrllliell1ellt,vas uirillg the three-'ear 
with tle IMF bu it xvas very' diflicult to rcVCIxer tlis txvenltv-Ii\ie peirCllt.gI

p)ilt incraCse ill rfati c1 tccFiince, xhich c f' c'Iars. Ill fact, itcrred iit\V) 
hS1 nC'Cr IbCen fUlllx' rc'cOverCd. 

The examIple (if the Ivc\i ( c(aSt is tle litSt striking, but it ciuif be 
repe:ted fccr Il(lv the ( I\AcFAtlies.)if '6giVxe all (A'erall view, I cioIrne tic 
"lhle I. The first icxw coftile table slocs tile veari incase ill tileCost cAf 
living ill iralce. 

For exanple, ill IQ~ tile inliat iill rate (Inlcasured h tile cccst-Iixini 
inLdex ill France_ ) x\as 9.A peiceat. lc table has eigiht riws for eight CFA 
c(iUlltriCS, CFA cctlltries for- xvhicfl \\e Add CctcntilluI statistiCal! Series ill 

-tile ilighcr ihase. If'pick up the Ix(cr'Ci(Ast ill I -, tile,lunllher eigilenil 
leanls that tie rate if'inflation ill tile fx'ccry (crcast x'as 1.t)9-1 tllli iflfiecd b' 

1.18; sc tile rate cI, inflatiii was alibcclt 30 peiculit. 
If 'Wxeigiht tIle lIte c(f iiiffatiti(i tles eight cc umntries ill rClatiill 1t 

their (I)P '.vight, xv arrive il tie pellutilAt iie t tile IluItlber 10.8. It 
mneans that ill the year 19'- tile rate c f inflatiill ill France 'as t).-Iferceilt, 
and fr the eight CL",c' innut ties it was IO.8 percet tge fui1t5 lii'c thatl in 
Fralce. In tile last r1AV is tile cit urn latix' Ilrininflatioin di ffericn t ial 1972. In 
1972 it was zero, increasing siarply in1977 to21.9 percent, reaching a peak 

http:peirCllt.gI


TABLE 1 
Differential between Cost-of-l.iving Indices in CFA Countries and France, 19'0-1988 

1970 19-1 1972 1973 19- -195 
 19-0 19 19-8 19-9 1980 
 1981 1982 1983 198- 198i 
 1986 1987 1988
 

(percenltge increase from previous 'ear)

Weight."


France 5.9 5.5 6.2 7.3 13.- 11 8 96 9.-1 9.1 10.8 13.3 13.4 11.8 9.6 .4 5.8 2.5 3.3 2.9 

(percentage point over increase from France)
Increase over France
Burkina 0.0-j --. 1 -3.4 -9.2 0.3 -5.0 -. 0 -18.0 20.6 -0.8 -. 1 -1.0 -. 8 0.2 -1.3 -2.6 1.1 -5.1 -6.6 1.1 

FaLso
Cameroon 0.21 -0.1 -1.5 1.9 3.1 3.- 1.8 0.3 5.3 3.4 -. 2 -3.7 -2.7 1.5 7.0 4.0 -- 1.5 0.7 6.3Congo 0.06 -- i-i 5.5- 1.i 3.6 -3.9 -8.2 5.6 -2.4 5.0 1.1 -2.7 -6.0 3.6 1.0 -1.8 5.3 0.3 0.0 -1.8Gabon 0.1-i-2.1 -1.6 -2.8 -1.1 -1.- 16.6 10.6 4.5 1.7 -2.8 -1.0 -4.7 -+.9 0.8Ivory Coa-,t 0.- 3.5 -1.6 1.5 -2.5 -+2 -13.6- 0 -,9 3.8 3.7 -0.i 2.5 18.0 3.9 5.8 1.4 --. 6 --. 5 -3.7 -3.1 ---. 0 i.2Niger 0.08 -;.1 -1.3 2.0 .03.6 -.- -10.-4 -2.7 13.9 13.9 1.0 -3.5 -3.0 9.5 -0.2 -12.1 1.0Senegal 0.10 -, .1 -I. -01 

-67 -5. -10.0 --. 2+O 2.9 19.9 -8.5 1.9 -5.7 -1.1 -4.6 -7.5 5.6 2.0 -IA -.2 3.9 -76 -. 6 
Togo 0.0-i -1.- 1.0 1. -3- -0.9 6.2 20 13.1 -8.7 -3.3 -1.0 6.3 -0.7 -0.2 -10.9 -7.6 1.6 -2.8Eight CA countries-' 
,earlv 100 -03 -3-1 -19 2.2 05 5.1 1.9 10.8 1.5 0.2 -1.5 -2.6 0.0 -0.7 -0.2 -2.2 1.9 -0.6 -0.2 

(cumulated percentage price differential from 1972)Cumulated 5.-1 1.9 0.0 2.2 2.- -. 9 10.0 21.9 23.7 2-.0 22.1 18.9 18.9 18.1 17.9 15.3 175 16.7 16.5 
a.Country percentage differentials weighted by countries"GIP shares in 1980. The eight listed coumi:; amount for 87 percent of the combined GDP of the 
thirteen CFA countries. 
SOURCE: IFS. 
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of 24 percent in 1979, and then declining slowly to ablcut 16.3 percent ill 
1988. 

Therefore, we hIViava'e rv sihIarp ilcrease in tile inlilati mn different ia 
during the pe riod Of impr cinIig terms Of trade atnd a It w dcclilic intIil. 
phase OfIdeclining teris fi'tiade. 'lihic 2 is tSCI(Mei1h S:ll priciple1t'i 

aId isv'er simplie. It sh iIrnls (ft rade at in tIintie il'st 1t"',
WS til. ciHi and
then the terms of trade tOfthe eight (1\ tc'cUniris in the fchlhxx'inig eighl
 
rows. In tile penultinate tc ti-e t01blie gives til' tileweighted average 
terms of trade oI'thU CFAEc Lintries aid, in thie fial ri (tweenow, the ratio 

the terms Of trade ave':Iged ft 'O"tieL CFA cc)tintties at1d 1c:' lrance('. 'I he last
 
rows of Thhes I anLd 2 a1e shown ill igUre 1.
 

What e see in tile line .,llt '
wuis st Of livil,," with the pl>elicntatge 
shown oIltile lefthanld side, is that the C,,t c living Ibmetw\een 19"2 and It)" 
increased alllst p'rop n't i at the rel'Iive implrt the lei-IllslelV tw veiient ill 

of trade of tie CFA CFAillries. 'Thien, Cfc crse, tht . fall il tile t'rs
\\':Is 

of trade of' the CFAcountrits. Ill spite ci' a sllarp fall fron.\ 19-- to 19-8 and
 
even 1979, the :o)st tcllivilng ccci~ttiiltcid 1to illcietse but itderatelv. As tile
 
terms Of tr.t(d'e \re.i,cre Iless sta.bilized ald a imlItlel Of' adjusttiIeiit
 
prtograns were pul intl p:ic, the cost c"living dcclined ",lightly in relation
 
to zhe French cost c f living. Bnt dCiiteIV we dcc nct see a shlrp decline that
 

ill flist whatis cocmparahl,e w ile sharp i)ic'lcse tIle IphasC ()f course, 
comp ic:ties tile tiiatte," here is that tilittelu c'mSt t'aIdC detietcrated yeiV 
sharply ater 1985. )f'ltc a1 a'eyI gto(d cbservation.'ise, siiigie yea'r is IieVer t 
Bu t \xiICl we aIdd up I'Or" last ve'ar fccr \\hich data wer ftki1918, Illc' av'ailabI 
this meeting, Wx'e ill Ittilebase year cfend tip With tilte fact thatt relatitcn 

1972, the cuIinlilatixe illlatiit rate wats tiaII
WAIhUt 16,5 IteCIlt greatel thatt 
of Franlice in spite a slbst anitia tIlie tems Of' trade.cf" decline. in 

That is a prtlh.eni. I dolc l)ct Sa tII;It the siiharp ilici'Case ill the Cost Of 
living especially teteen 19.1 anc 19)" was duLe t tilesystCm Of tle franc 
zone. In fact, the central bank cccld hav'e dtiIe Something to stabilize the 
ltcey. Itwas, hc cxxe'ei; I'clLttivCI'\ diflicult Ir it 1tcitc scc, because it Was tile 
first time that a naticonl of \'est Africa was ntlitated gouerntr of1the 
BCEAO. 

This was also in a period after tile cil OOci, Mnd a ni.nbei'2c of African 
leaders shtovcd that what happenedIfr1 Oil xx'ccuhld lipl)eln for coff'c and 
cocoa, that the price of raw material x'cOuld go o il i rex'cI; and this was a 
time to adjust up. Of cocll'se, xvhat xxe see is that it is fairly eas\' to adjusl up
and the adjustment is fairly quick; but when one has to adjust doxvn, the 

adjustment is long and painful. 



TABLE 2 
Terms of Trade, France and CFA Countries, 1970-2000 

France 


CA countries
 
Benin 


Burkina Faso 


Cameroon 

CAR 


Congo 

Gabon 


Nvory Coast 

.Mali 


Niger 
Senegal 


Togo 
CFA average 
CFA average over France 

1970 1971 1972 

97. 99.7 100.0 

104.9 923 1000 
10.1 1012.1 1001.0 
103.0 1L01 10W. 
111.3 102,.- 1(0.01 
11.9 I1-11 100.0 
-- - 808 100.0 

119.1 98.9 10 ().0 
107.0 1"1.9 100.0 

92.5 96.6 100.0 
103.2 96.0 100.0 
117.1 105.-1 100.0 
112.6 100.2 100.0 
115.2 100.5 100.0 

1973 


102.5 


150.8 
115.2 

117.9 

1-.9 
598 
97.2 

10i8.2 
1(79 

88.2 
93.1 

108.3 
10-1.8 
102.3 

1974 


87.9 


99.1 
701 

96,0 

95.9 
980 

19(6.9 

10+9 
6 -1 

"3.6 

115.8 

20".2 


10i.6 
120.2 

1975 


94.5 

80.1 
608 

81H 
81.2 
01 

1-3.5 


90.2 
59.6 

-58 
10.-1 

169.9 
93.2 
98.6 

1976 


93.2 

1057 
6.7 

120.8 

113.9 
98,0 

18-.8 

129.o 
-6,2 


9.3 
103.6 

1V5.8 
117.4 
125.9 

1977 


91.9 

129.8 
71.0 

151.8 

128.0 
102,-1 
18().3 

163.8 
-09 


-36 
102.5 

136.-


1382 
1-6.3 

1978 1979
 

95.6 95.0 

109 5 98A0 
690 0.1 

123.2 10.6 
106 11,.0 
95 3 10-0 
1-0.-1 2927 
136 -j 133 1 

009 .1
 

9.5 -0 

91.2 91.1 
115.3 1oi,.8 
H-.2 1141 
122.5 119.1 



TABLE 2 
(contiued) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 195 2000 

France 89.0 85(0 86.6 88.5 89.7 92.0 98(0 98.9 101.0 

CFA countries 
Benin 85,-1 85 -'8.9 819.9 83 1 785 5-. -3,8 576 62.3 01 - 003 650 
Burkina F.aso o-17 c--, 539 01.1 01.-. ;2,- .9 2 ,O - (118 -93 .83 '188 -. 8 
Camieroon 103.1 101 3 98 90- 99.-1 95.2 01-1 ,-3 1-3 A-A. -9.3 516 ,95 

CAR 111.1 9) 997 99.2 1)i.1 908 9-.9 929 102 1 9- 0 91 . 9- ) 90.1 
Congo 01.-, l-.,3 136 -j 13.8 132 .t 803 901) -h - -5 ) 89-1501 8z 801S, 


Gabon 2817 102(0 2862 2)85S 208- 2i 1,0 li,8. (10 1I,I l,f .t I-2 1-I 3 2y) 8 
hvory Coast 112.% 9,1 9F-1 1()3) 112A1 1 1)-1- 1 8 89 89 11193 H2 

Malt 593 i .0 -0,0 Si81 ii0 -I f. 5 -1 -1;0
jS1 1i) -12i .3 

Niger 59.) 0)o1I 032 5)() - v7 i 159 .- So-.14190 is i 1) 9 -69 1 5I 

Senegal 907 92) 88- 89 - 91 5 M3 -8. 816 -1 S -i o 1O1 909 8)h 
)Togo) 1108 1188 1090 10.33 1)-- 9')9) 8- 992 82 1 82 9h3 9)5i 995 

CFA average 112.1 10- 2 1.) 1)15." 109 3 1(0-1 835 8,1)0 -0- (- - 69 I -1 9 -. 0 

CFA average 123.9 120.2 121 2 11,12 121 9 113. 85 3 81)9 097 
O%'erFrane 

SOURCE: Wo)rld Bank IEC Dept.. 'NC'd). up to 198. Pr(,icctions ha.'cd on the 198- exp( rt pattern and the irldBank o'minot)dity prices piojlctionls 1988
2000. For France: IFS.lan. 1989 and earl)ok 1980. till 1985 Staffe.stimaics for 1986, 19- and 1988. 
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Figure 1. Ratios of Cost of Living and Terms of Trade, CFA Countries over France, 1969-1988 (percentage changes from 1972)
 
SOURCE: Tables I and 2 (last rows)
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Discussion
 

SERGIO BORToLAtIl: It is often said-and it is repeated in Patrick Plane's 
paper-that the CFA franc is supported by tile French franc in an unlimited 
way I think this is true on paper but not in practice, because in fact before 
any unlimited am1ou'nt can be converted into French francs, there are 
mechanisns in the monetary union that prevent this from happening. I 
'Would like to ask the author of this paper whether he has quantitative 

evidence of the magnitude of the French treasury intervention in support 
of the CIA franc. In m\y view, one big merit of the franc zone is the relatively 
stronger monetary discipline in the area and not so much the French 
treasury intervention. 

PATRICK PLANE: I agree with you that overdraft facilities with the French 
treasury are neither unlimited nor a permanent means of balance-of
payments financing. As I put it in tile paper, monetary and fiscal institutional 
arrangements prevent a situation in which economic discipline would 
be abandoned because tile French support would cancel the external 
constraint. 

Overdraft facilities, however, are neither hypothetical (they have been 
used continuously from 1979 to 1984) n')r negligible; for the six countries 
of the West African Monetary Union (UMOA), they reached 4 bilLon francs 
in 1983 and accounted for 15 percent of the total amount raised for balance
of-payments financing during the 1975-1985 period. 
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SERGIO BoRToLAri: In fact, this confirms what I said. The rules are 
good, and the rules prevent any possibility of having massive French 
treasury intervention. 

Louis GoRF.tx: I -)ould say yes and n10. *es, if our attention is confined 
to the operations account, as in tile Appendix of this paper. It has never 
been in the red in very large malgnitutde. 

There are ways, however, to avoid having deficits reflected in the 
operations accounnt by direct, external assistance to the treaIsuries of the 
various countries. When one gives halance-of-payment assistance to a 
BCEAO country of, say, I million dollars, automatically one reduces the 
deficit by 1 million dollars. 

File deficit of the operations account has never been very large, and it 
has been in surplus for (juite a1number of years, But the countries of the 
CFA zone, in fact, not unlike other countries of Africa, have received sizable 
amounts of lalance- )f-pavents assistance. 

MOIIAMADOU Diop: The nionetarv ulliotn is aItypical example of the 
kind of union one will Want to see blecaLise of the strong monetary 
discipline on the member countries. 

I w)uld like to hear some discussioln Of the current situationl in Benin. 
When a government runs into this sort Of illi(Luidit' problem and for 
months is unable to pay the salaries of its employees, there is a complete 
loss of faith in tile banking system. People no longer take their money to the 
banks. The banks hecome completely illiquid. 

What I want to ask is,What are the facto )s that enable an institutio(n of 
that type to eXist in one 0Ofthe member countries of the monetary union? 

Louis GojIErrx: Benin was faced with the problen that the' could not 
print mone: Tl'hev could not anymore pay their civil servants, and the 
government that cannot pay the civil servants or the army is a government 
that will fold. 

Clearly Benin could have worked it out ly printing its own money, but 
that wouli have created an enormous increase in inflation. In non-CFA 
African countries, Nigeria for example, the government would still pay the 
civil servants but with imonev so depreciated that the civil servants would 
receive almost nothing. 

BRlAN AMES: It is frequently argued that the virtue of the franc zone is 
more with regard to the fiscal discipline that it imposes on a member 
country than with regard to co nvertiliitv and access to foreign exchange. I 
have heard it hiated in this seminar that fiscal discipline is actually lacking 
in these countries. 

Specifically, the system explicitly limits only credit to the government 
and not credit to the iuliblic sector. And it seems that in recent times the 
deficit, or the financing of the deficit, of the iuliblic sector rather than tile 
government proper has been nmore of a concern with regard to monetary 
implications and specifically with regard to inflation. 
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Second, as Mr. Goreux has said, external borrowing has provided 
another source of financing that lessens tile discipline that might otherwise 
be experienced by the members. 

I would therefore like to call into question the extent to which the franc 
zone truly imposes the fiscal discipline that is frequently attributed to it. 

PATRICK PLANE: A-Smentioned in the paper, it istrue that in tile special 
international context of the 1970s, tile statutory limit on bank credit to 
government (20 percent of tile previoLus year's tax revenue) has been 
circumvented b\' foreign borrowing. After the second oil shock this 
financing pr'oved to be more difficult to) raise. On tile one hand, the 
statutory limit became more efficient, but, on tile other hand, fiscal deficits 
induced large paylent arrears. 

In 1981, trying to find a solution tl0 the liquIiiditv prObleil fiftreasuries, 
the IBCEAO decided to give nielber goverlnlenlts the righi to draw the 
counterpart funds of all transactions with the IMF, regardless of whether the 
20 percent limit had been reached. Without such a decision imember 
goverllmnlltS would not have been attracted by standby agreements. One 

cannot say that this decision stimulated inflatin because IMF p'ograms 

have had a domestic credit target. 
Tle same Call be said c)nlcerning the parapulblic sector. The increasing 

part of this sector in tile domestic credit outstanding has not created more 

inflation but has possibly crowded out the private credit demand. It is 
worth noting that a forial limit on bank credit extended to the whole 
public sector (government and pul)liC enterprises) would not have been 
more efficient in the 1970s. \joreove; given the wide political differences 
between socialist (Bl~enin) ot" interventionist (Senegal) countries and 
narket-oriented ecollomies ( Ivory Coast), it w(ould not he ealsy to modify 

the institutional arralngements and reach a c0ill10)n poilt of view about 

what constitutes a "gooI limit." 

Louis GOREUX: There is no doubt that a system like the franc zone 
system can work well only if there is budgetary discipline. As it happens, 
tile governing body of the BCEAO is the board of the Miinistry of Finance, 
and the supreme body isthe meeting of the heads of state. Fiscal discipline 
cannot be imposed on the minister of finance and the heads of state if they 
do not want to apply it. What can be done is what is now occurring. 

If fiscal discipline is not practiced and the system gets in trouble, that 
may be sufficient to draw the attention of the heads of state to tile difficulties 
that must be overcome to maintain the benefits of the union. Now there 
is an attempt to avoid the mistakes and the excesses of the past, be
cause budgetary discipline was modified in many different ways, as you 
mentioned. 

The very classic way was precisely not to give more credit to govern
ment once it had reached the famous 20 percent rule. But then credit was 
given to public enterprises rather than to government to provide subsidies 
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to tile public enterprises. Of course, this credit was guaranteed by tile 
government and Nv,:Lsrefinanced by tile central bank. It was not counted in 
tile 20 per ent. Illmy opinion it should have been counted in tile 20 
percent, because it is very easy to get ar und it. 

Regarding external credit, whiclh has been a problem in tile late 1970s 
and earl' 1980s, it is n-tt really very much tfa proi IIm,nW because there 
ire not so many banks wanting to lend f r balance-of-payment purposes to 
the countries anymi)re. In fact, not a single bank vant to lend a penny So 
the problem is not there. Maybe it would be the \WIrld ,iankthat is lending 
too much or tile IMF that is lending to) much. But usually \%e are told that 
the INIF is til strict rather than too lenient. So I WOIILd say that the system 
would have worked well had there been strong budgetatry discipline. 

In fact, this discipline has Iot I)ccurred. 1I 19 5-19"-, fiirexample, tile 
central bank did not effectively reduce the nil lucy supply essentially 
because tile heaCds Itstate at tihe time did not wan: that !o be done. File\' 
wanted a big expansion, and tile gOIernir If tile central hank would 
prolbalv have been rniowed fr(m fllice if lie iad failed to do what they 
told ii to Lh. 

Nevertheless, a central bank covering seven couIlltries I IV; and with 
France having something tosa.y is nore likely to be independent than if it 
were the central bank ( Ala single count r\,because then the governor can be 
removed in a Minute, Oil tile dlIt. Illthis case it is ,iiucil more oInlplicated. 
But it is not fi )(liool t.l 

BRIAN AMES: It appears that thie coIclusiOll to beIraw friom this is that 
it is not the regile itself that is imposing tile fiscal discipline. \It, G(wIux is
arguing that ultimately it is the fiscal Lliscipline imposed by the member 
couitry's authorities that WIOuld be binding here. Or in tilliscase, as yILI are 
arguing, it would Ile the fiscal discipline that is imposed externally by a 
World Bank structural idjsttIient program i Ir an INIF statLby arragetent. 

Therefore, it cannot he said that the virtue (If the system is tile 
imposition of fiscal discipline. It uhnit t0 a i uestion If tieIte lv gets dIl 
political colmmitment of the aulhiItrities to ipis(e mitetar" and fiscal 
discipline. And this is true whether we are talking 11lllt . franc zolne 
country or a Ilon-franc zoie coilttr\ 

KERFALLA YANSANE: I would like to c lue back to the Frenicli guarant,: 
Even if this guaranty does not apply,it still has a psychological role. First, it 
gives confidence to these coLIntries and,secoILd, it reinforces the solidarity 
among countries. I feel that was very important inthe heginning. 

Of course, all these cOLuIUL iCS after independence were likely to have 
their ow nloney, and Frances guaranty was essential to these countries' 
acceptance of working together. I Iaviiig said that, I should alsO note that 
these countries are experiencing prolblems not only because If rigidity or 
because of accelerating borrowing but also because of the lack of eco
nomic irntegration amotig them.They have been working together f(Ir thirty 



311 Disctuont 


v'ears now. The\' have the same nimne.; the same central bank, but no 
economlic integrattitn. That i'sa big problem. 

Another issue that I would like to hear dLiscussed regards monetary 
policy and exchange rates. Iknow that tile credi. Co ntrol is ''er.' striCt, but in 
the ftace t".djustmeti rgras tihese CItIntriCs inight experience greater 
dilticuiltiCs thain others IeCa1Use of their inahilitv to alter the exchange rate
 
if"tile CF\ fl'ranC 'is -'i-Vis ilte French franc. 

PATRICK PLANE: 'I ia etaill texlt, the proicess of ctnomic integra
tion exists in the I TNIO.\. The trade flhows ate not negligilhe hetween Ivory 
Co ast antid Burkina Fast o(r Sereg; il and Mali. \olireovet; there are large 
in1ternatital lahi)r m11oeelltnset wetvC11enllelTlr cut.t'ies. This eco
noilmic integration is certainly less deuveloped, however, thal was hoped 
whel the nlonlar' UlliOn was created in 1962. 

Sex'erai Ireasons caln explain this relative flilure: tile narlriOw p)litical 
interests that, froim time to time:, prevail on the econilic welaire princi
piles, tileIlck of struIcturLl ci,Ir tven tile economics, thelipllclltarity b 

main plid ucts being expOirted to de2ve lipd Co)u ntries.
 

Oil tile iSSLe if illlOlntalrv policyand exchange rates, as ihble 10.6 of the
 
papicr shOiws, in tilelaSt seven \ears tilereal e2ffective Cxclaltnge rate Of tile 
(F\ fl'rldepreciated in approiximatelyv the same propot rtion as the othernc 

SLi-S:ilir:Iita c.irirtClC is in spite t its fixed parit vis-Lt-vis tile French franc.
 
Trhus ite exchallge rae reginie his not been detrimental to tile increase of 
the price ratitt letweell traded and nonltraded goids, which is ailprerequii
site fIr ile st-etlU iadjustlAtnttr:lli )rice:ss to Occur. 'Filedepreci a tion iftliL
 

real exchiange rate , thes r111Cesilt
otfa re.trictve mo1nertary policy bUt also of 
a favotriable intern ational enviroinnlileit with tile deva ILuatioll ofilhe French 
franc and ihe: appreciation of the I.S. dollar At present the external 
environment is not so go(t)d. Ihls if thet UMOA mmbier s waint this parity to 
be lnchainget1d (c01nseniSis being necld aniong all members for any 
momdiificat itn to0 ctCir), (Ile\' have tot be caiiltioitis with imonetary pol icy and 
try to iinprve thle p id)ti)ucivit\v of the econtnt)minis. 

PATRICK HONOIIAN: I Walnt 1tmCalln( back ti tilepoint Mr Ylinsane raised 
ablt tllittheilg aiUiliton, n ltjuLs :i.xed excl ange rate 'eginle. A ht of what 
we have ben talking aiOlut applies i)any kind if fixed exchange rate 
regilel thiat tIle ciiitr\i might Ihav. 

One Of the things we might expect fli0mill iUnion is that there would be, 
ifntot a lot of trade between tile cOUntlties, at Ie:';ut soime kind of mtnetary 
potling f 'resttirces. Anoither is Ile advilage ntentitned b\ it.GorexiX, 
that the iltatri would have acelntral bank, be ing ai littlal institutioni, 
greater independence frount the natitinial treastir. 

In f:ict, it comts nit sem tot have witrked out that wa at all. Yes, in a 
sense there has bee n ptOlitig, bitt tile p)oiling has been01 Very much to the 
advantage of two or three member countries at the expense of the other 
three in the West African zone. It is not so clear in the central zone, but 
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certainly in the West African zone, where events have been more dramatic 
anyway 

The Ivory Coast, Senegal, and to a lesser extent Benin, three countries 
that are the richest countries in per capita income, have grabbed the 
lion's share of the monetary linancing that has been available. A conspic
utous examplle, acttall. is embedded in the Appendix to MrIPlane's palper; if 
we glance down the colmn for tIle use of the operations account Of 
the French treasury for 198-i, we see that although the zone as a Whole was 
only indebted to the extent Of abOut 1.5 billion in 198-1, Ivory Coast was 
indebtec Io the extent Of 3.5 billioin, well over twice the total of the zone. It 
seems to me that the distribution of power in the zone is so)mething that 
has nmt been adequately discussed and there is quite a conspicuous
inequality\ 

The other point is the indupeindence of the central iank. A more 
independent central bank would surely lt have allowed individual 
countries to drag tile Zone illt') the degree of indebtedness that it has 
already achieved. It Would also not have lent to banks that were eidently 
insl'lvent and \vhise Ifna ncia rest rLicturing is Ow g ilig to eat further iniiO 
the resources of the zoine. 

So there aire srio)us concerns ahO-t the functi(ning of tile Zone ISa 
union, not si imply its fUnCtining ,is sometii ing that chooses tile right 
exchi"ige rate and tle rigilt aIgriculItuI,raIl proLduce prices. 

Louis GORutrX: This is an interestiing question, of course. When we see 
that tile ICFA( co ltries with :asllilis in tie operatio Ins accouit are 
Niger, Burkina .'aso), and lbgwo-f(r some special reisoin linked with 
Nigeri--and tIat tile cotlleis in deficit are the Ivo,rv Coast and Senegal, 
we aiinst reach tile coICIcI.usio)n that tile poor countries are lending to the 
rich countries. 

If we look at tue Other zome, we see that the countries in surplus are 
Chad ard Sierra Leome and that the borrowing co)untries in deficit are 
Cameroon and even Gallon. While this looks a little strange, why does it 
happen? 

I iav be xx'r ng, Oof course, but here is what I think. The logic would Ile 
that when if COuntry is po or, that country receives quite a hit (ofexternal 
assistance covwerinrg the purchase of domestic gooids and services. This 
means that when the World Bank makes a project in Burkina Faso or Chad, 
the Country is so poo-r that it even has to le given the foreign exchange for 
providing for so-called local costs. A country that is relatively poor like 
Burkina Faso sends workers to the Ivory Coast, a richer country, and the 
workers send back money. There is, therefore, a substantial low of foreign 
exchange, inflo)w (Of foreign exchange, to purchase local goods and 
services. Irt of it results in additional purchase of foreign goods and 
services, but part remains in the country. As long as this process occurs, 
there is a continuing inflow of new foreign exchange. Thiere are new 
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workers' remittances. There is new external assistance. Therefore, there is 
an aberration. 

Viewed this way, one can readily conclude that in fact it is normal that 
the poorer countries have a surplus. This surplus could be used I)y the 
governmlent, but according to the rule of tile system it Cannot he used 
directly Ihy government in excess of tile 20 percent statutory, limit, :hough it 
could be lent to the private sector; to enterprises. But the well-known 
prohiein is that it is very difficult to) find a bankable project in very poor
countries; commercial banks commo )nly o nsider the rate ()f return to)o( )\w 
or the potent al borrower not credit-worthy Therefore, the hanks are left 
With s(me IIIny, which, of course, the' want to invest. So they lend it ill 
the inmev rar!,et of tIe I-ninO ; a111d Siice there is aIl\Vw'1s an uns:ti.slied 
.1emand ill, ., the IV(r\ Co ast and Senegal, it eids uLp in the Ivorv (:()ast
aIItd Senegal. So) we reach the sormewhat ironic result that is a1)parent in 
Patrick Planes Appendix. But this is the wat.y; in fact, the capitalistic system
works-just as someone Africa invest in Japanin would ()r America,
becauose the rate Of return on the d(ollar is better in lapn, altlhOgh tile 
Japanese are riot ill need of rmutie\ 

The funny thing is, of course, th:n there aire organizations that share the 
funds of the bank, which are suppOsed to provide SLr)po rt for balance-of
payments deficits, lending instead to co untries with [Ialance-o f-paym[ients
surpluses. The reflow goes to a country like Ivory C(ast, with a halance-o)f
paynents deficit. 

I just made a note O)n this apparelt paradox: effectively, the system of 
the Zone is such that usually tile c ounit ries with surpLuses are the poorest,
arid the count ries with deficits (since 1978) have been those that are tile 
richest. 

PATRICK HONOIIAN: At first sight this argument that tie marginal
efficiency of capital is higher in Ivory Coast seems convincing. Thus all the 
ilioney tblw\vs there hecause it is a great economy great potential. But, ill 
fact, the money has flowa to do what? To finance had loans to banks, gone 
down the drain. 

[LUghter. 
DONALD MATIIIESON: At the IMF hoard this is called a two-handed 

intervention. 
MOHIAMADOiO Diop: I have heard things withmany which I do not 

agree. First of all, I think that to make an assessment of the perfirinarce of 
tile union, one should look at its performance over time and what has 
happened since its creation, not just the period of time covered by this 
papers Appendix. 

From 1960 to the early 1970s, two countries were supporting tile union. 
It was Senegal until about 1968. Fromi 1968 on it wats almost exclusively the 
Ivory Coast and then, drring a brief period, Niger. All other countries were 
in a deficit situation. 
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What was operative was the principle of solidarity. It is like a credit 
union. Some people have very high credit accounts; others have very high 
debit accounts. But over time each mernber's debits and credits might 
come to zero. This is the way we have to l ok at it. \Vhat W(orries me about 
these comments is that in spite of the precision given by Mr. GoreuIX about, 
for example, the Nationale Monetaire, it iltriducCs an issue that is eliciting 
responses that are danger(loLS fo"m( iiita iv p()()iicies and adjustnl ent p)li
cies. These response; are akini to) those of the a.ithc rities in lBtrkina Faso. 
Burkina Faso is structurally a siurplits Conit rV Ifr(M Iinatioma l moinetarv 
standpoint, as are Iogo and Mali. BUt what characterizes these ountries 
is the lack if investment )plort nities and the lack Of use of the 
banks. 

This phenonenon was observed in the mid-1970hs, when the Nationale 
Monetaire had an overall sui-plus. 'lIda\ in Mali, Burkina lJs , anIIlI go, 
there is a great dealiof discipline. BUt wIInt iS hauppe nluig in BUrkina Faso 
today is that the authorities have decided t i siphon I )f tihe excess Iliquidity 
in the banking system to finance housing. There is no wa- that the central 
bank can prevent this. BUt whv' is g )ing t() be the consequence? I leave it up 
to economists o,,)judge. 

Regarding what \it. Ames \was saying about the indirect linaticing ()fthe 
budget thriugh piullic Sector enterprises-again, there is a tendency to 
lump everything together There is cash cnp financing, for example, 
through certain extension service enterprises in Senegtal. There are a 
multitudie of service industries that Fi'ovide implements and services to the 
peasants. Then there is the pulIlic sector, the public utilities fi)r Wat,r and 
electricit; and soIme piulnctiV'e anIL pr)ifita'ble poduct enteirprises. There 
is no reason why the bankers shOIild nit finance Mnindustii , l)pnditct ive, 
and profitable enterprise even th(ouigh that enterprise is control led 100 
percent by the state. 

There are what we call/cts etahNlkwumets pImbl/cs. The legal regime is 
different from enterprise to enterprise. But what I am11saving is that it is 
unwise to lump them together. When we lh)k at the deficit, we have to hok 
at tie deficit from sublranch ti subbranch to C0)ite t( . conclusion Is to 
whether it has any effect on the bndget. 

What I have seen is lumping and generalization. That is a mistake; it is 
too complex an issue. I think \()i are right with respect to somne public 
sector enterprises, btt I urge the importance and merit ()f determining 
w'hich. 

So in terms (ifwhatever reseat ch is going to be done, it is necessary to 
avoid generalization, t) segment, and to look at these pub)lic enterprises 
and not to forget also that the central bank existed before independence. I 
worked in the central bank in the late 196)s and the early 1970s. 'rhe central 
bank does provide fiscal discipline in its rule. When the rules of the game 
are applied and adhered to it does, but one must make a distinction 
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between tile rule and its application. Again, the central bank hls made 
mistakes. It has recognized them. The governments have rnad mistakes. 

There is an adjustment process by which, for example, most of 
Senegal'S iublic sector enterprises had their ICO)UntIS Itthe public treas
ur. With the adjustment agreemCnt with the INIF and the World Bank, many
of these piLIblic sector enterprises are Iecoiing (quiiSi-private enterprises 
with the gvcernment issol( shareholder (axoci itionl). What is 
imlp(ortant is Ihat tihtiey have altll l(n tlS fi na nciA mallllgellnt a id 110 
longer have to open an ICC(clnt with tile the market,treaIsur\y They' are ill 
which is a good thing fcr the banking systen. This, ofc urse, is being done 
c)ria cas-Ie-bcase basis lecalusetiIc()l Iotithel are illno a pIsitio ioi), bec()le
 

(wsOC1CS na1iwix,. BLut the result We IrV 
 e!Cilg is tha,1t tl treasiry is 
having a cash problem istilese: e-nterrliises are beiig weaied from its 
I)U rview 

Another tctor is the pension funds, the SpcCial sCcurit\' funds, and the 
iisuraic,e colpll):anieCS.egal, It cc)lnpailies, Iy law\;IlSe% least, the insuralnce-, 

list PLit illa public tres LIrv acCC)tlllt a nial() pc )rtiiiol their plrovisions


for risk. As lo)ng as I can riembe(rl)(-, tIhel iic II-eastrV has ii(t applcid the
 
rule be'CaLUSe of theIlnaIgilitude c I ill terlll deposits
t urallCe ccll ipanis I 

in thecci nic rcial Ibanks. Tile linister cf"inTee CO)tild teClllicaIl', in
 
theo',; wipe ciit hc1Mc1c pcsits just I\' tellilg the inlslrlCe ctcnpaniies that
 
their lCgal Ce(lil'VmtIlct tc) pul O i ent thir trc-OVisiccnsle't's say, 80Of for
 
risk illia liliic l lltIcstbe in01rc
tInCsLicr accctl fullill ci tciti cll 

,There is also tIe ipisio cn ftnld, whlIicil In' SlnCglesM i )calse these 
eitpbIic sctrc ci' icili flu leav micnev 


treasury accccliis. 1 11C l*n*'lSi(ciI ftlnd at cocne piit reached aImcost 25 billion
 
CFA ill 


nils, niiust aitsc) its illspecial 

cw 

that tlse funds must he dlic)sited at the ceintral bank, there will le
 
ccnsideraihle tir leins.
 

Iwould Colclde b'S:in'illgthat1 IrecClt sItidy' I Ia'(e d)linc fcor mily ballk 
has shwn ilim 

tile 19Os. It llS dwindled nca If tile' pub)lic trea:isur\' ever decides 

in the unicin,S ome 60 lillicn CTA c)fdepcosits from the 
guaralliv funs ,itii 'frcciiSc - tflitll iiihIic regio caldevelomle(ln't hanks 
are deposited witl tilecentnral ink. My missin \\,ci1Ic)try tc se lco what 
extent We CliI get tlie altilcc riliCS tc itre ihcthose allkw thiosefuds aid to 
inSlitiotic ls c deicpsit tlie'Iiii cccimi mercia Ialihanks, Th-,se regionl fitnds 
shiculid be CxpIicitly' iluded illAllY asscssment cf the pcotential for 
finaacial develociii lent in Africa. 

RK.ULn WILSON: The first poinit I \Vllt tc StIVeSS is the str(ong difference 
that exists hietw\c'n ile BEAC. whil has niccn iiieiticd here, a.iid tilehiCei 
BCEAO. The degree ccf iitegrati cn is coiisiderably less in tileIBAC than in 
the ICEAO. Vhile the latter is imonuir' uniiin, tile BIAC is a zone tie 
cool) ation mIofletaire. It does [lot i)rCtelid tcoh 1Ilileoll lad is not aun 
union. It does not go through tli2 exercise ccf unionwide macroeconomic 
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forecasting to set credit ceilings, as tile BCEAO does, but is a much less 
centralized organization. 

Tile BEAC also allows the banks and the indiVidual member countries 
to set differential interest rates; these start fro01m the ctmmon diSc Iunt rate 
of the central hank, but they can apply diflferential margins to So thereit. 

are c( nsideraile diffI'rences in inre;t rates aIpplied in tile indi'idual 
member countries. That was my first p)int. 

The second t)illt I wa1nted t) ask :aIttit is itw the pllaft nd-the 20 

percent ceiling (in bank credit toigtwernme [-is actuallV applied in tile 
BCEAO. In the BEAC We htve ftilud that when government revenues 
dropped sharpl. beCause of declining oil Irevenues, the central bank took a 
long time t( attu, -lie plahflnd di wnward t iflc'iall\' The ceiling should 
normally reflect the revenue O)f the previ but in manV casesCius .veat', it is 
argued that tile final d:lta 3re not vet sOvaile;ithe wait is often longer. 
Recentlv the IBEAC waited ftir ahO iut ti'U \ears I ehfire it made the 
adjustment. Since lien it hi:asactual!\ talkId etiit tle old1i.l:tftIId and the 
new )laftintd. The three ct inn ttties effect staying at tileiffected Ih this are ill 
Old plafoind, and their t0nlV penalty fior th1itis t( pay t)ie percentage point 
more interest thM they \tinItld pty nirnmaIlv tinc tral Ihlak advances to 
the government. I wt Uld like to know, fotr instance, in the case of Ivory 
Coast, wxhere I Iresine goVernment revIltnuC declined inl recent \,cars,ha.IS 

htow that \w"Is deah with :nil whether there is a stiffer penalty fi rtstaying at 
the (ld plaftid. 

Louis GOREI X: 1I tile case of li, I ttil rat bCliCvC that any penalty was 

imposed. 

CLARK LEITH: There are two iquite different qLUestio ns that dt not seem 
to have been atddressed i'l this liscussion. One is, What is the cost to tile 

member cimtt tries ()fhilding their reserves in francs, rather than hiolding 
them in some moire diversified p)irtfl io? This is soitnething that cotild be of 
considerable interest. 

The sectind relates tt some of the more tnicro detail (h1,t could be 
important 1'ir individUal membCrs. Again, should we be loking at just the 
franc as the compariso n, irshto ild we be hotking at, for example, the real 
exchange rate relative to tile nair , relhiVe tO tile SI)R and tither tpottentially 
interesting currencies fOr these individttl countries? 

PATRICK PLANE: I will IiCfl\'aiiswer the first question. For the member 
countries, the co st of hiolding at least 65 percent of their foreign currency 
reserves in .ie French franc is limited. This is for at least two reasons: First, 
the French treasury pays an interest rate tin those reserves to) the BCFAO. 
This rate is equal tt the rediscO unt rate Of tile central bank of France. 
Symmetrically, the African central bank has to pay interest oin the use tif 
overdraft facilities, but never more than the bank tif France rediscount rate. 

Second, after the French franc devaluatioln of 1969, African countries 
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asked for more protection of their external reserves against the risk of 
excba,,ge rate variations of the French currency. Unier tile current cooper
ation agreement between France and ienber states (1973), France pro
vides an exchange rate guaraltee for these deposits vis-i-vis the SDR. 

Louis GOREUX: Regarding the comparison of the CFA with the French 
fralnc a.Isagaiilst soIlle 0ther currenc, the S1)R or whatnot, ill fact, there is a 
classical calculatio n of the effective exchange rate, nominal and real. These 
indices are sometimes very confusilg because they are sup)osed to be one 
single index, which gives the ansver f)r eC'ervth ing, but the' have been 
used and abused. 

)Ut ve need to kn ow what c)ULntries are being taken inlto account in 
calculating what the effective exchange rate is. For example, in most of the 
calcultatio ns Of tihe tNI, Niger; Nigeria, aId Glana', are incI uded, according 
to mv kr wledge, but that neveris written anwhere. Itf countries like 
Ghana or Nioeria arc included, what kind of exchange rate do \e use? 
Their o.fticial exchange rate or their nominal exchang.e rate? There is not a 
sing!c index that can give the answer. Very often one has a tendency to talk 
ill terms of tile relative exchange rate, by deltiing Iy the cost -f-living 
inldex. BLit tlere is 1o reas()l why it should not be as interestimy to deflate 
by exportinig \%alIirCs, the termS )f trade, )r whatilot, and in fact til I F is 
riolw publishiilg relative excharige iates foi" ildustrial ized ctultrties, but foir 
some otldd reason this is no )t done for the Afri car coritiries. 

I hClie2ve 111rat o irtCrestiring toit co01d e as colmp are tile teriims of trade 
with the relative exchange rare as with the cost of living. This is just to say 
that when ()lie wants to make this copll[arison, there is not aill ea~sV answer. 
Iln fact, if there were in easy answer, we\\would not need economists. We 
would iot te meeting here. 
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Nonbank Financial
 
Innovations in East Africa
 

In recent years there have been major moves by a number of African 
countries toward liberalizing their financial systems. In doing so there has 
been the belated recognition that real sector economic development and a 
free (or relatively free) financial sector are inextricably linked. While the 
conditionality requirements of International Monetary Fund (IMF) and 
\World Bank structural adjustment programs have provided s(me of the 
motivation for these developments, they would not have occurred without 
the endogenous acquiescence of the government (in some cases) and the 
erdlogenous motivation of the private sector (in others). 

In the first section of this paper, I look at theories exl)laining why

financial innovations occur. I define innovations broadly to include new
 
instruments, institution!;, and processes. The two major theories of innova
tion are market completeness theory and constraint-induced zheory. These 
theories imply certain major causes of financial innovation. In the seco: 'l 
section Ireview the causal framework implied by these theories and look at 
the evidence from applying this framework to U.,S. data. In the papers third 
section I examine the causal framework in the context of recent financial 
innovations in three East African countries: Keny'i, Mauritius, and Mlnzania. 
I show that important additional cauIses of finalncial innovation (compared
with the United States) are foreign exchange shortages and conditionality 
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laid down by World Bank and IMF structural adjustment programs. More
over, many of the financial innovations illEast Africa are government 
sponsored (either directly or indirectly), whereas in tile United States and 
other first world countries innovations are largely endogenous to tile 
private sector. Illthe chapter's fourth section, before its summnary and 
conclusion, I examine why some innovations succeed :tnd others fail and 
link tlis to the interdependent nature of the financial innovations process. 

Theories of Financial Innovation 

Market completeness. Market completeness theory has its theoretical 

foundations in the work of Arrow (1971) and l)ebreu (1959). In a complete 

market there are a sufficient number of finncial instrunents available (for 

example, stocks, bonds, futures, options) to hledge every conceivable "state 
of tle world" tllatmnight arise. For example, a o mnodity price collapse, an 

oil shock, and rapid economic growth are different potential states of the 

world with different probalilities of occurrence. Thus an ilcomphlete or 

imperfect financial market is one where there are iIPufliciCnt instruments 
available to enalble individuals to hedge every state-contingent risk if tile\

so wish. I fence financial innovations (new products, instruments) can be 
viewed as a process of completing the market, a process of developing (ill 

the limit) a s.Ifficient numher of financid ilstrLI menits to span 1Cte whole 
state space (feasible set of state outcomes). In general, it has been shown 
(see Arditti and jlin 1980, for example) that the numb1er of financial 

instrunients (M) necessary to spaln all state possibilities (W) is not one to 

one. That is, by comibining f ng ac ross fi liancial inlistrLlments ) suchdiversit 'i 


instrumelits as opt ioIns :nd futures it is possible to create synthetic 

securities that hedge certain potential risks (states). Ifence illgeneral In is 

less than I/. 
\'mn Ilorne (1985) has providtl a more practical interpretation of 

market completeness theory lIle vievs financial innovations as a iecha
nism i-vwhich ecootnlic agents (individLals, firms, or governments) caln 

improve their return-risk trade-offs. Market completeness kIccurs when no 
(iev) innovation can impro)ve suchI a trade-off. Furtllel, the incentive to 

innovate will increase tile greater the range of possible outcomleS or states 
facing the investor. Thus, for example, a major spur toward completing tie 
market through innovatiotn is greater uncertainty of prie (interest rate, 

goods, price, exchamge rate) since this expands the feasible set of possih!2 
outcomes in the state space. 

Constraint-induced tieory. This theory developed by Silber (1975, 

1983) views agents as maximizing their utility or wealth subject to a set of 
regulatory and econonlic constraints. In a sense it can be viewed as a 

reformation of the Arrow-Debreu framework to provide some new i nsights 
into financial innovations. Economicall, one call think of agents maxiniiz
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ing their utility in the context of a linear-programming-type model. 
According to Silber, the more binding the set of constraints, the greater the 
incentives for agents to introduce new financial instruments and processes 
to avoid these constraints. I-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 
a'oJd such regulation), but so do economic constraints. Thus increased 
volatility of interest rates or other prices is viewed as imposing increased 
constraints on an agent's actions, inducing hil to introduce new instru
ments or p)ocesses to alleviate Such constraints. 

Elsewhere Kane (1981) has given a slightly%different interpretation of 
the conmtraint-induced theory f regulation. Kane conjures up the notion of 
a reglatory dialectic," by which governments impose restrictions on 
financial activities that induce agents to innovate ways around these 
c( )nstraillS.This in turn leads governments to impose restrictions on any 
new set of activities. Consequently regulatory avoidance is viewed as the 
major spLir for innovation--which is speeded up by improvements in 
technology That is, Kane views technology tsa mechanlism by which agents 
can respond (through new inni )vati)ns) to governlent regulation and 
reregulation. 

While it is difficult, if not impossible, to test th market completeness 
innovation theory directly and difficult to test tile constraint-induced 
theory (see Ben- l(rim and Silher 1977 for an effort to do so), these 
theories are useful in that they' suggest a framework of cau:wes that can be 
employed to explain different financial innovations. While this framework 
is to some extent ad hoc, it does offer a significant improvement on simply 
descriptively listing financial innovations as separate or independent 
events. 

A Causal Framework for Financial Innovations 

The underlying theories of financial innovation suggest a number of major 
causes of financial innovation. Illparticular, from tile work of Van Horne 
(1985), Silber (1983), and Finnerty (1988), who seek to explain financial 
innovation ill causes call be identified.tile United States, a set of major 

The approximate causes of financial innovations. Inflation andthe 
level of interest ratcs. Tile higher the rate c7 inflation, the greater the 
incentives of agents to introduce new 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. 

The volatili , of prices and inwrest rates. The greater the volatility of 
prices and interest rates, the greater the risk faced (by risk-averse agents), 
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and the greater are the incentives to develop new instruments or products 
(such as futures, options, swaps) to hedge such risk. 

7 v"laus. Tile higher the tax rates either on income (dividends and 
interest) or on capital gains, the greater are the incentives to develop 
innovations (such as zero-coupon/deep discount bonds) to lower the tax 
burden. 

Regulatiou. Regulation encompasseS both ceilings (such as those on 
savings deposit and loan interest rates) 11nd activity constaints (such as 
permitted areas of lending or investing). The more costly it is f)r an agent 
to adhere to such restrictions, either in lost income or protts, the greater 
the incentive to innovate new actiVities (such as nlonbank financial 
institttion-NBlWI-inance companies) lying outside the boundaries of 
current regula ion. 

fchlologicaladvtces. The greater the speed with which informa

tion can be collected an1d transactions processed, the lower the (average) 
cost of introducing new inno\vations, and the lower the cost of regulator' 
avoidance. 

Level ofeconomic actu'it',. The greater the level of economic activity 
(and therefore the greater the level of savings), the greater is the demand 
for innovations as investment vehicles. Also the greater the opportunities to 
mobilize new savings. 

Othe'r causes Of i1t7ot1tio0i. These include internationalization, re
duced agency costs, increased liquidity, academic work, and accoun,ting 
benefits. 

A classification of financial innovations. If the preceding are the 
approximate cauLses of financial innovations, how can the different innova
tions be classified? The broadest classification scheme distinguishes be
tween innovations that are new prcltIucts or instruments and those that are 
new processes or ilstitutions. New products could be further divided into 
those that are com'tUner-oriented products (such as new types of savings 
accounts) and those that are corporate- or government-oriented products 
(such as corporate bonds). 

In this paper, a three-part classiiication scheme is used: (1)consumer 
innovations, (2) corporate or government innovations, and (3) financial 
process innovations. 

Applying the causal framework to unclassified innovations. In the 
Appendix to this chapter, Tables 11.2, 11.3, and 11.4 present applications of 
this causal framework to recent financial innovations in the United States. 
Specifically, Table 11.2 shows the analysis of major causes of innovation by 
Silber (1983) for the period of 1970-1982, 'Table 11.3 shows the analysis of 
Van Horne (1985) for the period 1978-1984, and Table 11.4 shows the 
analysis of Finnerty (1988) for the period 1968-1988. These tables are fairly 
easy to interpret. Thus Silber (1983) argues that three major causes for the 
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innovation of zero-coupon deep discount bonds were the level of interest 
rates, tax effects, and the vol,";'v of interest rates. In contrast, Van Horne 
(1985) attributes the same iiih),ation to the level and volatility of interest 
rates and (perhaps surprisingly) academic work, and 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 
underlk ing theoretical models and the difficulty of developing more direct 
tests of the innovations process. 

Notvithstanding the essentially ad hoc nature -fthis framework, I 
examine, in the next section, how well it fits recent experience in three East 
African countries: Kenya, Mauritius, and Tanzania. 

Application of the Causal Framework to East Africa 

In the preceding section six major causes of financial innovations in the 
United States were identified: (1) inflation and the level of interest rates, (2)
the volatility of prices and interest rates, (3) tax laws, (4 ) regulation, (5) 
technological advances, and (6) the level of econo',nic activity These stimuli 
are sufficientlv universal to be expected to explain a large number of East 
African financial innovations. 

Two important causll constraints, however, that are very relevant for 
African countries (but not so relevant for the United States) need to be 
added: foreign exchange constraints and IMF and World Bank structural 
adjustment programs.The greater the shortage of foreign exchange re
ceipts (because of c(1mnlhodit\v price falls or export collapse) and the 
stringency of exchange controls, the greater the incentives for agents to 
develop methods either to av(oid such controls or to introduce new 
methods to collect foreign exchange. And the greater the conditionality 
imposed by structural adjustment programs (linking additional hard cur
rency loans to financial liberalization), the greater the incentive for agents 
to avoid even more binding foreign currency constraints by adhering to a
liberalization programi. 

Thus is an international and foreign currency dimension added, in 
African countries, to the causes of financial innovation in the United States. 
Furthermore, the question of who does the innovating appears to be 
somewhat different between the I.S. and African experience. Virtually all 
the innovations in Tables 11.2 to 11.4 (for the tnited States) can be 
attributed to private sector initiatives in response to the causal factors. By 
contrast, many of the financial innovations recently witnessed in East 
African countries are government (or parastatal) sector initiatives. This 
suggests that, since the U.S. and East African financial markets are at very 
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different stages of development, government sponsorship of innovations 
may be necessary at early stages of financial development but that eventu
all), the private sector has sufficient profit incentives and motivation to be 
the primary (if not the sole) source of financial innovation. Of course, one 
problem with innovations nct driven by the pri ate secto, hy governments 
seeking social rather than profit objeciveS, is that sud innovlions may 
have a greater propensity to fail a market te~it than wvill commercially driven 
innovations-although privately sponsored innovations can and do fail as 
wvvell. 

The three East African countries analyzed a1r0 Itdifferent stages of 
financial liheralization: Tanzania (just heginning to liheralize), Kenya (in 
the middle of liberalizing), and Mauritius (undertaking m:jor reforms of its 
financial sector). While these cotuntries have different political ,Jeologies 
as well as per capita incones, it is of interest to examine what conlllon 
threads the "causal framework" offers in explaining major financial inno-'
tions in these countries over recent years. It should be stressed that the list 
of innovations, while fairly comprehensive, is probabiy incomplete and the 
attribution of causes to inlovatiols is hased on Illyjtadgment and in a 
number of cases is probably contentious. 

The table presented in the text of this chapter, Table 11. , sumniarizes 
the major i~inovations in three countries: K-.'na (K), Mauritius (Ni), and 
Tanzania (T), by compiling them into the three components ,four 
previously determined classificition scheme: (1) consumer product inno
vations, (2) commercial product iniovations, and (3) financial processes 
innovations. These are combined with eight potential causes of inn(lA'tion 
that have been previously identified: (I )inflation and the level of interest 
rates, (2) the volatility of prices and interest rates, (3) tax laws, (4) 
regulation, (5) technology, (6) the level of economic activity, and the 
constraints of (7) foreign exchange and (8) IMF and World Bank structural 
adjustment programs. Moreover, inn(vati(ons are farther subdivided by 
whether they are "largely" driven )r-sponsored by the government sector 
(G) or by the private sector (1'). Finally, while informal foreign currency 
black markets and lending markets ace genuine "innovations," this chapter 
is confined to more formal innovations only (although black markets can 
easily be explained within this causal framework). 

First, looking at consumer sector financial innovations, (1) and (2) are 
savings bonds introduced by the government O!'Mauriti us in 1987 and 1988. 
Both bonds were i.itroduced as a means of absorbing private sector savings 
and increasing competiti:)n for savings with the banking sector. In the first 
issue of these bonds (eiglit-year maturity), the zero-coupon (deep dis
count) form proved near!y ten times more attractive than the eight-year 
coupon-bearing bonds. As Table 11.1 indicates, the major difference be
tween these instruments is that the zero-coupon bonds allow the investor 
to avoid tax while, with the coupon-bearing bonds, the buyer has to pay 
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TABLE 11.1 
Financial Innovations in East Africa 

Sector
Innovation 	 Country" Causes' sponsor'-

A. Consumer products 
1. Savings bonds 	 M G1, 2, 6 
2. Zero-coupon savings bonds NI 1, 2, 3, 6 G 
3. Credit cards M,T, K 5,6, 7 P 
4. Mutual funds M 2, 5,6 G 
5. Interest-hearing checking accounts K 1, 2, 4 P 

B. Commercial products 
1. Corporate bonds 	 NI 1, 4 P 
2. Leasing 	 NI, K 3, 4 P 
3. Venture capital K 2, 4 P 

. Guaranteed small business loans K 1, 2, 4 G 
C. Processes 

I. Stock market reform 	 M 4, 6 G 
2. 	 Foreign-currencv-funded NI, K, T 4, 7 G 

development banks 
3. Offshore banking 	 M 4, 6, 7 G 
4. Merchant banking 	 K 1, 2, 4 P 
9. Finance companies 	 K, NI, T 1, 4 P 
6. Treasury bond auctions 	 K 1, 2, 8 G 
7. Treasury bill secondary market K 8 G 

a. Country: K = Kenya; IM= Mauritius; T Tanzania.= 
b. Causes: I = 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 = IlMFF\rld Bank structural 
adjustment programs. 
c. Sponsor: P = private sector; G = government sector. 

income tax on coupons. Here not only are high income tax rates 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 U.S.cardholder, for example, 
to use his card for expenditures in Kenya and virtually anywhere else. 
Moreover, such cards are an effective source of foreign currency for 
foreign-exchange-constrained countries such as Kenya and Tanzania. Fi
nally, to the extent that economic activity and per capita income are rising,
they increase payments convenience by relieving the constraint of having to 
hold and pay for goods and services in cash. As might he expected, credit 
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cards are (relatively) more widely used and distributed in Mauritius, where 
the per capita level of economic activity is higher than in Kenya or Tanzania. 

Tile 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 is spons)ring the sale 
of open-ended mutual fund shares. The advantages of a mutual fund are 
that it allows investors to diversify stock price risk better (cause #2), while 
exploiting technolog,' that allows the value of the mutual fund portfolio to 
be marked to market frequently (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 Citico(rp in Keny'a Rising levels and volatility of 
inflation and interest rates clearly increase tile oppo)rtunity cost for holding 
non-interest-be ring checking acc()unts (causes #1 "md #2), which is 
accentuated if there are also regulations regarding ceilings for maximum 
interest payments on tile nearest available substitutes, such is savings 
deposits (cause #4). In particular, in periods of inflation individuals 
(savers) prefer explicit payment of interest to payments in kind, such is low 
service charges. 

The seco)nd group of innovations are commercial product innovations. 
In 1988 tile Mauritius l.easing Corporation was established. Since this 
corporation was not t batnk, it could not, because of regulation, raise 
finance through deposits (cause #4). Instead it made a five-year maturity, 
11 percent coup)n, corporate bond issue that paid coupons competitive 
with bank savings rates and treasury-hill rates-although not as competi
tive as tile rates on the zero-couponJ savings bonds discussed earlier (cause 
#1). 

Both Mauritius and Kenya have leasing companies-the second com
mercial innovation. In Mauritius tile leasing company is an independent 
financial inStitution, while in Kenya the companies are subsidiaries of the 
major banks (Standard and Chartered). File major reasons that leasing 
companies were established and are thriving in both Mauritius and Kenya 
are tax advantages either to the lessor (in Kenya) or to the lessee (in 
Mlauritius)-cause #3. Leasing is also a mechanism of regulatory avoid
ance (cause #4) in that it allows agents to avoid restrictions oin banks' 
holding (directly) real long-term equity in their asset portfolios. 

Venture capital involves tile participation of an outside investor or 
group of investors in the equity of small, risky projects or firms. Thus long
term equity participation differentiates a venture capital firm from a bank 
that makes short-term loans to small business (although if a loan goes bad a 
bank will end up, ex post, with ill implicit equity participation in the 
company). As with leasing, venture capital firms are a form of regulatory 
avoidance of, or escape from, limits on banks' directly holding real equity 
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in their portfolios. Further, it is only by careful selection, close monitoring,
and diversification that a venture capital firm can survive the high risk of its 
investments-which in turn are the reasons for its existence (cause #2). 

Tile absence of bank finance to small companies is widely seen as a 
constraint on finmancial and real development ilmany Arrican countries. 
Banks, particularly in Kenya, Ta1nzania., and Mlauritius, seem to concentrate 
on making relatively short-term loans to large-scale private and parastatal
Customers. This leaves only the high-interest informal credit market sector 
as a source of loan finance to small-scale enterprises. The role of guaran
teed loans, as in Kenya, is reduce the cost of funds tileto (relieve 
constraints implied by causes #1 and #2) to small business by offering
banks a risk-sharing or coinsurance default risk guarantee. In addition, 
such guarantees allow banks to avoid coning up agair'st regulated mxxi
mum loan rate ceilings (cause #-i). 

The third set )f financial innovations are bro)adly delined as new or 
reformed financia processes. Although Mauritius has had a stock market 
for over 100 years, by tile end of 1987 it was totally moribund and 'as ill 
serving the ranidly growing real sector of the econom Thus to accommo
date better a growing level of econlomic activity and demand by firms for 
long-term fu1nds (cause #6), which, because Of regulation and inertia, were 
n()t being accommodated by tile banking system (cause #A ), the govern
ment has sponsored a majo)r reform of the stock market. This includes 
building a 1new exchange, thle establishment of a Securities and Exchange 
C(ommission (SEC ),a c(mplete body 0 f new laws (modeled Om those of the 
United States), as well as reformed trading practices. It was felt that without 
undertaking such ref )rms 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 mlan\, African countries
 
have had great difficulty importing key raw materials and other vital inputs.

Devel(opment banks that 
are funded by foreign currency loans (provided 
by overseas sponlsors such as the World Bank, tle European Economic 
CommnitNy and other-s ) are often viewed as a financial innovation that 
partially a!leviates these foreign currency constraints. Thus the Interna
tional Development Bank and tile Development Finance Company of 
Kenya and the Tanganyika Development Finance Company Limited are 
development banks built on this model. While these development banks 
mas' be an innovation that has alleviated certain foreign currency shortages, 
however, tile\- 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 depend on (be
interdependent with) the presence of other innovations, in this specific 
case, instruments that allow indigenous firms to hedge foreign currency 
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risk (see the next section of this chapter regarding sources and failure of 
financial innovations). 

Athird recent financial process innovation has been offshore banking. 
Mauritius has recently passed legislation to allow the establishment of 
offshore banks. An offshore bank is basically a shell organization that 
attracts foreign currency deposits from n()nilndigenOus agents (capital 
flight) and lends these deposits ol to other nonindigenous agents, or, in the 
case of M-auritius, provides foreign currency short-term working capital 
loans to firms in the coUntry"s export processing zone. Offshore banks are 
innovations to alleviate foreign currency shortages (cause #7) and to avoid 
regulations such as limitations m ilndigenous agents' ability to borrow or 
hold foreign currencies abroad (cause #-i).Moreover, they may enable the 
financial sector better to accommodate real sector needs for expansion 
(cause #6). 

Merchant banks are a specialist 1-roup of financial institutions that 
provide longer-term finance (longer than commercial banks) to the real 
sector of the econotny This longer-term finance may include venture
capital-like equity Iparticipations or longer-term loans. In the case of 
Diamond Trust of Kenya, however, recentlv voted the most innovative 
financial institution in Kenya, the ,crvices provided also include underwrit
ing equity issues-such as the new issue or initial public offering of its 
sister comanl)y1uilee Insurance. Thus merchant banks are an innovation 
that can be attributed 1t regulations limiting the ability of commercial 
banks to provide long-term linancing (cause #4) as well as to tile level and 
volatility of interest rates (causes #1 and #2) that may make new equity 
issues nmore attractive sources of linance than longer-term debt or loans. 
Only two new equity issues, howeve; have been made (underwritten) by 
merchant banks in Kenya in recent y'ears, mainly because of an unavoidable 
regulatory constraint that allows a government-sponsored Capital Issues 
Committee to decide when (and at what price) a new private e(uity issue 
can be offered to the pulic. 

Finance companies (often labeled NBFIs) are an additional innovative 
financial process. Finance companies exist in Kenya, Mauritius, and "lhn
zania. While, like banks, they often issue savings deposits (but not checking 
accounts), the\, tend to concentrate their lending either on asset-backed 
commercial finance (such as the financing of inventories of goods) or as:;et
backed consumer finance (for example, hire )Lrclase). One of the major 
reasons for their establishment has been regulatory avoidance of interest 
rate ceilings on bank savings or lending rates (cause #4). Thus in Kenya 
during periods of rising interest rales (cause #1) during the 1980s, the 
ceilings on bank savings and lending rates became increasingly binding. By 
establishing NBFI subsidiaries, banks could get around such ceilings. 
Moreover, even when (as in the Kane regulatory dialectic, referred to 
above) regulators sought to impose ceilings on NBFI lending rates, these 
ceilings were still 4-5 percent higher than bank lending rates, so that 
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institutional arbitrage remained attractive. Thus regulatory avoidance has 
been a major cause for the establishment and growth of NBFIs. 

'FTe final two process innoivat ions are financial market intoations. It is 
in this area that IM" and \\orld Bank structural adjustmenlt programs (cause 
#8) appear tohave had the mno.st effect in driVing financial in Wations. 
Thus, :is part of its structural adjustmenlt programs, Kenya Ihas increased the 
inert i)f longer-term linancial assets by intro Iducing longer-term treasury 
bonds Sold th rough a discri inator auction. Inl such an auctioin, subject to 
minintim price ( m1laxiulmILI yield) co nstraints, the investor (agent) is free to 
enter a co)mpetitive hid for a desired quantity of bolds. While there are 
some technical problems with the ('urrent aucti()[) prcedures, the major 
advkantages of these ci)mpetitive auctions is that the\- allow investors to 
manage interest rate risk better (causes #1 and #2). An additional aspect of 
the Ken\an structural adjustment progralls has eell the start of a nascent 
secondary market in treasury billss a a p(recirsr if al event tialrco'rienta
tioll (f mnetary policy, away f im11credit ceilings .111d C1t rnOls, atoNward 
pi ilicy based Oi Open narket Operations (a monetary pi licy, that is, more 
consistent with a liberalized financial sector). 

This section has showni that East African linancial iinovations, broadly 
defined, lit (jliite well into the causal framework suAggested by the complete 
market and constraint-i ndUced theo)ries tfinnovation. Specificall, ;a rela
tiyel' limited set of catuses appear tooffer a reaso nable expl anatioin of a 
wide array )f ilnnivations. While it is impi ssible tonreach anything tOther 
than qualitative conclusiols, it does appear that regulIatiry avoidance 
(caLse #-I) and tile level and ' of prices and interestOatillt rates (causes
# I and #2) are prime determinants of, the scale and scope of financial 
illlWvatioln in these ci)untries. 

In the next sect ion we look at the ieasins for the success alld failure of 
financial innovations. Obvioiusly,dhe mere appearance i fa financial innova
tion is insufficient for its success; it may fail through lack of demand or 
inefficient (cost-effective) supply: 

The Success and Failure of Financial Innovations 

Table 11.1 listed sixteen financial innovations. In most cases these innova
tions (such as offshore banking and stock market reform in MauritiIs) are 
so new that it is hard to say whether they will be successes or failures. In 
other cases, howevei; it is possible to explain why an innovation has failed 
or succeeded. 

Failures. Mauritius COUplon-bearing savings bonds attracted relatively little 
investor interest. The reason for the failure Of this iinovatio(n 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 protection against interest rate risk and after-tax 
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returns. In the terminology of the complete market paradigm, the coupon
bearing savings bonds were redundant securities in that tile zero-coup(IOn 
savings bonds dominated in terms of return-risk trade-ol. Thus an inn Wa
tion will tend to fail w,'henlever its return-risk characteristics are already 
closely replicated by an existing 1inancil, instrument or so)me col1inat ion 
of existing financial instruments. C niverseIy, a successful financial innova
tion should offer investors a inew risk-retu-n trlde- )ft. 

Foreign -currencv-f it ded deV\e l pment balnks are, a prioIri, important 
innovations in reducing capital market incolpleteness (hy supplying 
longer-term finance in hard currencies to f(ireign-ctrrency-constrained 
ind igenoLus imp )rters), but it is also arguable that hey have exacerbated 
market incompleteness by expanding the range of foreign curr'-encv risks 
faced b\' indigen( 1s horrowers. In the case of Kenvan and Thlnzanian 
development banks, large proportions of their loan lowtf'olios are in 
arreirs or in default, while in others funds remain unhOrrowed. If well
developed, forward foreign exchange markets (currency fu tires or op
tions) were available to indipen iti firms in these countries, then firms 
might be able to cover some f their foreign exchange rate risk by taking a 
position in the foirward ma,ket-I uving foreign exchange f)rvt'd three 
months to meet an expected fI reign-currency-den(iminated interest pay'
ment in three m onths' time (Satnders 1989). 11nfortunatel. , the actual and 
expected one-way dowvnward path in the spot exchange rates of ma ny 
African co nt ries vis-5-vis the dollar (and Other hard currencies) has meant 
that no agent (central bank or C(ommercial bank) has desired to pay the 
price to act as tile counte rpa ty in fO vwwrd market transactions (notvith
standing f0i-Cign exchange cm ntrol restrictions iti such markets). For such 
markets to exist there Must be Some finite p'oliab ilitv that tile spot rate 
might appreciate instead of just depreciating in the near future, and the 
future supply of foreign exchange must be reasonably guaranteed (it must 
be deliverable). 

tAs a result, tile relative success of- failuire ooil e financial innowation ( in 
this case, foreign-currencv-backed development banks) is int imatelv linked 
(interdependent) with tile successful innovation of other financial 
instruments-such as forwarM'ds, futures, or option contracts that enable the 
risks of foreign exchange to be hedged. Thus for somelinaicial innoVa
tions there is an tiniavin ,idable degree of jointtiess inherent in evaluating 
their potential success. 

Success. One private venture capital firri in Kenya has been highly 
successful. Although virtually all projects to date are associated with the 
Asian conminit; this tdoes rot atteniate the firm's denonstration that 
venture capital is clearly not a "reCdundnt secirity" in tile Kenyan context. 
Its success is evidence, instead, of the very limited alternative suppliers of 
equity In particular, although there is a stock market in Kenya, which lists 
some fifty-five stocks, it has been virtually moribund, with only two new 
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issues since 1980 and a trading volume of no more than a few thousand 
shares per year. Thus all' inlov,tioni that provides iInew source of long
term equity in local currency is likely to be successful as long as the 
venture capital firm closely monitors and keeps track of the chosen projects 
anid picks the projects on the basis of commercial criteria alone (adopting 
other criteria is a failing of many local currency development banks).
Therefore, net present value criteria should be used only with discount 
rates sufficiently high to reflect the appropriate private degree of project 
risk. 

In sum, as the three cases above impl; the success or failure of financial 
inl()vatiOns appears to depend on tx,.o key features: the relative uniqueness 
of the innovation (its lack of redundancy in terms of risk-return trade-off) 
alld tile degree of independence of the itnnovations risk-re aLmperfor
imance from the presence or absence of other innovations. 

Summary and Conclusions 

In this chapter recent financial innovations in East Africa have been 
identified. To understand these innovations better an analytical framework 
has been used that had links to the underlying theories of financial 
innovation. Using this framevork, it was shown that a relatively small 
number of causes could explain innovations and that many innovations 
resulted from initiatives to escape economic or regulatory constraints
such as intflation, foreigni exchange shortages, and interest rate ceilings. 
This framework was additionally useful in identifying reasons for the 
relative success or failure of fi ncial innovations. 

Appendix 

TABLE 11.2 

Exogenous causes 

"lpesof innovations a 1 c 2 3 4 5 6 

A. Cash nanagment 
1. Money market mutual funds x 
2. Cash managenent/sweep accounts X X 
3. Money market certificates x x 
4. Dehit card xx 
5. NOW accounts x 
6. ATS accounts x X 

(continued) 
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TABLE 11.2 
(continued) 

Ivpes of innovations 

7. 	 IUnnt-of-sale terminals 
8. 	 AUtOlniIted clearinghouses 
9. 	 CIII 'S (same-day settlement) 

10. 	 Automated teller machines 
B. 	 Ivestlmenlt contracts 

i Prinary market 
I. 	 Fhlating rate notes 
2. 	 [).ep discount (zero)-coupon) bonds 
3. 	 Stripped bonds 
4. Bonds with put options or warrants 

i*. Fhating prime rlle loans 

6. 	 \iriable rate tnortgages 
7. 	 Comnodity-linked (silver) bonds 
8. 	 EUrocurrenLcv bonds 
9. 	 Interest rate futures 

10. Foreign currency futures 
11. 	Ca.sli settlement (stock index) futures 
12. 	 Options ofi futures 
13. 	 iass-through securities 

ii Consumer type 
1. 	 Universal life insurance 
2. 	 \hriabhle life policies 
3. 	 IRVKeogh aciCttlis 
4. 	 Municipal bonds funds 
5. 	 All-saver certilicates 
6. Equity access icCOUlt 

C Market structures 
1. 	 Exchange-traded options 
2. 	 Direct public sale of securities 

Green Mo,\tttain lPower Co. 

Shelf registration 


3. 	 Electronic trading 
NA)SDAQ 
GARBAN 

4. 	 Discout brokerage 
5. 	 Interstate depository institutions 

D. 	 Institutional organization 
1. 	 Investment bankers/comrnodity dealers 

Salonon/Phibro, Goldman Sachs/J. Aron, DLJ/ 
ACLI 

2. 	 Brokers/general linance 

Shearson/Amex, Bache/Prudential, Schwab/
 
Bank of America
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TABLE 11.2 
(continued) 

Exogenus CAtI5teS 

opesIf innovttitns a Cc 2 3 -i 5 6 

3 "hritts with oinctcial banks x x x 
+ Financial centers (Sears RIobtick) x 

NOTE: COhurn n headings: I = lnilat11n: a = level of interest rates, b = general price level, 
= 
 = 
c = tax effects; 2 = volatility of rates; 3 technology; - legislative initiative; '5 

internatimnalization; 0 = othter 
SO RCE: Silber 1983. 

TABLE 11.3 

Primary causes; 

Pro(tILICc.
 
Monev market investment accounts 1,2 
Super NOW Iccounts I, 2 
IterCst r.te and stock index futlrCs markets 1, 2, 6 
OptioItS Oil futures conltraCts 1, 2, 6 
NI LIr)iCi)pl hotnd mnut ual funds 1, 3 
ZerIO-cOIIp)Ol uo nds atn1I coupon stripping 1, 6 
AdjustaLle rate preferred stock 1, 3 
New variations Of A:diusthle rate mortgages 1, 2, 6 
Securitizaiti Of t-ass-I Ithri gh and other mortgages 1,2, 5 
IRA accounts 3 
Universal life insuralf, policies I 
Currency option loans I 
Interest rate swaps and currency swaps I 
FIr ward interest r.lteloan cnt -crts, vith ceilings and floors I 
1301rids with Ipt ollIptios 1, 3 
Issuance Of ai1d i vest Itent in high-Vield (jUtnk) boInds 1, 6 

Processes 
Automatic teller nlachilles 2, 4 
Point-of-sale terminals 4 
Financial trans;ictions by persontal CI)puter 4 
Shelf registrations 2 
Electronic secutrity traditg 2, 4 
Electronic funds transfer 4 
New variatilns in credit card processing 4 

a1.Cause 1 itat ion: I = volatile intlatiotn and interest rates; 2 = regulatory; 3 = tax law
 
change; 4 = tcChnological advance; 5 = level of economic activity; and 6 = academic
 
work.
 
SOURCE: Van Home 1985.
 



TABLE U.4 
Innovation Factors primarily responsible:, Innovation Factors primarily repsonsible" 

C'onsuTtmr-ttpefitzuztciaI iLhltnflL, Zts
Broker cash management accounts - Money market mutual funds 6,7Municipal bond funds 2,-4,6 Nloney market accounts 6,7All-saver certificates 6,- NO',' accounts 6,7Equity access account 1..8 Bullbear CI)sDebit card 2,-,I I IR, Keogh accounts 1,6 
Tuition futures -4,8 'niversal oir variable life insurance 1,7,8Variable or adjustable rate mortgages - Conertible mortgages or reduction option loans 2,7 

'SecuritiesDeep discountzero-coupon bonds ,-4.- Stripped de-, securities 1,4,7Floating rate notes Fl.-.loating rate, rating sensitive notes 3,4,5,7Floating rate tax-exempt notes -,5, Auction rate notesdebentures 2,3,4,7Real yield securities 2,4.5.8 )ollar 1311-S 4,7Puttable-extendible notes 2.3,-4 Increasing rate notes 3Interest rate resc, notes 3 Annuit, notes 11Extendible notes 2-,i Variable couponrate renewable notes 2,4,6Puttable/adjustable tender bondLs 2,.," \tri.tble duration notesEuronotes,/Euro-commercial paper 4,7
2,4 U'niver.,,al commercial paper 4Medium-term notes2 Negotiable Cs 2,5

Mortgage-backed bonds 4 Mortgage p.ss-throughs
Collateralized mortgage obligations 2,4,5

2,-1.5 Stripped mortgage-backed securities 4Receivable-backed securities 4,5 Real-estate-backed bonds 4,5Letter of credit/surety bond credit support -1,11 Yield curve'maximum rate notes 4,6,7Interest rate swaps 4,6,7 Currency swaps 4,6 



Interest rate caps/floors/collars 
Foreign-currency-denominated bonds 

Dual currency bonds 
Commodity-linked bonds 
Gola loans 
Exchange-traded options 
Interest rate futures 
Options on futures contracts 
WarranLs to purchase bonds 
Convertible adjustable preferred stock 
Remarketed preferred stock 
Single point adjustable rate stock 
Variable cumulative preferred stock 
Adjustable rate convertible debt 
Puttable convertible bonds 
Synthetic convertible debt 
Convertible reset debentures 
Master limited partnership 
Americus trust 
Puttable common stock 

4,7 
4,7 

4,6 
4,6,8 

. 
4,9 

4,7,9 
4,7,9 

4,7 
1,4,5,7 

1,4,5,7,11 
1,2,4,5,7 

1,2,3,4,5,7 
1,10 

3,4,7 
1,10 

3 
I 

4,6 
3,4,10 

Remarketed reset notes 
Eurocurrencv bonds 

Indexed currency option notes/ 
principal exchange rate linked securities 

gL,.:eld (junk) bonds 
Foreign currency futures 
Stock index futures 
Forward rate agreements 
Adjustable rate preferred stock 
Auction rate preferred stock 
Indexed floating rate preferred stock 
Stated rate auction preferred stock 
Convertible exchangeable preferred 
Zero-coupon convertible debt 
Mandatory convertible/equity contract notes 
Exchangeable auction preferred 
Participating bonds 
Additional class(es) of common stock 
Paired common stock 

2,3,4
7 

4,6,7 
2,5,7,9 
4,9,11 
4,8,9 

4,7 
1,4,5,6,7 

1,4,5,7 
1,4,5,7 

1,3,4,5,7 
1,2,10 

1,11 
1,6 

1,2,4,5,7 
3,4 
11 
4 

(continued) 



TABLE 1.4 
(continued) 

Innovation 

Shelf registration 
Discount brokerage 
Point-of-sale terminals 
Electronic funds transfer/ 
automated clearinghouses 

More efficient bond call strategies 

Factors primarily responsible Innovation Factors primarily repzonsible 

Financial processes 
2,6,7 Direct public sale of securities 2,6 

2,6 Automated teller machines 2,11 
1 Electronic security trading 2,11 

CHIIPS (same day settlement) 7,11 
7,11 Cash management/sweep accounts 7,11 

Financialstrategies/solutions 
7,9 

Stock-for-debt swaps 1,7,10 
Preferred dividend rolls I 
Leveraged buvout structuring 1,9,11 
Projec, financeIease!asset-based financial structuring 4 

Debt-for-debt exchanges 1,7,10 
In-substance defeasance 1,7,10 
I ledged dividend capture 1 
Corporate restructuring 1,9,11 

a. Notation: I = tax advantages; 2 = reduced transaction costs; 3 = reduced agency costs; 4 = risk reallocation; 5 increased liquidity; 6 = 
regulatory or legislative factors; 7 = level and volatility of interest rates; 8 = level and volatility of prices; 9 = academic work; 10 = 
accounting benefits; and 11 = technological developments and other factors. 
SOURCE: Finnertv 1988. 



David Glasner 

Comment 

In the short time I have had to study this paper, I have not been able to 
come up with a great deal to disagree with. But it did seem to me that one 
could go further in simplifying the analytical framework of the paper than 
Professor Saunders has done. So let me ,;uggest how that might be done, 
and along the way Iwill mention one or two minor quibbles that I had with 
some specific points. Then in closing I will try to suggest some normative 
conclusions that we might be able to draw from the approach that 
Professor Saunders has laid out for us. 

The simplification that I propose concerns the two theories that 
Professor Saunders la's out for us: what he calls the market completeness 
theory and the constraint-induced theory, which, it seems to me, are 
essentially two ways of describing the same theory. Or stated a little bit 
differentlY, the constraint-induced theory of financial innovation is really 

subsumed under the broad market completeness theory of the Arrow-
Debreu framework. 

In the Arrow-Debreu framework markets are in(.omplete when not all 
potential states of the world can be hedged by the purchasr or sale of an 
appropriate financial irstrument. So if there are aoy conceivable instru
ments that could eliminate or allow some reallocation of risk but they are 
not available, then the market is in some sense incomplete. 

What would account for such a gap in the array of available financial 
instruments? In the most general possible formulation, it must be because 
the potential benefits from increased hedging or risk reallocation oppor
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tunities do not cover the transactions costs associated with creating new 
instruments and making new markets for those instruments. 

So it seems that within tile market completeness theory there is alreadv 
a theory-at least implicitly-of costs or constraints that are inhibiting or 
preventing further expansion of tile Menu of inancial ilstruments. What 
that means is that any constrainlt-induced inm)vation-that is,some innoVa
tion arising out of a desire to avoid some kind of regulation, for example
has to correspond to something within the Arrow-Debreu framework that 
increases the return to creating and marketing a previously unavailable 
instrument or something that alte:s the cost of creating and marketing that 
instrument. 

For example, if there are ceilings on deposit interest rates and inflation 
goes up,a money market mutual find, which might not have been a viable 
instrument with the competitively determined deposit rate, can become a 
viable instrument. The costs of creating that instrument are now wortil 
bearing, because there are benefits available to having that instrument that 
were not available before the regulation became binding. 

Just to showv how Saunders's discussion Canl be handled easily within the 
Arrow-Debren framework, let me discuss briefly some of the specific 
causes of innovation that Professor Saunders mentions and indicate briefly 
how each of them can be handled strictly within the Arrow-l)ebrleu 
framework. 

First of all, Professor Saunders lists inflation. Inflation as such is a little 
bit problematic because i am not sure that inflation by kself would be a 
cause of innovation. Pure inflation, if it is occurring at a steady rate, does 
not increase anybody's risk, and therefore it would not make markets in any 
sense less complete than they had been before. It is only when inflation is 
combined with either regulation or increased volatility so that there is 
uncertainty about inflation, that financial innovation will be induced by 
inflation. SO I would make that slight correction in the list that is given. 

Moving on, we come next to volatility Volatility-say of the price level 
or of interest rates-increases the demand for risk reallocation. It increases 
the demand for risk reallocation because of different tolerances for bearing 
inflation risk. It makes it worthwhile to incur the costs of adding new 
markets that will allow people who want to avoid or hedge against inflation 
risk or perhaps create to do so while also creating an opportunity for 
people with differing expectations of inflation and perhal)s information 
advantages to bet on their different expectations or superior knowledge. 
But whatever is going on, inflation volatility obviously creates an environ
ment in which there is increased opportunity for trading, which will make 
it worthwhile to incur the costs of adding a new market for a new 
instrument. 

Tax laws, which are tie next cause that Saunders mentions, alter the 
relative benefits from hedging with alternative instruments by imposing 
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different tax burdens on different instruments. So the effect of taxes is to 
alter tile spectrum of returns, thereby making some instruments or 
markets for some instruments more viable than the' had been in relation 
to other instruments or other markets, under a given inflationary and 
regulatory enironment. 

Regulation, which is the next cause mentioned by Saunders, makes 
some instruments prohibitively costly and makes it impossible for trading 
to occur in those instruments. Whatever benefits tile\' might potentially 
have provided will have to be provided by alternative instruments. So 
regulation creates an opportunity for financial innovation to provide 
instruments to take the place of those instruments the regulations have 
suppressed. 

Technological advance reduces the cost of adding new markets. So 
technological advance will generally stimulate innovation because it re
duces the costs of adding new markets for new instruments. 

The level of economic activity is another source of innovation men
tioned )ySaunders. I understnd that cause to operate by increasing tile 
number of traders. Greater economic activity means that there are more 
traders and more transactions taking place, more people making market 
transactions. Reduced, in consequence, is the level of transactions costs 
associated with creating a new market, thereby enabling new markets to 
arise because of the larger nunmber of potential participants in the market. 
S) in some sense the fixed costs of creating a new market can be spread 
over a larger number of traders. 

In addition to these basic causes of financial innovations, Professor 
Saunders goes on to list a couple of additional causes. One of them is 
foreign exchange constraints, which troubled me a little bit, because I do 
not see how foreign exchange constraints arise except in the presence of 
some regulationl. It would seem to me that that ought to have been 
subsumed under the general heading of regulation. 

Professor Saunders then takes this framework and applies it to some 
specific cases. And for someone, such as myself, with no knowledge coming 
into the discussion of the specific institutional characteristics of the 
innovations he discusses, there is not much to Sai. 

Let me, however, comment briefly on his discussion of the failure of 
innovation. It seems to me that, again, the simple Arrow-Debret framework 
provides all that is recuired to understand why some innovations succeed 
and others do not. In abstract terms there are potential benefits from 
adding new markets for new instrurents. They provide benefits that 
induce a certain anllunt of trading. 

But the pmtlem is whether there are enough potential traders to make 
it worthwhile to incur the costs of adding a new market. What is needed is 
either a great enough benefit-some innovation that will create a great 
enough bencfit for people to be willing to incur those costs-or some way 
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of reducing the Cost sufficiently to make it worthwhile for the new market 
to be introduced. 

I am really describing two blades of the Marshallian scissors. In other 
words, vo1 need the right relationship between demand and suppl' or 
betveen benefit and Cost for an innovation to be possible. Anything that 
reduces the cost or that increases the benefit sufficiently will make a 
potential innvaltion I successful one. 

Similarly, anything that pre'ents the cost of an innovation from falling 
can make the innovation iV,.successful. For example, in Professor Satn
derss case, the lack of a foreign exchange market that allows people to 
hedge makes it too costly to trade in tsecond potential innovative market 
for the relatedl market to be successful. 

On that point, however, I do have another issue onl which to take some 
exception with Professor Saunders. le seems to suggest that tile mere fact 
that everyone is certain that the exchange rate will move in one direction is 
enough to forestall the dev'elopment of a futures market in foreign 
exchange. That does not seem correct, because forwvard suppliers of 
foreign exchange will always be willing to supply future foreign exchange 
if the discount is deep enough to make it worthwhile. As long as there is 
some uncertainty abou~t the r:te of depreciation, so that there are differing 
expectations about what the future exchange rate is going to be, there is at 
least the potential for a futures market or a forward market in foreign 
exchanges to function, even if everyone aygrees that the exchange rate is 
going to fall. 

The reason that I would suggest ftor the failure (ofthe firward market to 
function is that there are not enough demanders of forward exchange in 
these currency markets to make it worthwhile for somebody to offer that 
forward cover In other words, since the market is not deep enough, the 
discount that p)tential suppliers of forward cover will settle for is higher 
than demanders of forward cover are willing to pay.So the market cannot 
get started. 

All this discussion suggests a normative question that we might take up 
briefly, which is whether financial innovation is desirable. Within the broad 
Arrow-Debreu framework I should say that whenever financial innovation 
enables a mutully advantageous reallocation of risks to be achieved, an 
allocation that was lot previouslV achieved because it was too costly, the 
innovation is desirable in the sense that it is welfare iml)roving. 

The environment is a little bit more complicated, however, because, as 
we have seen, innovation can be a response to regulatiol. In a regulatory 
context we can decide whether innovation is desirable only by deciding 
whether the whole package of regulation anl induced innovation is 
desirable. Or l)ut another way, when we do a cost-beneit analysis of the 
regulation, what we have to take into consideration is whether the benefits 
from regulation are sufficient to outweigh all its costs, including the 
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additional resource costs that will be associated with any starting markets 
for new financial instruments to get around the regulation. 

In particular, one might ask whether there are any gains accruing to 
countries as a result of internal monetary policies that increase price level, 
interest rate, and exchange rate uncer'tainty and that therefore induce 
financial innovation to hedge against those risks. Are there any beneits 
from those policies that offset tile resource cost of the induced financial 

innovation to try to hedge against or reallocate the risks that are created, 

aside from any other costs associated with those policies? If,as I suspect, the 

answer is that there are no such gains, it might suggest that an appropriate 

policy for international development assistance would be to make the 
continuation of assistan1ce to developing countries contingent on the 
abolition of the institutions that create that uncertainty, namely central 

bank:, and allow a different set of institutions (such as private banks 

constrained by legally binding contractual obligations) to arise that would 

not create the price level, interest rate, and exchange rate uncertainty that is 
the result of central bank policies. 



Discussion
 

JOSHUA GREENE: I IlluSt say that while I found .'our paper interesting, 

Professor Saunders, I was disappointed that it did not cover certain aspects 

of financial institutions that the term nonbank normally implies, Iwonder if 

\'oil have any mcomments to mahke ab( )lt developments in or the role of, for 

example, savings and l(oan institutions, insuirance companies, or other 

types of noncommercial bank financial institutions in African countries, as 
we are addressing the issue of the financial sector in African countries and 
how to strengthen it. 

AN-iIONY SAUNDERS: AS I said, it was not a complete list of firnacial 

innovations. I was trying to co ncentlate on1 more recent innovations. For 

example, in Keny-a, Jubilee Insurance Company has been there for a 

considerable number of years. One thinks of it more as an established 
financial instit ut ion than is al innovation. And it is heavily regulated. My 
understanding is that insurance companies ill many of these countries are 
as heavily regulated as the commercial banks. 

In some sense one can think of financi:d innovation as ensuilg from tile 
reguklitiOml ()f c.)nrmlercial kanking and of financial innovations as evasions 
of this regutlation. ThesU regulations apply also to other parts of the 

established financial sector, ill Which I \Vould include life insurance 
companies ill )XiItricular. 

Iwas grouping life insurance companies with commercial banks as the 

established financial sector and looking at innovations as ways to get 

around regulations and other economic restrictions oil the activities of 
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these institutions. That is where the life insurance companies were placed 

in my framework. 
In Tanzania there is one savings bank that has just been established, and 

it was in enormous trouble. But it seemed to me that most of its activities 

are illchecking accounts and replicated those of the commercial banking 

industry. Again, this paper was more concerned with more novel forms of 

innovation than with traditional financial sector firms. 

MICHAEL SARRIS: To put the thesis of the paper in common language, it 

says that when an economy is overregulated, overtaxed, and distorted, 
People will innovate to find ways around overregulation, distortion, and 

we see it all over in Africa, inovertaxation. That, I think, is true, and 
informal markets, in parallel markets, and in the financial and tie produc

tion sector But I think the issue that concerns us is sonewhat different, and 

it goes as follows. 
Many African countries have been left behind in terms of the sophistica

tion of financial markets and instruments that are available. One can take 

the view on one hand that things that should be happening Will happen at 

the right pace. Do not try to force them. On the other hand, in many cases 

we are advising governments, for example, to get rid of credit ceilings as a 

means of regulating monetary growth. But once we say that, the question 

arises, IHow else am I going to check how fast the money supply is growing, 
mei)articUlarly if I do not have the instruments that will permit open 

market operations? 
Anlother manifestation of this: at the World Bank we have said that there 

was an absence of long-term credit, and we have set up institutions that 

specialize in that with, I would say, fairly ulliformly disastrous results. Some 

people woul say that is because the instruments were not there illthe first 

place. Put institutions in Place in a market that does not have those 

instruments, and they will fail. 
The question really is, Ilow can we tell when a country is ready for X 

and Y financial innovations? IlowN' can we put in place the conditions that 

will allow some of these countries to catch up and catch up in a sensible 

way? We cannot say we are going to put a very complicated stock market in, 
in the cards. It is not going to happen.say,,Malawi. That is simply not 

What we are looking for is some kind of framework that will allow 

forward movement in developing financial markets, without trying to push 

on aIstring. 
ANTHONY SAUNDERS" My paper presents a static framework, if you like, 

and you are asking the question, Is there aIdynamic model that underlies 

financial development? I tend to agree with you. If we think about this, once 

we do change something in the financial sector, such as interest rate 

ceilings, we change the whole course of market poliq. We move away from 

a credit control regime to a monetary policy regime based on monetary 
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growth or money-based conttol. How long should the intervals be between 
these changes, and what is the logical method of change? 

In the United States, if we go back even to the nineteenth century, most 
of the financial innovations were induced by the private sector In some 
sense the government would impose regulations, the private sector would 
develop innovations to escape those regulations, and the government 
would reregulate. It is like a regulatory dialectic. But most of the innova
tions have come from private sector motivations, from the private sector 
system endogenously The government has only come in as a regulator 
rather than a sponsor of many innovations. 

So there is that model, if we think of the United States as being the most 
financially developed country in the world and as having been under
developed. I-low did it move from its underdeveloped state to the devel
oped state? It seems mostly through this regulatory dialectic of private 
sector initiative followed by government regulation, followed lby private 
sector initiative to avoid these constraints. 

But as to the causal framework developed in the paper, it is really a 
static model, looking at one picture-a picture at one point in time, but not 
reallx developing a dynamic model for linancial innovation. 

JERRY WOLGIN: I would like to follow up on what Michael Sarris was 
asking. What we have here is a very elegant sort of fi aniework that says the 
market is going to develop mechanisms to fill in spaces as they appear; yet a 
lot of the 'iscussion of preceding papers suggested that there is a missing 
set of private interventions, particularly in terms of long-term capital. 

The one qILestion that I have is, Why is it missing? There seems to be a 
market there. Regulation clearly is one prollem-there may be ways of 
getting around it-and yet there does not seem to be any development of 
mechanisms to supply what looks to be a --pace in the system. 

ANTHONY SAUNDERS: I can think of other reasons that are not listed heie 
why long-term capital markets do not emerge in many of these countries, 
including the way in which wealth is constrained and distributed. In 
addition, is David Glasner said in commenting on my paper, a number of 
parties need to be trading to create markets for new financial instruments. 
If there is no breadth or depth in a market, any given financial instrument is 
more likely to fail than if it were introduced into a more active market. In 
economies where the level of nonhuman wealth is quite low and, ade 
tionally, the levels of nonhuman wealth are highly concentrated, ote 
should not expect much trading. 

For example, consider privatization. I-low does one privatize a com
pany in East Africa? One cannot bring in the stock market, because it is 
nonexistent or moribund. One needs to find a number of wealthy individ
uals. There are not that many wealthy individuals there in the market to 
make this a viable exercise. So it seems to me that the level and distribution 
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of wealth are important criteria for assessing the prospects for success of a 

long-term capital market. For example, it has been as the level of wCalth has 

risen that Mauritius has decided to reform its stock market. It has decided 
that now it is tin- to move away from a stock market that meets for ten 
minutes a week, to one where there is constant activit. We open every day, 
and we try to start active trading illshares. 

What was the basis for that? I suggest that there was suflicient growth in 
the number of individuals in tile economy having a level of wealth that 

enables trading in that market. That was the num)er One criterion. They' 

perceived that they had reached that stage. But how do we know tile 

appropriate time? Perhaps we could lxk at the dleposit base of the countr'. 

low many indiviCluals have deposits over a given size? We know that that is 

apotential wealth source that could be transferred into longer-term eqt,itN: 
There is a stage where economies build up, wealth builds up. The 

distribution of wealth changes, and a core group of pe)ple emerges that 

makes trading possihle and provides the ftoundatiouils of anl equity market. 

We need to have a core group of people with different expectations to get 

trading to occur. 
JERRY JENKINS: Milton Friedman s recommendatiom to the British, 

predating the advent of Margaret Thatcher by ten years, was that their state

owned enterprises should he "given" in eqUal shares to its citizens (who 
had obviouslV a'leady paid for them with past taxes and other costs). 7'bs 
innovation would resolve rofessor Saunders's dilemma regarding "how to 
privatize" and simultaneously respond to ine(jttalities in the distribution of 

wealth, which he has jius deemed as being a funamil nlil sour'ce Of tile 
"missing markets" raised b' Jerry Wlgl's (Luestio)n. 

Should Professor S'aunders or anyone else_' he interested inliedniin's 

proposed innovation, please know thai a w)iking model for its imlplelen
tatio'. was provided during the 1970s by the provincial government of 
British Columbia. 

SERGIO BORTOLANI: It is quite clear from Table 11.1 that there is a 

relationship between the degree of linancial innovation and the degree of 

financial sophistication in tile systems. Tanzania is mentioned only three 

times, and out of three cases, two are probahlle failures. 
Before speaking of financial innovation for most of' the African couin

tries, we sh1ould focus our attention Oi tr:ditional good banking services, 
which are still lacking. I would consider one of tile biggest innovations for 

mtst African countries the reduction of c )rpltioi(n it the linancial system 
and the reduction of' mismanagement. 

ANTHONY SAUNDERS: I was asked to concentrate oil nonbank innova

tions. That is why banks are ignored. But I agree. For example, in Tanzania 1 
gather it takes six months to clear a check-there is only bank, and it takes 
six months to clear a check from one part of the country to another There 
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is a clear case of aneed for financial innovation, to speed tilecheck-clearing 
system. 

I agree with you. It sounds as if these are more fundamental issues. You 
are saying, "Let's make the banking system work before we worry about 
more fanciful innovations in the financial system," and I could not agree 
more. 

ALAN GELB: There is atsense from tile paper that developing countries 
tend to absorb innovations that have become commonplace in more 
complete markets. But there are some very interesting examples where 
developing countries have introduced new contractual forms that are 
probably way beyond anything in industrial economies. 

lIbgive one example, there are very interesting housing contracts in 
Ecuador, designed to deal with extreme macroinstability, fluctuations in 
real wages and real interest rates, and accepting the fact that one may have 
to forgive loans at a certain point. 

It is interesting whxy these things come Up where the' do. Why in 
Ecuador, for example, and are there lessons there for other countries? It is 
also interesting that, in what should be very sophisticated economies, one 
sees examples of contracts that ought to be around but that somehow never 
really seem to get going, like commodity price-linked international debt. 
Why don't we see that kind of contract more? It would seem an example of 
very good risk sharing. 

One of the cases cited here is a venture capital company That is 
particularly interesting because a lot of the questions relate to exactly the 
kind of financing gaps that a venture capital company is supposed to 
bridge. This is a company that you indicated was a successful example. One 
of the preconditions that is usually thought of as necessary for a venture 
capital company is a well-functioning stock market, in order to be able to 
divest holdings. It is certainly true in advanced venture capital companies. 
So why is this case successful? If it is successful, why does it not seem to 
depend on the existence of an active stock market? 

ANTIIONY SAUNDERS: AS yo)U Sa , normally when we think of venture 
capital, we think of the role of the stock market as tile mechanism to cash in. 
If I think of the process of financial innovation exemlplified by the Venture 
capitalist, it entails his monitoring various projects, picking projects he 
thinks will work, applying an appropriate rate of discount to his expected 
cash flows, and closely following the projects and their entrepreneurs. One 
liuestioln is left: Ilow does he cash in? IIc has put money in, he has put time 

in. I-low does he cash in? In developed economies the cashing in comes 
through the stock market, through bringing the issue to market and 
cashing in. For IPS Kenya most of these projects were very small firms, 
which were sold to other private individuals. In other words, an informal 
market developed for selling tile projects when they reached fruition. 
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Of course, such sales are not sufficient for meeting the demands of a 
larger, growing venture capital movement, but they may very well be 
necessary to that very growth and to active stock markets. With such 

markets, of course, cashing out takes the 1orm of issuing an initial public 

offering on the stock market. This would have occurred more frequently in 
Kenya but for restrictive regulations imp)OseC6 00 the new issues process 1y 

a Capital Issues Committee. In my opinion the stock market in Kenya is not 

working because of the regulatory activities constraining the ability of the 

stock market to work. The natural venture capital cashing-in process could 

work in the Kenya context, if new issues were allowed to conie to the 

market in a naturi-al fash in,in a less regulated fash ion. 

DONALD MATILIESON: Just a couple of comments on this. On the 

innovation side, especially the physical factors like tax lawv regulation and 

all that, it might he quite possible to simplify the story further and to turn it 

into a fiscal stor; in the sense that a lot of the tax laws and regulations are 

designed as a package essentially to raise resources from the financial 

system, and the\' are mutual ly reinf(or'cing. 

A lot of the "innovations" that we see in the system are means, no less 

than is Ctapital flight, of trying to escape that taxation. It'this hypothesis is 

true, thenI am not so sure h1OW go od innovation is in a highly distorted 

system. While it may help an individual to escape the taxation of his 

financial assets, I am not so sure 1Ow much that gives the system from an 

COlijomiic point of view. 
But Ceven if a reform is under way, there are two key reasons for 

incomplete markets, even in a.1nadvanced economy: the problem of 

imperfect information on one hand and the so-called principals and agents 

problem on the other. In a system of financial intermediaries it is very often 

difficult for the depositors to make sure, short of having deposit insurance, 

that their agents, the managers of the intermediaries, are going to do with 

their funds what dhey think they are going to do with their funds. These are 

problems that we are never going to get around entirely, and it is why we 

will not get complete markets in any of these countries. 

As a result, if we had limited resources to devote to managing financial 

reform, it seCmls that we would want to focus on getting at the basic 

distortions in the financial system and let the innovations come after those 

basic financial distortions had been removed. 
But innovation in a highly regulated system seems to me to be a less 

than productive use of resources. 
ANTHONY SAUNDERS: I also say, for example, that technology is highly 

related to efficiencies and information tho\ws. If \'our argument is that 

asymmetric information is a constraint on financial innovation, then I agree 

with you perfectly. I think the degree of financial innovation is directly 

linked to tile degree of asymmetric information, the degree of technologi
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cal sophistication, and the ability of the principal to monitor the agent, for 
example. 

This leads to another story of why I say development banks fail. It is 
because they have a double principal-agent problem: the donor gives 
money to the development bank as his agent, and the agent then lends it to 
the ultimate borrower. So they have a double princip'al-aIgent problem In a 
world with tremenldous asymmetry of information, it is a tremendousl' 
costly procedure. 'erhaps a more efficient procedure would be for the 
donor to lend to the borrower directly and directly imoinitor and supervi'ie 
the borrower. So again I agree with you. 

Technolhgy is chsely linked to information-as technology changes, 
so does the degree of information perfection in the market, Mnd different 
arrangements become possible. lechnolo gv is a very important explana
tory causal factr of differentt degrees of ilstitutional arrangements and 
failures of ilstitutional arrangenicnts. 

PROMODII MALIIOTRA: have provided a marvelous frale-I think \'out 

work fow begimning :ainvestigation iinto innovation. One of the things that
 
I wouldC like Vou to co nsider in future im)rovemnts on it is the demand
 
side. So far we have talked largely of tle needs of a financial system. We
 
have talked of financial instruments. We have talked the need for servif" 

ing the interests of a secrities trading cImmtnit\' that does not exist and 
SO (Mt. 

But to ime there are two major important things here, and neither of 
them h lsbeen discussed; CLIStIoiers in financial markets and their needs. 
In a11'particular individual market, we will find that the cuIstomer is 
hurting for the lack of certain financial services Or for the ut ofnava ilabilityv 
certain kinds of funds at whatever price. 

It is interesting that the success of finaice c mpanies and leasing 
companies has been achieved at prices sometimes twice those of the 
established banking system. Obviousl' the customer wan1ts this m1oney' 
bad ly enough thlt he is willing to pay those prices, an1d even at the higher 
prices he is able to make a prolit. Otherwise, he would not take it. So the 
second major need is the availability to customers of certain kinds of 
resources illa timely ftshion. 

In working with financial instit utiOl5s in many developing countries, 
one of the fascinating things we have discovered is that systetns and credit 
criteria are difficult to chage. For example, I have worked personally ill 
setting up leasing companies in about ten countries. The growth of leasing 
in lesser-developed countries is not primarily due to tax benefits, as most 
people think and the literature suggests; this tax benelit is the experience of 
developed countries. In developing countries small companies do not pay 
taxes. I do not care what the tax rates are. They just do not pay taxes. 
Therefore, high taxes or avoiding taxes is not the reason why leasing 
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companies are popular in these countries; rather that one does not have to 

put up money out of one's pocket to buy the needed asset. 

Therefore, one much prefers to go to a leasing company even if it costs 

more money than to put up a 25 or 30 percent margin out of ones own 

pocket, as when one goes to a commercial or development bank. These are 

the more important kinds of reasons why financial innovations take place 

in developing economies. We as economists, however, with a foundation 

and knowledge base largely from developed econonies, tend to transfer 

our preconceived notions and then look for causes that may not be 

relevant. Your framework I accept, but some of tile-
ANTHONY SAUNDERS: Wait a minute. I still do not understand what is the 

missing cause here. 
PROMODH MALHOTRA: The missing cause is the lack of change in 

traditional credit criteria. For example, if commercial banks were willing to 

change their credit criteria of wanting security for lending for fixed 

assets-

ANTHONY SAUNDERS: That is because they have interest rate ceilings that 

do not allow-
PROMcDH MALHOTRA: No, it has nothing to do with interest rate 

ceilings. 
ANTHONY SAUNDERS: If you tell me there is a model where they have 

been allowed to charge interest based on risk premiums and maturity and 

they still have this preference, I would find that very bizarre if they are less

developed countries. 
PROMODH MALMO RA: What I am1trying to say is that you are employing 

a closed model with which you are trying to find relationships and coming 

to conclusions about wly innovation takes place. I am suggesting that 

financial innovation in many developing couitries takes place for reasons 

not related to those that are usually found in developed economies. 

I am stressing that there are needs in different markets that are not 

being met by established financial institutions If these needs are strong 

enough, we wvill find the necessary innovations taking place precisely 

because the established financial institutions are not meeting those needs. 

ANTHONY SAUNDERS: Yes, generally, because of regulation. 

PROMODH MALHOTRA: It is partly regulation, but I am suggesting that 

even without regulation, you would find that there are credit practices that 

affect innovation even more. For example, you talked about trading, why a 

stock market is not developing in Kenya, because our traditional thinking 

when we look at a stock market concentrates on the needs of the 

stockbroker. So we say that we have to have a lot of trading. Unless there is a 

lot of buying and selling, not enough income is generated to justify tile 

fellow's overhead cost. But I would suggest that the major problem in 

development of astock market in a developing country is tile lack of supply 

of securities. There are not enough firms that are willing to sell their stock 
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to outside buyers. Thus, when East African Breweries has a public issue in 
Kenya, it is oversubscribed many times. Why? It is not the lack of trading-

ANTHONY SAUNDERS: Because of the Capital Issues Committee that 
regulates new issues. 

PROMODH MALIIOTRA: The Capital Issues Committee can have an effect, 
but if you ask people why they do not sell their securities in these 
countries, they say, I would be crazy to sell, because if I get my hands on a 
good stock, which is going to give me a good return, I will will it to my 
grandchildren; I am not going to sell it." But all I am stressing is that we also 
have to look at the demand side to understand why financial innovation is 
taking place. 

JOSHUA GREENE: AS a follow-up to some of these comments, I wonder if 
Professor Saunders would want to comment on either of the following 
points. One is the role of capital flight in inhibiting financial innovation in 
developing co, intries, and the other is what the prospects might be for 
using credit unions as ways around some of these missing markets. 

ANTHONY SAUNDERS: I think capital flight can also create financial 
innovation. For example, Mauritiuss offshore banking unit is a case where 
capital flight contributes to financial innovation. The idea obviously is to 
collect capital flight from other East African co,,vntries. In other words, 
capital flight can actually, as you say dilute the wealth base of an economy 
and change the concentration of wealth, make it even more skewed to a few 
individuals, and therefore reduce the breadth of possible trading in that 
econonwv and therefore the benefits from innovation. 

For the countries receiving it, however, it creates demand for new types 
of products, innovative types of products. For example, Mauritius is 
thinking of setting up an offshore insurance industry to complement its 
offshore banking industl y.The country that loses wealth in the capital flight 
experiences a negative effect (;!i its ability to introduce new products 
because of lost demand, but it also creates a demand for innovations in 
other countries. There is a global aspect to that. 

On your second question, regarding credit unions as a possible way to 
bridge s me of these missing markets, I think again that it is an informxa, -, 
and monitoring question. Many sorts of new banks that have been set up in 
many of these countries have failed, mostly because of the difficuhy, of the 
central bank supervisory department in monitoring the actions, which in 
many of these cases led to insider runs and defauhls and collapses of these 
banks. 

Credit unions are a great idea if there is an appropriate supervisory 
agency with appropriate resources to monitor their activities and actions. It 
is a question of the -)rincipal-agent problem, as Donald Mathieson was 
saying. Ifthe information flows are sufficient, then they are a viable process. 
If we cannot really monitor the activines of the people running the credit 
union, then it is a problematic innovation. 
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So again it is a stage. If technology advances and we have very efficient 
supervisors in the central bank or whoever is selected to monitor the 
activities, then they are a viable innovation, because they collect small 
savings at the local level and could be used for projects at the local level. 
The great problem is insider dealing and fraud. 

PHILIPPE CALLIER: There is one issue that has not been discussed at all 
here, and I am surprised. It is the role of competition, or lack of 
competition, in innovation. 

I do not know what the role of competition is.One could argue that the 
lack of strong competition, as a result, for example, of the existence of 
oligopolies, ma stimulate innovation somewhat because banks or a 
financial institution would tend to try to differentiate its products and 
engage in nonprice competition. Oligopolistic banks do not compete on 
rates, but they compete on services; and this ma\ result in innovations. An 
example of this phelnomenoIn would be the introduction of traveler's 
checks in Madagascar. One cou,ld also argue, of course, that competition 
helps in transferring innovations from countries where the know-how 
exists but \\,here competition from outside is welcome or permissible. 

It is probably difficult to give a definite answer to the question of the 
role of competition in innovation. Nevertheless, it woul be a good idea to 
extend the scope of the study and to compare developing countries that are 
financially closed with developing countries where the capital account is 
relatively free. Such a comparison should hel l) us to learn whether 
international trade in financial services has an effect on the extent to which 
financial markets in some countries develop and produce innovations. 
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LAWRENCE H. WHITE: We have heard a lot about the question of "missing 
markets" and "missing financial instruments" in Africa. The question, of 
course, is why markets or products that "ought" to exist do not exist. In 
some cases, I suspect, their nonexistence is accounted for sufficiently by 
explicit legal restrictions against them. Other kinds of financial c(ntracts 
may not appear in formal markets because of a lack of contract enforce
inent. In those cases it is interesting to look at how informal markets have 
sometimes been able to solve contract enforcement problems. There may 
be simply too little demand for certain sorts of products because there are 
not enough wealthy individuls. 

If the nonappearance of a financial product is due to principal-agent 
problems or adverse selcction problems, is it possible for state-owned 
agencies to solve these problems any better than rivate agencies? That is, if 
private firms cannot make a profit providing such products and services, is 

there any reason to think that state-owned institutions would do an) better? 
One theme that we have heard several times during the course of this 

conference is that we really do not know what the appropriate or the viable 
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set of financial institutions and instruments for these econonlies is or looks 
like. We do not know whether the appropriate markets to think about are 
national markets or regional markets, whether the appropriate institutions 
are big or small. One implication of this especially interests me: we do not 
know that it is a better idea to have one monopoly central bank, rather than 
a number of competing private banks, to issue the currency for these 
economies. 

In such cases, where we are ignorant of the right set of institutions, we 
need to look to unbiased markets to reveal to us tile set of competitively 
viable institutions. We need to allow market competition to act as a 
discovery procedure for e\olvilg the right set of institutions. The innova
tion and selection of institutions and products are jobs for entrepreneurs, 
not policy advisers. The people on this panel, I hope, are going to give us 
their insight into what sort of institutions have passed the market test and 
into what sort of forces are operating in African markets to produce the 
results that have been produced. 

l.et me first call o- \'ohamadou l)iop from the Afribank and then the 
other panelists in alphabetical Order. 

MOllAMADou Dtol): Ispeak from tile perspective of a commercial bank 
with problems in mobilizing resources. We were challenged ly market 
forces, let us sa, with the challenge of increasing the amount of funds that 
we might mobilize from various market niches. 

We undertook several market studies. \Ve tried to see to wiat extent the 
type of products that are made available, the traditional products made 
available by the banking system in the \West African Monetary tnion 
(IMOA) might bhe increased. \I also considered what kind of new 

products or new m1echanismIs might be introduced in order to have a net 
increase in the resources mobilized at lower cost. We did all of this with the 
knowledge that the money we sought to mobilize is in fact there, at some 
rate. The determination we had to make was of the rate we would be 
willing to pa. 

We selected four target grolps. One consisted of traders and other 
participants in the informal sector I will conie back to this group for most 
of my presentation. Second were tie migrant workers. As you know, 
Senegal, Mali, and other UIMOA countries have thousands of migrant 
workers in Europe who remit billions of CFA ever\ year. The bulk of this 
remittance is accomplished through the postal system. Some of it is also 
done through some of the economic attaches of the embassies in France 
and in Europe and sole-I cannot give you figures-byImoney carriers, 

people who are mandated by a group of countrytnen from the same village 
or from the same ethnic group to take tile plane and to carry bank notes 
with them for dissemination to family members in the country. That is one 
target group. I will come baick to that. 

A third target group was made up, generally speaking, of salaried 
people from the public and private sector-not a very big source of money, 
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but what we were trying to do was to introduce a new product that would 
capture a minimum amount of savings over a long period of time. 

Afourth target group was special because it was really of more interest 
to our parent companies in France-the expatriate community in Africa, 
mainly the French expatriates and the Lebanese expatriates. By French 
expatriates I mean principally businessmen. By I.ebanese expatriates I 
mean to include those holding dual nationalitie-s (mostly they hold African 
nationalities and French nationalities). 

Another group from whom we hoped to mobilize resources is the 
African upper class and other people suspected of contriluting signifi
cantly to the flight of capital, mainly to Switzerland. I lere, however, the 
target is not very clear. 

So we have the informal traders, the migrant workers, the salaried
employees, and the expatriate judgment tile informal 

traders constitute the largest source )fhoarded capital in the UNMOA. I 
suspect this is probably Irute illother sub-Saliaran Arican col-untries as well. 

There has been a tremendous decrease in our sight deposits from tile 
trading sector, generall. The structural adjustment process, especially the 
liberalizing of international trade, ih:s resltCd in increasing bankruptcies 
of firms and, therefore, a shrinking fiscal base from which the offices of our 
bank can draw reso urces. This has created a major preference for cash 
transactions in Senegal's economy, Ever}lhing is done b' cash, including 
international imports, and this is the way it is done. In markets like Santaga 
and Medina in lDtkar, traders pool together. These tra3ers are usually from 
the same ethnic or religious group. Pooling their resources together, they 
wouid select one of their own toaccomplish the task (f bringing goods 
from abroad at the lowest possible cost-including the evasion of import 
dities-to be resold (with or without \alue :added) hy the traders in 
Senegal or for reexport. 

The individual selected by the more ,ftluient and sophisticated of these 
trading groups will, in one version of this process, go to my bank, for 
example, and open an accouLt. Then the same person will go to France or 
to Italy or anywhere for the purpose of buyving goods. Fo r this to be 
accomplished as a direct cash transaction, without , a letter ofpening 
credit, only two things are required: the individlal operDs a bank acco-it inl 
the country, where the purchase is made. anil the purchaed goods arrive ill 
Senegal for the use (ildutv free) of the traliing group's mellbers. With the 
establishment of an account illFrance lild beCause the transfer of funds is 
free between France and Senegal, he will tralnf,"er funds to the account ill 
France sufficient for the intended purchalse of gools. 

The group's delegate will go through a French trader who will import 
the goods, say from Italy, and be paid in French francs. If necessary, the 
French trader will obtain all the necessary pipers to buy on the foreign 
exchange; in this case, however, the Italian exporter will accept French 
francs in payment. On the other side, the French trader has accomplices 
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within the Custorns Office or in some other way gets tile necessary paper 
no duties will be paidfor obtaining his goods. These are goods on which 

and for which the government will receive no revenLIes. 

This process is growing in Senegal at such a rate that some banks have 

come to depend anlost entirely ol these types of translctions, though tlley 

tile process violates import regulations, there is are illegal. And thoulgh 
affluent, sophisticatedvery slight risk (fdetection-at least for tile more 

trading grou,ps who establish the pirs of bank accounts and engage al 

established French trading intermediary. Most of the trading groups, 

however, are not participants ilthis nearly risk-free process for importing 

foreign goods, and their exposure to risk suggested the creatiol of a Inew 

financial instrument that would attract their business (and allw nly bank to 

the point ofmo()bilize their res irces) b\' reduCilg their risk toward or to 

their io )re aftilent c(mWIpetitors. 

In contrast with tile process (just described) that is employed by tile 

more sophisticated trading groups, the bulk of intcnded duty-free import

ing is accomplished by carrying bank notes between Europe and Africa
but tile mionetarynot between Fr:nce alld the monetary zone between 

zone aInd nonl'-fran1C Zon1e CoLntries. They pay in cash, and because the CFA 

is convertible, the central bank gets back the notes from Switzerland, from 

England, and from other co untries. In a recent seminar in the central bank, 

it v',ts )f CFA notes repatriated this way is close tostated that tile amn1tOUlit 

200 billion CFA.On a yearly basis, that is ab)hut IT.S.S"00' million. There are
 

(If opinion as to whether this ULS.S700 million represents
differences 

commercial transactiotns. On the basis of ill\ experience as a banker and on
 

observation in tile marketplace, I for one believe that the bulk of it is from
 
it is because we havetrade transactions. Why? For Senegal particularly 


neighboring countttries that do not have convertible currencies, and Iknow
 

that agreat deal of the f (reign trade of thoIse c( Ultries, including Gambia,
 

Guinea-Biss,'u, and Mauritalnii, is finaced with CFA.
 
was create a new financial ins1tument that would
So what we tried to do 


enable people to reduce their risK: instead of going across borders carrying
 

money in a briefcase, with all the risk of being arrested by the police or of 

having the money stolen at gunlp1oillt, We are going to sc lpied dec' parti 

privilege, which is negotiable in any of our)ank tilebranches anywhere ill 

franc zone. This new instrumenlt is similar to a traveler's check bearing a 

nominal interest rate of 2percent. \\'e think there is substantil demand for
 

such a product in the community for which it is targeted, for what we are
 

really selling is security and trust, and this is a bearer nonnegotiable
 

instrument. 
ow us to dIO this beca use fromi its Ioint OfTI': central bank refused to all 

just increase the caIpital flight outside the CFAcountries. Weview this woul 
argued that tile type of capital flight tile\'are talking about is somlething that 

is not 'inique to the CFA countries. It occurs all over the world. There will 
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always be litde classes illall Countries trying in one way or the other to seek 
refuge for their money They refused with the exception of one country, 
Central African Republic, where we were able to sell 400 million francs of 
these notes within a few montls. The buyers were mainly cattlemen who 
were having a lot of pro)lems because they were going from border to 
border selling their cattle and usuLlly carrying cash from the sales with 
them. BIlnditisn had developed in those areas near Lake Chad. These 
peolple were kosing i lot of monley; so tile\' jumped at our new product. 

Our objective was to capture, lets say, betveen 20 and 25 percent of the 
float, depending oin how long the purchasers keep these instrumenLS be
yond tile lilimum of approximltely two months that we required before 
redemption. \\e are trying to sell this product illall (fltle franc zone, as I say, 
but are making little headwav hecause of the regulat(Iry constraints. 

A second target group, tile migrant workers, used to transter money 
through the postal system. The franc zone has a nmionetary p)stal union, of 
which France is a menher, wherebv the various postal offices periodically 
compensate one another. But the postal system is now t(tally bankrupt, 
hecause SlIme offices within tile p)stal system were unable to compensate 
others. Whenever icou]intr' had been illthe red, France Would advance tile 
Inlonev, but it reached ipoint vhere tihe postal system ran out of resources.
 
In consequence, many Of these ligrant workers found themselves with a
 

he\' c(u 
What we decided to) d() was t(wopen stpecialized nlo()n 

lot (If m tev .t tl 10 tl rallsfel*. 
service branches 

of our b)allnk. The\'w luld do only one thing: take mionev and transfer it. 
MInv of tie N rth African c(ulntries and evell Senegal, with the Ban(ue 
Naticnale, also tried t( meet the demand that had been ser'ed h tile postal 
system, bit they o)pened fUll-service branches in hopes that the results 
would allov them t()do banking bLsiness in France. Of cILIIrse, they' lost a 
lot (If i1(ne/. They were not viablL!. The\' could not compete with tile 
French banks, and the oaerihad coIsts of sidi ianches were staggering. 

In contrast, our Imnlservice branches are highly clnlp)tlterized, with 
three-person siaffs (the head Oif the brlnch, a Cashier, and allaccountant). 
\Ve guaranteed that francs deposited in these branches would be credited 
to the aCCoLnt (If tile migrant wo rker within twenty-li)lur h(ours, and we 
were able to do it thanks to c nl)lter prolgramming. That is all, almo st. In 
addition, the staff were African. in colleague from Mali,lly'cIse anld Ill' we 
selected a staff that \wis multilingual S( that an ()ne if the three staff 
illelll)erS could comml1n"unicate in am' (If the languages spoken in the area. 
When a imigrant w(rker coines in, lhe does not need to speak French; he 
inls people who speak the local languaige. Mali (Ipened its branch in 

March 1986. Within i\'ear it ciptured aboLi five billion CFA. Within three 
years it had transferred over 12 billion CFA. 

These two cases illustrate the kinds of innovations illfinancial instru
ments that ni,"bank hls engineered, why, for whom, and for wdhat demand. I 
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will only touch upon our efforts with respect to the other target groups. For 

the upper class we provided what could be called trust fund management. 

It is very sophisticated but not really innovative. Besides, to he honest from 

a developing country standpoint, it is not a desirable thing to do because 

one is just encouraging people to place their money in overseas capital 

markets. 
For the salaried we pr(,vided a traditional passbook savings acCount but 

linked it to future lending possibilities. When the account reaches a certain 

amount, the depositor is entitled to a housing loan ofa given amount with a 

multiplier effect. 
We also tried to open individual retirement accounts. This remains 

somewhat experimental. We are trying to sell them in both the Ivory Coast 

and Senegal. These are some of the things we are trying to do. But again, I 

want to stress that regulatory mechanisms really do prevent us from 

innovating more extensively. 
KENNETH LOCKLIN: I See relatively few of ny colleagues from the 

private sector on tie list of attendees. So, like my colleague from Afribank, I 

thought perhaps I could bring you a report from the front lines of the 

African financial sector 
As a merchant bank that has operated exclIsively in Africa for the past 

fifteen years, Equator has struggled to develop and innovate where we 

thought it would he useful for our clients or the markets in which we 

worked. I thought that it might be interesting for the conferees to follow 

through :abrief case history of the innovation that is represented by the 

Africa Growth Fund. 
Our work on the fund hegan in 1985. It was, as you might expect, 

relatively academic work. We spent some time, as part of an ongoing pro 

bono effort, analyzing financial sectors and the projects in which we had 

been involved. We identified at that time a fairly regular pattern of projects 

we deemed to be w rthwhile in financial terms, which were not funded. 

Most often they failed to be funded hecause they were missing a 

particular block in their overall capital structure, and most frequently that 

block was foreign currency equity to support the projects costs. I am 

speaking here of larger-scale agroindustrial and industrial projects, typ

ically U.S.$5 to II.S.$100 million in size. At the same time as it turned out, 

and Unknown to US, colleagues )Ofours at the Overseas Private lnvestment' 

Corporation tOPIC) were active in developing their own analysis of the 

African marketplace and the financial structures there and came to the 

same conclusion regarding the need for foreign currency equity. 

Simultane )uslv, c()lleagues at the U.S. Agency for International Devel

opment were undertaking a similar analysis, an indication of how well 

people in tile same area managed to communicate. The three of us were 

unaware that we were doing the same project at the same time. "lbday,I 

think, as Professor Saunders pointed out in the case of Kenya, it is relatively 
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widely accepted that there are limits on the available amount of equity and 
that the equity-absorption capacity in many African markets is in excess of 
the available equity surpply 

We took these insights, pooled the efforts that had been provided 
through OPIC and All) with our own, and spent the next year working 
closely with OPIC developing a structure for the fund that we planned, the 
structure that eventually became the Africa Growth Fund. The model for 
tile fund was loosely based on a U.S. venture capital model, and I 
emphasize loosel. The fund was designed as a new investment vehicle that 
would raise equity capital to create, expand, or rehabilitate tproductive 
enterprises across su~b-Saharan Africa. OPIC is now considering similar 
funds for other regions that it serves. 

The fund's structure called for equity capital to total U.S.$1I million in 
the form of limited Partnership interests, which would be offered to 
substantially I!.S. corlp rate investo rs. Deht capital of I .S.$20 million was to 
he created through tile issuance of promissory notes that were guaranteed 
by OPIC, these notes typically being sold to I .S. financil institut ions. The 
fund was to be structuredIas a fifteen-ear closed-end investment. 

We were seeking to achieve long-term appreciation oil the funds 
commiitted b\' )Lr investo rs and, )fcourse, a current 'eLtlrll oll ()uinocapital 
as well, primarily by investing in Cquity and principally equity-related 
securities of o mnpanies active in su-Sahlaran Africa in a variety of sectors. 
The comnpanies cho)sen for investment wOUld be targeted specifically on the 
bas is if thei financial condition) anld their growt)Ihl p)tential. 

We were not constrained Iy an' p )SitiVe deveo)pmenlal rCquirements. 
The fund needed onhlto assure itself that the investments it was proposing 
to make did iot have negative developmental co)nseqLuences as defined by 
the OPIC de\veh))ment staff. 

The fund was intended to purchase securities of both new and 
establlished companies, which might be planning to expand or in: dernize 
or significaintly expand their capital base, and it coUld als hsese to hel I) 
implement privatization of a previously state- wned enterprise. \- hoped 
to invest the fund assets in a fairly broad spectrum (Of industrial sectors
agribu,siness, chemicals, construction, machiner\' and equipment, lec
tronics, finance, trading, and so for'th. No strict limitations. 

When this concept deveh ped, we began to approach the market and 
identified a major inrternational investment hank that thtglht this an 
interesting project. The bank c)mmitted some very senior staff at the outset 
and as we went along increasingly more juni( r staff'as it proved not to be an 
entirel' successful enterprise for them. 

In that process the investment bank determined that it wUld develop a 
prIospectus and then market that p,)r-spectus to 200 leading U.S. multina
ti)nal corporations. It marketed that prospectus somewhat in the way that 
one might market a limited partnership for real estate investments. We 
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produced, we think, a well-done prospectus, put it in the mail to the 
treasury department of the corporation in question, and then politely 
called up the junior assistant treasurer asking what his boss thought about 
this project. 

The response from tile 200 companies contacted was uniform, and, as 
you might expect, it was negative. There was not a single company that was 
interested in discussing this project beyond the stage ofa first meeting, and 
only five of 200 were prepared to allow us tile pleasure of visiting them at 
their place of business to talk ab( )ut what we wanted to do. 

The investment bank then stepped back and felt that it ought to tailor 
this fund. It propo sed to tailor tile fund in several ways. It would tailor it to 
be attractive to U.S. fO)uidationS interested in plIcing money in projects 
such as this-pension funds, which wvere sensitive to the requirements of 
the developing world, and whlt in the U.nited States are called socially 
responsile investors, the investment funds that make sensitive invest
mlelnts in a nati()nal and ilnteirnatioinal co)ntext. 

Once a1gain, just as with their first effort, there were no interested 
foundations. There were no interested pension funds. There were so(me 
pension funds that looked aghast when we suggested they should consider 
putting mney' in a place like Africa, and socially responsible investors 
wvere very interested in an1\ investment that could be socially responsible 
while being absoLutCly liquid. 

At that stage it occurred to us and to OPIC that we might have tile wrong 
investment bank, ard a new investment bank \was identified. We analyzed 
our experience and at that point cane tO tile conclusiOll-a conclusion 
really led h\' our experience with the investment bank-that we were not 

gigto make any cne'sinthle . .. market, certainly nmit with a 10pg 
goingcnetsi 15 .10pg 

prospectus. 
So tile approach was shifted to focus on those U.S. firms that were 

already active in tile African marketplace and, more important, were 
successful in the African marketplace, those firms that were maintaining or 
expanding their investment levels, rather than seeking to exist. In essence, 
what we were doing was admitting that it Would be successful only With 
those companies that had learned what we were arguing, which was that 
private offshore investment in Africa could be conducted profitably That is 
tile approach we have been working with for tile past seven months, and it 
has proved successful. 

We have now identified a total of eight investors that have committed 55 
percent of the original capital target fori the fund. The fund had its first 
closing in March and expects to close out the rest of tile equity before the 
end of the fourth (uarter. The syndication at this stage is going relatively 
smoothly
 

As of last weA we w\'ere effectively operational, with in excess of 
U.S.$25 million in investment capital to commit. We are beginning now.' tile 
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process of identifying the right kinds of investments to make this fund 
operate successfully over time. Perhaps we could all meet here in fifteen 
years and determine whether we developed an effective structure. I have 
the luxury at this point of not having to answer that qLestion. 

We have learned a number of lessons in this process, and that may he of 
interest to the representatives here. If we can presume that a fund 
structured like the Africa Growth Fund has a value in the African financial 
marketplace, it seems to us that we call draw several important conclusions. 

The first is-and this is a point actually made by Professor Saunders
government sponsorship of innovations continues to be necessary in many 
African economies. In some cases the sponsorship needs to be external to 
government because the local economies do not have the resi)urces to 
develop the information or the perspective to see tile potential. 

Clearly, this project would not have succeeded without support from 
All) and OPIC. Our investors have made it clear that without that support
financially, to make the leverage of the project operate and, structurally, to 
keel) the project m)ving while it was being developed-they would not 
have been attracted to the investment. There is hope oin all of our parts that 
there will he successor funds that can he placed in the public markets in the 
United States, but we do not believe we have reached that stage. 

Second, the absence of the collateral instruments tOr structures that 
were referred to as one of the requirements for successful innovations has 
pr)'ed a real constrailt to us in designing the fund, in all attempt to meet 
market needs. For example, we have found that the absence of functional 
stock markets in most countries on the continent has forced us to look to 
projects where individual investors are likely to have an ongo)ing interest in 
the project sufficient to )urchas- the investment interest of tile firm at 
liquidation, because we cannot realistically depend on the sale in a free 
and open market. Tbhis obvu uslv restricts the nunber of investments we 
can make. 

We have also recognized that in the absence of mechanisms for a stable 
and relatively freely convertible currency, we are forced to focus on 
p-ojects ihat have some level of export potential, because we have made 
the bulk of our investments ill hard currency and we have to p)r')dulce a 
hard currency return for our investors. As a result we miss whole sectors of 
profitable and econolicaly valualble activity, which we simply do not feel 
we can seriously address. 

linally, the absence of local investment intermediaries, of local venture 
capital firms or other equity investors, or of commercial institution equity 
investors in the local marketplaces prevents us from engaging on a cost
effective basis with the supervision of smaller-scale investments. 

That in turn has forced us to the determination that we will have to 
make quite a limited number of investments and thus in projects that are 
larger in scale and scope, again missing out on a number of private sector 
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opportunities that are financially very attractive and I suspect are likely to 
have the highest level of develotpmental impact as well. 

With all of these compromises, we think we may have tailored a vehicle 
that wvill be successful in the market, but it certainly remains an open 
question, and we are no more colfident than we ought to be at this stage. It 
is in the context of the continuing deficiencies such as these that we 
regularly encounter in African financial markets that the analysis and the 
projects that are considered to he undertaken by the agencies represented 
here have such importance to those 0ofus in the private sector. 

While I Will admit that I and some of myv private sector colleagues have 
compla ined fl' m tinmIe to time about tie initiatives or lack of initiatives by 
institutions such as those represented, the to)pics being discussed in this 
session have a great deal of importance for our success alnd for tile success 
of local markets going fo)rward. 

PROMOD ItMALIIOTRA: At the International Finance Corpo ration (I1C), 
where I am manager of the Syndications Department, we have been 
involved in working with the linancial sector now for about eighteen or 
nineteen years arOunIld the World, including in Africa. \Ve have worked in a 
small way, and I have to stress that our work and achievements have been 
modest. But the successes have been quite striking, and I think we have 
learned some useful lessons. We have done work in the area of small-scale 
industry financing, leasing, development of finance companies, mortgage 
banks, venture capital firtms, and improvement and development of securi
ties markets. 

During the initial period we spent most of our time doing tile 
traditional financial sector surveys and prescriptions for solving problems 
in the financial sector Our r'eports were received well, We got a nice IluchI 
or dinner,and then, of course, the reports were prot'ptly'filed, and that was 
the last we heard of themi. 

We changed our approacl in the early 1970s and decided that We would 
ptt our tney where our mouth -was and help create iilstitutiols that 
would do what we said needed to Ibe done. One of the first lessons we 
learned was tht we have to approach these markets with considerable 
humility because deveh )pnk-nt experts sometimes tend to treat developing 
countries in Africa with a degree Of intellectual arrogance that is matched 
only by our ignorance of local operating conditions. 

We do not have aLdequate infor0'mltion about lhow these societies and 
economies function, Other ,an their Most obviouts part, the so-called 
formal sector, which is really tile large sector, the one that is touched I the 
international economy, by tile mutinationals and sO forth. But the real 
problems of financial development are not only the ones that are touched 
by this sector. We discovered in fact remarkable success stories in the so
called informal sector. I often refuse to use this term, because the sector is 
not informal; it is highly organized, very efficient, and profital)le. It is just 
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not regulated. Because it is not regulated, central banks and other external 

experts denigrate it with the term "informal." 
These so-called unregulated financial institutions do a darn sight better 

job than the big, formal, "Western style" commercial banks. 1laving said 

that, there iscertainly a major need for modernizing and improving 

financial services and tile technological skills that are needed to do a good 

job in the modernizing of society 
It is the process of modernization that I want to stress. These are not 

static societies. They are societies that are changing and moving, and we 

have to, in a sense, go with them. One or two speakers alluded to this 

earlier in the session, and that is a very valuable thing to understand-the 
stage of development, the movement toward change, and tile stud), of tile 

dircction in which these countries are going. I would say that tile first 

lesson that we learned in our work was that we must spend time and effort 

in listening to the people who are running the institutions in each society, 
not just tile big ones that can be covered in a one- or tvo-veek trip that 

people from overseas normally take. The second major lesson that we 

learned is that there really is no shi)rtage of saving in these economies. 
Related to their size, there are adequate savings, but reaching and 

mobilizing them, as Mr. Diop suggested, constitute tile real challenge. It is 

not enough to set up shop and sit back and wait for tile custonlers to come 

to us and then comotplain if they do not come. We really have to, as Mr Diop's 
bank did, identify who has the money and then provide these people a 

service or a return that will be sufliciently attractive for them to entrust 

their savings to us. 
There are savings in Africa as in other developing countries. We just 

have not reached them. We have not learned how to reach them. That is the 

third major conclusion that we have come to from our experience. These 

societies are in a process of change, and economic development is taking 

place. AdjuLstments are taking place, partly as a result of the adjustment 
policies suggested by external institutions and agreed to by the govern
ments of these countries. As a result of these actions, the financial needs of 
different segments of these societies are also undergoing rapid change. 

The problems that we see are that existing financial institutions, partly 
for regulatory reasons, partly' perhaps because of the human unwillingness 
to change ciuicklv, are not adapting fast enough to the needs of these 
different groups. So there are market needs that are not being met or are 
being met by impromptu improvisations like the ones that Mr. Diop 
suggested earlier. 

It is an understanding of the needs of the different sectors in the market 

that we recommend be fostered. We have learned to our ad'antage that this 
will lead us to understand the need for different types of financial 

institutions and then, of course, finally end in the design of these institu
tions. Perhaps we should use a word other than "innovative," because, as 
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someone very rightly suggested, what is innovative about it? It is old hat. It 

has been done in a hundred other countries; so what is innovative about it? 

Let us say we should develop "market-oriented financial institutions," or 
"need-oriented institutions"-those types of financial institutions or instru

ments that help the individual users get the resources they need, at a price 

they are willing to pay, which then obviously leads to economic develop

ment and improved general well-being. 
anWe believe that, at least in the foreseeable future, there will be 

increasing need for designing specific kinds of institutions to meet specific 

needs. One of the other lessons that we have learned is that we should not 

try to set up financial institutions that are going to compete with commer

cial banks for the basic deposit mobilization oif savings. Mr. Diop gave us a 

uniqlue example of the very keen understanding of this market difference 

le also gave the examl)les of the
in the countries of sub-Saharan 	Africa. 

up a full-service commercial bank. It is
traditional approach of setting 

important to understand this, because we all are chasing the same savings, 

but in fact, that is not what is really needed. In innovation or meeting the 

need specialized lending skills, 	understanding the
needs of people, we 
needs of a particular market segment, whether it is agriculture, industry, 

our understanding and
trade, transport, or whatever. Then, because of 

skills in that area, we become specialists in lending to that particular sector. 

we have learned that it is better to borrow wholesaleTo be successful, 
and lend retail than to borrow retail and lend retail. One of the lessons 

certainly Asia, Africa, and Latin America should learn is that housing banks 

should not patuern themselves after a traditional savings and loan, because 

too readily lost that way Instead, such institutions shouldshirts can be 
borrow wholesale from those institutions that have already mobilized 

primary savings and that are not doing a very good job of lending those 

savings. Take it from them on a wholesale basis and then lend retail to a 

focused segment of the market that the\' understand and know very well. 

This also means creating a very useful link between resource mobilization 

and allocating institutions. This complementarity could mean a great deal. 

It could also reduce the overhead costs of the financial sector considerably. 

The biggest overhead cost is in mobilizing primary savings. 

We have also learned that it is vitally important not to destroy local 

indigenous financial institutions and instruments. I fear that the general 

tendency of large international organizations is to do just that; to dismiss 

them by labeling them "infbirmal" and, therefore, inefficient and to say that 

what we really need is exactly what we have in L.ondon, Paris, or New York, 

We find, in fact, that in the lending arena these local institutions are unique 

and most efficient. They have much lower loan losses, and their arrears are 

a minute fraction of those at the wonderful, modern financial institutions 

that we have created. The reasons are social. People pay back loans because 

they feel they have to pay back loans. If you have a feeling that you are 
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dealing with an impersonal government organization whose employees do 
not really care whether you pay back or not, the tendency is to say, "Why 
should I pay?'" Of course, in sonic countries, there are politicians who 
encourage this attitude to gain cheap popuIlarity. They say, "Yu don't have 
to repay What are they going to do to you?" 

In the same countries, however, we find that the informil institutions, 
because they are based oin local social systems, have a social sniction that 
cannot lbe escaped. I vill never forget my first lesson ill this, from a banker 
in Kenya, who told me in 197-i of the difficulties of realizing security for a 
loan gone bad. Ils bank had made loals in the highlands of Kenya to 
people for various purposes, and they had traditionally taken security over 
tile sbanba, which is what the\, call tile ancestral home of the borrowers. 
For various reaIsonIs, a loan went bad. The bank had a situation where it had 
to g() and realize the securit\: It had all tile legal rights to d1O so. "Fhe bank 
held an auction and no one came. Of course, it was very simple. The local 
social group just got together and said, "\'ewili fix tile outsider." The bank 
then changed its appr )ach and o)taiilcd c0 mmu1nullitv guarantees for making 
their loans; their loan losses dropped sharply: 

We have also learned Ihat there is a very major problem of an adequate 
supL)lv of humal1ii, and "2.inical resources tl.at needs to be addressed and 
perhaps has not been given the priority that it needs-managerial training 
and things of this n.ature. 

In tile area of stock markets and equities, we fully support the views 
expressed h\'various people that there is a great need for their improve
ment. Our experience is that their slow emergence and growth are due not 
to a shortage of ioney wanting to invest in securities but to a lack of supplv 

of securities. If there are good companies coming to the stock market, there 
is not a dearth of invest)rs in most developing co)untries. 

Finall, we have learned that in the developing financia! markets, it is 
tile identification ind support of new entrepreneurs who have already had 
some degree Of success in their small businesse,; 11at is vital to enhancing 
further growth and developmenlt. This is an area on which we feel that 
financial institution.; should especially focus and from which good results 
should be expected. 

A. B. NDOFOR: As nanager of the Cameroon Cooperative Credit Union 
League, I would like to offer ill\ own experiences with the credit union 
movement and also with some of the systems cormmonly described as 
informal. Particularlx, I would like to sa' that tontines hlve developed in 
Cameroon quite a lot. Mv fear is that we have been approaching this system 
of financing as if it is al new creation, rather than what has been there, and 
also that it is astatic s\stem and immune to change in the community; which 
is not entirely true. 

I think one reason for the continued existence of the tontine, or the 
djanggi, is its dynamism, its ability to adapt to change and to find its way 
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through different systems. Tile danggis in Cameroon have been evolving, 
and they have taken different forms. Some of them are created to meet 
specific financial needs. At this point I would like to say that I am also 
approaching this subject from the belief that people are endeavoring to 
save money that can assist them at a later date. 

It is not because they want credit that they organize. It is the reverse. 
They want a way to make sure they have some money saved for the future 
for specific purposes or to do something. This becomes very, very true with 
the systems that could be described as the rotating savings and credit 
associations (ROSCA). In them a number of people come together and 
agree to save on a monthly basis, and someone among them is given the 
savings each month, because they have a project at hand to finance, while 
others agree to take the savings later. I)uring Seplt tuber, for example, many 
would like to take ROSCA savings and pay school fees. Others would like to 
give up their places for people who want the mnoney The first reason for 
coming together is to build up savings and not necessaiily credit. As I said 
earlier,however, the system is evolving, and people with investment needs, 
people who see profits inl putting nioney in one form of business or the 
other today, want also to join the tontines or the djanggis illorder to obtain 
credit, cheap or at a high cost, for the plurpose of investing now for profits 
later. 

This is, again, another element of the d(azggis, which is very, very 
important. Sometimes the cost is implicit. It is not a direct cost, because 
sometimes the people do not actually pay an' interest. The interest is 
calculated oil the volume, the amount of entertainment that the people 
give. This type ofdjaiggi or tontine is common not only in Cameroon; it is 
available in Nigeria, and it is comnmon in tile whole of the West African 
coast. Lirge sums of money are raised in sonle, and very small amoUltS of 
money are raised in others. These savings or the credit obtained from these 
savings is employed in different ways. As the people meet their primary 
needs, they begin to invest in other waxys. 

Illthe system there is peer control, which ensures that any loss due to 
the failure to repay loans is very little. Tile people themselves will bear the 
risk of loss resulting from nonpayment of loans. They compare the risk and 
the returns they get from their investments. Sometimes they share interest 
or dividends resulting from the loans given out during the period. 

I do not think I have the time to describe the various systems, but these 
systems are really very common, and they raise a lot of savings. I have found 
also by coming in contact with other African countries that unfortunately 
the tontines and djanggis do not exist in East Africa and even in the 
southern part of Africa as they do in West Africa, but still there are informal 
systems of financing. IllKenya and Thnzania the Indians have a way of 
coming together and financing the businesses of others, formally or 
informally. In Zimbabwe the savings clubs have been known to raise a lot of 
savings, which are used in various ways by the members. 
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As I say, I am approaching this subject from the side of making tile 
savings possibility available to tile people, and I share tile views just 
expressed by Mr. Malhotra that the presumption that the whole of the 
African continent is capital dry is mistaken. Since the money economy was 
introduced, people have learned that money assets can also generate 
income, and quite often they want to use this. The most recent arrival on tile 
scene isthe cooperative savings and credit societies, or what are commonly 
called the credit unions. In the past two decades quite a number of these 
societies have been established in at least twenty-five countries in Africa. 
They, have put tremendous effort into the mobilization of local savings, 
meeting with varying degrees of success. 

In Kenya the savings have grown only within the civil service because 
the credit unions in Kenya are mostly anmong the civil servants; they have so 
much savings now that tile\-are beginning to divert or to use those savings 
in real estate. First of all, the individual members borrow the money for 
their ow,, houses. When members' immediate housing needs have been 
generally nmt, the society itself begins to invest a lot of its surplus, liquid 
funds, in real estate, in buildings, in the city of Nairobi. Within the city live 
or six credit unions have built houses and are now renting them out. 

This indicates that there is capital there. Trhe question is how to 
organize that capital and how to get it )roperly used so that it will pay the 
owners of that capital well. I[ere I cannot avoid taking issue with some of 
the people who say that there is no capital but at the same time talk quite 
often about capital flight. I am forced to ask, If there is no capital, where is 
the capital that is living out? 

That is the issue. Tfhen thL question arises, Why is there capital flight? Is 
it because tile interest rates are too low, or is the capital flying for safety? 
One reason or the other. 'his brings me to tile policy issues that are 
involved and that I think should be considered in financial policies; these 
would include tile legal framework within which any financial system 
should evolve. I believe, again, that any financial system should be allowed 
to evolve on its own and not be expected to emulate other, more 
sophisticated systems such as the New York or London stock markets. It 
should not be compared with these other systems, but we should be 
looking toward providing a legal framework within which the existing 
financial system can evolve. 

The next policy issue is that of microeconomic policies: how can this 
money be invested? Again, one hears the accusation in some developing 
countries that banks are not lending long term. Why are they not lending 
long term? What would they be lending long term for? Most of the economy 
is a trading econom. They buy and sell. Why do the traders need long-term 
capital? 

If industrial development is desired, people's investments will allow 
that in stable political environments. The need for stability brings up the 
earlier discussion of inflation. Inflation, caused by whatever means or 
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factors, erodes the value of money To an extent it also discourages savings, 
increasing the propensity to consume; if one wants to get satisfaction from 
the money one has-and I think many people like to do just this-it is 
necessary to be sure that wlether the income is spent today or tomorrow, 
the value vill he approximately the same. I have seen that during the time 
when the economy was growing with little inflation, people saved more; 
they were willing to put the money aside because the next day they could 
get the same real monley. 

In discussing monetary policy or financial policies, we should look at 
these issues. Again, I also want tlu; in particular to look at credit as 
something that we want to supply to the rural people; to say, AHere is the 
money for credit," rather than merely asking, "What is the demand for 
credit?" Credit for what? If there is that demand, we want to meet it from 
various sources and possibilities, which include the people's own savings. 

Very brielIy, another svstem that I have witnessed supports people's 
nets' for savings instruments. It is what we call the daily contributions, 
which are common in \est Africa, especially among the market women and 
the small tiaders. It is common in Nigeria, especially in the west, and 
common in Cameroon, where people aictually pay others to keep their 
money for a short time. After the dav's sales, somel)oly comes arounid to 
the market people :,nd picks up the money for safekeeping; the trader 
collects it when he or she wants and pays a fee for the safekeeping. In 
Cameroon the commission is ,lbout fifty francs per thousand saved for the 
duration of a month. 

The question is, Why do the traders do this? It is the convenience of 
having these people take the money and bring it back to them when they 
need it. I heard this morning one of the banks in Washington say that there 
vill be no more queues. Ntlu come in. We serve you and you go. Time is 

money, and what is happening is, in Africa, at least in Western Africa, where 
queues do not exist unfortunately . . . 

[Laughter] 
..it is not realized that people are anxious to use their time profitably ' 

They come even to tile commercial banks, and they eventually have to beg 
the bank clerk to accept the savings. This is the problem. We in the credit 
union movement over the past decade have tried to overcome this 
problem of convenience, and a lot of savings have been mobilized. The 
problem in doing this, in getting this fully accepted, is the ability of the 
credit union system to p)tit in managerial systems that would ensure the 
con'.rol of the money and the correct investment of the money It comes 
back to the question of managerial skills, even in rural areas. 

Managerial skills are very important for any financial policies to work 
because these policies have to be carried out Iy people with a knowledge 
of finance; money itself is not the goal. It is what the money is used for-for 
productivity-that matters most. We talk quite openly in inquiring about 
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the parastatals or the public enterprises as being the main source of 
creating surplus money because they get it from the treasury I am asking, 
What is the productivity of these institutions? Do they give to the taxpayers 
or to the public their money's worth? Could such enterprises be financed 
on commercial bases, through the money markets or capital markets? 

The credit unions have evolved to provide capital to small holders, and 
this capital is accumulated through savings of members. We have seen that 
from the beginning the loans are meant to meet very short-term needs. But 
as the savings grow, people begin to find themselves with a bit more capital 
and are willing to take more risk. Only when they have their own capital 
base are they willing to invest either longer term or in riskier ventures. 
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Discussion
 

ULRIKE WILSON: I thought the description of the tontine system in particu
lar but i!:;o the others were very interesting. I would like to know a little 

more about the links among different tontines and also between them and 

the more formal, established banking system. Since you mentioned credit 

unions in Kenya making investments in real estate, could these same 

groupings perhaps also make some investments in productive activities? 

A. B. NDooR: With savings built into tle system and With the bulk of 

the money being given to an individual who then invests it as he or she 

wants, the tontines enahle each of the possibilities that you raise. Some

times the money is kept in the banks; so there is certainly that link. Some of 

the tontines are now evolving into what may be most accurately described 

as investment trusts. Some of these have become mutual funds or money 

market funds. But accurate knowledge of their activities is mitigated by 

their secretiveness--part of which reflects a simple desire for privaq This 

is understandable. People in Europe and America, for example, would be 
discouraged from nosing into the activities of private companies by the 

owners of those companies. Yet the members of tontines and other private 

associations are often criticized for being secretive. They are actually 
protecting themselves. 

But some links are very clear. Many tontines deposit their saving in 

official sector banks. The system is not completely self-sustaining, however. 

In Cameroon, for example, there are problems with liquidity in the banks, 

and the links are weakened by people hoarding their money in order to be 
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sure they have liquidity f tihe environment is right and the policy is correct, 
I do not set any reason why credit union money cannot he channeled into 
productive or long-term production enterprises. In fact, those well
organized credit unions are having a problen of how to invest money 
other than in tile commercial banks. [low else canl the' invest tile surplus 
liquidity they have? 

PROMODit MIALIIOTRA: Whv do we consider investment in real estate 
not productive? Since I came to live in tile I Inited States, I have found that 
there are two engines of econom!c development, tile housing industry and 
tle autololbile sector, becaL.use if you build a house, you need cement. You 
need labor You need a million things. Y.u need to put furniture in it. You 
need to have soft goods. 

lO me housing in the developing economies certainly should he 
considered as prOductix'e as it is in developed societies. But I found that 
economics has a strange ambivalence in this area, and I think theoretical 
economics is particularly vicious. \We need to change that. 

MOIIAMADoU DIop: There :are tovo reasons that I can see for tile extent 
to which the tontine system exists in Senegal. The two reasons are basically 
sociological and psychological. 

One is that the people who enter into the tontine associations are from 
the nonwesternized fringe of societ\y For diverse reaSonS they dO not trust 
the educated elite who manage tile banks because of the appearance of 
corruption a1d the appearance of economic laxity.Most people simply do 
not trust the banking elite in Africa, because the banking elite is at the top of 
the salary ladder. The best-paid people are the bankers. 

Another socioloical reason 1or' tile tontine is indicated by the fact that 
their members, like n mother and my sisters, are mostly women. One of 
tile reasons that women are obliged to participate in tontines is that men 
frown upon wo)men's having financial independence. When a woman has 
savings, she does not want her husband to know I have had instances of 
women trying desperately to get an appointment with me from their 
children who are employed by the bank. Upon meeting with them, I have 
been flabbergasted; they have had millions in savings accounts in my own 
bank, but their kids did not know it. One of the reasons that I was getting all 
these -equests for appointments was that tile women had heard about what 
was going on in the banking system. They were worried, but they did not 
want to ask their own :hildren who were in the bank and thereby reveal 
their own savings accounts. 

PROMODH MALIIOTRA: It is interesting that Africans who are not very 
modern or sophisticated in that sense are very sharp financially. Smaller 
farmers and others with whom I have had discussions know that when their 
savings go to a formal bank, the government, in their words, steals 30-40 
percent of it. They say that their money that goes into a commercial bank, 
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through required reserves and other nice euphemisms, is taken by the 
government and, in their viewv; squandered and misspent. 

There are individual savers who sa, "I don't want to give ny money to 
the government. Idon't think they know how to spend it." It is fascinating. 
It supplements what Mr. Diop is saying about tile lack of trust of govern
ment banking. 

MOIIAMADOU Diop: What you report echoes our experience with tile 
migrant workers. When we did our mrket study; the first question was, "Is 
vo ur bank a public sector bank?" I was very surprised. This was the first 
question, and we had to emphasize that we were a private bank. 

A. B. NDOFOR: I agree with that commllent about the connon nan 
being very sharp in finance. One reason why people hold some forms of 
assets or keel) their savings in Other forms of assets is to light inflation. 
Instead of keeping the miney in li(quid form, they will buy, for example, a 
small cow and keep it behind their house to grow. 

As far as the tontines are concerned, tile\, are not only an issue of the 
rural areas. There alC url-an tontines, and in at least some parts of 
Cameroon almost everybod, no matter the level if literacy or the position 
he or she holds in society, is in one tontine or another. I wLant to add that the 
tontines haVe a social function, too, Outside the pure eco)nomics of it.They 
are widespread, and each has a very different clientele, and each one caters 
to its own clientele. 

CARLOS CUEVAS: It seems that most of tile innovations raised in these 
discussions relate to individuals' reallocations of financial savings from one 
portfolio to another-locally or in to)reign countries This is quite different 
from innovati(ins that vould tend to reallocate physical assets and savings 
to savings in financial forim. It seems to me that in this latter area there are 
not many itll(v)vttio)ns. It appears that depository in:ititut ions such as tile 
post office savings still have essentially the same two instruments offered to 
the public since before independence-the passbook savings acc(Ount and 
another retirement kind Of savings instruments. Likewise banks have 
essentially passhook savings and one or two variants of time deposits. In 
that area I do not think there are many innovations to speak of. 

Oil another point, Igot a little nervous when \Mr. Malhotra was talking 
about the specialized lending institutions and borrowing wholesale and 
lending retail. I do not know if that is what he had in mind, but it reminded 
me of tile large development banks whose outcomes have become too 
familiar to all of us over the years. I do not think that is exactly -what he was 
talking about. 

PROMODI MALHOTRA: NU are right. I did not have that kind of 
institution in mind, because then there would be what I call politicized 
lending, for which there can be no market test. When it beconmes known, as 
in the examples you cite, that a government has decided that a given 



374 Discussion 

amount of money must be lent and there are lending targets but not 
particularly credit-worthy customers, the loans are going to get made 
anyway, because there is an organizational need to make the loans. 

In contrast, what Ihad in mind was institutions oriented to the private 
sector, profit-making institutions that will lend money only if they know 
they will get it back and also have Ilittle extra to give to their shareholders. 
The' Will apply much stricter tests than tile ones that are made hy what I 
call, if I call use tile word, development-tvp- institutions. 

Nonetheless, the bad press that the development banks have received, 
alnost universally, is largely misdirected. Il,.vo things happened that were 
not expected when the earliest loans of the development banks were made. 
In fact, if we look at tile of the individual c)111)alies were1ile.i that 
examined by the banks at the tine the loans were made, the banks 
conducted very good, sensible analyses for eight- to ten-year l)ans. What 
could not be predicted was the total disaster in terms of the external values 
of local currencies and the genera1l inllati(on, p:rtlyv assisted by irrespons
ible fiscal sit1ttio ns. 

I would hardly say it is fair to blame devehpment banks for the fact that 
ina countrv, X,some p)()r c(panv that had made an assumption that the 
relationship between its external debt a1nd tilehcal cLurreln_'vwas to be 
based on 5:1 suddenly finds that the valid ratio is 20:1. B.ecause tile items 
produced b\' the companyv a1re being sold to not very afilueCnt people, the 
price of the produIct can()t be increased four times to generate enough 
local currency to neet foreign exchange obligatio)ns. In these circuL
stances many companies have gone bankrupt, their liabilities Windin : up as 
worthless assets oin the balance sheet of the deveopnent hank, which itself 
then begins to go bankrupt. After all of this tile developlent bank is told 
what a bad job it has do)ne. I think the blane, in fact, if I were to put it 
anywhere, wouIld be on1the managers of the ec()n()my who have it in their 
hands to contr(l the external valeLl of their currency If they are irrespons
ible, the)' should not be blaming devehI pnient hanks and ()tiher financial 
institutions. 

KERFALLA YANSANE: I would like to come back to what Mr. liop said. It 
is true that Africans do not trust banks, not only because of corruption but 
also because banks are mdern institutions. That is true for banks, and it is 
also true for justice. Africans prefer to make justice in the village, instead of 
going to the modern courthouse. 

When our state-owned banks in Guinea were closed, we called foreign 
banks. When these foreign banks came, many businessmer., not well 
educaited, came before the banks and tried to open accounts. 'hey would 
bring money in the morning, deposit it at the bank, and in the afternoon 
come back to ask for the money-to assure themselves that the money was 
still there. Some of them liked to have the same notes that they left in the 
morning. 
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[Laughter.] 
That explains thai we have to think ;ga|il about banking in Africa, about 

th1e lalguage and nodernity of hanking, and to take time into account, 
because, as said I% um" friend from Cameroon, Aficans value time and 
want to act very quickly 

J. 0. SANUSI: Ithink tile impression has been created that Africans try to 
avoid banks. I know Nigeria is a ver\'substalltial part of Africa. In fact, we 
say that :atleast oue of ever' five perstns who are Africans is ,iNigerian. 

lb this extent, I think I can speak oi what is happening • 'very large 
part of banking in Africa. I have listened tt tile descriptions al'out the 
traditional Methods t"Itans ant3d advances; what they call the tontines of 
East Africa are what we call e.szsu in Nigeria. They do exist ilNigeria. They 
have Ieen a traditital way ( i 1t1bilizing rest .,rces and lending nione. 

OLIr experience in Nigeria is that these traditional ways are prepared to 
give \vav t tthe n LtCdern. In Nigeria we had a system that we called the ir.tl 
banking scheme. This was iniodLIced lhy the Central Bank of Nigeria with 
the supi'p)rt t) ianking scheme isf the got'erunnleit. \\'h1ait We do in that rural 
what \\'tknow llt)stitle r baiks are not willing to do, hecause their 
Iusiniiess in i rall areas, aitleast ial); would le Unprofitable. 

\\ kn w that st)nie )f the banks thatt exist in the m0der urban areas 
aire making cutlu,gh pnlit to)prtvide leverage sufticiCit for them to operate 
inthe rural areas. St We dting-in the third phase of theWhat are ,tw)\\' 
rt ial hanking scheme--is it)allicate, at the heginning of a four-year 
progranm, a certain nuier1 ,,fIr'anchlIs in certaiii rural area.s specifically to 
soniic ianksand o)bligate them to got there. "lh are- rieluctant to do this, but 
he' 1ust.,ieatse there are sa ilctliols ihat caii applied if the\' ti )ot. 
Under this sc'hemei we have so far been aile to open abotl 800 rural 
branches in Nigeri, which .,re alhloicated accordiig to the size of the banks 
The rural peolple have responlded very positively to these banks. 

'i itu Sllsurprised itthe an .tu1itOf"deptsits that can lie generateJwt iU le 
from some of these riral 'branches.In fact, sonie t f the banks :ire 
d is overing that sol ic of the branices that at first were uinproltable are 
now hiraking even, and stile are becoming profitable. Tlie types of 
inftormalIi nancial lanrtigenien ts that have heen very aily descriied by my 
frientd!s in these dciscussitls ald that still exist iii certain parts of Nigeria 
exist in inst cases beca use aliernatives are 1t0mreaidii available. 

Iknow that ineflliciencv in some of tli banks, the titie it takes to attend 
to custo mIers-esleciilly inl I'lral iareas v here they' do i it have iecha
nized hianking-and tile realizatio n that time is moliev' are Constraints to 
some petplie going to the banks. 

There is, howevet; ivery real difference ietween saving money in a 
bank and saving in the esusu s\'stem that should lie noted. Inthe esuu 
system a group of friends have agreed together that they are each going to 
be contributing, sax. a hundred dollars imonth for savings )urposes. There 
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is a compulsion, because of this agreement among friends, that whatever 
you want to do, you, make sure that you contribute your own hundred 
dollars, because there are ten of you. Therefore, there is a thousand dollars 
that is going to be given out in turn to each mnember of the group at the end 
of each month. 

In contrast, if 'o)u have committed yourself to take the hundred dollars 
as savings to a bank, sometimes, if you have to do something different, 
because there is no real compulsion you might sa\, "Okay, I will skip saving 
the hundred dollars this month. + But in the esusu system there is this 
compulsiol for the people to make the monthly contribution for fear of 
disappointing other contributors. It is interesting, however; that what is 
done with the nmoney under the present system, even in the rural villages 
that I am talking about, may be to deposit it in a bank. That is, when the 
hundred dllars each is collected and given to one of the contributors, 
what he does in most cases, if he has nothing itnediatelv to do with the 

nionev, is to take it to the bank. 
What we have discovered does not really support the viewv that we are 

afraid of the banks or that we do not want to use the banks. Our experience 
in Nigeria appears to be (jIlite different. I know the banking system in 
Nigeria is very much more developed than in some of the other African 
c )LIntrits, but I believe that basically, if the banking facilities are available, 
people will not run away from them in preference to the traditional ways of 
mobilizing lending reso)urces. 

DONALD MATHIlESON: I just have a couple of queStions, since I am1 not 
familiar with the extent of these institutions. First, I think it is quite useful to 
have a flexible linancial structure at any stage of development, and the so
called infrmal market strikes me as one way to get that. But in discussing 
this with people, I have never been able to get a handle on a couple of 
issues related to this kind of structure. 

One is the question of how important in relative size these trrange
ments are for the economics, how 1mch of savings the' mobilize. That is 
one thing I do not have a good feel for. The second thing is how viable 
these institutions would be if restrictions in the formal sector were 
removed and if stable macroeconomic policies were put into place. Again, I 
do not have a feel for that. Then there is another thing that I foicus a lot on in 
my work in industrial countries, which is what I might call the prudential 
aspects of all of this. 

I understand the nature of the regional relationships that may exist and 
help in the enforcement of contracts, but I wonder what would he tile 
prudential implications of expanding this informal market. Are we dealing 
with systems that ensure what I would almost call pathological honesty or 
do we have the standard problems where considerations like fraud and 
mismanagement can enter into the process? In the course of these 
discussions, a lot of emphasis has been placed on the fact that these are 
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relatively closed or secret arrangements. I just do not have a feel for how 
these are monitored, if at all, and if it is important that they are monitored. 

A. B. NDOFOR: As far as the size is concerned, it is very difficult to give 
figures, but one would get an impression by examining the projects that 
have been financed by these local savings associations. As Isaid, substantial 
real estate and houses have been either bought or built. In addition, trading 
and other small companies have been financed, at least in 11eir initial start
up, by these savings. 

Another indicator of the substantial size of tontine savings was a recent 
interview with the minister of finance in Cameroon that appeared in one of 
the business weeklies that I read. The minister was complaining about how 
much savings the tontines take away from the forimal financial system. 

Aks Isaid, we should regard the tontine system as a dynamic system, not 
as a static system that will suffocate upon the removal of financial regula
tions, especially when it is not working completely in isolation from the 
formal banking system. I think the tontines will continue even if those 
restrictions on the formal system are taken off, but the magnitude may not 
be the same. 

On the enforcement of contracts, I would say again, as Isaid earlier, that 
they are evolving. Some of the tontines now have bylaws drawn Up by 
lawyers. Again, that shows to what level they are developing. Ihave actually 
seen by chance a bylaw drawn ip by lawyers. The philosophy behind it,as 
someonte described to me, is that the dianc,'gi money takes priority over 
even emergencies in the famil, because the (djacLwl4 money is a promise 
made a long time ago. One knows it aId Ought to have it rCadv when it is 
time to pay The bylav, I have seen read thus: 

If the day arrives :nd y'our son sLddenly dies, what we want to see is your 
envelope with the money together with the message of the loss of your son. 
When we shall have counted the money and given it to whoever istaking it 
thait daLtlihen we will make a plan hiw to cone and sympatthize with OuI 
over the death ofy\our soin. t ii f0tt unatel y what is impronmpitu is the death of 
your soil and not the djanggi noney and sot it has to he on the table as 
no(oidy fails the djanggi. 

I have heard of cases of tontines accepting land titles as securities for 
granting certain loans. Therefore, I am inclined to cinclude that these 
contracts can be as legally enforceable as any other contract made under 
normal regulations. 

PROMODII MALIOTRA: YOU have raised a very interesting question also 
of the integration, perhaps, of these institutions with the banks. I had a 
fascinating discussion With the chairman of the esuisu association in Ghana, 
which is very similar to the one in Nigeria (in fact, a lot of Nigerians are 
involved in this business in Ghana). The chairman was saying he would 
dearly love a relationship of a lender of last resort with a larger commercial 
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bank. He was willing to submit accounts, he was willing to keep his cash 
with the banks, and so on and so forth. There is that realization that they 
can be of help to each other. But tile tscinating thing that I think we have to 

learn is that they are customer oriented in a way tile commercial banks are 

not and they are also very low-cost mohilizers of resources. 

The social collector of the (,suslI g(es fro)Imh( uIsC to h(ouIse, Contacting 

the housewiveS, picking up very small amoutls oft" mfnllen'; bringillg theml in 

at tile end of the day; thenl they rle- p( lIed together I suspect that tile 

commercial banking system is not going to be able to do that for at least 

thirty or forty years. If we begin to lok)at these as ci Imnleientar y systems 

rather than as competing systems, I believe that the litlncial systems in 

ifrica will be greatly strengthened and assisted. I hope that the custulier

oriented attitude o these trad ition,11 svst ems light rlb Off Onl the less 

resp(onsive r0 Ide r:i illStitl t i ns. 
JOSHUA GrIENF: I wanted to get hack to tile issue Of missing markets 

because there was something tlat was said with regard to the Kenyan credit 

unionS that I think is atpplicab le here. I'robalx , before there are lenders 

who are willing to invest in small-scale enterprises, there must be either a 

large enlugh pool OfIflunds Or I)eOIple in a strong em iugl linanci:l position 

that the\, are willing to accept a1certain Ml I t" f loss, becausC these are 

inherently risk\- operations. 

If I were a patrt Of a credit unioin that was jtu::! getting illv(Olved, I wo uld 

want to invest in real estate for the very same reason. It 1(sks mLuch safer 

than financing someone who claims to have the next fanlastic invention in 

that country. 
This suggests tha'.t one needs to kWOw an1d :anatlyze the -wotkings of 

entrepreneturial financing in other regions. I lere sone altecdotes m'ay be 

useful. I think forw example of stories of low sole of Ahe old clothing 

factories il the United States goIt startCd ar(oLund the turn Of the centur'. 

Immigrants would pool their funds, much Is in the t untines, tile ethlic 

enterprises mentioned here. Each ole w(uld colltrihute a small ,mo1ulnt 

that he was not t(10 worried abO lut losing, but there \wa.s a chance that it 

would pa' off, and then everybody made some profit. It was a very closely 

policed operation, and it happened entirely outside tile Co>mmercial 

banking sector. 
Another example Ofientrepreneut'shil lin;lilcing comCs from "ltiwan, 

where land reform apparently led to the acqILisit i(in Of large sums of money 

as people sold Off land estates. There individuls Were sitting On large piles 

of capital that they were willing to risk. 
We may need to !,ook at these sorts (If tlings in order"t see how we caln 

organize institutiols (r help individuals iii Africa do this same sort of thing. 

In the same way I have talked ao)(ut how commercial banks finance this in 

the United States. Probably this part of the activity is inl)t a large part of the 
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bank's overall loan portfolio. If it were, there would be even more bank 
failures than there are. 

Perhaps we can draw on this kind of information and do some useful 
research to address this issue, 

PARKER SHIiPTON: As Mr. Malhotra suggested, it is futile to ask whether 
tontines are better than banks or vice versa. They often serve complemen
tary functions. Certainly tontines deserve the admiration expressed here, 
particularly the elaborate Cameroonian ones. They seem to be especially 
useful for starting up small enterprises, for providing household goods, for 
doing other things feasible at any time of 'ear. 

What tontines cannot do well is provide inputs for rain-fed agriculture. 
The problem is the covariance of supplies and demands: everybody wants 
to deposit at the same time of year and then withdraw at the same time of
v'ear. The lean season challenge, tontines. In Gambian and some other West 

African settings, as we noted earlier, ever, year some tontines stop 
functioning until harvest time. But even then a tontine cannot pay out to 
everybody at once. This task may be better suited to an international bank 
that can shift resources seasonally between countries. 

The (luestion has been raised about the geographical distribution of 
tontines. The%, have been noted in patches all over the world, Africa 
included. In many countries they appear in both cities and countryside. 
They seem to be spreading within both East and West Africa and perhaps in 
southern Africa as well-which may,of course, be partly because re
searchers' eyes are opening wider to them. 
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African Financial Sector
 
Research: A Conclusion
 

for Today
 

I begin with a few words 'ibout tile role of the financial system in develop
ment, discuss the nature and consequences of existing systems, then 
address the question of reform mongering a bit, and finally turn to the 
process for financial sector research from this point. 

Let me begin then with a few comments about tile role of financial 
systems in development. In this respect I know that I shall not be saying a 
lot that is new, but it will set the stage for what follows. 

There are three services of the financial sector that are identified in 
most of the literature. First, and in many respects tile most important, is its 
provision of a means of payment and settling transactions. The efficiency 
with which this service is provided is important for tIe smooth functioning 
of any economy Indeed, what I found impressive in the case of Guinea was 
how important that was, how quickly that function recovered, and how 
quickly people were willing to put their money Lack into tile financial 
system to work because tiley, found it so important. 

The second basic service is simply to provide finance to units that have 
profitable investment opportunities but lack sufficient funds for pursuing 
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them and at the same time to provide profitable uses for others who 
possess surplus funds. Very simply, this increases the productivity of both. 

Third, the financial system provides savers and investors with different 
yield, liquidity, arid risk characteristics, again enabling both to match their 
requirements on these other dimensions. There are many dimensions to 
the desired characteristics, not simply the rate of return. 

There was some discussion early in this conference regarding just what 
it is that these kinds of services do in the economy, what sort of analogy we 
should be using. I have been thinking of the financial sector in an economy 
much like oil in a machine. A well-oiled machine functions smoothly and 
efficiently using a minimum of energy in the performance of its function. 
Putting more oil on a well-oiled machine is not going to make it work 
better. Depriving a machine of the necessary lubricants is certainly going to 
result in wasted energy in overcoming friction, preventing the machine 
from operating as efficiently as it could and ultimately leading to a 
breakdown of the machine. The absence of a working financial system 
leads to this sort of breakdown. 

There really is an optimization problem here, but it is not a usual kind 
of optimization problem; we have to be careful to avoid assuming that 
simply putting more and more effort and resources into the financial sector 
will somehow make the rest of the economy function better. 

Let me turn to tile nature and consequences of the existing systems. I 
start here simply because we do need to know how tile existing systems 
work. Do we fully understand the implications of the existing systems? 
There is a good start in the 1989 World Development Report, and Jo Ann 
Paulson's paper provides us with an excellent survey in the African context. 

To justify a serious investment of time and effort and research funds in 
reform efforts, we need to understand the suboptimal consequences of the 
exiiting systems. 

There is first of all the basic means-of-payment function. Provision of 
this service seems to have a very high payoff. But care should be taken that 
not all the ills in the African economies are attributed to failings of the 
financial systems. Many of those ills are due to such other underlying 
reasons as the lack of investment in human capital, the absence of well
trained people, and the real distortions in the economy. 

As was suggested earlier, often these real problems show up in the 
financial sector. They show up in the balance sheet of financial institutions, 
but they are nevertheless primarily attributable to other kinds of problems. 
So when they show up in the balance sheet of financial institutions, let us 
not shoot the messenger. Let us try to understand what the fundamental 
source of the problem is and move to deal with that much more fundamen
tal problem. 

In looking at the existing system, a second area we need to try to 
understand concerns the particular demands for finance that are being 
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frustrated now. Is there really a serious lack of long-term financial instru
ments? Is that lack frustrating real potential long-term investments? 

Quite frankly my impression is no. Certainly in Botswana whenever a 
major long-term need was identified, we had no problem finding finance 
for it; the real problem was finding genuine long-term investments that 
would have a payoff. That may not be generalizable elsewhere in the 
continent, but the question has to be asked. 

Where there are arbitrary sectoral allocations of credit, is there 
evidence of vastly different marginal returns in those kinds of situations? 
There must be such evidence to justify a major investment in trying to unify 
across those different sectors. 

Third, on the savings side, are savings really being frustrated by the way 
the financial sector is operating? Repeatedly there have been suggestions in 
this conference that savings do not seem to respond to real interest rates, 
savings in the formal financial sector at least. Is that evidence, instead, that 
the financial sector is so alien to the real savers in the economy that they are 
unwilling to participate in it? Or is it that there is simply no responsiveness 
there? Much of the evidence from the informal sector that has been 
provided in these proceedings suggests that there &sa lot of saving going on 
in African economies. 

Afourth area of the existing systems that warrants better understanding 
is the interaction between government and the financial system. What are 
the consequences of governments' reliance on the financial sector for 
finance? What are the sources of finance for tie public sector borrowing 
requirement? Are these sources coming only from the financial sector? 
Only from inflation? Or are they coming from other kinds of mixtures? This 
is the sort of thing we were talking about in connection with Joshua 
Greene's paper that has to be developed in more detail. What sort of 
seigniorage is being extracted from the financial sector? 

We must also put the question the other way: What are the conse
quences for the financial sector of reliance on government to protect it? 
The literature we have on industrial economies suggests that the regula
tions often end up working in the interest of the regulated rather than the 
other way around. One often suspects that is what is happening in many of 
the African economies as well. 

One has to be careful here because the financial sector may be at the 
heart of the patronage system. One cannot simply abandon that source of 
patronage without finding some form of substitute. Or, more accurately, 
one cannot simply recommend its abandonment without finding an appro
priate substitute, Ibecause without such a substitute, ,we know very well it is 
not going to be abandoned. The question thus arises, How do we manage 
change?
 

Finally in connection with government interactions with the financial 
system, we should also recognize that governments will remain major 
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decision makers and players in the economies, particularly the smaller 
economies, that government decision making on investments and the 
mobilization of resources will continue to be an important part of the 
governmental process. We cannot lose sight of that fact. Further, we cannot 
lose si,4ht of the fact that how governments make those choices and the 
criteria that governments use in making those choices will be of critical 
importance to the overall effectiveness of the econony. 

Afifth area in connection with the nature and consequences of existing 
systems is tile question of inflation. We need to understand how and why 
inflation emerges. We had a good start in the discussion OfJoshua Greene's 
paper. 

Miore than that, we need to understand the consequences of inflation. 
There is, for example, the careful work of Stanley Fisher showing that 
inflation in the United States at roughly 10 percent costs several percentage 
points of gross domestic product. What we need in my view is a compara
ble analysis for a few developing countries that exhihit some of the 
common distortions and that have been prone to inflation. If indeed the 
costs are anywhere near that magnitude in the developing country context, 
that is something we need to look at quite seriously 

Sixth in this area is the question of capital flight. This came up as our 
discussions started to get into sonic of the nitiy-gritty of the way the 
financial systems are actually working, and some of these arrangements 
permit and do not permit smooth capital transactions. 

We all know that capital flight will take )lace when the incentives are 
big enough. There are questions of how large it is or is going to be, 
whether or not it is going to have adverse effects on the rest of tile 
econonly; and how, rapidly it is changing. What are tile lessons from tile 
experience of capital flight? 

A third major area to be looked at is tile optimal evolution of tile 
financial sector. We know that as countries develop, their formal financial 
systems become deeper and more sophisticated; and we know that this 
facilitates the process of further development. I think there is a genuine 
question ',sto how that evolution should occur in the African context. 

Many African countries have suffered repeatedly from alien systems of 
government and economic organization rather than relying on tile evolu
tion of systenls that built upon traditional systenls and values. ConlseqLently 
Africans have repeatedly found themselves trying to cope with both 
political and economic systems that simply do not fit. 

The financial system is no exception to this. For example, when 
governments force all extension of nonbank financial institutions into the 
countryside and dispense credit through those nonbank financial ilstitu

tions and then the farmers find themselves unable to repay there is a clash 
of cultures that we had very vividly' described to us by Parker Shipton. The 
clash of cultures is not particularly surprising, but there are lessons that we 
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have to draw in understanding the appropriate evolution of the financial 
sector in the African context. 

No one would argue that a return to the very narrow kin-based, village
based financial system would be appropriate as an overall solution, 
because the limitations of that system are serious. One wants to avoid tile 
trap of assuming that what was appropriate in a traditional society is 
necessarily appropriate in the modern society. In trying to understand how 
the systems should evolve, we do need to know what are the successful 
cases that build on traditional mechanisms. Is the experience of some of 
these cases that build on traditional systems generalizable? Are there some 
experiments that indeed should be tried? If so, what is the nature of those 
experiments? 

The principal message that I got from Jo Ann Paulson's masterful survey 
is that what we need to do is to look at some of these fundamentals and 
build on the fundamentals, rather than try to be fancy and replicate the 
complex systems that we find in industrial countries. 

SimilarlL; Carlos Cuevas emphaLsized the need for much more research 
on the fundamentals, such as the nature of loan contracts in informal 
markets, research on the nature of market structures, on behavior and 
performance of traditional savings and credit groups, and on behavior and 
performance of quasi-formal institutions such as credit unions and the 
popular banks It is important to remember that if we arc really going to 
understand appropriate evolution of the financial sector, we must under
stand what those fundamentals are and how the%, link with the value systems 
in the context of any particular country. 

The fourth major area relates to macroeconomic and monetary stability 
on the one hand and financial sector development on the other. It is clear 
that financial liberalization alone can be destabilizing. Yet, at the same time, 
many attempts at achieving real economic reform have been stalled by the 
lack of a smoothly functioning financial system. Thus we need to under
stand the delicate balance between the real economy and the financial 
sector. There are several dimensions to this. 

First of all is the question of the sequencing of real and financial 
changes. The 1989 World Det 'eloppentReport argues, largely on the basis 
of the experience of Latin American southern cone countries, that financial 
liberalization before other reforms is likely to result in destabilizing capital 
flows, high interest rates, and corporate distress. Is this always the case? is 
this the case in the African experience? 

Within the financial sector itself there are many%sequencing questions. 
One, for example, is the question of liberalization and competition. If we 
simply liberalize first and wait for competition to emerge later, all we are 
likely to do in the short run is simply to increase the oligopoly profits of 
largely expatriate-owned banks. Is that something that is going to be 
acceptable in the local political balance? 
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this relationship between macrostability andThe second issue in 

financial sector development is, simply, the real effects of financial reform. 

What does getting interest rates right really do for the economy in 

comparison with arbitrary allocation of credit? Our modeling can tell us a 

lot here. It can tell us that getting interest rates right can provide s.me 

really quite substantial effects. Look at the rates of return on savings, for 

example. Assume that 10 percent of income in the economy is being saved 

and invested at zero real rate of return instead of,say,10 percent real rate of 

return. Very quickly one can come to the conclusion that one would be 

better off not saving anything. It takes little arithmetic to show that kind of 

result. 
If that isthe kind of result that has been occurring, it is a very powerful 

explanation for many of the problems that have been faced in the African 

economies in the past three decades. Yet is that the real source? We really 
more detail.need to understand that linkage in much 

Third in this question of the i-elationship between macroeconomic 

stability and financial sector development is the relationship between real 

disturbances and the financial system. Are some financial systems better at 

accommodating real disturbances than others? Or is there simply a 

neutrality there, it making little difference what kind of financial system is 

in place? 
For example, ,,hat can we learn from the difficulty the franc zone 

appears to have had in insulating itself from the effects of commodity 

booms, when other financial systems seem to have performed better in that 

respect? Or is it simply tile fact that a commodity boom creates real 

incomes and that their recipients will always want to spend them as fait as 

they can?
 
Fourth in this area is tile interaction becween the formal and informal 

sectors. What is the impact of formal sector policy changes on tile informal 

and curb markets? Is there simply switching between the two? What are the 

implications of informal and curb markets for stabilization policies? 

In light of the existence of informal networks throughout the country, 
what are the costs of extending branch networks throughout tle country? 

Are such extensions simply substituting the formal sector again for the 

informal sector? 
The same sort of question applies in regard to the nonbank financial 

institutions such as insurance, pension, and social security: Are we substi

tuting, or isthere acomplementary relationship here between the informal 

and the formal sectors? 
Putting this together, then, is there some sort of idealized strategy and 

sequence of reform for both the real and the financial sectors? What should 

guide governments' policies in this reform process? 
The fifth major area is omething that for lack of a better word I have 
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labeled reform mongering. When it comes to promoting reform, several 
points must be remembered. 

First of all, getting back to what I started with, what is it that really 

generates long-term growth in the econonm, and how does the financial 
sector contribute to that? We have to understand that question before we 

start to make claims as to what the tinancial sector is going to contribute to 
the process. 

Second is the question of short-term pain fir long-term gain, as it is 
often put.IUsually that is as far as the rhetoric goes. It is often assumed that 

just because there is the pain there must be some long-term gain. I think we 
thave to be very careful not to fall into a rap. We have to ask the question, Is 

it really vorth it? Does the future income really inmpro'e enough to justify 
the cost of disruption? What are the distributional consequences of many of 

these changes that we advocate? Are there alternatives that could be less 
disruptive? Especially for the very poor? 

Third in the question of r.form mongering, we have to understand a 
li:le bit better how much of reform is really getting the prices right relative 
to how much is due to careful management of the reform itself. All too 
often we accept the slogan "we must get the prices right" and then abandon 
the detailed reform implementation process. This can result in a situation 
where it turns out that "getting the prices right" is not enough: the 

anticipated effects have been blocked by some other obstacle. 
Fourth in the reform mongering area is the question of political and 

bureaucratic commitment. Are governments convinced of the need for 
reform? Or are they simply being dragged reluctantly by conditionality 
terms that arise from the good ideas generated in Washington? I-low do 

differences in degree of political and bureaucratic commitment affect the 
outcome? Some very interesting work has been done along these lines by 

John Thomas and Merilee Grindle at the Ilarvard Institute for International 
Development on what happens after the decision is made in the implemen
tation of policy reforms. 

Let me conclude by suggesting some process for financial sector 
research. Case studies alone are not enough. We need atbroad and 
consistent analytical framework to try to draw together understanding in a 
way that helps us generalize from case studies. 

The example of the Bhagwati-Krueger stud' of foreign trade regimes 
and economic development is a very valuable way of approaching the 
synthesis of several cases in a common context. One criticism I would have 

of that study; however, is that it did not always involve researchers in the 
countries that were being studied. \e do need to have much more 

involvement of researchers in Africa on African problens. We also need to 
have involvement of those who are active in individual projects so that we 
can better understand what is actually happening in those projects rather 



388 J. CLARK LEITH 

than simply coming in after the fact and trying to piece together what went 
on. Here I am particularly struck by the medical profession. Much medical 
research involves active medical practitioners who are engaged in research 
as a part of their medical practice. Perhaps as economists we might want to 
do more of that kind of research, 

I would suggest that coming out of this conference it might be useful, 
then, to have some form of process leading to further research in this 
important area. It might go something along the following lines: 

" An inventory of issues. What issues and problems need to be considered? 

" A selection of potential cases. lere I would suggest that we keep the 
number reasonably modest. 

" The development of an analytical framework. 

" The use of a small steering group of World Bank, International Monetary 
Fund, Agency for International Development, and perhaps a small 
number of academics, to establish a research program that might provide 
the continuity that I think is absolutely necessary for a serious research 
effort. 

" The mobilization of funding for the program. 
" The selection of researchers to carry out the task. 



Discussion
 

ANAND CHANDAVARKAR: Thanking Professor Leith for his excellent sum
ming Up and presentation, may I make three specific suggestions isa 
starter for a possible research agenda. 

The general area of costs of intermediation and margins in banking in 
the African context merits high priority. 

The second project I suggest for research would address whether the 
financial system in the African countries involves an urban bias in the sense 
of an excessive transfer of ru -Asavings into urban outlets through the 
branch banking systems. A.s commercial bankers know; some branches 
function as net deposit centers, and others function as net credit centers. To 
what extent is this pihenomlenon pervasive in the African countries? 

Another area is the range of linkages between the formal and the 
informal sector, on both the lending and the borrowing sides, as suggested 
by the experience of Korea and India, where the infoirmal sector is 
emerging through the urban curb markets as an intermediary between 
segments of the formal sector as a means of circumventing banking credit 
controls. 

JOSHIUA GREENE: I would like to add a proposal for a study on 
entrepreneurship and its financing in African countries. This might involve 
some interdisciplinary, even anthropological, work, perhaps focusing on 
the Asian community in East Africa and the Lebanese community in West 
Africa. 
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JERRY WOLGIN: One area that we have not discussed much in the 
conference or in the list of possible research subjects is the instruments of 
monetary control and the effectiveness of those instruments. It seems to me 
that there is quite incomplete knowledge about the different means that 
governments have at their disposal for affecting the nmoney sLIplyv and 
monetary policy, about the differences of the means employed among 
countries (including how different they are from what is usually practiced 
in the United States), and about the degree to which the African countries 
should be moving toward more indirect as opposed to direct methods of 
controlling credit. 

S. THnILLAIRAJAH: Quite often during these proceedings investment 
opportunities and unmet credit demand ha'e been mentioned. It is always 
as,,umed that there is an unmet demand. Is it possible or probalble that the 
reai opportunities for investments are not there-and there is no unmet 
demaid-and we are working on wrong atssumptions? 

I wonder whether it is worthwhile to do some kind of studies really to 
find out what the investment opportunities are in any particular country or 
area and what this Unlllet denand is. Ilow does one measure it? Or do we 
just go by a gut feeling that if we plumped in more money there would be 
better technology used and more investments made? 

PHILIPPE CALIER: I would like to add some comments to the sugges
tion that we need to stud' the effects that reliance on foreign savings may 
have on resource mobilization in a country I believe that this study should 
also take into accoult the other side of the coin: the effects of the flows of 
capital from the country to the rest of the world. 

Sometimes we call these flows "capital flight," and Professor Leith 
suggested that one question was how fast the damages caused by capital 
flight are felt. I Would like to suggest a more positive view What are the 
benefits of capital outflows for the economy? 

I can see two t )pes of benefits fol" the coumntry and for the financial 
sector First, holding savings in the form of foreign assets increases 
portfolio diversiltIcation. Thus, as a community, the country that allows 
capital outllows can diversify its portfolio and to some extent reduce its 
risk. For example, it can somewhat stabilize its real income (and that of its 
financial intermediaries) in the face of external shocks if the public and the 
domestic financial institutions hold financial assets denominated in foreign 
currencies or have equity investments abroad. 

The second benefit of capital flight or capital outflowNs is relevant when 
there are big distortions in the real sector of the econonly, so that prices 
and profitability are likely to provide misleading signals to investors, 
increasing the risk of investing real resources in inefficient industries. The 
problem is that physical investment is not reversible. Real capital is lost if, 
for example, external trade is liberalized and protected factories or entire 
sectors become suddenly unprofitable. By contrast, if the country has 
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invested its savings abroad instead of building inefticient industries, these 
resources w,'ill still be available to finance real investment in profitable 
sectors after trade liberalization. 

DONALD MATIIIESON: I want to follow up on the two previous com
ments and suggest a framework in which some of these resource mobiliza
tion issIes can be tackled. Early inthis forum1 Millard I.ong suggested that 
tile role of financial reform must be analyzed in tile context of what SOurces 
other than domestic savings are likely to he availahle to finance investment. 
What are the pro)spects for private flows from abroad or official flows from 
abroad? If those are limited in the 1990s, what is th1e potential co1ntribution 
from either the public sector or tile private sector in terms of resource 
mobilization within these countries? In that context, what can financial 
liberalizattiom or reform c)ntrilutL.? 

We might then Ie b)le to use this approach, for example, to address the 
question of the relationship between savings and interest rates in a slightly 
broader context, which also integrates capital flight considerations. Thus, 
even if thexre is relatively limited interest rate elasticity of tile total savings, 
domestic interest rate policy may' make a big difference in whether the 
funds ire placed domestically or abroad. 

One other issue for research that has a1'isCI out Of our discussions is 

the vole of the info rmal markets and the flexibility of financial structures. 
One his the impression most forma1.l indistinct Illit of the structures 
African countries have i very limited ability to achieve a d,'ersified 
portfolio of assets. Often the\, hold assets whose return is tied to develop
ments in otnlv one or two) key com o)dities, and as a result there is no 
portfolio diversificatioan. 

Ilow can we design systems that can handle that type of situation? 
Currently we have systens that are par value deposit systems with fixed 
interest rate contracts. An alternitive would be a mutual fund tipe of 
arrangement where one does not guarantee i fixed nominal return, one 

just guarantees i share of tile total portfolio return. 

JOSEPH GOODWIN: With: respect to Jerr' \i)lgin's recommendation that 
direct versas indirect credit controls be studied, we have a program with 
tile government of Zaire in which we are in tile process of working with the 
central bank to do0 studies thlt loos k at exactly those (questions. 

For example, at the moment in Kinshasa the central baink has reserve 
re(luirements of 60 percent, which are heavily costly on the finatncials. As 
we want to move fr)it that to more indirect credit controls, there ire a lot 
of implications for financing bank operations, as well as coming up with 
finincial instrunllnlts. So that is an area that we will be working in. 

The other point I would like totmake is pertinent to research on the 
relationship between the government and the financial sector. As the case 
of the National Milling Corporation in *Tanzania has illustrated in this 
conference, where there is extensive government ownership of banks, the 
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government may use the banking system to promote hidden subsidies. I 
have seen the sane thing in Sudan and Ghana. 

When I was in Tanzania, the National Milling Corporation had a 
monopoly on marketing maize, which was the staple food. ithad to sell the 
maize at fixed prices-at that time, 2.75 shillings a kilo. Tile cost was 4. The 
National Bank of Commerce provided for this with essentially unlimited 
credit. The same thing occurred with cotton parastatals. 

To the extent that the banking system is employed for providing 
subsidies, it hides not only tile suhsidies but the real size of the fiscal deficit. 
Because of this, measurements of the impact of fiscal deficits on inflation 
can also be disguised-soIething that studies like that of Joshua Greene 
must contend with an1d, it is hoped, correct for. 

In addition, such hidden subsidies (and deficits) send a signal to the 
banking system that banking is not really very serious. When 68 percent of 
tile loans of a banking system are non)performing atLtOprol)al'ly the majority 
of those are imposed by the government,how do we tell managers of the 
banking s stem that they are being held responsible for the systerns 
performance or that this is a serious system? 

In our pr( gram in Zaire, we have sat down with government officials 
and laid out a series of hyvpotheses ab )ut the direction of the banking 
system. In general there has heen some agreement with the government 
that seems to make sense. But we are going to have to do analysis and 
proceed very slowl. Otherwise, as )r I.eith was saving, what we come uip 
with as solutions may he perceived by government officials as being worse 
than the problem right no\\ It seems to ie that we are walking into 
unknown territory That is why I would he very interested in finding out 
from other people what their experiences have been. 

J. 0. SANUSI: Most of the references being made to African countries in 
this forum give me an impression that in the process of research into 
financial sectors in Africa, the biggest econony in the continent has been 
ignored. This is because, I believe, people have not really focused their 
attention on that particular country 

I am here offering the cooperation and assistance of tile Research 
Department of the Central Bank of Nigeria to those of you who might be 
interested in researching into what happens to the financial sy,;tem in 
Nigeria. I believe there is no way one can get a true representation of the 
actual African situation without knowledge of what is happening in Nigeria. 

ItfrLequently happens, as it has during the course of this conference, 
that people draw up a scenario that they regard as a typical set for Africa 
until they include Nigeria. That inclusion upsets their scenario; conse
quently they remove Nigeria from the scenario in order to have a typical 
model. 

[Laughter.]
 
During tile course of his sumnnar,; Professor leith referred to eco
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nomic institutions that do not fit. This is contrary to the impression I got 
from earlier discussion that although we have tile traditional-informal 
sector and the formal-modern banking sector, these two separate institu
tions do not conflict but rather complement each other. So I am uncon
vinced by the conclusion about institutions not fitting. 

In the present discussion someone suggested that an advantage of 
structural adjustment prograns is that they increase the diversification of 
investment, including some reversal of capital flight when the proper 
reforms have been carried out. This may be overoptimistic, for in spite of a 
lot of structural aidjtstmeAs that have been undertaken, in spite of the 
reforms, in spite of the pains without gains that have been undertaken, it 
has been difficult in most Airican countries to rcstore that confidence that 
could really facilitate the reversal of capital flo\ 

One of tile issues that can be further investigated-I know some efforts 
have been made in the past-is this problem of restoring confidence. 12,t 
what is tile basic thing that makes it difficult for 'iilidence to be generated 
in African economies? We know that illiiv of these countries there is a 
great deal of potential and what are really needed are the technology and 
the resources to exploit the potential. I feel that it will be of benefit to the 
workl at large if these potentials can be exploited, because by so doing we 
increase not just the wealth of Africa but tile total wealth of tile world. 

1also want to refer to one of the major problenis financial institutions 
in Africa will fDce-something that might be looked at by researchers
and tll;tis what I would describe as project identification and develop
ment. In certain cases there are financial resources available in tile banks 
that cannot find viable pro1tp isak in need of financing. This is an area that is 
very, very important. One of the major problems for the African countries 
as a whole is to be able to identify bankable projects nd Itut up packages 
that can be profitably financed. Otherwise, it does not matter how much 
resources one can mobilize locally from the people. 

There is another constraint resulting from limited foreign exchange 
receipts. That is the ability of these countries to export to other parts of the 
world, to earn foreign exchamnge that can le used to finance foreign 
counterpart of the local investments, especially machinery ard eCLlipilent, 
that would le needed from other parts of the wo-rld. 

Generally, for funds to flow into these African countries, there is the 
matter of confidence I have already nentioned. But when we talk of the 
matter of confidence, I would refer to what happened here after the two 
world wars. Between the First and Second World wars there was a rnas,;ive 
intstment of America in lurope, and after the Second World War there 
were controversies as to whether this investment should continue to flow 
to Eu: ope. Of course, the fear of the Russians at that time forced America to 
decide that even if it was not going to have a repayment of these loans, it 
would continue to put resources in Europe to stop the influence of the 



Russians. Unfortunately, we do not now have that kind of fear ill Africa to 
compel investors. 

[Latghter I 
BLut Cotuntries and illstiwtions that have contracts and have a lot of 

influence on what happens het-veen Africa and the rest of the Western 
world should see the need for a change of attitude toward investment in the 
African Countries. 

MOJIAIAMADOt Dioi': I would like to suggest, if they have not already 

been inch ldd in tie researclh pr pi)sa I, the ilcl usih n ufthe following 
uiest itins. First, to wh at extent are the high sociat securiitVCotribLutiOrls 

aIid pe rh:tps fisIl oiCies .1nd the :availaility of \i rihmuS private inISu.alCe 
ser\vices, such is life insurance policies and the retirement t+yp)e of insur
ance, co)ttribut itng to savings Organiz;atio ns? 

Second, what are the present and foreseeable linkages hetween prob-
IC11s in the Vari()tS illisurance m'stens and those of the financial sector? In 

Senegal, anId I wuMIld 1rCSLIlIe in other ;:': peaking Co)ULntIies-aS yOu 
know, social security p)()ilicieS were co pied from the French system-the 
banking system relies very heavily in the savings Of these institution,S. 

But over the years pension fuld savings, f ir examplle, have heen 
shrinking. The' have been shrinking bcItuse, on the supply side, the 
number i)fenterprises .ndthe nmblr of vorkers Co)1trilbut ing ha\ve been 
decreasing because if fafLOfs, biankruptcies, and so On. Conversely, there is 
an increLsing numhr mifretirees, vl are beneficiaries on the demand 
side. In addition, fiscal eviasions, vhich include evasions of social securit' 
coiltributninLos, hivC dev\eloped to such an extent that nlillnv enterprises that 

eniplo, sax+ 100 workers, oficially declare abiut 15 Of them, because it is ol 
the basis Ofithat declaratiin that thIev will he subjected to s icial security 
payments. 

There is a risk (ofa secnmd wave o:"financial problems coming from the 

social securit\' ilnstitution anod I w iuld think, from the private sectors point 
of viewv, the insurance coimpanies. lstitutiolalh' the insurance comlpa1nies 
are probably in Iust Is bad a shape a,; the banking system. The:;e insuranlce 
companies also have been major depositors into the banking system. 
Financial sector research shOuld ilcludei looking into this. If it does not and 
the "inalcial sect(r" is very restrictively defined, we are likely to have a 
second round of priblenis. 

ALAN GELB: There are two sides t,) the problem of developing a 
research agenda mimAfrican finance: one should have interesting aInd 
relevant topics, and the topics shuld be researchable. One can imagine 
iooking at all kinds of things, but the qluestiOl is, loW vould one do it? 
That is one of the challenges that follows this conference. 

At the World Bank we have, of course, Ibeen f)cusing on African 
experience. One of the (Lustions that We have been puzzling over at some 
length is, ro what extent is the African experience unique, and to what 
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extent can we learn from what has happened or what is happening 
elsewhere in the world? Many of the problens facing African financial 
systems are not very different from the kinds of problems that have faced 
other parts of the world. Maybe five, six, seven years ago, Latin America was 
seen as the big focus of financial sector work, and bankruptcy was seen as a 
Latin American problem, Then, In and behold, came the Latin Americaniza
tion of parts of Yugoslavia and Poland and the Latin Americanization of 
certain other countries, such as tile Philippines. Therefore, when consider
ing what African countries can do about financial systems that are in serious 
solvency problems, we should look very carefully outside Africa to see 
where these problems have been diagnosed earlier 

Let me now run through what would be my checklist of researchable 
topics, some of which have been mentioned before. It would be very useful 
to know more about taxation, in a broad sense, of financial systems in 
Africa. What are governments using their systems for, in terms of extracting 
revenues? And what kinds of cross-subsidization are going on through 
these systems? 

WXe have done that kind of work in a number of countries, such as 
Brazil, where the extraction of seigniorage fr(om the financial system plus 
the cross-subsidization that is effected through the financial system 
anounts to about 8 percent of gross domestic product, very large and with 
serious consequences for the system. Who wins, who loses, what is the 
impact of changing regulation? WXe should do such exercises ,nuch more 
systematically across countries. 

Work on the instruments of monetary control that are being used in 
these countries and their effectiveness is very valuable, especially in a 
comparative framework. The IMIF Central Banking Department has a paper 
out in this area. 

My third choice relates closely to the point that Mlr. Diop just raised, and 
this is the question of the generation and the use of longer-term formal 
savings. We find ourselves in a paradoxical situation at the World Bank. We 
have a number of lines of credits that are suI)posed to supply long-term 
funds for development; yet, when we look at the countries, we find that 
some have quite reasonable internal sources of long-term funds but do not 
use them for long-term development, and they do not have markets to 
allocate them. What happens to these supplies of long-term funds? If they 
are not there, why aren't they there? If they, are there, why are they usually 
earning very low returns? 

This, of course, feeds into the question of the solvency condition of the 
insurance industry and the social security system and so on, another topic 
that should be looked at across countries, at least those at the higher end of 
the income scale. 

We heard that in Kenya the stock market was moribund because of 
regulation. Is that true? If it :s true, is it the case in other countries? Are 
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there regulations that effective' prevent markets from working? Certain 
countries have regulations, for instance, on the way in which government 
debt is marketed that effectively prevent the emergence of any kind of 
short-term financial market in the country Those should be assemblled and 
looked at in a comparative fr'amework. 

Similarl, it would be very worthwhile to survey tileregulatory systems 
Of a InLbel of countries, with a view to unlderstanlding 1ow tile\, stack uI) 
from the prudential standpoint, alld also to assess their cOmmon weak
nesses and strengths. 

Next, this question of institutional innovationls- for example, the 
strengths of traditional fin,ulcial institutions, what we can learn from themn, 
and linkages-is an area where we need anmOst a "ledical'" case study 
approach to research, 'is mentioned earlier Those actually doing the 
experiments need to have very close contact with people whose bent is 
nmore in studvi ng the experiments. This is not aways easy to do: the 
Operators walt to operate, and the researchers want to research. The 
operators do not wanit research, sometimes because it slows down the 
operation. They do not want a base line survey that takes two years, even if 
this provides something to compare with later. This is a very conmon 
problem. If we can find wavs ar-ouild it, I think we can get a much richer 
miellu of expe'ielce to do some actulal research oin. That is where linkages 
caln collie ill. 

There are people with skills and time. There are institutions with 
money And then there are other institutions With projects. Somehow tlhey 
need to be brought togather in a coherent way. 

My se'.'enth topic Would he tile legal underpinnings of financial systemis 
in developing countries. WC have a numbl1er of countries where for legal 
reasons we could not realily expect formal financial systems to function 
very well. Perhaps some surveying across countries of the legal underpin
nilngs of financial contracts might be of some use. 

Finally, I want to raise a questiotn. What is the audience for all this 
research? In many cases the prollems of financial systems are not just that 
we do not kno\\, enough but that they are not well adapted to a market 
environment. There is a need for training, and there is a need for 
considerable investment in human skills. 

I do not know whether this conference should address training and the 
implementation of training programs. But are there conlniOn areas of 
knowledge, where something could usefullylbe done in distilling experi
ence, building curricula, and centralizing training activities, so that it will 
be possible to have a really stibstatnialeffort illupgrading skills? Even 
skills that are regarded here as ver,' basic may be very important in many 
banking systems. 

N.A4c BENWIN: Iwould be interested in hearing more from some of 
our representatives from the African countries. I have questions about the 
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Central Bank of Nigeria, how they see tdi-nselves participating in research 
projects. Can they imlgine tile people who would be involved? Can they 
imagine conducting studies to help provide data? )o they have personnel 
available? WouIld they he able to do it while staying in their regular jobs, or 
would they have to be transferred out fo r a while? What kind of resources 
(o they have available? 

ULIKE WILSON: IO follow up on this, I Would sa',. on the basis of 
experience gained during INIF operation \al African countries, thatwoirk ii 

there is a lot "of
expertise to be found in At-rican Countries, and this should 
not be underestimated. There is in patticu ltr a lot 0f expertise in the 
central banks. 

Mention was made earlier Of the need for a steering conmittee that 
would be composed of the IMNIthe \\ rld Bank, and academia; we would 
need to add to that representatives of African central hanks, African 
financi.al inst itut ions. I woiu Id say thi inCe ideas forw research etmanate fr im 
such a comprehensive steering committee, we could then involve African 
centraI banks, in pa i tiCular; and get them to participate in such sttudies. 

As an exatmple, I would p()int to the woirk that has recently been done 
by staff of tile IMF and (if the Central Bank of the Vest African States 
(BCEAO) (iil illStrtnlents Of tOineta rV control Anrd their applIicatioin inl the 
BCIiAO iIOI1Cta rv Ulioll. That was an example of in-depth cooperation 
between INIF and BCEAG research stalf This can be extended tot other 
countries as well. 

C. S. KmNsJ: I would certainly join hands with the lprevious speake, 
because I think that African ciiral banks and the other financial institu
tiins in Africa are interested in getting research findings that are practical 
and suitable to the financial environment in their cOL tries. 

I am, therefore, convinced that the Bank of lhnzania would appreciate 
very tiiuch having joint studies with foireign experts. Indeed, the Tanzanian 
Banking Commission has adopted this approach of conducting the relevant 
studies jointly between external and local experts. In fact, the idea of 
conducting joint studies with Africain tcsetclers will, in the long run, 
strengthen the African reseatrch capabiliiy in those fields. 

lParticipation of local personnel in the ea'mared studies will facilitate 
accessibility to statistical and other factual infoirnation available in tile 
central banks and in other financial institutions. Moreover, applicalbility of 
traditional theory to the African environment might be more easily 
modeled by a local expert. 

It niight le very difficult, howeve, for a foreigner to solicit information 
from reniote areas, Oil accoilt Of language barriers and other factors. The 
people might be afraid to release infornatioti to strangers. There is no 
doubt, therefore, that to get information, especially ill respect of the less 
organized sectors or groups, one must get support from tile central bank 
and other local authorities, and this support may be realized faster when 

http:financi.al
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local experts are involved. I, therefore, strongly feel that Africans will 
appreciate having their local researchers participating jointly with for
eigners in research topics relevant to their countries. 

SANDRA FRYDMAN: I would like to pick up oin Alan Gelb's very 
comprehensive m1enutl for research and add to that the savings side, that we 
should provide Som1lle elllpha;.isis So many of ()frl" financialonl that. sector
 
programusfocus on bank restructuring, prudeltial regulaltiotns, interest
 
rates, capital 1de1uac.;so Vr\' interested in Monsieur
and I'0rth. I was 
Diop's discussion of some ifthe savings instrullents that his bank has I :zen 
trying to develop in response to and discovery of market niches. 

In Order t IMike sOiIIC Of 0lit x'teseall'Ch We s11oulId beOpe'ationmaI, 

looking at doing a suOvy if \what the appro priate financial savings
 
instruments are, flow they should be targeted. Are we talking about
 
informl, ori tral ditii ma, ilinancial secttIrs? I lw Iiq uidshould these financial
 
instruments be? Arc we tAlking sho(rt term, medium? Ilow comfortable are
 
these? Perhaps we nta,.
w,'ant to) transfer the tontine mechanisms into more
 
of a .stuci-c. Is Ihit wit hini the Irainework of many
term r. possible 
cou ntries' financia ssteti is? \tl\'wa it)t fCcuS Oil that aILd Olu the informal 
or the nonregulated. I1 W shot ,ld we market these? \We are looking at banks 
in which many people in many ciContries LIo Int ha.x\e confilence. )o we 
want to Market these through the up-and-cmiling savings and loan institu
tions? I Would like to see these questions about savings instruments added 
to outr agenda fo r financial resea rch. 

MICHAEt. SARIOS: On this relationship between the INIlE the World Bank, 
All), and the African countries, in addition to central balnks we have to think 
of tn i\'ers it ics. Thy ate ill rtant sO IurcCs 1pe.iple who are academically 
proficient aid are also close It)tile operational scene. 

In Nigeria, tri Z1ania, aid elsewhere there are good universities-and 
We ae alreadV using tiem to)some extent. There is also the Center for 
Monetary Stdidies in I)ka, which is supposed to be doing a number of 
studies in finamcial areas. \e have to see how we call help in training and 
tech nical ,assistalce and fititlilet- ci pei-:t ion. 

The list of research topics that everybody has mentioned today is quite 
conpreliensive. I would like to spell out somle ideas. First, we must le careful 
tnot to ibe discovering the wheel too maly times over. rinAfrica illlally 
cases the real probletms have to dio with correcting the macroframnework. 

The difficulties of the finIacial sector come f'o-I that and also the 
political realities. There is not ver\ much to research if you know that the 
financial institution does what the minister of finaice tells it to do. If 
somebody picks up the phone anod says, "Ym have to make that loan," and 
then it goes bust, or if there is a puhIbic enterprise that goes belly up, the 
itistitution gets into difficulty" No research is going to help us on that. We 
have to be very realistic about that. 

What we are talking about is backed by the assumption that we ar'e 
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correcting the inacroframevork and that we will have a better political
environment. Let us assume that. Then low do weve ask, mlanage tile 
transition? The long-standing difficulties with the nacropolitic:-l frame
work have created problems for the financial sector that need to be 
corrected-this becomes the issue. IHow does one mna.ge that? Some of 
these issues were discussed eIrlier Institutions have not had a chance to 
develop ilstruments because they re 1h\yS being tlCi thiat agriculture 
gets X and industry gets Y'and they get it at different interest rates. 
Everybody knew that none Of this mtoney \vent to agricU ItLire, because if 
you have cheap credit, anything yiO d,9, you call agriculture. 

In Zaire, for example, concessionary agricultural credit linanced every
thing. Everybody showed up and said, "Thats what I'm doing." We have to 
be clear about that. and we have also to be clear that few problems are 
unique to Africa; the mo men those of us who work in Africa begin saying
otherwise, that is a sign that we have been working on Africa too long. We 
see that all the time. That is why there is v;Ilue in moving people around, 
because they realize that that is not so, that economic agents react to the 
same signals in the same way everywhere. 

It is interesting that the prblem of Nigeria was brought up. Nigeria is 
bigger than any' of the Afr'icin groups thatt are nt w supposed to get together 
to get results fro m economic integratio)n. I lere we have a great example of 
the kind Of country thtt is as big as the rest of the ECOWAS (the Economic 
Comnnity of \\ist African States). Ilere we have one experiment, the big 
country, the market, the critical mass, and nothing very much came of it. 

I \wa;is also very interested that Mr. Sanusi mentioned Europe after the 
war. It happens to) be a fact that Nigeria, as a result Of the oil hoom, received 
in ext 'a d1Iars an anO u nt ettIal to the .Iarshal Plal. And we can just 
compare the results. 

So it is not i question of mhonex If there is In important lesson, it is that 
the foreign exchange shortage that is supposed to be constraining eco
nomic activity is no 't the bilnding constraint in many African I thinkcases. 

Nigeria has done well in Lsing domestic resources \\hen it did not have
 
access to foreign exchange. But th;t was just as an aside.
 

Let me complete this intervention by saying that are Ourselveswe 
trying to put a small agenda together, and we are trying to get the African 
Development Bank and the Eut.)pean Commnity to join forces with us,
and, of course, we are cooperating here with All) and the IMF But in terms 
of funding, we are trying to get the EC and [tie African Development Bank 
on board to study sonc of the specific transitional issues that Alan Gelb has 
mentioned. 

low do we go from sectoral credit allocations to systems v;,ure we 
have a more neutral system of monetary controls? I low do we deal with a 
case where countries receive big loans for small-scale enterprises, which 
are supposed to be intermediated at rates well below the tate of inflation? 
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a case we sa, , home until the 
country puts its stabilizItion holuse illorder"? We cannot talk about 
lominal interest rates tf70, 80, 1oo percent ifwe want to make thel 

positive. Ve clearly ha'e to get the rate of iill 

What do we IO ir, like that? Do "1st it 

ltiOi under cont nil he're we 

can intrimedi ate financial rCtSli'ces. 
'[he other sidet) 'the eCuaItion is, If we'have a1n alljuStlCnt going on, 'as 

it is going in in Nigeria, witIout investment, then htw ,ire we going to 

love resoulrces from where they' towere the'\' sho0uld is a1e? T"lherC 
real dilCmm:1 here. \VeLmust hve investment, hut we cannot have it in an 
enviro nment where it will go Ii) wrtng places. Tlht is a ye ry imlo rta itteile 

issue for I(n WhOS( hre bIutter is naking Itoanus.11ninstituit rad and 
ke haMvC to in which tlrt,I i't.SL'CteS dlcielitl\ So iWelnd \\'I\'s i "ICr 

really have to I"y tvt get sonine answers to these questio ns. I end(irse the idea 

of coming uL with\ illisml iCdes 111,at aill the participants in conlference 
could keel working ttoigether to dleine furtlchet; then seeing how the\. caln he 

-i'i0Irtiotmedan it0lig diff.'Crt.-cN.tpel,,e.1ds erh t1it hIic Il sineai,1 c !et i'Iii 

litiit.ilitt.irsee a,;t ICe t )lt'.tt w Ihas cI 
LAwRnciE WHIT: I want to pick ut on1 sttinething MichaCl Sarris said 

aInd tit it to stnething that Alan (;ellb saIil Micliael Sar'T'is said that no 

resCarch Will Ihilp Isif gt f'C I'liiI tents a'ire sill) -I using til.inanciaJl s\'stCm' 


t t aCoiiipl islih tra isiel's of sil.h idiCs. 
Il a senise i atis right. Research aiout what a proipe r set otif list itut ions 

aid reguLiltitis wt iiulId it(tik like is 1tI1 gtiig t) i1uchI 1he ()f interest t 

,tVClllnl.eits ththi rc USing fi tncillI systeIs ais3wcat It rais.fcr devices. But 

ifthat is in fact tile way they are using financial systeis, tlieii ainother line of 
research Iict)lltes ver illiportalnt. \e have t) stud' seritiuslv exactlv what 
governments are dtoing and w1hy (for W110ti) they are doiiig it.ALin Gelb 
toucLIed tOin this ill his IltSt t()int, \VIClI le said that We iCCd tt) study tlit' 
IlliiagnitudC tif he wCItIi traisfCrs taking place tilltLiugh IininiiciaI reg lc ition. 

I waIs a little puzzled illthis irCg Ird byli Salllunders's IpIpl;Ctm When 

inllvlti he Iiieiitionedhe \wLs dlisCiussi liii iici aI[ isn.,, Lust ii pas.,,sing Illiat 
inl the African onitext llwst ()ftclie inl( vatit ns hiave cinie frtomi giveri, 

was tile Saiie IJrvm1ei. lie usilig anialytical fraiiiewtoirk tt tt explaiin 
government ilitervenit itons as wtotuld he used toiexplain iarket-oritited 
inntvations. 

I dt noit think that is the right way to prticeed. We necd to take :ill 
ilnsent iietal ltk at what is aCtull' nIt iivating gtivrnments in tile set tof 
financial intervetlitis iolat the\ miake. \'e ill ilct giliZe thi:tt SoMtllles 
their incentives ma'' liesomethineig other thln maximizing (i)P tIor the 
wvelfare of the representative indiviLuall. Cotndcitionality programs ire 

premiseJ tn tihlt unideCrstiilg, ar1en'l thet\'? 

\We need titake isetrioLI look at exactl\vwhat is at stake il Iinaincial 
regulation .aid to whit extCt it is being Lised isa tool for gathering 
seigniorage and distributing subsidies. If wealth transfcrs aire tie object ifa 
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connections between the financial sector and other sectors of tile econony 
and also on tile point of tile depulty governor from Nigeria about the 
importance Of business confidence in an econo.. Ve have to do more 
research into examining tile various factors across sectors that lead to the 
development Or absence of b.liness conlfidence. 

It nlight be.useful at some pint to have a kind of interdisciplinarv team 
that !ooks at not on financial Sectoir i sLes italso.) issues ill investnent 
codes, tax regulation, and otiier things tl:it Would be very important for 
StimIU;lating in\Vcstnv,,.nt ill('onllltl'ies. 

It miglht also I)be interesting to identify a few places, not necessarily only 
in Africa, that seem to he successful at stimulating investlent and see if 
particular factors for this success can he identified. This knowledge could 
thein be transferred to other ci uni ries as a basis for stilmulating investment, 
both locally fina nCed and provided by direct investment from overseas. 

PATRICK HONOiIAN: Regarding the potential for building on these 
informal rotating savings and credit schemes and tie tontines and so forth, 
Donald Math ieson's earlier quest ion is pe,'tinent: Are we going t1 rull into 
prudenti al prbilems if We Ithink of expanding these into)a more substantial 
part of the financial system? I think there is this risk. I want to remind you of 
the experience in the Phillip,-)ines in the late 197 0s and earlv' 1980s, when a1 
money market develo iped mtside the I)anking system, which was very 
substantially supported On bothtlie horrowirg and tile lending side by the 
Chinese business cOIIMLunit\ 

This lloney market was really quite ahead of financial de'elOpiiiclt in 
other countries. One oif thiL rapidly, I arnreasos it emerged and grew so 
told, is that there wvas a substantial degree (if'confide ice based on thnicityv 
The Chinese Iusinessmen said: "We, avs Chinese, trust each other. We know 
the families. They"ve been in the Philippines for many years. We don't really 
need to he vyrv particular ai ut diicimenltatih n Or collateral or si oin. We 
know our people won't defrult." 

But there was a riissive default. One Of the biggL.st borr)wers, if not the 
biggest Iorriwer; in the market just left tile c(Iuntr, leaving very substan
tial debts behind, which more or less brought down tile entire market. 
There had totbe liea\ v central bank interventions. Some of the bigger 
banks had to p~irchlise, with assistance from the central bank, tile finance 
houses participating in the market. 

Itsuggested to ile that there is a kind of vulrnerabilits; that once one gets 
too big, the stakes become too high, the lines of communication become 
too long. 'his is almo)st inevitable in Africa if the same kinds of links are 
pressed beyond what tile\' have been accustomed to. 

We know the tontines have gotten very big iil Cameroon, where their 
developmenL seems to be much more advanced than in other countries in 
Africa. I an doubtful whether it can go much further in Cameroon. That 
may represent something close to the limit. If so, then there are going to be 
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quite serious limitations to tile potential of this kind of mutual trust kind of 
financial system in doing the kind of risk pooling and the geographical 
transmission of funds that we expect from a modern developed finaincidl 
systen. 

The other po int I viant to make is something cI)mletel\, different, 
bearing oil Anthnly SaIunders's paper Although I thought it waiIS really
imaginati'e and a very interesting way of analyzing th1e developlents that 
have taken place in financial inn ovat io n, I want to) strike :1cattii)li ar' note. 
If we Confine ourselves to tlit perspective, we are locking ourselves into a 
straitjacket where there is (nlv one directiioin of policy that we call adopt. 
,ecan say, "Otps,there's a government interventlioin. \Ve didn't even
 

notice it. Let's eliminate it." That is iroh-iahlv tilte
ptrioritv in Africa and in 
countries. There may iescope, however,m11OSI ltSolle positive govern-


Ilment :lctioll (Iltlo)uh maybeIll~
it is in a sense negative government action)

in buiifing tip the deep infrastiructure formarkets thait t exist and
do l 

caniilOt exist heciuse Of tile failiire )f co(ii'act ciiftOrcellenl.
 

Why are contracts noit enfoirced? FoIr various reaso ins, including the fact 
that poxverful people have access to high authoiritv; which calloverturn 
courts or prevent cmntracts from being enfl 'rced. SoI maybe it i.; no t anl 
examl)le of government iiiter\velion ISMuch Iswhat m,1,ight naturally 
emerge as aIcontract system tllhat would be enforcecd by the law in isysten 
wlere government was not so pow\'erful. 

But the go vern ment pro babl v doeCs have a role at this stage, in working 
hard to build up tllt infrastructure that has beCn a CiC0immo0n basis in tile 
Western Iiuropean societies and tile [nited Stlie,; lnd has all Oed financiail 
innovations to take pl:ace. It has been tilecommoi in basis, so we lo not evell 
nootice it. It is no t acoi mimlm(on hasis in postcollonial Africa, I think pairtly
becaluSe so1me of these structures are seen as toyvs that came froml Europe 
and can be diSpensed with or :ire simply there to he x)loiteL. 

S.TiIILI.AIIAJAII: Oil tile last p)ill aJ Litpm)sitive intervention, I do not 
suppose when ago ivernment decides to intervene, li'govvernment would 
adillit tilitit is doing sonlmethillg in the negative Mole. I find go)vernment 
interventions, which I think should Cleilkfbe tenlllOrar, are not. Tile),
become eternal. 

Like the problems of cost, intervention to) snowballs. So this is where 
wtZ 1ave to be careful to let market signals work and desist from interven
tiotn, even though bona fide moist of the time. 

JANE SIEFERT: One Of tile issues that has not been brought up here is 
that many times by the time the donors ire invOlveid, there is a crisis 
situition. There iseconomic gridlock, where liquidity has absolutely come 
to a standstill in :ibalking system. 'Fhe doors have beel closed down. 
There is no stock market. )epositors have not been repaid, and the central 
bank does not know low to set uLp its operational l)rocedures. 

It is obviously useful to do research in advance, but I do not know how 
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one predicts these things or when one says what isgoing to happen. Maybe 
those of you whio dl0more research than 1do0 can tell us that. But I think that 
the biggest issLe is that banks and linancial systems ire based on two 
things, coniidence and COI)fidlntialit\ 

IInless the conlidence exists on all sides, a system CilnOt exist. Not only 
do tile deplOsitors have to beliee they are going to he repaid, but investors 
have tO believe that liv'-v'ear mtOhey isgood liltmey hectwse the econoim 
will still he trl'und in live vears nL tie curreI wv Will still he SUibstat tially 
w(Irth then what it is nmv\ l Iwers have to believe in the syCstem in tiletorrI 


sense that if the\' dO t repa.y, they will he sanctioned. 
Often tile only peo ple who believe in tile system are tile borrowers, and 

tile\, believe in it because they believe it is going to Fail and tile\' Will not 
have to repay ] Iat is very germane, and it has to be theIhasis of anyAllIf th 

research that is dome.
 

Fro m a dl ll) rs standlp( int tie biggest pr( Iblei "hat
is (Ire was bro)uitght 
up in the stin Ir\v TIat is, at what p1)in t CIO \we interve ne, and at what point 
is conditiotntlitV heing inpcIsed tp)n 3igoVelnlllment i all ecollvll 
wit hoIIut its ( Iitit'Cal Will? In Itbetr woRIs, When is it just anIther haiilOut, and 
when is it really refolIrm? 

I dLO nOt kn \ ifthat is a topic fo)r research. A.swas po inted oLut by Alan 
Gelb, WC can britig up all hthle IOpics we want to, hut if we cannot research 
them, it is inOt really wBIt'hiluBitt Ido not see hInv,we decide In w to pIt 
hLundreds of millions Of d()illars into alleconom ' if We do not know the 
answer to that question. And helieve me, it is very cimlplicated from where 
I sit. 

Jo ANN PAUI.SON: I all It1 sure where tile i'Cseatch agenda, proiises of 
fuInditng, and the SIteeringl cInileite ideas discussed in Iis conference are 
goi ng to Iead. As a rca lrchetr interested in African financial Imarkets, I have 
1n data1i and Ve ry little access to ilnstituItiOn ilin f(Orlnitio n. I can glean Ifew 
paragraphs abLlitin ancial sectoIrs frmi tile \ivld Bank atnudIMIF coIntrv 
reports, assuming that I can get s(Ini)ne t I smnllggle those OItit tI nte. The 
proceedings of this c(Inftulrence ire g ing to colIe out with a shInIppilg list 
of research topics. The research agenclda will he driven b\' funditg from 
donoIrs, and the dlon(IOts usually want reseairch tl sipport pendl-Ig policy 
decisioIns. BLi it will be a year ()1 Ie'It ef)re the results of this conference 
call e ttrned intoI re.search pt1l pI sI5Is fOr fundig. I tiink we sloI Id spend 
a few minutes talking a1ouit ways toI get 1Colple in acadelic instituItions 
involved in research oilAfrica. Otherwise we ire criticized fOr Only dhing 

historical research. 
There has been i"flillure If anal'sis" oin Africa fl-Om tile American 

academic colnmlitt\ W have illOt played irole in no nitloring the donors. 
We need to talk abihtII ways to improv'e cOillltiniCatiton links. Maybe, 
instead olf talking Ililt lanypossible issues, We shoutld coIncentrate 
research oin One cOintry. That would lower tilestaIt-upl) costs for Ill 
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individual researcher, but I do not think mianv African countries would 
want to volunteer flOr this exercise. 

ALAN GEL B: NIx' sei2s(2, fl'(liii being an iCdellic an1d thlen coming to the 
World IBank, is thalt it is gnernel liy ri thI.It IcadCiiics are a Co(upile (If years 
behind the tiles in informlation. Trhev caillnill help it. 'Ihat is a natural 
fe'at uire_. 

Since I kn W that V(O)I have \\Orked oil AS i',I great deal , what, 
specihical.x; is the Inauire of the prohilCIm? Is it just the gen(2ral problem, that 
academics a1re a Ciouple Of \ears hehind, Or are there sait2 very specific 
issies in t'eLitionship to studk' Lii Africa that a'e problemitical? l)oesn't 
what you said apply I0other Coilaitries as v(L? If nIt, \vIIV not? 

Jo ANN PAuLtsoN: I will start the list oil the difliculties t doing research 
in Africa. First, the dalI ate llm_ rle:dilv ivailible and re(2iahie fri" some 
ASiia clu intries. OiIC spends ii n'we tiMe Otmitaing and verifying data to d(o a 
studyNon Africa. Frele(iitlv th1e centaIl hiank 6iiletinIs do0 ntt have compllete 
or usable data in 1thC filanciall svstenI. Ill some cU I-titi's tile data prIbOhlenis 
are reallV quite s(C r''. Ift' te data ar, availale, the aie un2liible. 

Sec(md, there aire IlllV r;itioti miisisniech liw credit alllOcation in 
most African economics, Ind WC hi 'L to 11axe s2cifiC ilistitutci al kInO\I'l
edge. A dita set Oi prices ancd qna. it i es dI(Cs Init p11')x'i de intuch insight. It 
is harder io ,tarilt aIresearch l'()girlnI (ii ail :\'fricat CCiit)IM' because we 
iieed SO LItuch instititilni kn xviCldge. 

lhere is tlOi'e backgr rA"Id iinft (t'ltiIt (n iead lx' avaible itmi',' Asial 
e(Co1OlieS. ()ie CaI.1 lid hI ILks and studies O the pCirf Irnlaince of tilc 
systems dur iig tile 190S anIId 19-0s. There is little IackgrL ind ihformatiL 
available oniiialix'Af'ican eco mti ts. 'hse are a fexv p ints to start tle list 
of dificiCes if res(2earlch in Africa. 

NANCY BIEJA.IN: I I'Mnd in wrking OLIAfrica that it seemed to le 
part icu liiry inIpI.utatt to be C( iiected xvhien onte vent into I cOuintrx', that 
cWniig ill under tlie ru bric Of tlie \\irld Baink or Some Other Organization 
pt)Iides MIl intinIiduct ii, Which nlieaiis that (One needs :i iini kind Of project 
fro manfl icial Oirganizattiin. 1:t" such I pr iject tLiOccu r, i researchlier max' 
simply h s(unet ii iig that pl eases xwhat is already ot thie agenda of that 
organizati i, atid thel\' call hiiii and pu ill a re(Lest: "\ehaive this project 
oil tile table, aid x'e ied sollime to fill in this slot." Wh2n that dfis not 
happein, te researcher really nceds to create his own project. 

I have spelt a fiir 1u tIc ';ftiniekn cking oii doors at tile VI 'Ird Bank 
to geierate I prOject iti in area whereV I tihtiughit resea'ch xvas important. 
But I had to create the prOject. It is not ailwavs eas',; aiid it is tinie 
cOIisuniillg. If thie i(20>ple trgiliZilitis are verV pressed fIr tiie, itin tile 
is hard for them to thiik Of including eCsearcil ill thiir igCii becauSe the' 
hiave sO taiianiy Other pressing issues. 

The othier prtbllei I fI'ound-just tile nitty-gritty Iimiatiois-is a 
reluctance, not oil the part ofAll) but on the part of the World Baink, to send 
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money to a University to help it pay for graILuate students. I 1ut1d the \\Orld 
Bank tends to wanIt vou to come tot them, Or tie%' will pay .VOL, but the" will 
not p' your irAduaLte students. That is failing to utilize a great source of 
inexpensive labor f r doing titne-coInsuming data o\trk that w'OLIouIld be 
overpazid for doing. 

ANAND CIIANDAVARKAR: 'to prIse 1urther the iterestitng analogy of 
the medical prtactititners, may I bring ilp sbjectit thIt appertains to 
financial pat ho logy as against lhlancial physit)lgy? I will runclti n as a 
former centra hanker One intpOtrtant arca Of research ft rwhich Central 
banks are ideally sitlitated but O(l which they Ihave lIone no0thing. This is the 
very im rtant it uesttion ot \h. hlIen, and how sorme banking assets 
bec(til e no llpe rtrlllilngassets id an1ec11Co1it i naks i s of iad at1d 
dotbtfitl debts. 1iT What extent ,do tile\' reflect nxi nagelent fitiIn res Or 
Itllcr()OCCOOnil ic fIct(Ors? This is aIIso) 11"arel where the dat a+ai"e waiti g t(

be analyzed by the central banks themseIves. I \\ouMiil
use this forul to 
address O iAfriczn central banking frate rnity hcre, toosee wh et hetile\ can 
bridge the gap that exists in central banks between the ecotnomists and tile 
bank examiners. Let them get togetter and tiltow light ti why bad anid 
doubtful debts etterge anid the cOorrect ives fr"that. 

RoBERT PORTER: The last three Or totor c tmll + brinig up tV) poitntsnCts
 
where Ithink Icontiibutition can be made f'rtti iv area (if expertise, in
 
bank sitpervisiOn.
 

The lirst is that every devehlOping co iimnt ry ill which I have heeti intvolved
 
in hank superVision ha.'- my Of a, very deep
reinhto'red Cie\CO plletIt 

skepticism it certain ateas, not as, 
 regard inig tile aCC'iralCy' Of da1ta. 
Enhancing the titallit v of lii:Uliciat data is something rhl I'l icli aly 
coutiry that enilraces the supervisory l cess caJti beiehlt. 

I saw this in some coiultt'iris in tile north of Africa, but primarily it the 
sititzti)ti in I ,otts aV,ta. In MV litrst ",eaIr thIete we dulg itinaIll\' o ki tg at 
how some returns were being prcIpared atid g)iig ttorurl branches aind 
fitiding the rtather jutii(r and(ILquite Li1eduCalted clhrks filling them out. \e 
CaInlle t(0 tile C()IocILISit)II in tue .ase that wW Ult be better ttt atl;trdooll tile 
return rather than co tnt inue it, simply because tf the lack of clarity in whtt 
should le filled ill and the inconsistency anlorn,oIettL rnS will there was a 
rural branch network. 

These pat-ticular kinds of examples have always led tile to feel that 
through central banks ald siipr\'is( Wy atthOtities, one (of tihe greatest 
contributiotns ofsUpervis rs can te checking these da:ta, getting right dowl) 
to the very junior clerk who is actually additig up tile tiumiibets anMd 
determining whether lie has sillicient iinderstantiditig for doitig it atid 
funneling it ilt) to superioos. The need '()rclarit\' of iistructiotis cantiot be 
overemphasized, I)ecause, unfortwuatel ; \what I have foItiId is thatt the 
further along those data get, the more the eco!ioilists and analysts and 
policy makers feel they are carved in stone. 

Those of Is who are visiting the branches iti the rural areas and who see 
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how return:; are atctually tilled out feel quite a bit less conlident, to say the 

least. So I think that one key aru'i where supervisors cll contribute is on 

this nitty-gritty CoIlection tfdata a1nd whetiher Or iiOt it is clear to the 

inStittUtio"I)S that ar'e subnlittiIng it ex1ct l I iOV (0i Otit. There is a tremen-

d)uI an1u1int +vorkthat catn that, atnd evCntuallvy gettinIg m ireif W( e d)n ie 
relialle data \v(ulId he a inlIjir project. 

The second pilnt, II )llOwingup ilMr. Chandavarkr's comment about 

the econi anic anal'sis Of aId and di0u1bifl dCts, why they emerge anl the 
dialgueC oln it, I thought his point was VCiw \\ell taken. Again, hank 

sutipervisi rs are lrge pM't husiness.ttile fri iit line Of this. This is a Ia ift i)lII 

\We areCsLupposedl tto Inl addition,Ib>e diSging OUt Where ilhese had dChts are. 
once we dig it it, WegCnecrally write what we call a1Ialn write-up, a hit of a 
hi[tolica C,)nlllllelltll\ Of h,,w tii'c caine." ;IO Lit. A primary means of doing 
tha.t is to idCntify' plith.'nis \\ ithin theC bank and iaike s.ur: tha tthese are 

Ldequate-lV pirivi ded l'irin a11IcciuitLg s9 ile 'ai1c time \w111011 SiSe. But at 
are going through the-l)rCCSS, in looking at pl(icie.S and dCte-,rmining what 
has, been the track reci')rd in a hi.sto.rical sense, and this h, multiplC uses. 

I Wiuld t-.ndi 1uest1i1n .i)l,, suich as m,,self, Whoiise any that those 
have hCen Oin the 1r0nt liIe 1iid limging in ti individulhd 1I 1s inding 

out 'here thte. have_ gl e wrOng, can make . contribuitiol to the p)Oilicy 
Iakers if \'e see gene,:rll p.tlICB'lle can b1so close toficause.Sulpe)'rvisor., 

the SOurcC Of tile IlkIOlCIIs, we have icontrihution to make both r tie 

aIccuracy of tie data e I expla ining Somie of theICing sulbI mitted and a.O tso)r 
historical re'ausO)s \'I s(inie )f let iPrl IM ins Iiav'e ( Ccurred. So I just 

wanted to indicate ti bank SLICr\'irIv\ r)c'ss cali contribute.where )r 

NOIIAMAIOU DIOp: I wi uld lik, to m-ake 1 few cIlllllnellts ilthese 
statistical prnlblciiis. One thinmg I fOLuii' very impressive iii tile Ghana 
project is that there is,as part if tile pi')jcut, a sIMAl st udv ti develop 

ciherenit and c miparab le monetarv amid finiancial perl't rianiice data for the 
bankin system. 

"T :ccimil)Sli this sCvCral piiblNCs h'C facCd. The_'re is the issue Of 
Coln tident ialitv; froia tile staridpOint if tlie central Ibanks, )fgiovernmenat 

trealsury ai thritiCs, 1ad (Of commercial banks themselves. BeCaUSe ili 
Africa oiie Of the lroilneiiis I ftund o)ut W1l0n I started working back lii ine 

is the iil(issihilitv iif placiig myself cim'paratively with tile ciinpetition. 

First Of all, a Ot of banks dii inti ha've hIudgeta y IM-vpi.cesses. l'here is no0 
[-r.es by which hianks comipare budgetatryibject iVCS with reallization. It 

does not exist. Mst hanks, pa rtict rly tile indige n ius banks, are iii 
groups. \We L iiot ha|'ve uIdtgetary' processes frioi the giroupis standlioint. 
But usually gin\mTUps have diffet-rnt criteria, performance criteria aiid so oi. 
So Oio( iour challenges, At least in the ginoip, \as to develop groupwide : 
coherent set of performance criteria, because we ruil into the problem that 
We have to use ahniost daily noving averages. That isoiie. \Ve use quarterly 
nionthili, atnd sometimes end-of-year balaiices. It is a methodological 
problem.
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When it comes to the central bank, it is the same thing. The BCEAO, for 
example, which has a highly developed set of periodic statistics, has two 

departments issuing statistics dealing with the same figures, the research 
department and the credit department. They look at it from very different 
standpoints. One looks at it from an economic, purely statistical standpoint. 
The other looks at it from a purely accounting and credit standpoint. When 

we try to merge the two, we get lost. The situation gets worse in getting 
statistics for the budget. The government comes out with its ovn budget. 

Senegal, for example, has a very complex statistical bureaucrac, which we 
inherited frlom the colonial administration. 

I myself at one point, when we were doing studies with the old group, 
trying just tW,find coherence betwcen these various sets of data, found it to 

he impossible. So I would suggest that notwithstanding the particular 
needs of academics, which are different from the needs of practitioners, 
there is a big problen here because it is very difficult to make performance 
comparis)ls. 

JOSHUA GREENE: Another issue that has developed with regard to 

American economists is that, fora nunber of reasons, the rewards in the 

economic profession have not gone toward studying Africa. It is unfortu
hate, are oriented, Africabut the way the American economy and politics 

does not have as hlgh a place as some other regions. 
Some of our big institutions co)uld help to change this. Bringing in 

consultants in certain ways, providing research contracts, "rod sponsoring 
studies at universities, ifdone on a sufficient scale, could make a difference. 
There is no reason why people working on Africa have to see themselves as 
second-class citizens in the American economics profession. 

Even my own institution is starting to take a more focused look at 
Undertaking research on Africa. Unfortunately, it is rather new Another part 
of the prllem is that some don1r institutions do not have the slack 
needed to accommodate research as part of their programs. Perhaps there 
needs to he some reallocation of resources so that their staffs have the time 

needed to supervise research, organize research agendas, and so on. 
Overall, however, there are things we can do to help pLtsh the 

economics profession, so that more people ,i!study Africa and that the 
intelligence now devoted to other regions is allocated a little more fairly 

Jo ANN PAULSON: American academics are in demand to do consulting 
on Africa now. We get more phone calls than we can handle. Most American 
universities, however,; do not want to he bases for consultants. The 
universities are trying to build long-term research programs and support 
graduate students. While there is more interest in Africa nowv, there is still a 

mismatch between the type of work clone in the universities and the way 
work on Africa is funded. Universities are interested in developing "centers 
of expertise," but most resources are going for short-term consultants, not 
long-term research programs. 
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STEPHEN O'CONNELL: I am quite hopeful about the prospects for more 
academics getting involved in Africa, simply because the main institutions 
that draw academics are throwing so much money in that direction. I 
myself, with linmited experience in Africa, get more calls than I can 
positively respond to. I end up suggesting names of people who have never 
looked at Africa before but who may become interested. So I am very 
hopeful about getting more academics involved. 

I have two suggestions. First, with respect to financi:il sector research 
and policy advice, we need to think more about trying to recruit consul
tants from business schools and finance department faculties. Economists 
in U.S. economics departments typically do not know much about banking. 
Moreover, the kind of consulting that is required for banking sector 
restructuring is standard fare for business school faEculty' and much less so 
for economics falculty, whose interests are often more theoretical. 

Second, it is important that we make an eltfort to attract more African 
graduite students to American universities. Rockefeller used to have a 
prograim that ftunded graduate study for African students. W0hen I was in 
East Africa recently, Iencountered a nmblner of excellent economists who 
had gone through the program. They had I lt returned to Africa, however, 
after completing their graduate work; perhaps that had something to do 
with the termination of the program. But funding this kind of progrm 
should be a very high priority, both for providing a critical mass of U.S. 
researchers interested in Africa and for building intellectual capacity for 
economic policy making in African countries. 

MICHAEL SARRIs: I want to make a quick point on the willingness of 
African governments to share information and data. That is sometimes an 
issue. For example, now in the context of a project that x'e are involved in, 
we have put together a large volume of statistical information. It is likely to 
be \'er\' useful to a lot of people, but because it Iodlows something we 
pIblished that showed adjustment to be working in Africat-causing a lot of 
controversy--we are now spending a lot of time trying to convince others 
that we should pubIlish this new product. 

JANE SIEFERT: I would second the motion that when we do research we 
should use financial economists or whoever is comfortable with finance. As 
a banker, I was quite astonished to hear that the financial services industry 
is not included when many academic economists refer to the "real" 
economy I would not think that such a division of the world would be 
constructive in the way research is done. 

The financial sector is best seen as part of the whole and not something 
that is different, far away and mysterious, which is something that rightly or 
wrongly I picked up in some of the comments as I was listening to them. I 
believe that it was in Professor Leith's summary that a more useful 
conception was provided, viewing finance as the oil for the rest of the 
economny 
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Separating Bank and State 
in Africa 

Tile McKinnon-Shaw scho'l (McKinnon 1973, Shaw 1973, Fry 1988) has 

long argued that the financial sector plays an important rote in economic 

growh and development and that the financial sector hest promotes 

growth and development when least "repressed" or restricted. The World 

Bank (19891)), or at least its research staff, appears to have taken this lesson 

to heart. The evidence from sub-Salaran Africa, where financial repression 

has gone hand in [Iand with economic stagnation, strongly corroborates 
the general argu,ment for linancial liberalization. State ownership of banks 

and restriction of private banks have strongly inhibited economic progress. 

Keith Marsden and l'h~rse 136lt (1987: 21-32) have cataloged six ways 

in which African states have inhibited growth and development by restrict
ing the private sector. Their list can serve as a sLDmary of the problems 

identified in the foregoing chapters. 
1. luuciail repn-"ion (typically consisting of interest rate controls 

and credit allocation directives) reduces intermediation. Often constrained 

to negative real rates of interest on deposits, formal banks cannot attract 
much in savings. What they do attract they cannot lend to the most 
productive enterprises. Directed credits go preferentially to state-owned 

enterprises tSOEs) or to individuals or groups with political influence or to 

the state itself (see Fry 1988: 398-418). Development financial institutions 
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(DFIs) and specialized state investment banks have been a party to, rather 

than a remedy for, the deliberate misallocation of funds. Unfavored 

borrowers, denied access to formal bank loans by tile cuntrived shortage 

and official rationing of loanable funds, face higher interest rates in 

informal markets because of the risks inherent in illegal lending. Interest 

rate ceilings thus make credit more expensive to all but a favored few 

borrowers. Formal c()mmercial banks, forced to lend to uncredit-worthy 

states, SOEs, and state-connected individuals, have suffered extensive loan 

losses. In Benin this problenm has been particularly acute (World Bank 

1989b: 170). 
2.Policies with a bias against equity inhibit mobilization of eqtuity 

capital for priv, te enterprises. Such policies include direct control of stock 

issues, as by Kenya's official Capital Issues Committee; tax p)licies that treat 

equity more severely than debt; and artificial reductions of the risks of debt 

financing through bailouts of favored inso)lvent firms. 

3. Foreign \vchaicge allocationby tie state rather than the market, like 

credit allocation, channels funds to SOls and favored firms, not to the most 

productive users. 
4.Hea'v state aul SOE borrowhig crowds out productive private 

sector borroving. Marsden and Blot cite International Monetary Fund 

(IMF) data showing that, in fourteen of thirty-five sub-Sallaran countries 

surveyed, the state sector coMsumes More than 60 percent of domestic 

credit. In six Countries it consumes more than 75 percenlt. 

5. leai'v cotporateandIpersoi(l income twtX'ation squeezes retained 

earnings, normally an important source of capital formlnation, alnd discour

ages effort and enterprise. African states impose nominal personal and 

corporate tax rates that are unusually high by world standards. Effective 

rates are pushed even higher b'accounting rules that disallow adjustments 

for (characteristically high) inflation. Some states, for example Ghana, 

seem even to have gone beyond the peak of the Laffer curve: high tax rates 

have so shrunk the tax base that revenue is less than itwould be at lower 

rates. 
6. Foreign loanis aond grants are monopolized by Afi'ican states and 

SOEs. End-of-1984 figures, reported by Marsden and B131ot, indicate that 

only 0.6 percent of foreign medium- and long-term credit has gone to 

private enterprises. Only 0.8 percent has gone to l)Fls and only 1.6 percent 

to mixed private-public enterprises. SOEs have received 13.9 percent. Over 

75 percent has gone to finance tile budget and trade delficits of cent :al 

governments and central banks. Marsden and B&1ot note (p. 31) that 

"foreign lenders have acquiesced with these priorities and perhaps even 

encouraged them." They suggest several reasons wy.Granting loans to 

states and SOEs allows official donors to contribute their expertise to 

project selection (and to fancy that their advice makes adifference inwhat 

projects are chosen).Itallows foreign governments to bias the procure
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ment of capital equipment in favor of firms back home. Bypassing the local 

state by choosing a proje, : independently and lending to a private concern 

that undertook it would mean infringing state sovereignty It would also 

mean forgoing the sovereign's guarantee of repayment backed by the 

power to tax. In arm' event the result has been that "foreign loans have 

reinforced the heavy public sector bias of African investmlents.' 

The Problem of the Unconstrained State 

It has been widely recognized in the past decade that domestic policies 

significantly inhibit sub-Saharan development. A notable statement 	of this 
as tilerecognition was the \ orld Bank's issuance of what became known 

"Berg report" (Berg 1981). The stuttedness and distress of the (formal) 

financial sector is symptomatic of a larger problern. 

Economists Who understand that these policies inhibit growth and 

development are tempted to call themn irrational. Deepak Ll (1985: 77), for 

instance, interjects this adjective into -what is othervise an Ulollbjectionable 
conclusion: 

Mos)t Of ihe 110re sri s dLIistoirtions in the current \'o1kinrgs of the price 

n1.Mechanisll in Third World coLintries are LILie not to the inherent imnperfec

tions of the imarket mechanismn but to irratimnal governmnient inte rventions, 

of which foreign trade c mtrols, indList rial licensing, and various foirms of 

price controls are the tiost inmportant. 

Elsewhere Lal (p. 53) speaks of 	distortions created by "h rational 
a course of action irrational is todirigisme.' For an economist to label 

suggest that it is inconsistent with the goal-seeking behavior that eco

nomics analyzes anLd that it therefore cannot be explained. The label 
tounfortunately directs economists away from trying understand why 

states, and African states in particular, adopt interventionist policies. 

The fact of the matter is that interventionist policies are not irrational in 

the sense of being non-goal-oriented. The policies Wvork against the goal of 

economic development, but they serve other goals that are Ipresunaably 
more important to state decision makers. It is the respolnsibility of 

development researchers to explain exactly how these policies suit well the 

objectives of those in control of the state., That the policies soteLhoU' suit 

tie rulers' objectives is evident from the stubbornness with which they 

have been pirsued. 
The basic obstacle to sub-Saharan financial development, and develop

ment in general, is therefore deeper than a poorly informed choice of 

policies by local rulers, with or without encouragement from international 

agencies. Better technical advice and more money from abroad will not 

suflice to remove it. The basic obstacle is a set of political systems that allow 

rulers to persist, without effective constraint, in pursuing policies favorable 
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to their own interests but harmful to the ruled. It is a culture of statism. 

Western societies stiffer the same problem but generally in a lesser degree. 

Eastern Europe appears to have made dramatic progress, but itremains to 

be seen how much Eastern states actually shrink.European wvill 

The variant of statism most lamiliar to economists, because itwas tile 

object of Adan Smith's criticism in his classic work in development 

Nature acnd Gtases of the \Wealth of
economics, An Inquii' ito the 

Nations, ismercantilism. Mercantilist policy aims not at pi'()lting the 

ordinary citizen's welfare but atstrengthening the state. Political scientist 

Thomas M. Callaghy' (1988: 82-84) identities the economic policies of 

African states as mercantilist in just this sense: "In many Afric'n countries 

welfare-oriented development policies are discussed at great length, hut 

development policies that augmtent State and ruler power are the primary 

focus of implementti()n efforts." This istrue of both noinrially capitalist 

and niominally socialist coutntries. 

Though the connotations )f the label "mercantilist" may seem anach

ronistic, therc are parallels between contemporary African states and the 

early nodern European states t() which tile lahel has traditionaly been 

applied. : Both are, in Callaghy's w(ords, centralizing and authoritarian 

-)patriiiioiiil-Itireaicr:itic states" in which "politics is highlly personalized, 

and , ruling class is emerging, with the gap between the rulers and tile 

ruled increasing." In both cases mercantilism "has been closely associated 

with state formaitio'n and a search for s(vereigntv" and "is opposed to 

l(&tLez ft'e or auton( m( Us ca italism, but n(ot to po litical capitalism." 

Elsewhere Callaghv (1989: 100) cites Mobutu's Zaire in particular as 

embodying "neorercantilist ec( nmlic policies designed to increase tile 

(ofthe state, its ruler, and his politicalecon(mic and p10litit al ()wer 

arist( )ocrac. 
The rulers of the postcolonial African states have typically been "free to 

put the squeeze on all their subjects" (Andreski 1979: 289), legally or 

illegally In an\ society the state tends t() expand "until itreaches the limits 

set by itscapacity to s(ueeze other sectors" (leeson and Nixsoin 1988: 72). 

The limits to its capacity to S(lueeze ire determined by the ideology, 

resistance, and mobility of tile )opuliace(N(rth 1979).That these limits are 

sO ulusuallly wide insub-Sallaran Africa ml\'have much to d) with tile 

general absence, up)On the end Of Colonial rule, Of a critical mass of 

indigenous property owners with ex;..,nsive and secure property rights. 

Tile historical p oess of "emb)ourgeoisenlent," as Kornai (1990) calls it,has
 

not advanced far enough. 

The extensive state owxnership of banks and other commercial enter

prises insuhSahiaran Africa is;ill
outgrowth of mercantilism com)ounded
 

by the absence of indigenous private property ownership. Edward Jaycox 

(1988: 41), vice-president for Africa at the World Bank, notes: "There were 

pragmatic reasons for the expansion of the state sector (in Africa]. Politi
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cians found )tLblic enterprises to be excellent means of rewarding suppor
ters with jobs and of forestalling urban discontent." Goran Ilyden (1990: 
260) likewise comments that "the tendency has been .. to make the state 
as large as possible so as to accommodate competing community inter
esLs." \X' thus see "the practice Of using the state primarily as an agenc', to 
satisfy patrnl'lage dema1ands al,:.detileill lale of given coillullnities." Tile 
state expands so as to co-opt. The restriction of markets plays tile comlple
mentary role of forestalling the emergence of an independent business 
community or bourgeoisie that might challenge the hegemony of the 
ruling elite. In a mercantilist regime the state is by design the major avenue 
of upward mlbility.; Economic life is thoroughly politicized. 

Characteristic ofmercantilist and other autihtritarian states is the rule Of 
men rather than of law and the corresponding abridgment of property 
rights. The insecurit' of pn)pertv rights is a major handicap to investment 
an1d capital formatio in (see World Bank 1989a: 9). Max \W'her's characteriza
tion of the impact ( f unlreli:ible law in precapitalist Europe (quoted by 
Callaghv 1988: 2-73 ) shoiws remarkahle similaritv to Africa in recent years: 

And legal sytern .. lnded to) be charIcitrized by patrinlonial ... 
pro'cCedures .. and practices officialsn. hy the of :,ecking private gain. 
Reliaille financial transaciultns, iluCLtldilg the opuralitn ofla banking systemil 
relitivelv free fron political filIIferit'ncC anld plundrClilg, were pautictilarly 
hlatliappcd 1w th\se0C nClitions 

The pre'valence if coirruption illsub-Saharan Sates and state-owned 
financil] ilstitutions, muc(h remarked up)n elsewher'e illthis volImhe, is 
sVIm ptmlatic )f the culture of statism. The miist revealing disctlSSit mOf tle 
nature of the c irruption rIMObletn is still thar if Stanislav Andreski's 7he 
Afirican PJredhiameLnt.IAndreski (i9'9: 2 7-78) notCS blintly' that "tile use 
of pullic office for private enrichment is tilenormal and accepted practice 
in African stares ....After only a few y'ears in Office the top politicians have 
alassed fortunes worth a huindred tillies tile sull of salaries received." 

The common vernacular of Africans reflects this reality"Andreski notes 
that the cutstonarv bribe for receiving a government contr'act in Nigeria is a 
10 percent kickback and that this is so well known locally that anyome active 
in politics is called a "ten-percenter:" George IB.N. Avittev (1988: 6) 
observes chat "in East Africa the peasants have a word for the ruling elites: 
u'abenzi, men of the Mercedes Benz." 

The use of pullic office fir priv:te gain is of coIurse historically the 
norm throughiout tile world and is by no means peculiar to contenporarry 
African states. That is Lecause statism has historically been tile norm. The 
notion cf a duty to refirin from using pullic office for private gain is, in 
Andreski's (1979: 277) words, "oneof the most recent and fragile conquests 
of civilization." It is an outgrowth of classical liberalism's concern for 
properly limiting the state. Looking across societies, we naturally find that 
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graft varies inversely with the moral restraints a society imposes on the uses 

of power. Where kin solidarity is tile predominant effective system of social 

ethics, favoriti!;m toward the kinsnen of state officials (for example, in the 

awarding of state posts) occasions no moral outrage (Andreski 1979: 283

84; Amissah 1986: 42). 
Constraints on state corruption are pn ividCd more or les.; effectively in 

tle West h\'a watchful free press, a1 info rmed and1oltlrled citizen'', and 

independent blsiness aid prIOfessili-lmtl Colnlnullities. The weakness of 

these constraiits in sub-Sal:iral Africa mirrors the lack Of c InstitUtiOllal 

constrai.it, fr(om the same s51lirces, Om even legal state tranisfer activity. Illicit 

uses Of offici:all position grow with tile size and intrusiveless of the 

legisl t.(! state because oppOirtunitics tocharige for fLivr)rs arise in pro(por

tiotn to the nul leri (If favors officiaIs have to11hand lut. St ate pi)'V)\'iStint)f 
private gOO ds, like finmcial services, eno'lrn)Llslv expani,ds tile field for 
c rr)tuptiOnl. rents (or tther fivors, it is\'here tie state awards momolpolv 

hard to imagine that tie bidding process for them that we call ColIrruption 

would nlot :irise. Whether rent seeking takes the firmi f freelance 

buireaucratic cOIIPtio 0nr omfofficially l'egislakted proigrains of wealth 

transfer "isnot Isuallv' relevant fo r cOn n ic ,uialvsis Of its costs" (Krueger 

1990: 18). And, regardless of its form, "Rent-seeking diverts 'es ,urces fromlr 

productive ttivitv and hI th liwers welfarC llldslows growth" (Gallagher 

1991: ). 
By Austin Amissah's (1986: -i) c( nut, only ,Ixteen I f the1 sub-Salharan 

ice independence." 

that democratic traditions, sLch as public debate and tirulv contested 

elections, have inever really taken rootlit in African cult uial Seltings in which 

insults (if elders hw nolnkiimnl ire itolerable and in which leaders 

(chieftains) have traditionally been selected by other methods (see also 

Hvden 1990: 25H-i9). Written constitutions, liberal in conception, have 

failed to resirain African states. George B. N. Ayity (1987: 214) notes that 

only two ( Botswana and Senegal) If foiirty-one black :\fricain states retain 

genuinely democratic systems. Tile others have discarded their inde

pendence-era constitutions foir one-party systems or military regimes. 

Since ildepenldence only four heads of state have left office \vitIlout death 

or overthrow (but three of those four after retaining power for twenty or 

more years). Since the preceding sentence was written, Kenneth Kalunda 

stepped aside for a successor in accepting the Outclnle of a presiden'tial 

election in Zambia. Elsewhere in Africa there are considerable stirrings 

that in time llay translate into liinitations Oil the piwers of national states. 

No continent, lhowever, is imbued with more obstructions 1t such an 
evolution. 

The boundaries of African nation-staies are "inartificial creation of tile 

foreign tmasters imposed upon them by force only a few decades ago" 

(Andreski 1979: 283). Spanning a territory encompassing rival ethnic 

st.Zes have av(idCled a milit'y coup shi Amissah argues 

http:constrai.it
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groups, the state has often been the instrument by which tile ruling ethnic 
group exploits the others,- Independence from foreign rule has paradox
ically meant tile suppression if independence from domestic rule, that is, 
the suppression of property rights and of free markets. African govern
ments, enabled and enctouraged by foreign assistance, have tried to direct 
the deveh pment pt eCCsS the In piOcess havefroIn center the they 
obliterated side constraints against using peoIple a1nd their property with
out Consent. 

So x hat possibleIuse are written )OliticalCl nstit ittils in this situatiol? 
It is often said that the maintenance of a m()tetarv cl nstitutio (such as the 
classical gtld standard ()rfree convertibility (if hill unaltercurrenet\' at an 
able exchange rale into an in ternationtmal reserve ci iIe ncv, regarded as a 
restraint on the central bank) reflects rather than provides the discipline of 
tile lOtitar\'and fiscal atth iritics. This :argument unfirttately suggests 
that a1CInstitutiomal rule as such is iIever binding. Ill fact simin p e rules can 
usefully hIOwer tile cost to the publ~ic (If nonitorting the behavior of 
aiithIll. tities and htldinrg them ;tcc01urtable. 

The pmlolem in African nattihIns \vtii,.d seem to he that there is little 
public demand I'rsuch tn iti rig and acc( Ittabilit\'. Ntni dlouibt tile price 
is currently high in countries \\'here dissent is not to(lerated.' The suppres
sioin (f po litical oppoisitio)n cal be re subtle than toss inrg dissidents into()I 

jail, as tile foillowing rep)rt from Ro(bert If. Battes (1981: 117) illustrates: 

i interviewing a rich coacta farnier in (hana in 19"8, I asked him why lie 
iid not tryto orgiize p(iditical sulppt among his colleagues fIor a rise in 
pr-diii prices IGhaMIa', state pIl icy artiii:cialh' reduced [Ileprice received 
b cocoa prt tdiIcers 1.lie hi,,rorighlx and pr(ditcCd :apacket ofwent to st 
documents: licenses 1'()r his vehicles, impt In pernmits ft(r spare parts, titles 
to his real property arid inipr'l eliielIS, ald the articles of incorpo ration 
that exempte'd iini1 Ir i a Major portion (f his iicome taxes, "IfI ired to 

rgamize resistance to the gtvernmnents policies on fariprices," he said 
while Cxlhihit irig these dlcieII ts, "I ltLdhe called an enemy ofthe statew'( 

11il woufld lose all I f these." 

It is unclear whether the emergence of democracy movements 
througholut Africa in the earl' 1990s is a reaction to the abject failures of 
existing governments, or whether it reflects something more substantive 
and positive. If these new movements reflect and foster increased property 
ownership by an expanding population tOfAfricans whose property rights 
are increasingly secure, then the prospects for tile kinds of financial 
research arid reform that are represented in this volume will be much 
greater as this book goes to press than they were during its first drafts of the 
1989 conference. 

Aray of hope vith respect to increasing property ownership by a more 
inclusive population is the relative strength of infornial markets (that is, 
commercial calitalism, outside the state sector). The earlier chapters in this 
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volume testify to the vitality of informal financial markets in sub-Saharan 
Africa. These markets facilitate enb turgeoiselent, the accumulation of 
wealth in the hands of a productive class independent of political power. 
While the state sector stagnates because of its insolvency and its "increasing 
ruling cliass lOsure" (Cal laghv 1988: 1), infiormal acltiviit; which is to say 

unrestricted market activity appears to be growing. Simply put, it works 
better. The informal financial sector has proved robust even as the formal 
systems have become distressed (\Vo rld Bank 1989a: 16). 

It is interesting to note that traditio(nal and (luasi-traliti(nal legal 

systems continue to operate in areas beyond the contr-Ol of the central state 
(Callagiy 1988: -.7. These systems may hardly embody classical liberalism, 
but their competition for jurisdiction may vet enhance the liberty of African 

citizens, n!ulch as \estern liberties in large part grew fortlit(uslv 0tit of 

competition between tile ecclesiastical courts and the \'artius secular 
systems of fCLa Ilat;lV iana I la\; mercantile law,;rhlaLu law, ald royal law 
(Berman 1983). The ability to 1ice from state controls into the informal 
sector is the citizen.s most effetiv'e defense. ' 

The Market-I beral Solution 

Tile success stories of the "gang of fktor" newly industrializing countries of 
the Far East (Singapore, Ilong Kong, '"liwan, and South Korea) are often 
cited, and justiliably so, Isevidence of the eflicacy of trade liberalization 
and market-led development. ils Lil (1985: .i5-.7) note!;, "Their success is 
almost entirely ilue to gootd poicies and the abilit' Of tile people-scarcely 
at all to tavorable circtumstances or a good start.- A deeper and wider, but 
similar, p ictuLre of market-led growth can be foLInd by cotntrasting the 
histories of the original industrialized cou,ntries with other regions (see 
Rosenberg and Birdzell 1986). 

In the same way ntuch attention has been paid to recent experiences 
with financial Iihera IizatiOl in tie s(-Lthern cotne (Argentina. Chile, and 
LlrugLu,'), and in Korea and Turkey (\World Bank 19891): 122-26). A wider 
perspective on the consequences of financial liberty can be gained from 
studying the original historical cases Of nearly laissez-faire banking in 
Scotland, Canada, and New Fogland, among other cases, in contrast with 
countries where the state dominated the banking system. Rondo Cameron 
(1967: 313) concludes ivolume of such C0om1parative studies with the 
verdict that "insofar as the criterion for judging bank performance is the 
contributitt (tf bakS tot growth, the best results have been achieved when 
c(mpetiti(n was freest and most unfettered. IHIe derives from a second 
volume Of studies (Cameron 1972: 25) the reinforcing lesson that 

restrictions oilfreedom of entry atlmost always reduce the qu:tity a1d 
quality of linancial services available to the ecol0 t; aid thus hinder or 
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distort economic growth. Competition in banking, on the other hand, acts 
as aspur to the mobilization of idle financial resources and to their efficient 
Utili izat iln in ck)Inimerce and industri',: 

Freedom and comp~etition all owN,'ed (and compelled) banks to develop 
and to innovate in ways most suited to their environments. Scottish banking 
in the early nineteenth centutry- was rightly regarded as the most free and 
the tiost sophisticated in the world. The state did not restrict entry into 
banking, did not regulate interest rates or bank portftlios, did not guaran
tee deposits, and did not rescue failing banks. There was no central bank. 
Spurred by competition, tl,.Sctttish banks pioneered the introduction of 
interest-bearing deposits, overclMft ,c.ttOUits, and brai,tnchI banking. They 
wvere soU der than their more state-restricted English counterparts, not 
prone to overextension and distress, and not troubled b' Rulls o(r palnics."' 
An important aspect o)fhisto rical *free banking" wts rivate issue of 
currency (bIaknotes), which set the profit mtotive to work in promtoting the 
public',S use If filnicil instruments and inlstitutiolns (Camer()n 1967: 31)." 

By this standard--the degree of financia libCralism unader which the 
\X,;t grew rich-the liberalization t-etforms currently sUggested by tile INIF 
and the World Bank doI not go 1neatrly' fatr ent high. The'y seem to he moldeled 
On current regtlt, Irvpt)licies in \Western natiolns. They take central 
banking for granted. ,o: recent works ha\ve cogently' t-gued that \Westernl 
finanitcial institutitlns are tIverrestricted and. Ciisttrted Iy the state and 
central banking is better aVOidedL ( l)twd 1989, Glasner 1989, Selgin 1989, 
K'ine 1989). It is all the nitre cluciatl ftor the citizens of' pt)rcr n:ati(ons to 
avoid expensive state interventions and institutions (see Olst n 1987). Thus 
we have reaso n to he concernel, ra;ttheCr thant+ r'ealSSured, thatt the \%'orldc 
Bank "toes adv cate a signilicant rtole for tle African state" and that its 
"strategies for African dev'clvle-ment (1o nt ILCesti(on the involvement )f the 
state" (Contniins 1988: 2-3), particularly with respect to money and 
banking. 

It is fairly eas' to) envisitn what tile ttizattit m a.1in dregolkititliOf 
the finMciatl sector o'tulId entail: sale of' so lvent state-owned Ianks to 
private imesto rs, liquihitltti(tl Of instIlvint hainks, Opt'1 enttrv, enftorceability 
for lItan ct lnt+acis, freecom froni interest rate ctIntrols, ntI crecdit allhocation 
or portfolio restriction schemes, atnend to) flreign exchange market 
interventi n (White 1987). But even as b:adlv ais African central banks have 
performed, ht w ctuld ain African ctuntry y iutt a IOcaI centiarItcltI \vit h10 
hank tol contrtl its money sto ck? In the nCinCteentth celltcllrV the basic mo11ney' 
inl each advanced nation wats gtld or silver ctin, ald tile sitock tIf nit nev was 
acctrdinglv regulated by'the inte rnattitInal fl'tWs (If'sIeccie thatt atdjusted the 
distributitil (f metalIs in accordance with relative demands to hold specie. 
(This process regulated the sttck of mtney iii the ltng run even in 
countries with central banks, irovided their central banks did not suspend 
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convertibility or devalue.) Adeveloping country toda' could similarly use I 
relatively stable internationally traled currency is its basic MONe; If it 
chose the dollar, its mnmev stock \w)ul be reIgulated just Is is tile money 
stock of Califolrnia, hy flows adjUsting the d.istrIibutioIn of dollars ill 
accordance with relative demlnds within tile unitied CLIrIenCy area. Its 
inflation rate W(OtlM he hld down tI( that of the Unied Stat,.s. Tile common 

(and-t0-1hand i 'it ll a -det nawedCu rrecyvwI Iltst adaIntagelo1S1v he d mOli 
-banknotes issued lh private banks. 

A reforill of this soIrt Itholugh withlut private 1t te issue) has recetlt' 
been adopted bi aII Eastern Eur0(pean nat iI n a i initig to speed its Own! 
development: East Germany has abolished its central bank by :ad Ipling the 
deC Itsche mark st a ndard. It did So bef.re amy date had Ieen set !0r,and in 
principle indepedIenItlV Of, p1oitical unificat m with \\est Germany. Rohert 
L. I letzel ( 1990: 18-19) has enunciated well tile case for such a reform: 

Governments desiring to eut:thlliah market o'co noIIIV can limit go Ivern-

Illelnt iIterventioIn in the conthv by illitin g tile ;abiity' otI their central 
h:anlks toIt unlpredictablClllic cI/;1niUeS ill tile plic leVCl, to .iIh0cate 
C',.lpitall, Mad t0 allocate f~iin exchanlge. The moltst dirctl \\;I\ to livmit 

ilterven1ti ltII tile central bank ill the eo nomIIy1IIis to L'IinIllate tile ceCltIrA 

hank.
 
' Cl~sulCC_. . . Thel 1[It of';t LCllll'ad hank prM)\'idtk" 3I Co lltilltlillg illCelttiv'e or 

loliticiants lllIi'l Pl',"tl.' to CItliulfUS I1n01C'V Cl'CItio l with We til crellioll. 
The resulting inllatiolI then leads Ito mIVrii;d interventions ill the econRilv 
ill tile ftitll Id wage, price, itetL't' rate, uxchAnlge market, and capiil 
controls. Eliminating the central bn;k is tle way ocotltlittilng to :1limited 

role loir tle sLate. 

Bly IdOlti ng at external s,,tatdilrd aI d eliminating their centrtl banks, 
coL ntries "eliminate tie inflation, credit :allocation, f(reign exchange 
controls, Cervalued rate, ilther policiesexcihailg,, and mistaken that 
political systems under stress require of trher central banks." 

Miltnt Friednlan ( 19-3: 5-00 ), is I letzei p inits liLt, has hlg a-l( Iocated 
cu rrency utnilic:tiolm and lbl lition of the central bank for thost developing 
CoIuntries, as tile hest means to Ibar in llatit narv finatnce, exchange rate 
repression, an1d excilangec lltrols.These policies tempt governments with 
a shI Irt-ruml f cus hilt StrIonglV in hilbit growth. I Ietzeil alvises that other 
Eastern European nati Ins Could fllow East Germanny's lead and abolish 
their own central batnks. This advice applies as well to Africal Colunitries that 
recognize tile need t(I lilit tile ilillati(ln'ary and interventionist prIclivities 

-of the state for tile sake (If development. 
fIletzel notes that converting the central halk iilt(Ia cTrrency board oin 

an external standard, as aivocated by I lanke and \Walters (1991 ) anld as 

practiced in Ilong Kong, offers a secoInd-best (ptin for eliminating tile 
discretion of the central bank. Tile disadvantage of the currency board 
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systen is that tile domestic government still has a role illtile monetary 
system, one it can aLuse (by devaluation ) and one it can easily expand back 
into discretionary central banking. Two of tile advantages of a currency 
board-that domestic rather than f(reign currency w()uld circulate and 
that seignl)rage from currenc' issue would lIt go abroad-catn be 
captured while eliminating the central bank entirely; by allowing private 
banks tIl issue currency Foreign currency Would then be held only as bank 
rese rves. 

It shoutIl lie emphasized that this sort of free banking arrangement 
Loes not have to be engineered: it only has to lbe legalized.,' In highly 
inflati(ary countries freedom to) use stable itenat tina currencies is 
usuall\V suftficient for "d)llariztatin tioI(0cour Spontaneolusly 

Fcononimic advisers, alhmist i)\'he nattr'eIf their rIole, are prone to see 
irrationality ()rmarket failure in private institutional arrangemelnts they do 
no(it uLndelStand andLi to) 'illthink tht state intervention ratii naliz_ things. 
The\, are prtie to see remediable error, rather thani)IIrslit Olflthergo'aIs,
in tile fiilIIure If state-Iwled it stitut i(Ils to pIroimote dexehpment. Even in 
an era favo)rable toward liberaliztati), tile\- are coistantlv tempted to 
reorient rather than abadILIOi the ttp-dtiwn appro;aches Of the past. The 
current literature on iiiaticial restructuring is replete With statements to 
tie effect that we policy advisers cain IOW te(Illsider what kind Iffinancial 
institution itre w\'alt to "put into) place" indevel(oiping economis. The 
sensible approach, howeve r is t(o dismantle and discard the listadcs to 
tinancial develI)pment (state-OwieId instituLti(ns :tnd systems of legal re

strictions) rather than to "rest rtIct rIIe' Or attetillpt to)"rel iailitate" them. 
It Imlight lie objljecteL that 1a ii ushilig against an ipen doo orrheing 

LirduLi ly critical tOf allies. The \\)rlId Bank and the INIF are ,otinltelIectualI 
innocent (Ifthe character of African states, it might b said: tile placing If 
co)nditionalitx' Oin their aid already implies the perception of a divergence 
betweeti what would lie go(,L lor African citizens anid %whatthe rulers want 
to (LI.I d [1()t doub litthattiati at tie iultinatio 11agencies recognize the 
divergence to sotiie extent, but I wV'(id suggest that coItLlitiol alit\' pro
grams L not aLId,-uately address it. 

The entire enterprise of "working with" less-Lleveloped-countitr go\'
ernments and central banks to )iLIt into ilacL'externally prescriied policies 
would seei to lie self-contradictory all sell defeating. It suggests noit only
that outside experts have the "true" understalding but that the mere 
transmission of expertise can t-aisf)rni cal ruling elites tinto agents of 
progress. The \'orld Bank's ".Joint Pr-ograni oif Action for Sub-Saliaran 
Africa," for example, as jaycox (1988: 26; emphasis added) describes it, 
presumes that "there is a need tol assist gore)t'rhaepitst( increase rapidly 
their capacity to inawa'e the)Lir ou'11 eCoflonies tlll:Iutgli developing both 
humanl resources and institutions." Such a statement of piu)r(>Ise presents 
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us with the paradox of "free market" advocacy by an agency that wants to 
keep the fingers of local states, and its own fingers, in the pie. In the end a 
program of assisting local states in economic management is antithetical to 
dismantling state economic controls and consequently incompatible with 
economic growth and development. 

The economist John P Powelson (1988:174), having worked for the IMF 
for eight years, reached essentially this view through his personal experi
ence: 

But after economic advising in Kenya for t,'o years, which ended in 1974, 
and having written a large part of the Kenya National Plan, the five-year 
plan, including the chapters on macroeconomics and fiscal and monetary 
poliC Icame to the conclusion that really what I was doing was primarily, 
enhancing the power of the elites in Keny.a and other places, and probably 
discriminating against the poor... I could see that really what I was doing 
was putting out a propaganda device. 

Structural assistance loans are an example of ostensibly good inten
tions undermined by inappropriate means. The World Bank and the IMF 
pay African governments to listen to their good advice, as though the 
problem were intellectual shortcomings of the ruling elites of recipient 
states (jaycox 1988: 28, 31) rather than the rulers perception of their self
interest. The agencies even "bribe them with their funds to employ good 
policies" (Powelson 1988: 176). The checks are cashed. But there is precious 
little evidence that this gives the World Bank or anyone else effective 
!everage in enlightening, much less in reforming, repressive regimes. It is 
more likely that it helps those regimes maintain their grip onl power. 

The World Bank's recent initiative of establishing a Mul1tilateral Invest
nent Guarantee Agenc. to insulate priatc overseas investors against 
expropriation, currency inconvertibiliy and armed conflict" (aycox 1988: 

46), ma' likewise end up supporting illiberal regimes, though this is not 
part of its stated purpose. By reducing the overseas investors felt losses 
from expropriation and belligerenc), the program will reduce his incentive 
to avoid investing in countries ruled by potentially expropriative and 
belligerent regimes. It will therefore reduce the market penalty to African 
states (the drying up of foreign private investment funds) of repressive 
policies. Greater illiberality will be able to survive. 

The World Banks current programs of -assistance in developing local 
institutions" in tne financial area include the prescription of auditing 
procedures and capital-asset ratios. Several contributors to the present 
Volume suggest that additional state supervision would be useful to 
prevent fraud and mismanagement in financiai institutions But we should 
consider that bank supervision by political agencies, in the United States as 
well as in Africa, has typically been an inferior and even corrupt substitute 
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for professional self-regulation. The chances for arms-length supervision of 
banks by political authorities are slender. The apparatus of state supervi
sion is more likely to be harnessed for hand-in-pocket political favoritism. 

We also find, earlier in this volume, well-meaning proposals for the 
hothouse cultivation of new financial products. There is little warrant for 
supposing that economists really know how to spot unfilled "gaps" in 
financial markets. Those who presume to know should be out selling new 
financial products in the marketplace, facing the market test for their 
innovations, rather than peddling their ideas to states or multinational 
agencies. It is not true, as Jaycox seems to s,.ggest (1988: 22, 37), that 
Africans lack the reluisite entrepreneurial skills. Such a viev; implicitly 
condescending, is somet'mes based on the historicist notion that we in the 
West have reached a higher "stage" of development. It has been effectively 
criticized by anthropologist Polly Hill (1986: esp. 51-65) and others (see in 
particular Kennedy 1988). 

The multinational agencies' and foreign aid establishment's experiment 
in using the state as the vehicle for development must be judged a failure. 
As Goran Hyden (1983: 182) puts it: "The basic fallacy in official develop
ment aid is ... that it can reach the powerless by going through the 
powerful." P T Bauer (1976: 21) has long since observed that "official aid 
does not descend indiscriminately on the population of the recipient 
country; it accruLes to specific groups of people in positions of power and 
sets up repercussions often damaging to development, notably by contrib
uting to the politicisation of economic life." Many have subsequently 
recognized that the primary tangible result of administering aid through 
the state sector has simply been the expansion of dhe state sector (Leeson 
and Nixson 1988: 70). Little or none of the aid may ever improve the lot of 
poor citizens (Lal 1985: 55). Skeptics of trickle-down theories would be 
well advised to turn their scrutiny here. 

Often even the immediate objectives of aid programs are antithetical to 
fostering liberal and prosperous economies. Aid is extended with the aim 
of strengthening SOEs (Jaycox 1988: 28, 33, 39-42) rather than of abolish
ing them. The World Bank, for instance, continues to support state-owned 
DFIs. 

Aid to local states is actually and regrettably likely to worsen the lot of 
the poor by strengthening the states that oppress them. Reliance on hard
won cooperation from local states leads donors to the view that political 
-fragility" and "instabiity"-that is, threats to the hegemony of an existing 
state-are to be avoided at all costs. An agency taking this view is destined 
to support and even to strengthen the existing local regime, no matter how 
repressive. Thus Callaghy (1989: 100) notes that "international assistance 
has been a continuous and pervasive factor supporting the emergence, 
consolidation, and survival of the Mobutu regime in Zaire." 



424 lAWRENCE H. WIilTE 

The Agenda for Research and Reform 

We need frank and sober studies of the character and behavior of African 

states in order to understand the barriers to development, and to financial 

development in particular. P E Leeson (1988) has called for just such a 

reorientation of development ec(nomics research. Scrutiny of African 

states has been uncommon in the development economics literature to 

date, perhaps because it "might prOduce advice uncongenial to recipient 
and donor governments" (l.eeson 1988: 32). African governments and their 

foreign patrons are naturally happy to deflect attention away from the 

internal causes of their fatilures. 
We need public choice research "to understand why governments 

behave as they do in tile economic sphere," recognizing that tile\, serve 

interests and have ains (Leeson and Nixson 1988: 6-i). This research would 

attempt to uncover the gainers and losers from state activity within African 

societies (what Leeson 11988: 361 calls their "internal class structure") and 

from international intervention. What interests do particular interventions 

serve and how? Who directs policy, and how do the\, profit? What are the 

unintended side effects of intervention, and to what further policies do 

these side effects give rise?15 What has driven the central banks? Leeson 

(1988: 38) worries that "apolicy aim of reducing drastically the size and 

ramifications of state operations may not be conducive to their proper 

study:" But such an aim should not be a Ihandicap to valid social science 

research any more thtan adherence to the aim of reducing disease is a 

handicap to medical research. 
A lack of a serio us considerat)ion of the character and behavior of the 

state is evident in much development research. An example is provided in 

the p)resent volume by Anthon Saunders's chapter (Iapologize for singling 

one author out). Saunders tries to use the same framework to explain 

innovations both by private entrepreneurs and by state agencies. But 

private entrepreneurs are constrained to seek activities whose narket 

value exceeds their costs. State agencies are not. Surely we need a public 

choice l)erspective on the state's objectives in financial intervention, under 

which is subsumed its sponsorship of new financial products. Govern

ments are not motivated by the same concern for market profitability, and it 

would be naive to think that they aim to enrich e'evLyone. 
On the policy reform front, the most likely means to real progress for 

African citizens is for official Western agencies to stop aiding their ruling 

elites. In a nutshell, just sa' no to Mobutus. The progrcss that has occurred 

in dismantling socialist regimes in Eastern Europe would doubtless have 

been delayed by more extensive Western aid to the old regimes. Liberals in 

Hungary are currently worried that aid will flow in too quickly for them to 

achieve further progress at dislodging the state in the short run.16 A 

genuine concern for the people of Africa requires resisting the preemptive 



425 SeparatingBank and Stale in Africa 

demands of those who claim to lead them. Like Eastern Europe, sub-
Saharan Africa must "depOliticiz, !'development strategy. . and discard 
the autocratic government and the state capitalism" that have characterized 
its development policies (Ayittey 1987: 220). 

This will, of course, not be easy. Autocrats do -ot wish to be dislodged, 
and opposition leaders powerful enotlgh to dislodge them are naturally 
tempted to become autocrats themselves (indeed the\, may he driven by 
that temptation). Amercantilist rent-seeking culture is not readily replaced 
by a liberal culture. Foreign governments and multinational agencies are 
characteristically inclined to try to work with existing regimes. The pres
sure for clange must come from the citizenry within (Frenkel 1972: 225
27). Lacking change in popular opinion about what reins can and should be 
put on the state, the abolition of the big state would l)O"bl)tlbe followed 
by its rapid reinvention (t.eeson and Nixson 1988: 82). Private citizens and 
international agencies that wish to aid development by restraining African 
states should consider what can he done to facilitate tile voice and exit of 
the African people (particularly rurai farmers and out-of-power ethnic 
minoritjes) victimized by their states. 

The emergence of democracy movmenllS in a number of drican 
nations in the 1990s an1d the growth of informal imirkets, as noted above, 
provide some basis for optimism. They may refliect, and may help to 
accelerate, a trend toward widening the set of independent African prop
ertv owners and increasing the security of their property rights. If such an 
L'nbourgeo0selnM t isaCtually occurring, then the prospect is far brighter 
that financial research and reform can appreciably benefit the majority of 
Africans in the near future. 
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JerryJenkins, "Foreword" 

Notes 

1. Quoted fron Volcker 1990. 
2. This quotation is translated from Guinea Ecuatorial,Pai]J6en: Testimonios 

Politicos (Malabo, Equatorial Guinea: 1985) and appears in Klitgaard 1990: 8. 
3. Documented in Wunsch and Olowu 1990. 
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1. Lawrence H. White, "African Finance: Toward Under

standing and Liberalization" 

Notes 

I amn grateful to Richard Timberlake, George Selgin, and Jerry Jenkins for 
remainingcomments on an earlier draft. T[hey should not be Iblamed for the 

shortcomings. 
1. ThS I speculted that an appropriate title for this volu me w ould be 

CGttlesiatis oil the Congo. 
2. The I)A isan arm of the World Bank providing concessional assistance to tile 

governments of poor countries. 

For a review of McKinnon's important and influential work see White 1991.3. 
4. I lere Warren Weinstein mentions Ilernando tie Sotos very pertinent work on 

tile issue of contract enforceability in the context of the I'eruvian informal sector. 

See de Soto 1989 a1nd Jenkins 1988. 
5. This range for reserve requirements may seem surprisingly high. Joseph 

Goodwin later notes that reserve reqluirelents in Zaire are 60 percent. 

References 

Bagehot, Walter. 1873. Lombard Street. London: I lenry S. King. 
The Other PIath: The hiisible Revolttion in the Thirdde Soto, I lernando. 1989. 

Wbrld. New York: I larper and Row, 
1988. Be'ond the hIformal Sector. Includitg the Evchtlded itJenkins, Jerry, ed. 

Developing Countries. San Francisco: ICS Press. 

McKinnon, Ronald 1.1973. lIonel antd Capitalin FhconomnicDevelopment. Washing

ton, D.C.: Brookings Institution. 

Shawv, Edward S. 1973. Financiall)eepening in FEconomic Dev'elopment. New York: 

Oxford University Press. 
Economic Development: AWhite, Lavrence 1l. 1991. "Money and Capital in 

In Steve I lanke and Alan Walters, eds., CapitalRetrospective Assessmert." 

Markets anl )evelopment. San Francisco: ICS Press.
 

4. Roland Tenconi, "Restructuring of the Banking System 

in Guinea" 
Notes 

was severe. Out1. Repression of alleged political or economic crimes of 

seventy-one ministers and state secretaries who served between 1958 and 1971, nine 

were executed, eight died in jail, eight received life sentences, twenty were freed 

after spending various periods in jail, and f ve sought political asylum abroad. On 

the economic front thousands of Peuls (or Folah, the largest ethnic group in the 
were jailed or executed.country), who were tile main traders in the countr, 

About one year later ashortage of currency notes forced the authorities to2. 
reissue those notes. 

was no exception. Issuance of new3. The January 1986 currency exchange 
notes totaled GF 24.3 billion while the amount of old notes presented for exchange 
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did not exceed GF 21.3 billion. The overall loss was subsequently reduced from GF 
3 billion to GF 2.2 billion as notes that had been diverted by,local authorities for GS 
800 million were reimbursed 1y the governient. 

-. Figures for foreign exchange deposits and pul1ic sector time deposits are 
iflated as a result tl a '.S. $12.5 millioan government deposit with BIAG as a 

guarantee of a transaction concerning the mining sector: in effect, the deptosit is 

with lIAG Paris and should not appear in tilehooks o)fBIAG. 

6. ParkerShipton, "Borrowing and Lending in The Gambia: 
Local Perspectives on Formal and Informal Finance in Agrar
ian West Africa" 

Agency ftr Interna-The research reflected in this paper was funded by the t'.S. 

itinl l) heveltileili as part ifthe lCn0111lic ald Fiilancia! Policy Analyses Project of 

tile M inistrV fFitillllCC andlrTIalc in The Galmbia. The staffs tf tile ministr, tile All) 

Banlul missitin, aLd the I laivard Institute fu(r liieritlatidlal )evehpnment (I1111)) 

provided imucl assitan C. Revisit ins were i i(nC duriilg a leave if absence from 

I larvard, tin a genri)us residential research wship at tile Carter C. otdtisonlcoh ,it 


Institute ftor Afri-Americal and African StudiCs, t niversitv of Virgini 

Menihers of the ftllow\ing other orgalnizatitins also cooperated kindly ill the 

research: tile Ministrv of Agricliture anld its Program Planning aind ,Mtilitoiring IIlit 

(PPIM '), the Galmbia Priridce Narketing Biiard, tileGaulbia Ci i-iperative I 'nion, tile 

Gambia C mtlercial and l pmtlpnent IBtank, Actitin Aid, Catholic Relief Services, 

the Freet till frimtilunger Cam paigin, Save tie Childc(1Iren Fund11, 3Ind tile \Voirld B:nk. 

I arn1grateful to C. BaIdeI, I..IIllh, A. allItw. A. lainuiell, F Khan 1. Newlailds, P 

Njie, A. Sillah, and M. Trawadlv ftor their invaluahle assistalce ill The Gambia,to I. 
Gilman f,r d:a proccessin g, and to Y lC)em, I). Ct Ie, C. las, F .Janneh, M.Rohbinsol, 

I.. Saunneh, MI.Sanyallg. 13.Sidibe, .I.1).Vil Pischke, and P \eil, alltnlng others, for 

their advice. This paper does no)t, views tifalny ofhi twever, necessarily represent tile 

these organizations tr illdividuais. Sincere tIhlalks ire duIe to tile mail\' Gambian 

villagers who ilave so generoiusly given if their hospitality and time during field 

sttdy. 

Notes 

1. The term "infornal," used ttu label an econonlic "sector- by I lart 1973, is used 

in this study ill the conventional sense, illeatling nuinilStitttilal, unregistered, 

unregulated, anrd ulltaxed 13 government. This is ntit to suggest thiat ultflicial 

systems have nto formalities ill tile sense O)fcusto1m O1retiquette or that oflicial 

systems are without Ilidden tilregulated activities. In these other senses, of course, 

tile "inf)rm:tl econnily" is somilletiles tilt1ire ft irial than !Ile iilStit utitnal ecotnomyl)) 

2. Other related lindings are reported ill Shil)toll 1990a, 1991, and 1992. 

3. '%w of tile villages are in llni Berefet District (Western Division); two in 

Niani District (MacCartiv l)ivision), and ()hieIsland ill Willi District (tipper River 

Division). A sixth village studied in 1987 was discounted from tahula3tio1ns because of 

a suspected samplilg error. 
4. Structured surveys were coinducted ill April and May 1987 and July through 

October 1988. The results of tile latter were still being processed at the time of 
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writing inl 1989, but examinatiol of the preliminary data has benetited this chapter. 

The numbers of informants are net of those whose information vas discarded as 

questionable. 
5. Irrigated rice farming, practiced oil schemes covering only a few thousand 

hectares in The Gambia, appears in only one of tle sample villages. 

6. The 1983 national census gives this distribution: Niandinko (-1Opercent), Fula 

(19 percent ),\%Ni of (15 percent ), jola (10 percent ),Serahli (8 percent ),and others 

(8 percent), including Arabic-speaking Mauritaniins (Galbia 1986: 8). The Gam

bia's ethnic groiui1ps arc si lnewhat interspersed .eographiicall., and contact between 
4 7 

them is frequent. I, size of poul ation the sample villages varied fIro, i to 919 

(1983 census). 
". Numerical lindings from a drv-season survey may also represent these 

dealilgs heclise f thie absenceIf stratnge farmers" Wh move toThe Gambia for 

the growing season. 
8. In Mand inka the village is termed sat'o, the war 0-r quarter kabilo, the 

compound suo, tile W,,irk gr up htbadta, and the c ii iking grlip sinkiro. See Weil 
1971;I lopkins 1971;I Il)uLi nlie et a. 19-0; 1)iop 1981; lerman et al 1983; DI.rman et 

al. 1985 fior further LIiscuissins Of these units and of village social organization in 

general. See alsi linarest19-) Oi the t)ii l:,iif (iance, Seoegrl, lcr an illustration 

of ethnic variatio n in si iAl orgalization withinl the legiOn. 
9. Patrilinv means that Liesceit isreckoned through males and that grIouips of kill 

are constituted bv these ties, ii, ideals Or in practice. Virilocal residence means that a 

married couple (Or pilygvnous lainily) resides with ' near tile natal kill of the 

bridegroon. 
10. See I lasvvell 19-: 2- oni interest-free lernding aili ing relatives in Genieri 

v'illage. 
11. ,Mandirka, JiilaL arlnd cash bride\'ealth appear's ..(ieti mneS timatrnimLtitanmjatgi 

to less than 1). 500, but aMn ig the \olof bridewealilhs appear to fall a1ttm1d 1). 1,000, 
and Iul:a bridewealtlhs freu(ILiently exceed 1). 2,000. Families of particularly well

eLLicated or well-ciiiected wuien may deainiLd uch higher bridewealth. 
12. Robiertson 1987' discusses the Seneganibian -stratge farmer" contracts in 

considerable detail, emphasizing tiie ,aspects Of flexibility and adaptability As he 

notes, Ganmbian labor policy has been more positively disposed to ward strange 

farmers than Seiegalese policy. 
13. Rural Ganmbian IcILlirig for prolit is covered in more detail in I laswell 1975; 

s'ee also Shipton 1990b. 
.4. Relations between the endlogalnilus Mauritanian merchants and Gambian 

autoclithons have been rouLghlv sketched (Shipton 1990b atiLl sources cited there) 
but never docunmeCIted in detail. 

15. 1988 figure. In that year the World Bank, a major lender for the cooperatives, 
forced some to close down or aillgallmIate becaLise of fintiacial losses. 

16. See Jones 1986: 15; Clark 1987: "lhble 1 for yearly ligures from 1974-75 to 

1985-86. 1laswell 1975 describes sone chaniges in groLildntut marketing and credit 

patterns up to the niid-1970s. 
17. These advalItages are discussed, and modilications recommended, in Jones 

1986, a stutdy of the efficiency of The Garnbia's groundnut marketing system. See 
also Clark 1987. 

18. Urban merchants are said to charge substantially higher interest for foreign 
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merchants borrowing for cross-border trade, perhaps because the risks of lending 
are high. 

19. IBAIS has issued credit (and training) to Gatnbian small entrepreneurs who 

pass ascreening based on character assessment and aprofitability assessment of the 

proposed busitnesses. Borrowers Must have savitgs accounts, provide gUara;r.ees 

and collateral, and co ntribute 20 percent if the total .11t0.nt of credit. LIoint sizes 
may exceed 1). 10,0010; I1percent interest is charged, an amount below hank rates. 

Bv February 1981 I1AS reported a repaynient rate of a:bout 90 percent, IBAS has 

tried t0 enlpIus ize proIductive activities such ispoulitrv, fishing, and lgricultural 

tot01 mauactuit ring but :alSlends to retailers. I1AS had project officers only in1 
lanjul, Barra, Ballsing, Far'al.eni , and ILaSSe, and most )f its clients were based in and 

around these cities and towns. 
20. The following few ptaragraphs on interest charges and their relation to Islam 

summairize soIme indings 0f ShiptOni 1991. 
21. In the osusu savings and loans are the same, since all menbhers; contribute to 

each in turn; whether one is borrowing or lending depends only )n,te's place in 
the cycle. 

22. The Gambia Co-operative Central Banking and Marketing Union was 

reorganized in 19-1 into the Gambia Co-operative tnion ltd., when iis hanking 

functions were transferred to the Gatmbia Comimercial atId I)evelopment Bank. 
23. A specialized sulIsvstent of the copelitives up to 1988, 'hen the World 

Bank forced its trimming for itiancial] reasins, was a set tf cooperati\e thrift and 

credit societies (CICS ). There were then ah miteight\, serving some 3,700 members. 
About 8i percent of these were wolell, but the societies were nllillged largely by 

tile 

were small-scale traders; othels included gardetietrs, tie-dVets and other artisans, 
and salaried wtorkers including dockworkers. The CTCS combined savings and 
credit full'tOiIns; 1).207,500 toital savings were recorded in 1936. In ile villages 
visited no mallnor \vtinlln interviewed had saved itltor horrowed front a CTCS. 

tnetn. Most of their members lived ill cities at1d to\\'nS.About 50 percent of them 

24. In 1987-88 the cooperatives in areas visited issued single stperplthosphate, 
ctimptoInd NPK (t'1-15-15), .Imd irea. 

2i. The Ministrv of Finance and iade estimated the rate of inflation at 11.6 in 
1987-88. 

20. In Africa this difference is usually most protLmnced in societies with 
lineage-based kinship systems, such as Gambians have. See Shiptot 1985. 

27. See Gatnhlc 1955: 1;Ilaswell 1975: 28; D)unstnore et al. 1976: 269. Some of 

the districts were based oinand ianlei after older political units that precoltial 

travelers sometimes called kingdoms. These units varied greatly iisize and nature 
and no longer have otfficial recognition. 

chosen as representatives of 
individual villages. In pihlilic ;it,nticnCtents alit t loan artrears, the ianes of 

villages (but not of individuals) are mentioned. 

28. Cooperative society conmittee nlenlhers ;ire 

29. The choice ofAction Aid as atnexample does not imply any judgment that its 
performance is either more positive or more negative than that of other private 
agencies operating in The Gambia. 

30. Iti the case of Save tite Children, Gambian village groups receive grants in 
the first year of assistance, 50 percent credit, 50 percent grant in the second, and no 
grant in the third. 
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31. The same problem exists in southern Senegal, a region served by many 
grant projects in recent decades. 

32. See Mann et al. 1989 and tile acconpanying AskARIES Knowledgclase for 
case sludies on private agency management :ild w-ays of addressing the problems 
these agencies typicily encountiter. Apro blem for private agencies in The Gambia is 
coordination mill rccognition11log themselves, is (oirganizatinins cionmpeting fli both 
in the countryside and in the capital. Cotordinatioi is lacking between European
and American-based privatte agencies, oil the tine aild, and internationmal Muslim 
organizatilis 1in the other. iirger agencies can ielp by org:aniiziing conferelnces for 
tlhel oin"ieutia'" premises. 'file Gcamia dotes nit no' haut. inaell stroi g 
indigenous1PVOs, as Senegal Ioes and even those do little in the way of hllndilg or 
savings mobilization, though there have been experiments. This too is ai area 
where eilcoiragenllll froll inlite nat iilnI agencies and perhaps fromin government 
might prove valuahle. 

33. ile last decision involved soIetiing Of i trirde-o. It Mighi help to build 
farmers' conlidence in depositilg but might alsoIimake fartmners lear their deposits 
will not remain secret and also subject lhe banks to Ihcal denllilds for sub rosa 
assistance tlhrnugh IlersPe1ll ties. 

3-i. These proprtions are likely to vary, however, according to the size of the 
previous harvest. 

35. A PPMI strV\ev ford that in 1985-86, of 3' Gaibian work groups 
(dabadasi surveyed, -21 piocured fertilizer. Of these, -i- percent took it til loan 
from the cooperatives, -i9 percent procured it with their twn cash, atld 8 percent 

received it through private lending chainnels. PresuLable' nlit.oeof the fertilizer 
pIu rchiased (i privatelyv lent came indirectl' frni ihe coiperaitives (Gambia 1985). 
Some Gambian fertilizer has lately been Iransptirted to Senegal for sale, tile prices 
being higher there. 
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The views expressed in this paper are those of the author and do not necessarily 
represent those of the International Monetary FunId. 

Notes 

1. Among the few papers arc Chhiber et al. 1989, london 1989, and Rwegasira 
1979. 

2. Sub-Saharan Africa comprises all African countries except Algeria, Angola, 
Morocco, Nam ibia, South Africa, and FUinisia. 

3. These reasons are not necessarily unique to African countries, as similar 
problems occur in many developing countries. 

4. See Montie' 1988: 2-3. 
5. Dita for 1986 and 1987 were excluded so that the unusally large deprecia

tions in the real effective exchange rate in high-inllattiOnl countries recorded for 
those years Would lnot ohscure the underlying relationship betweCl exchange -.ate 
movements and tile inl lation rate duriig nost of the 1975-1988 period. 

6. There is an extensive theoretical literature on the interaction between 
devaluationl and inflation. See, for examnple, Rodriguez 1978, Bilson 1979, Bond 
1980, and Khan and Lizondo 1987. 

7. The coefficient was negative because an appreciation in the nominal effective 
exchange rate, which is nornally associated with less inflation, was recorded as in 
increase in the index. 

8. This measure is somewhat flawed :., a savings indicator because only savings 
at commerial banks are included )ata to examine trends in savings across banks 
and nonbmik institutions were not readily available for a large number of African 
countries. 

9. Ghana is one recent exception. 
10. See, for example, McDonald 1983 and Khan and Knight 1985. 
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9. C. S. Klmei, "The Impact of Monetary and Fiscal Policies 
on the Financial System in Tanzania" 

Views expressed in this paper are those of the author and do not in any way 
represent the official position of tileBank of Tanzania. 

Notes 

1. Goldsmith 1955 and Gurley and Shaw 1955 were amotig the pioneering 
authors who pro'ided evidetnce in confirmation of the proposition that financial 
growth is a necessary concomitant of real economic growth. 

2. After rising from 3.2 percent in 1950 to greater than 8.0 percent in 1965, the 
ratio of notnmonetary finaticial assets to GD1)P had stagnated at an average of 8.1 
percent from 1965 unttil 1980, sharply declining thereafter (Kimei 1986: 210). 

3. See invzanita Dilt' A'ews, March 28, 1983. 
4. AlthtoIugh there was a slight rise illthe ratio of moniet, ry assets to total wealth, 

I amr inclined to believe that the extent of financial growth is more accurately 
measured by the ratio of ionmlllonetary financial assets, which reflects the growth of 
specializa'tion and diversification of the financial asset menu, as well as the mere 
quantitative growth of monetary financial assets. 
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See the Tanzanial)ai4lNeus of February 10,1989, for a story ofacooperative5. 
union that procured fictitious crops in the amount of shs. 1.6 billion. 

6. The open general license (OGL) system was reintroduced with the strong 

backing of the World Bank in 1988. 
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Country: The Case of Recent Experiences in Tanzania." Wbrkd Development 
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10. Patrick Plane, "Financial Crises and the Process of Ad
justment in the Franc Zone" 

The author is grateful to Sylviane Guillaumont for her comments on an earlier 
version of this paper. 

Notes 

1. Because Mali only recently rejoined the union, this chapter discusses the 
monetary union only as constituted before June 1, 1984. 

2. For a detailed analysis of the institutional mechanisms of the franc zone, 
consult the wor4 of Patrick and Sylviane Guillatmont 1984. 

3. For an econometric analysis of the factors explaining the evolution of the 
union's current accounts, see Pla;ne 1988b. 
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Notes 

Iwould like to thank Jerry Jenkins and Richard 11.Timberlake for comments, 
without implicating either in my views. 

1. Marsden and M11ot suggest as a corrective that official donors should make 
"private sector development loans." One fears that such a program would enccur
age indigenous entrepreneurs to become grant seekers rather than the reverse. 

2. As P E leeson and E 1. Nixson (1988: 64-65) have argued. 
3. Lal (1985: 108) has also noticed this parallel: "Despite their trappings of 

modernity many developing countries are closer in their official workings to the 
rapacious and inefficient nation-states of 17th- or 18th-cenltury Europe, governed as 
much for the personal aggrandisement of their rulers as for the welfare of the 
ruled." Ile then cites Adam Smith. This passage indicates that Lal did not really mean 
that the interventionist policies of developing countries were inexplicable or non
goal-directed when he characterized them as "irrational." 

4. This work was originally published in 1968. 1will cite an excerpt, entitled 
"Kleptocracy as a System of Government in Africa," reprinted in Ekpo (1979), a 
volume devoted to the question of corruption in sub-Saharan Africa. An article and a 
recent book by Ayittey (1987; 1993) similarly analyzes the "kleptocratic tendencies" 
of African ruling elites. 
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5. Thus M.G. Sri-ram Aiyer mentions, in discussion earlier in this volume, that 
bank management is better (and less corrupt) in Nigeria because, among other 
reasons, there is more competition among banks. 

6. As this was first written, President Samuel K. Doe of Liberia was under 
military siege. Since that first draft, former Sergeant Doe is dead, Liberia has a 
provisional government, and there is substantial uncertainty beyond that. 

7. See the chapters on Nigeria, tUganda, Sierra Leone, and Kenya, respectively by 
Victor A. Olorunsola, Nelson Kasfir, Dick Simpson, and Donald Rothchild, in 
Oloi unsola 1972. 

8. AWest Africar, studying at a European university recently told me that his only 
hope of helping to effect economic reform in his country was to become an adviser 
with the IMF or the World Bank. Being an internal critic is simply too dangerous. 

9. Bates (1981: 81-87) gives examples from African farming of a flight from the 
government-controlled market, and a massive diversion of produce into private 
channels of trade." 

10. For details and clUalifications see White (1984: 23-49) and (1990). 
11. Cameron (1967: 31) proposes that less-developed-country (LDC) govern

ments consider allowing local banks today to issue "astandard form of banknote 
such as the national banknotes of tile[late nineteenth-century] United States and 
Japan." I have elsewhere made a similar proposal but based more oil the early 
nineteenth-century Scottish model of unrestricted private note issue (White 1987). 

12. Private note issue imparts a desirable "elasticity" to the composition of the 
money stock: see Selgin 1988. See also tie text below regarding seigniorage. 
Panama has adopted the dollar standard, has avoided having a domestic central 
bank, and accordingly has had much lower inflation than its neighbors. It failed to 
allow its banks free issue of dollar-denominated banknotes, however, and so 
suffered a currency shortage when the U.S. government embargoed shipments of 
dollar bills as a punitive measure against its ruler in 1987. Liheria's experience with 
the dollar standard merits study 

13. The franc zone countries of West Africa, as described by Patrick Plane earlier 
in this volume, have adopted an external currency standard (the French franc) but 
have retained a local central bank. 

14. "Sound money and free banking are not impossible; they are merely illegal" 
(Sennholz 1985: 83). 

15. A model study in many of these respects is Bates's 1981 study of African 
agricultural policies. Krueger 1990 addresses in a general waV the question of the 
dynamics of state intervention. 

16. An encouraging sign for Eastern Europe is the penetrating analysis and 
consciously liberal reform plan set forth by one of Iltngary's leading economists, 
Jinos Kornai (1990). A discouraging sign for Africa is tile absence, at least to my 
knowledge, of any similar statement from an indigenous intellectual leader. 
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