
Background Paper No. 7

ECONOMIC COMMISSION FOR AFRICA

Ad-hoc Expert Group Meeting on the Domestic

Mobilization of Financial Resources for

Africa's Development: Retrospect and Prospect

Addis Ababa, 24-27 March 1996

THE PERFORMANCE AND REFORM OF INSTRUMENTS OF

FINANCIAL INTERMEDIATION IN AFRICAN COUNTRIES

By:

M. I. MAH'MOUD*

Organization of African Unity
Addis Ababa

* The views expressed in this paper are those of the author

and do not nessarily reflect the view of the UNECA secretariat.
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Significant changes in financial instruments are taking place globally following rapid

technical development caused by electronic banking. Financial sector reforms as well as

introduction of "non^banking" activities have had similar effects in some African countries.

These phenomena have imp^pved competition and consequently accelerated the striving for new

variations of established procedures, instruments and services in these countries. However, in

still many other African countries, the introduction and adaptation to new instruments have been

slow, partly because of inadequate, or even repressive financial policies but in some cases due

to structural obstacles and institutional weaknesses.

Generally, the availability and use of financial instruments (to mobilise savings or extend

credit and facilitate investment) are determined by a risk-adjusted cost-benefit potential as

perceived by savers, intermediary financial institutions as well as borrowers and investors. This

potential, therefore, involves the assessment of the risks, costs and benefits (or incentives)

associated with the instruments as well as the information available (World Bank, 1989).1

Risks arise because the use of a financial instrument involves exchange of funds by one

,party for the promise of a return in the future, so that the party providing the funds must judge

the likelihood of repayment with interest (or as specified in the terms of the instruments). These

risks may be endogenous (ability and willingness of the party to repay and probability of

enforcing collection or getting a compensation) or exogenous (uncertainty about the future

economic and political trends and other unexpected changes that might affect the ability of the

party accepting the funds to.repay).. The perception of the risk of unexpected changes is also

conditioned by the liquidity risk (being unable to sell the financial instrument or reverse the

transaction quickly, except at a steep discount) and the systemic risk (that payment default by

one or a few large borrowers or providers of the instrument will endanger the entire financial

system).

The costs of undertaking a financial transaction in the instrument include the cost of funds

(interest paid to mobilise the funds or the opportunity cost of alternative uses of the funds) and

See also Aryeetey, et al (1994)
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the transaction costs (time spent on processing the transaction as well as. manpower and

administrative expenses involved in effecting the transaction).

The extent of the risks and costs are also conditioned by the degree of informational

asymmetries arising because of "inside information" which is not available to the party at the

other side of the transaction. These asymmetries, therefore, depend partly on the accounting and

auditing standards and other means of obtaining credit information about the other party.

The financial incentives for parties in the transaction to bear the risks and costs are

provided by interest rates which are determined by demand and supply conditions regarding the

financial instrument.

Against the background of financial regulations as well as institutional and structural

factors which determine risks, costs and incentives in financial intermediation* this paper looks

at financial instruments in African countries categorised into different stages of financial

intermediation, namely: primary, intermediate and advanced stages.2 In so doing, the paper

also examines how at each stage the variety of instruments contributes to the importance of

financial intermediation by facilitating savings in financial form; widening the variety of

financial claims, differentiated by liquidity, yield and maturity; and ensuring the efficient

transfer of funds to real capital formation. The paper draws on earlier work by the author as

well as published findings of certain previous surveys and research on African financial markets.

Combined with lessons from other developing regions, inferences are also drawn to suggest

appropriate policy directions for enhancing the efficiency and use of financial and monetary

instruments in African countries.

The first three sections of the paper, therefore, deal with instruments for savings

mobilisation, financing and monetary control respectively in the primary stage financial markets.

Changes in these instruments introduced by developments in financial intermediation in the

intermediate stage and advanced^ stage financial markets are examined in that order in Sections

IV and V. Section VI deals with recommended policy actions and conclusions.

I. Primarv-Sta%e Financial Markets: Savings Mobilisation

The financial markets of several African countries remain unsophisticated, with the

dominant institutions in the formal sector being the central bank and a few commercial banks.

Consequently, the liabilities of these institutions held by the public, namely currency in

circulation, demand deposits, and time and savings deposits dominate the financial system. The

shallbwness of the financial system is marked by the fact that currency in circulation and demand

The categorisation is based on the degree of developments infinancial institutions and instruments. The

stages of the countries in sub-Saharan Africa are shown in Appendix Table 1. The categorization is,

however, for analytical purpose only as practically the intermediation process is a continuous process, not

a discrete one.



deposits (checking and current accounts)3 which are non-interest bearing constitute about 60 per

cent of the money supply. Essentially, therefore, the financial instruments in these countries

serve mainly as a conduit for transactions settlements (payments system).4 The ratio of money

supply to GDP (M2/GDP) is also generally less than 0.2,5

The use of quasi-monetary instruments, largely represented by interest earning savings

and time deposits, in the mobilisation of funds by the banking systems in these African countries
is therefore very limited. Besides, for the bulk of the population which is rural, these savings

instruments are not easily available through the commercial banks, which are mostly located in

the urban centres. Apart from the problem of accessibility, the lack of formal education among

the bulk of the population detracts from their ability to understand formal bank procedures and,

therefore, further diminishing the attractiveness of banks' savings instruments. The banks, on

their part, perceive the high cost of adapting to the savings needs of rural households in terms

of new buildings, special training of personnel, etc. and the initial low benefits due to the small

average amounts and wide scattering of the households. Reflecting the substantial differences

between these immediate costs and benefits as well as the non-competitive nature of financial

systems at this stagey the banks have generally exhibited low flexibility in reducing

administrative barriers for the rural and small savers by offering appropriate bank services and

procedures. Rather, they have maintained complicated and time-demanding banking procedures.

While this attitude may be explained also by poor identification and credit information on

potential clients, it may discourage many savers at the margin. Moreover, while the commercial

banks for a 3cmg period offered deposit rates at low officially-regulated levels, some (the

international commercial banks especially) have required high initial amounts for time deposits

The terms current account (Commonwealth countries) and checking accounts (U.S.A) appear to

be interchangeable, with their principal characteristic being that the depositor, without giving

prior notice to the depository institution, can withdraw any sum up to the amount deposited.

Generally also, they do not yield interest. However, in certain countries, especially France and

the Franc zone African countries, there exist both comptes de cheques (checking accounts) and

cdmptes cqurants (current accounts). Theformer, opened mainly by individuals, cannot normally

be overdrawn whereas the latter, opened mainly by' businesses, can be overdrawn.

Demand deposits (checking and/or current accounts) are not generally considered as savings by

the depositors but rater as temporary cash placed in banks for settling claims currently pending

or anticipated in the nearfuture. However, by increasing the liquidity ofthe bank concerned, they

can augment its lending capacity. . ■ ■ '

In some exceptional cases, perhaps because of very slow GDP growth, the figure may be

deceptively high. For example, in Ethiopia, the M2/GDP ratio which was 0.54 in 1991 increased

to 0.67 and 0.83 in 1993 and 1994 respectively.
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and, if service charges are to be avoided, also high minimum balances,,(tyteh'moud, I991)6

The banks explained this passive.altitude to small deposits in terms, of limiting costs and

controlling the build-up of excess reserves in a situation where there were limited viable projects

for financing and where the monetary authorities imposed restrictive, regulations.7 Though

ongoing financial sector reforms have resulted in Hberalisatiion of interest rates in most of the

countries, the positive effects thereof are being somewhat derogated in the transitional period

by bank restructurings, which have involved, in some cases, the closure of rural and peri-urban

branches. ;^rhe branch closures have not been offset by the introduction of innovative products

to reach untapped segments of the financial market.

While the commercial banks dominate the financial markets in Africa, and especially

those at the primary stage, development banks are also widespread. In fact, every African

country has at least one development bank. Although for a long time, these banks depended on

funds provided by Government as well as loans and grants from external sources* almost all of

them now also mobilise resources from the domestic markets and, therefore, accept deposits-

demand, time and savings. The savings instruments of the housing banks which offer mortgage

loans are generally the more interesting. Otherwise, many development banks have collapsed

in the wake of financial reforms and the instruments offered by the remaining ones are still

regarded as risky in some countries.

All African countries also have contractual savings institutions including life and health

insurance companies, social security schemes and pension funds. By definition, the instruments

they offer involve a definite commitment (contract) by the saver to make regular payments over

an extended period of time, usually for a specific purpose and according to a schedule, in

contrast to non-specific purpose bank deposits and other savings instruments. The instruments^

therefore, provide a good source of medium- and long-term financing but the institutions are

located mainly in the capital cities and usually without a significant network of branches.

Also in most African countries, government securities are offered as savings mobilisation

instruments, usually through the central bank. However, in the financial markets at the primary

stage, there is no secondary trading and, until recently, the interest rates on these instruments

were low. They were, therefore, not'usually taken by the public despite the absence of risk of

repayment. However, financial and government regulations usually forced the financial

institutions to acquire them. In recent years, with financial reforms that have liberalised

A survey reported in Mak'moud (1991) indicated that two international banks in Senegal requiredfor a

checking account an initial deposit and monthly, average balance ofI million CFA Francs, then equivalent

to about US$3,000 or eight times the per capita income compared to an initial deposit of 50,000 CFA

Francs required by indigenous banks. The international banks also required a minimum of10 million CFA

Francsfor time (interest earning) deposit.

Mah'moud, ibid
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(increased) interest rates, these instruments have become particularly attractive to both the public
and the financial institutions. In fact, as explained below, in some countries, their acquisition

by the financial institutions tends to crowd out credit to the private sector.

In all African countries, there exist certain informal arid semi-formal financial

intermediaries that serve particularly the savings needs of households and small savers in urban

and rural areas. These institutions include the savings banks proper (as in Sudan), the post
office savings banks (in almost all the African countries), cooperative savings and credit

institutions and credit unions.

'". The savings instruments of these institutions have features that appeal particularly to the

small, illiterate and/or rural savers. These features include: (a) convenience of the place of
deposit and withdrawal; (b) flexibility of procedure; (c) low service charges; (d) payment of

interest; (e) personal relationship with the depository without the sacrifice of professional

secrecy (Mah'moud, 1992). The Sudanese Savings Bank, established in 1973, for example,

offered many innovative savings instruments, including: (i) savings accounts, represented by

a passbook and paying competitive interest rates; (ii) investment accounts, which were in fact

12-month: term deposits; (iii) non-interest bearing current account; (iv) mobile units service to

market villages in the rural areas; (v) night safe service, provided at the headquarters of the

Bank and used particularly by out-of-town merchants, who usually arrive in town in evenings;

(vi) sayings stamps, which were distributed in schools1; and (vii) certificates of value, which

were issued to the bearer and were designed to be used as presents (Rodriguez, 1988). Not

surprising, therefore, in many African countries the Savings Banks and/or Post Office savings

banks rank as the second most important mobilisers of sayings, although they come far behind

the commercial banks. What detracts from their appeal ■ especially the post office savings bank,

is that they do not generally extend credit to their clients. In the case of the cooperative banks,

some of them have been driven to financial distress for a number of reasons', including heavy

government interference in their management (Thillairajah, 1993).

Operators in the informal sector (e.g., susu collectors, tontines, etc.) have responded

positively to opportunities provided by economic reform. Recent evidene shows that average

monthly collection by susu collectors in Ghana rose by 64% in 1990-94 (Aryeetey, 1994).

However, the savings cycles in the informal financial sector are normally very short - typically

these savings consist of weekly and fortnightly contributions by market women and other self-

The financing instruments in the primary-stage financial markets are also limited and

consist mainly of credits extended by the financial institutions. Again, a principal observation

in this regard is that the commercial banks, which dominate these markets, have constraints in

diversifying the available instruments. The banks have maintained the bulk of their assets in

liquid and near-liquid forms.



The preference for liquid assets has led to the predominance of advances, short-term

credits and discountable bills In the portfolios of the commercial banks, with loans maturing
within six months constituting the bulk (averaging more than 60 per cent) of the loan. In the
West African Monetary Union countries, for example, short-term credits average more, than 50
per cent of credit to the economy (See Appendix Tables 3 and 4) and in thee case of Niger, it
is as high as 90 per cent (Mah'moud, 1991). While the assets structure partly reflect the fact

that the bulk of the banks' liabilities are payable on demand, their preference for extending
mainly short-term loans may also be explained by a risk-averse attitude in a situation where
activities of their potential clients are vulnerable to the impact of exogenous factors (climatic

conditions and the international economic environment), which are subject to frequent changes.

There is also the difficulty of assessing the solvency of the borrowing firms over long periods
as accounting data provided for loaii requests are usually poorly organised and audited. The
attitude of risk-aversion is particularly pronounced toward small borrowers because of difficulty

in obtaining information about them reflecting illiteracy of the operators as well as geographical

remoteness and erratic incomes of the businesses.

The banks* attitude was also being hardened by structural adjustment programmes

intended to improve the economic environment. The removal of protection which undermined

the solvency of some of the banks' customer firms and the closure of several others heightened

the uncertainty of debt repayment. In the wake of reforms, the portfolios of many banking
institutions have become dominated by a high incidence of non-performing loans and excess

liquidity. Moreover, the ongoing changes in interest rates and credit policies in many of these

countries have made the banks even more cautious about extending loans for medium to long-

term periods.

Commercial bank credit does not, therefore, appear to be a suitable financing instrument

for the requirement of the African economies. This unsuitably reflects the fact that they

mature early in comparison with the lifespan of projects that could bring much needed
diversification and transformation of the economies concerned. While loans may be renewed

for some clients, the short-leash approach does not still permit projects with long gestation

periods to be financed by commercial banks. Another harmful implication of the short-leash

approach is that borrowers who can expect their credit facilities to be renewed are usually those
who would have no problem getting funds from other sources (including own financing), while

those who would have problems raising funds from elsewhere could find it difficult to get their

credits extended.

Banks normally respond to lending risk by improving their operational performance at

three different stages, namely: during loan screening, through close monitoring and by contract

enforcement in the case of default. However, the commercial banks in these markets have

simply avoided lending to risky enterprises, even though their projects might show some

likelihood of high returns. This attitude of risk aversion which, as explained above, partly

reflects limited availability of quality information to assess the prospects of loan applicants, has
also led commercial banks to attach much significance to conventional guarantees (deeds,

mortgages, and other marketable assets). In the situation of these markets, where legal



procedures can be lengthy and bankniptcy laws are ambiguous, collateral serves three important

functions for contract enforcement: first, it mitigates the problem of adverse selection by

enabling the banks to screen out borrowers most likely to default; second, it adds an incentive

for the borrower to repay, thereby reducing the moral hazard; and third, it provides an

opportunity to offset cost to the lender in case of default (Udry, 1990). While a close look at

credit extended shows that the commercial banks also grant several credits without requiring

tangible collateral, unsecured loans are extended in small amounts, usually as consumer credit,

for high-salaried workers and established businessmen.8 At the same time, the attitude has

meant that small-scale enterprises which form the bulk of enterprises in such economies, were

being discriminated against because normally they are not able to provide conventional

guarantees. Besides, they are rated risky for being often undiversified, one product and usually

new enterprises with little track, record and shallow management experience. However, their

rating could be improved by proper project evaluation and follow-up as would be possible if the

banks were close to the customers. However, loan monitoring and follow-up has become even

more difficult as many banks have centralised loan administration as a way of adapting to rising

costs during periods of financial resturcturing.

The portfolio behaviour of the commercial banks is also an important determinant for the

kind of activities and sectors they finance. Their preference for liquid assets and short-term

credits explains their! interest in providing self-liquidating loans for commercial activities and

services. In fact, wholesale and retail financing take up about 35-40 per cent of commercial

bank lending in most of these economies. Import and export activities are also favoured,

receiving an average of abouit 20 per cent of the loans in African countries (Mah'moud, 1991).

The commercial banks have, however, reluctantly provided credit for agricultural and

manufacturing activities and in the past they financed these activities largely to satisfy

government credit directives. Even so, preference is shown for provision of marketing and

commercial finance for processing or sales of produce to the neglect of production and

development (or extension) finance. Especially in agriculture, besides the long gestation periods,

production: and development finance were perceived by credit managers to have inherent

discouraging elements. There are, for example, risks related to crop failure and livestock

diseases; i poor organisation and control; lack of proper feasibility studies and unacceptable

gearing; | general farmer illiteracy in bank operations; and difficulties in providing acceptable

collateral due to land tenure systems. At the same time, the small sizes and scattered locations

of farm holdings make for high administrative costs in respect of monitoring and control
especially given the limited branch network and skilled manpower of the banks. Even for the

relatively less risky manufacturing sector, commercial banks have not committed huge
proportions of their funds to the small'and medium-scale enterprises.

It is estimated (Nowak, 1989) that in 1989, per capita bank credit in the private sector amounted

to US$48 per annum in Sub-Saharan Africa but 90 per cent of the economic operators had ho

access to it.



In several of these African countries, however, the limited amount of funds committed

to agriculture and industry has been due to government intervention and regulations to direct

credit to specific preferred sectors (including agriculture and industry). Though these

interventions no longer take the forrn of required minimum credits arid subsidized interest rates
as was the case in many, countries in "the recent past, many governments still provide rediscount
facilities and credit guarantee cover (e.g. as in the African Franc Zone countries) for these
privileged credits at very good terms..'. While it is generally assumed that such government

interventions have caused banks to increase credit to the preferred sectors, misclassifications to

take advantage of priority credit programmes as well as intra-sectoral discrimination by banks
in favour of larger enterprises and less risky activities are believed to be practised.

Development finance institutions have also been set up in all African countries to provide

medium and long-term credit and for special sectors. While their rationale was based on

economies of scale and specialisation (in project appraisal and supervision) and, therefore,

expected reductions in transaction cost of lending, they failed generally to develop appropriate
credit instruments especially to cater for differential risks of the projects they financed. Partly

for this reason, many of them are distressed and have become poor sources of financing.9

The introduction of treasury bill auctions as part of the financial reforms in these markets

have in some cases resulted in further crowding out credit to the private sector. Such crowding

out effects are due to a number of factors including the associated sharp increases in interest

rates as the bills are sold in the shallow financial markets (as was the case in;XJgan<ia) asjwell
as security of payment of the treasury bills as compared to loans, which still carry high default

rates with the ongoing reforms. In the monetary unions of the Franc Zone countries, where

there are no sales of treasury bills, the possibility of crowding out the private sector (as

explained below) is introduced by the use of credit ceilings, which accommodate the financing

needs of government by the central banks before those of the private sector.

; At this stage of financial intermediation, other non-bank financial institutions such as

leasing and venture capital companies, which could provide credits for risky ventures are very

few or non-existent. Therefore, many small and medium-scale enterprises as well as rural and

agricultural projects tend to depend on informal and semi-formal institutions, which use various
client selection procedures to by-pass the urgent need for collateral. While many of these

institutions have found innovative ways to overcome the collateral problem, two weaknesses

associated with their credit facilities as instruments of financing are noteworthy. First, though
they provide much seasonal and short-term credit, because of risks involved in long-term

lending, not much term finance is provided. Rather, the bulk of their credit is used for

consumption, crop harvest and other bridge financing and emergencies. Second, because of the

power imbalance between lender and borrower and the generally limited funds available for their

lending, these lenders normally charge very high interest rates that over-compensate for the high

The development banks which mainly depended on handoutsfrom their governments andforeign

donors and creditors were also badly affected by the economic shocks of the 1980s and the

adjustments, especially of exchange rates, whichfollowed.
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risks arid transaction costs in informal finance. Credit instruments from these informal and

semi-formal financial institutions could benefit from appropriate linkages with the formal

financial institutions (e.g. tapping resources from the latter for onlending to groups or

individuals, acting as special windows for activities of certain formal institutions, seeking credit

guarantee cover from institutions in the formal sector, etc), but such linkages are weak or non

existent in these markets. The result of such weak linkages is that risk pooling between formal

and informal lenders is absent'. Another adverse consequence is a gap in financial services

which makes it difficult for certain enterprises to borrow - - these enterprises are those that

demand larger or longer term loans than can be met by the informal lender but that are also too

small for or unable to meet collateral requirements of formal lenders (Aryeetey, 1994)=

Until recently, many countries in the primary stage of financial intermediation applied

direct instruments for monetary control including interest rate controls, statutory liquidity ratios,
directed credits and in some cases, bank-by-bank credit ceilings and bank-by-bank rediscount

quotas. These direct instruments appeared to have much appeal for policy makers in these

The common assumption was that market-based instruments could not perform effectively

in such unsophisticated and non-competitive financial systems as were found in Africa.

Therefore, direct instruments were regarded as the only feasible monetary policy instruments

until the institutional framework became appropriate. Besides, they appeared, in practice, to

have performed well in controlling the volume, distribution and cost of credit. Moreover, being

easy to link to a monetary programming format, they were also relatively easy to implement and

to explain to politicians and the public, Besides, the framework for implementing direct controls

appeals to politicians who want to direct credit to support specific objectives. Lessons from

recent reforms also appear to support the need to keep direct instruments as supplemental arsenal

especially during the transition toward indirect monetary control (when the financial markets are

still too thin for freely-functioning market instruments) and to combat incidence of market

failure. : ■

However, direct instruments have been found to be inconsistent with structural reforms

and market development that almost all African countries are now pursuing. Their main

disadvantages, as enumerated by Lindgren (1991) include the following:

"(1) They are inflexible and ineffective, as they are hard to fine-tune and only apply

to certain segments of the system; ' " -

(2) They discourage savings mobilisation and thus total credit available in the

They cause disintermediation from the organised (controlled) financial sector to

the unofficial domestic markets or foreign markets (capital flight);



(4) They limit competition among banks to historic market shares due to the need for

bank-specific ceilings and lack of price; they do not foster competition for new

deposits and lending opportunities;

(5) They hinder price competition and the development of a money market;

, (6) They require the central bank to become increasingly involved in micro-

management issues related to individual banks, which often conflict with its

macroeconomic role*,

(7) They make the determination of the levels of credit and interest appear as a

political decision and, therefore, prone to political rather than monetary

considerations; and

(8) They make monitoring compliance increasingly difficult, as credit is extended in

forms not covered by ceilings or interest is paid or charged in forms other than

interest."

Credit ceilings axe associated with other problems and distortions, including ■ (a)

elimination of competition as borrowers and banks are locked to each other through assigned

historical market shares; (b) misallocation of resources as banks tend to accommodate old
customers at the expense of new and dynamic ones, and especially where banks resort to

covering up non-performing loans by rescheduling them; (c) promotion of loan delinquency as

borrowers believe creditors would not take court action against those considered to be in the

priority sectors while others who fear reductions in their future access may be reluctant to

service their debts; and (d) large spreads between lending and borrowing rates in a situation of

controlled interest rates and limited competition (Lindgren, 1991).

In view of these disadvantages, almost all African countries are shifting from the use of

direct instruments to indirect instruments of monetary control. In many of the primary-stage

financial markets, the transition is in its early phase. Therefore, many of the countries still

maintain some direct instruments mainly credit and/or interest rate ceilings while abolishing or
narrowing selective and directed credit controls, reducing credit subsidies and introducing some

indirect instruments. A major transitional problem confronting central banks in these countries

is how to sterilise the excess reserves which banks are holding in ways that do not impose

excessive strains on the banks or financial difficulties to the government. Therefore, many of

the countries have maintained or increased reserve requirements while introducing open market-

type operations in treasury bills through auctions and reviewing the rediscount policies. The mix
is important because while use of reserve requirements and open market-type operations are used

to absorb liquidity overhang, the rediscount facility can be used to provide temporary liquidity

accommodation (lender of last resort) and effectively so if it is not used at the same time for



selective credit control.". Except for countries in monetary unions, many of the countries have

also moved away from fixed exchange rate systems, adopting floating exchange rates through

auctions and foreign exchange bureaux, and liberalising exchange controls on current account

transactions. ;

In countries belonging to monetary unions of the Africa Franc Zone (CFA) - West

African Monetay Union (WAMU) and Central African Monetary Area (CAMA)11 - monetary

policy is pursued within the constraints implied by fixed exchange rate arrangements, free capital

mobility among members and the objective of preserving sufficiently high level of official

reserves.12 Monetary policy instruments are uniform in each area, without distinction based

on the level of financial intermediation. The principal instruments which have been used include

(i) ceilings limiting central bank financing in order to maintain aggregate demand at a level

compatible with the balance of payments and economic growth objectives; (ii) quantitative credit

targets; (iii) liquidity ratio; (iv) discount rates; and (v) in the BCEAO area, interbank money

market to maximise the retention of funds within each union and the effective use of the liquid

assets of commercial banks, (Sacer&oti, 1991)!3

There are no open market operations in both monetary unions but credit to the

governments takes the form of "overdrafts, advances to banks secured by government securities,

To be sure, reserve requirements can technically be varied to inject liquidity also hut, practically, it lacks

flexibility because itsfrequent changes would be disruptive and costly to banks. Infact, it is also not even

so effective in mopping up excess liquidity where the latter is unevenly distributed among banks or where

it has to be raised so highly that its implicit tax element on the banks distortsfinancial intermediation. The

open market-type operations may. also be used to inject liquidity by selling less bills than those maturing.

u The BCEAO (Central Bank ofWest African States) is the central bank ofWAMU and themember countries
are Benin, Burkina Faso, Cote d'lvoire, Mali, Niger, Senegal, and Togo. For CAMA, the central bank

is BEAC (Bank of Central African States) and the member countries are Cameroon, Central African

Republic,, Chad, Congo, Equatorial Guinea and Gabon.,

The main characteristics ofthe two monetary areas are (a) single currency having legal tender throughout

each union; (b)fixed exchange rate with the French Franc, which has been changed only once since 1948,

with the devaluation of the CFAfranc in January 1994from CFAF 1 - FF 0.02 to CFAF1 = FF 0.01;

(c) thepooling ofexternal reserves (65% ofeach country'sforeign exchange resserves) in an account with

the French Treasury called the Operations Account, which also junctions as an overdraft facility; (d)

external convertibility ofthe currency ofeach monetary area, guaranteed by France through the Operations

Account, and observance ofrestrictions on capital investments with other members ofthe FrancZone (some

restrictions, on intra-union capital transfers were imposed in 1991 and repurchases of bank notes from

outside each area were suspended by the respective central banks in late 1993).

13 See also Medhora (1992) and Mah 'mood (1992b),
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purchases from commercial banks of government securities with a remaining maturity of one

year or less, discpunt or rediscount of public securities with a maturity of ten years or less to

finance development projejcts, including infrastructure" (Sacerdotij 1991). These credijts are

limited to a total of not more than 20 per cent of the government's fiscal receipts in=\the

preceding budget year, with adjustments made (downward) for government draft held by

commercial banks which is being presented for rediscounting at the central bank and (upward)

for treasury deposits at the centra! bank. Refinancing of commercial bank credit to the

government takes the form of discounting of eligible short, medium- and long-term credit (with

a maturity balance of less than 10 years).

The total amount of refinancing to commercial banks in each country is subject to

ceilings, which are set to preserve desired foreign asset positions of the union central banks.14
In the BCEAO, the ceilings are determined within the framework of macroeconomic projections

of real, monetary and credit aggregates. In addition, there were sectoral credit limits and

systems of prior approval; of credits above certain amounts, which have been abolished.15
Crop credit was also refinanced outside the ceiling but because of abuses (e.g. shifting of fiscal

responsibilities to crop purchasing agencies by governments), these were also brought under the

global refinancing ceiling in 1989. In the BEAC, there is no comprehensive monetary

programming but refinancing limits for short-term credits were set on the basis of uses and

sources of funds for each banking institution.16 Ongoing reforms in both monetary areas

envisage gradual replacement of administrative ceilings with systems of reserve requirements

being applied since October 1993 and which in WAMU are now 1.5 per cent for demand

deposits and time deposits and 5 per cent for credits to the economy. The reserves are to be

constituted on a monthly basis for commercial banks and quarterly for other financial

institutions.

Both central banks also impose prudential ratios on the commercial banks. In both areas,

these ratios comprise minimum liquidity ratios and solvency ratios, which are calculated

differently by each central bank.

14 The ceilings to commercial banks in each country are calculated as residuals of ceilings to each country

("concours global") less the estimatefor union central bankfinancing to governments.

15 Actually, the system ofprior approval (automations prealables) were replaced in January 1992 by a more

iibetal system of accord de classement (classification of agreements) from the central bank for each

institution for borrowers to which the latter has an exposure in excess of CFAF 200 million. While

commercial banks are permitted to extend such credit without prior approvalpom the central bannk, the

accord enables the latter to examine the financial soundness of the borrower and the loan within six

months.

16 IMF adjustment programmes also provided an additional, though not statutory, framework for setting

national credit limits.
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In the ongoing financial reforms that also seek to place increased emphasis on interest

rate use, the discount rate, which had been changed sparingly in the past, is being increasingly

used. Besides, the policy of establishing preferential discount rates in favour of certain sectors

(or types of financing) has been abolished in both areas. The previous system had resulted in

abuses (misuse of allocated funds) and a multiplicity of lending rates, which were linked to (a)

category of short, medium and long-term credits; and (c) the distinction between preferential

or privileged and normal or ordinary operations.17 With discount rates fixed above the Paris
market rate, and with the existence of the money market to pool and remunerate excess reserves,

it; has also helped to prevent capital flight or movements of hot raoney (mainly placements by

banks of their excess liquidity in the Paris market). Currently, however, the discount rate is also

fixed above the money market rates, thereby reducing the role of the latter in the determination

of domestic interest rates but confirming the iender-of-last-resort role of the central bank. It is,

however, expected, in this regard, that the money market rates will gain more importance in
future, giving also greater flexibility to the banks in fixing interest rates.

: Already, by helping to recycle excess liquidity through the central bank, the money

market enables the BCEAO to refinance ordinary credit of the commercial banks and other

financial institutions, thereby meeting the liquidity needs of the institutions and balancing credit

availability in tHe Union. As aptly explained by Lane (1989), refinancing of ordinary credit

"operates on the Central Bank balance sheet as a balancing item, particularly in situations of

liquidity shortage. With a lower priority than rural financing and credit to government (within

the ceiling), and lower levels of foreign assets than anticipated, an increase in refinancing

requires either an increase in deposits at the central bank or new money issues. With money

issues predetermined by the BCEAO and not subject to the discretion of the local agency after

the issue target is set, the marginal ordinary refinancing decision is dependent upon the amount

of funds placed on the overnight money market and the amount of credit available to the local

agency from the BCEAO".

Reforms in the monetary policy instruments have been aimed at addressing a number of

problems including (a) control of government financing;18 (b) the burden of non-performing

loans in a number of banks as a result of "inadequate management, extension of credit without

17 At one time in a BEAC country as many as 21 different lending rates could.be applied. It was also possible

to have privileged loan that could not be rediscounted ifthe amount ofloan was in excess ofthe borrower's

individual credit limit.

18 Governmentsfound additional routes tofinancing outside the ceiling oftheir central bank credits through

(a) reducing government net lending to, the parastatals, which reduced government borrowing requirement

but tended to crowd out the private sector as they had to compete withparastatalsfor credit; (b) shifting

offiscalfunctions toparastatals such as commodity stabilisation boards, which enjoyed rediscountfacilities

from the central bank; (c) delaying payment to the private sector which created increased private sector

demandfor credit; (d) accumulation ofairears at the commercial banks; and (e) foreign borrowing.
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proper collateral, accumulation of arrears by governments, and deficits of crop maarketing

boards11 (Sacredoti, 1991); (c) the need to reduce, the cost of financial intermediation, promote

competition among the financial institutions and increase medium and long-term credit to the

private sector; and (d) the increasing difficulty of using fiscal proxies to improve the

competitiveness of the external sector and speculations regarding the viability of the exchange

rate and associated capital flight, which resulted eventually in the devaluation of the CFA

exchange rate and restrictions on repurchase of bank notes outside the monetary areas.

TV. Intermediate-Sta^e Financial Markets: Emerging Changes

The financial markets of some African countries can be classified as being in the

intermediate stage (see Annex Table 1). In these markets, there are emerging changes to

promote competition, enhance efficiency and widen the range of instruments available. Though

some of these changes reflect developments in the general economy and the somewhat positive

correlation between development of the economy as a whole and that of the financial sector

(Ragazi, 1981), these countries have also put in place measures to promote and facilitate the use

of market-based instruments in financial intermediation. Therefore, exchange rates and interest

rates have acquired particular importance for allocation in these markets and for savings

mobilisation.19

While commercial banks continue to dominate these financial systems, increased
competition has led to a more active approach in the mobilisation of savings and extension of

credit. In-spite of the fact that in these markets also, banks have been restructured and some

liquidated, the number of banks in these markets have generally increased. In Kenya, for

example, the number of banks increased from 23 in 1987 to 33 in 1994 and in Nigeria from 40

in 1985 to 523 in 1992, with a concomittant increase in bank branches from 1,323 to 2,385 in

that seven-year period. 20 In addition to better accessibility to bank services resulting from

increased number of banks, greater competition among banks has also led to deposit operations

which are more accommodating to the small saver - lower initial deposit and period balance

requirements, for example. However, partly reflecting the fact that the main instrument for

mobilising financial savings has become the interest rate* there is a higher ratio of interest

bearing deposits in the money supply. The ratio of currency and demand deposits to broad
money supply in these markets stands at about 60 per cent. The ratio of broad money supply

19 The liberalisation ofexchange rates and interest rates have been important not only in mobilising domestic

savings but also in reducing capitalflight and attracting remittances of emigrants in financialform.

20 Admittedly, in some of the countries such as was the case in Nigeria, the increased branch network was

accelerated through legislations but thispolicy subsequently created difficultiesfor the banks which suffered

the burden of inefficiency and high cost of adapting to the rural areas while the central bank also could

not keep up with the required supervisory work.



to GDP rangefrom 20 per cent to 40 per cent, although there are a few exceptional cases such

as Ghana (see Box 1) falling outside the range.2i

Many of the banks in these markets have also introduced other incentives to attract large

savers, including installation of cash machines in the cities, financial counselling services and

facilities for sale and purchase of securities. In addition, while the African financial markets

are still marked by insolvency, especially among indigenous banks, some governments in these

countries have legislated increases in capital bases of the banks (e.g. Nigeria) and/or established

deposit guarantee schemes (e.g. the Depositors Protection Fund in Kenya and the Nigeria

Deposit Insurance Corporation) to provide security and added incentive for savers. Other

measures introduced by authorities (in connection with financial sector reforms) that have also

provided protection for savings include efficient government supervision of the banks and

provision of lender of last resort (rediscount) facilities to accommodate their liquidity needs.

In C6te d'lvoire, a banking secrecy law has been passed to encourage repatriation of capital held

abroad while in Nigeria, legislation changes have been introduced to make the financial system

more competitive as banks were allowed to pay interest on demand deposit, own shares in non-

financial businesses i and engage in insurance brokerage.

Development banks in these markets, as elsewhere in Africa, have also experienced

difficulties and in countries like Cdte d'lvoire and Senegal, they have all been liquidated.

However, they are still found in several countries in this category and have been restructured

to provide facilities for interest-earning deposits. However, they remain principally urban

institutions even in these markets and, therefore, still not accessible to the bulk of the

population.

Also at this stage, contractual savings as well as securities and other tradable instruments

have acquired increased popularity with household savers and institutions not only because of

the attractive yields associated with interest rate reforms but also because of the improvement

in the infrastructure for dealing in these instruments. In C6te d'lvoire, for example, savings

mobilised by the insurance companies amount to about 7 per cent of the total assets of the

banking system.

As the formal sector has become better organised and more accommodating to savers,

there is a concomittant decline in the attractiveness of the informal and semi-formal financial

institutions to the savers. Nevertheless, even at this stage these institutions remain important

mobilisers of rural and small household savings in terms of number and volume of transactions

For example, thefinancial market ofGhana can be considered to have made a transition to the intermediate

stage on the basis oftke institutional structure. However, the M2/GDP rath was 17per cent in 1993 while

the ratio ofdemand deposits to broad money supply was 42 per cent in that year.



(e.g. the rural banks in Ghana).22 Linkages also develop between the institutions in the formal

sectors (especially the deposit banks) and those in the semi-formal and informal sectors in the

form of (a) deposits of idle balances of the semi-formal and informal institutions in the formal

institutions (or purchases of other interest yielding instruments) to earn income, which at the
same time help to increase the credit potential of the formal institutions; (b) lending by the
formal institutions to informal and semi-formal units (group lending) or to individuals and /or

projects with guarantees from the informal or semi-formal units; (c) some kind of regulation
of the activities of the informal and semi-formal units by the central bank, although in most

cases, caution is needed here in order not to destroy the informal character of the institutions,

which is one of their great assets.

Parallel with the improvement in financial savings mobilisation, there is a widening of

variety of financing instruments in these markets, permitting the extension of credit in. higher
amounts and longer maturities. While the driving force in this regard reflects developments on

both the demand side (changes in the prospects and needs of borrower firms and the organisation

of supporting documentation for credit application) and the supply side (changes regarding the

financial institutions), another key element in creating the enabling situation is the increased

application of market-based instruments in pricing the financial instruments.

22 A more detailed account of the operations of these institutions is the subject of another paper.
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■■ ■ INFRASTRUCTURE. IN GHANA " . .. . . ..

Economic growth in Ghana over the past ten years has been remarkable but domestic savings has not

kept pace, raising thefear of increased dependence on foreignfinance to sustain growth. Ghana's savings

rate has remained below an estimated 10 per cent of GDP since 1976, compared to about 20 per cent of

African countries like Kenya with similar incomes per capita or 25 per cent ofMauritius which has also had
an impressive growth in the last decade. Worse still, the savings rate has sharply declined since 1983,

remaining below 5 per cent of GDP, Investment rate at 12 per cent of GDP is also below what will be

required to push the economy into accelerated growth Financial depth, an indicator of long-term growth

potential is also shallow, with the ratio of broad money to GDP at 17per cent in 1993, unchangedfrom its

level a decade ago and being low compared to between 20 per cent and 40 per centfor countries of similar

income per capita.

Yet, Ghana has the institutional infrastructure normally associated with countries that have better-than-

rudimentaryfinancial intermediation systems: The banking system comprises the central bank and 12 banks

(including three primary commercial banks, three merchant banks, three smaller commercial banks and

three development/specialised, banks all of which now do normal commercial bank transactions), a small

cooperative bank and over 123 rural unit banks. The non-bankfinancial institutions include 20 insurance

companies, the Social Security and National Insurance Trust (SSN1T), two discount houses, Housing

Finance Company, several building societies, a venture capital company, a leasing company, a unit trust

and a stock exchange, providing a wide variety of savings andfinancing instruments. Following the

implementation offinancial sector reforms, theformalfinancial sector also enjoys a sound regulatory

framework andfreedom from major distortions such as sectoral credit allocations and interest rate and

exchange rate controls. These have helped to improve bank deposits, although savings being held outside

theformal sector are still estimated to be quite high.

However, the poor performance of theformalfinancial sector in mobilising resources has both historical

and current economic explanations. There is a lingering weak confidence in thee formal sector which goes

back to the years before 1983 when the sector was managed by ad hoc policy responses and harsh

government controls. For example, in 1982, the government demonetised the 50-cedi note, froze bank

deposits in excess of 050,000.00 (equivalent then to about $180) pending investigationfor tax liability,

required transactions in excess ofClr000 (less than $4) to be conducted by cheque, and restricted bank

loans to thefinancing of trade inventories. The damage to savers confidence in theformal sector only

helped to boost the informal sector, which remainedfree of controls. Growth in the informal sector where

transactions are mainly in cash, is reflected in the high ratio of currency in circulation to total bank

deposits which was at a high 90 per cent in 1983 and stayed at over 50 per cent throughout the 1980s,



Despite the implementation offinancial reforms that have removed almost all restrictions in thefinancial

system, the growth offinancial savings is still being hampered by lack of competition and macroeconomics

instability. The large number of banks conceals a monopoly element of government ownership. The

government has full ownership ofone ofthe commercial banks and majority ownership in alt other banks

except two commercial banks and the merchant banks. This situation does notfoster competition in the

banking system (the share of the largestfour banks in total deposits is about 70 per cent) nor does it help to

remove saver distrustfor the banks. The recent (post-election) renewal of inflationary pressures and the

continuous depreciation of the cedi exchange rates have increased savers' prefereence forforeign currencies

and other hedging instruments. The informalsector also offers some highyield, even if also high-risk

instruments, which attract many savers such as reflected in the booming business ofPyram, Resource 500

and Christian Benefit Business Centre, which offer controversial rates of over 300 per cent per annum.

Obviously, the rates are unsustainable and the higher the growth ofsuch high-venture savings, the more

damage to commerce and industry and the greater the systemic risk at their collapse.

Government's strategy to boost confidence in theformalfinancial system and improvefinancial savings

mobilisation has been formulated to include (a) divestiture ofgovernment ownership of the banks; (b)

containment of inflationary pressures; and (c) stabilisation of the cedi exchange rate. However, improved

and consistent performance over a long period will be needed in these directions to build policy credibility.
In addition, while divestiture may help diminish political interferences in banking operations that both

savers and borrowers havefound uncomfortable, there may be need tofiirther boost savers' confidence by

the adoption of such reassuring legislations like banking secrecy, as has been done in neighbouring Cote

d'lvoire, for example. Measures to improve the lending capacity of banks further would also help attract

savers to theformalfinancial institutions.

It is worth admitting, however, that financial reforms may temporarily worsen access to

finance even in these markets and particularly in countries where the financial markets are in
transition from primary stage to intermediate stage. A recent study on Ghana (Aryeetey et al,

1994) found that this "temporary worsening resulted from the tightening of monetary controls,

introduction of high-yielding securities to absorb liquidity, and efforts to raise the performance

of loan portfolios". At the same time, financial institutions in these markets "in transition" have

not completed internal reforms to diversify their portfolio structure and generate innovative

products, to improve conduct of research and to decentralise credit analysis, decfsion-making
and loan supervision nor developed the techniques for overcoming high transaction costs and

risks and for substituting for collateral. In some cases, as in Nigeria, the transitional phase has

also been associated with frequent policy reversals as well as formulation of policies that are

inconsistent internally or in contradiction with other policies. Beyond this temporary phase,

improvements in access to finance results both from the introduction of new instruments in

previously existing institutions and the emergence of new institutions, further extending the

variety of instruments.

The extension of medium- and long-term credits by the commercial banks is favoured

principally by the increased mobilisation of longer maturity deposits but also by institutional

developments in the financial market that facilitate term transformation of loans (e.g. the

emergence of discount houses, etc.). While this development better serves the need of

enterprises, improvements in consumer credit is also reflected in the introduction of other short-

term credit instruments such as credit card facilities.



At the development banks where medium and long-term credits were already being

increased provision of finance through equity participation in firms. In some

countries (e.g. Kenya and Zimbabwe), the development banks have also established leasing

facilities, an attractive alternative to long-term finance for smaller and less well-established

enterprises, which normally have difficulties with collateral requirements for obtaining long-term

finance for direct purchases. Lease facilities are, however, also provided by other finance

houses that have emerged in these financial markets.

New institutions in many of these countries that have extended the variety of instruments

include (a) Merchant banks, which, among other banking services, provide trade finance through

bankers acceptances and worldng capital through overdrafts and revolving lines of credit as well

as medium-term lending; (b) discount houses which accept money at call from commercial

banks and other financial institutions as well as deal in securities in the short-term money market

(c) export-import banks (as in Nigeria) which offer credit guarantee and insurance; and (d)

venture capital companies, which, though embryonic and not very common in these markets, has

been useful in more developed financial markets in providing equity capital or loans for

temporary start-up capital. Venture capital instruments are, therefore, ideally suited to the

projects of African enterprises involving uncertainties, poor information and lack of collateral.

Together with the previously-existing financial institutions, the new institutions provide

the building block for an institutional infrastructure for securities market development.

Securities market development offers a variety of benefits to the countries that have established

them, including (a) injection of higher degree of competition in the financial system by

increasing the range of financial instruments (and services); (b) improvement in the management

of risk in individual enterprises and the general solvency of the financial system by providing

access to risk capital and long-term financing as an alternative (or supplement) to own and debt

financing; (c) enhancement of the linkage with the international financial markets, and therefore,

stimulation of capital inflows; and (d) facilitation of movement to more indirect and efficient

The securities market, however, has two component parts, namely: the money market

and the' capital market. In the financial markets at the intermediate stage, it is usually the former
that is present and/or better developed. The money market concerns trading in instruments that

are shqrt-tefrn, highly liquid and usually of good credit-worthiness. In most African countries,

these instruments are often short-term government debt such as treasury bills and draft but

money! market development has also facilitated the introduction of other instruments such as

interbank deposits, bankers' acceptances, certificates of deposits and commercial paper issued

by the non-fmancial corporations (Mah'moud, 1992a).

23 Securities markets are expected to be dealt with in greater detail in another paper. Details on their

advantages and relevance in Africa may also befound in other sources including: Popiel (1990) and ECA

(1995).
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Money markets, therefore, contribute to the efficiency of the financial system in a

number of ways. The market enables banks to use short-term borrowing to avoid a liquidity

crisis. This possibility, in turn, facilitates the ability of the banks to undertake a maturity
transformation of their short-term liabilities to medium-term and long-term assets. Hence, banks

in these markets are better able to undertake term lending than those in the primary stage

financial markets. Besides, the interbank support is important for commercial t?anks with limited

branch network. Money markets also enable the financial institutions to diversify their lending

portfolio and spread their risky assets, giving them an incentive to introduce new and innovative

instruments.

Money markets, however, have contributions to financial intermediation beyond those

related directly to the instruments and facilities in the banks. By enabling large corporations to

issue short-term securities in the form of commercial paper, money markets reduce dependence

on commercial bank lending, making the loan market more competitive and helping to reduce

transactions costs and interest rates. The market also provides a non-inflationary way of

financing government deficit without directly crowding out private sector borrowing from the

banking system.24 Related to the above, money market development also facilitates

implementation of indirect monetary control (using open market operations and interest rate

While the development of the money market and capital market (providing long-term

finance) is interrelated because of the involvement of the same financial institutions, few

countries at this stage have established capital markets. These include Botswana, C6te d'lvoire,

Ghana, Kenya, Nigeria and Zimbabwe. Their combined capitalisation (estimated at about

US$6.5 billion) is, however, less than 3 per cent of that of the South African capital market,

estimated at US$217 billion in 1992 (ECA, 1995). However, measures are being taken in some

of these countries to enhance the performance of the capital markets, including, as in Botswana,

Zimbabwe and Ghana, opening up to foreign investors and, in Abidjan, cancellation of

registration fees, reduction of tariffs, creation of new products and of stock exchange auxilaries;

As indicated earlier, the development of money markets in these economies facilitates

implementation of indirect monetary control. Therefore, at this stage, most of the countries have

reduced reserve requirements although the principle of varying it in view of the liquidity

situation is not abandoned.25 Rather, greater emphasis is placed on the use of open market-type

24 Private sector borrowing may, however, be crowded out indirectly as government borrowing exerts upward

pressure on interest rates. ;

25 The use of reserve requirement by the Reserve Bank ofZimbabwe is a typical example. The instrument,

which was not actively used in the 1980s has been variedfrequently between 6.25 per cent and 17.5 per

cent in the 1990s in response to changing financial situations. During the three-year period, September

1991 to June 1994, the ratio was changedfive times.
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operations and on enhancing the flexibility of interest rates. Some of these countries had
introduced auctions of central bank papers (e.g. Botswana and Ghana) to supplement those of

treasury bills in order to control liquidity but emphasis is shifting back to treasury bills, in some

cases, with changes in the operations. The central bank papers have the advantage of being at

the discretion of the central bank and can, therefore, preserve the operational autonomy of the
institution, which is particularly important where Treasury is not willing or ready for sufficient

interest rate flexibility. However, if not properly managed, they can also be a source of conflict

between the central bank and the Treasury. At the same time, the use of treasury bills has the

advantage of serving a direct link between the budget deficit and investors willing to finance the
deficit. The financing of at least part of the deficit through the financial market helps to impart

discipline on Government's expenditure policy. Besides, they are not seen as attracting funds
in competition with the commercial banks, which also purchase these instruments.26 Therefore,
treasury bills axe ideal instruments for developing the money market, especially if its trading

before maturity is allowed (as in Lesotho, for example). However, as part of the reform

process, discount windows are also established to assist individual banks deal with temporary

liquidity shortages. In some cases, the discount facilities to the bank may be indirect In

Ghana, for example, the Bank of Ghana discount window is open to discount houses which in

turn discount securities held by the banks.

Many countries linked the liberalisation of interest rate with the open market-type

operations and rediscount policy as market interest rates were influenced by the cutroff price in

auctions and as rediscount rates were normally set at margins above the market rates. The main

objective of interest rate policy in these countries has, however, been to maintain positive real

interest rates and this has been facilitated by fiscal discipline which has helped to reduce inflation

rates. Reductions in interest rate spreads that further enhanced efficiency in financial

intermediation were also made possible by reduction in reserve requirements in some of the

countries. Transitional difficulties were, however, experienced in some cases as interest rate

levels did not keep in step with inflation resulting in persistence of negative real interest rates

(as in Kenya) or very high positive real rates (as in Zimbabwe). In some ^ases also/high

transaction costs, widespread bank insolvency, and information asymmetries prevented the

interest rate spread from narrowing as expected (as was the case in Zimbabwe).

In the (Hand) Common Monetary Area, an additional objective of interest rate policy has

been to prevent capital flight to the Republic of South Africa (RSA). Therefore, interest rates

are pegged to the rates in RSA (as in Swaziland or Namibia) or 2 to 3 percentage points below

it (Lesotho).

In the Franc Zone countries, common instruments of monetary policy are applied

throughout each union (as already described abovs). However, ongoing reforms in which

26 In Ghana, for example, the Bank of Ghana bills were originally meantfor banks but because the banks

could not absorb sufficient amount to meet the objectives ofthe central bank they were subsequently issued

directly to the public (ACMS, 1992).
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administrative ceilings are being gradually replaced by a system of reserve requirements, access

to central bank refinance being tightened, and interest rate structures being simplified, with more

freedom to banks in setting interest rates may eventually provide the countries at the

intermediate-stage of financial intermediation (such as C6te d'lvoire) to realise the full potential

associated with their levels of financial intermediation.

V. Advan£^ftta^J?m&tocia\ Markets: An Exceptional Category

In very recent years, there have appeared on the African scene financial markets that can

be categorised as being in the advanced-stage of financial intermediation - indeed, a new but

welcome situation. This category remains exceptional and strictly speaking will comprise only

the Republic of South Africa, which has the institutional structure and instruments comparable

to those found in the East Asian "Tigers" (South Korea, Taiwan, Hong Kong and Singapore) and

the developed countries. Nevertheless, Mauritius also has most of the institutional structures and

instruments of these markets and can be considered to be progressing into the class.

The encouraging story about this category is that it includes countries in Africa, Asia and

Latin America which a decade or two ago were in situations similar to those of many African

countries but managed to achieve such remarkable transformations by establishing the enabling

environment through the adoption of appropriate macroeconomic policies. The progress being

made by some other African countries currently at the intermediate and even primary stages of

financial intermediation further inspires the hope that it is a stage that can be reached by many

others, if not all, through the pursuit of appropriate policies.

The depth of financial intermediation in these advanced-stage markets is marked by a

range of institutions and instruments that is reflected in high financial savings mobilisation and

investment financing, especially of the private sector, through various instruments. Thus, in the

Republic of South Africa (RSA), the ratio of broad money (M2) to GDP has been above 60 per

cent in the 1990s.27 The size of interest earning liabilities in the financial system is also

reflected in a low ratio of demand deposits to broad money supply (27 per cent in 1990) and a

high M3 (liabilities of non-bank financial institutions) to GDP ratio.28 Similarly, for Mauritius,
the ratios M2/GDP and M3/GDP reached 74 per cent and 75 per cent respectively in 1993 while

the ratio of demand deposits to broad money supply was 10 per cent in 1992. These financial

markets also provide strong support for private sector development, marked not only by the high

ratio of credit to the private sector to that of the government sector (which for South Africa was

850 per cent and 720 per cent in 1993 and 1994 respectively) but also by a variety of

27 The ratio increasedfrom 64 percent in 1992 to 66per cent and 75per cent in 1993 and 1994 respectively.

28 In RSA, the ratio ofdeposits ofnon-bankfinancial institutions to that of commercial banks was 45per

cent and 50 per cent in 1993 and 1994 respectively.
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instruments available for financing private enterprises such as loans of different maturities,

revolving lines of credit, commercial papers, shares, bonds, etc.

, The advanced-stage financial markets are not only deep but also extensive and in South

Africa includes a central bank, commercial bank, insurance companies, investment and unit

trusts, specialised mining houses, and property trusts. There is also an emerging venture capital

market and the most sophisticated stock exchange in Africa, The extensiveness of the financial

market goes beyond the variety of institutions and instruments and it is marked also in the

number of outlets.

Commercial banks (numbering 40 in 1994) have the most extensive branch network and

electronic outlets (ATMs), particularly in the urban and peri-urban areas, allowing them also to

mobilise sizeable amounts of financial savings.29 Commercial bank deposits rose from SAR

116 billion in 1991 to about SAR 142 billion in 1994.30 However, reflecting the wide range

of personal banking services tied to time deposits and the incentive provided by positive real

interest rates, a greater proportion of the deposits is interest earning, as indicated by the ratios

cited above. Recent improvements in the political climate and the removal of sanctions with the

end of the apartheid regime have also provided strong impetus to the growth of the banking

As mentioned earlier, there are also a number of other financial institutions to mobilise

savings. In this regard, they have the advantage not only of a favourable macroeconomic

environment but also of the physical infrastructure, which enables them to adopt innovations in
electronic banking, to recruit and maintain a strong management team, and introduce new

instruments. The Post Office Savings Bank, for example, utilises electronic banking system

spanning the breadth of RSA and providing easy access to customers through 24-hour automatic

teller machines (ATMs).31 The savings instruments available include: at the development

29 ForexampU, inl994, Standard Bank ofSouth Africa had578 outlets and branches countrywide whileFirst
National Bank of Southern Africa had1,360 outlets.

The evidence of the link between bank outlets and financial savings is also strong in other advanced

financial markets. A survey undertaken in the 1980s (Rodriguez, 1988) reported that Japan, with one bank

outletfor 1,000people had the highest saving rate out ofdisposable incomefollowed by Switzerland (which

had one bank windowper 1,400 people) and Germany (one bank window per 1,600 people), all three of

which hadhigher savings rate than the United States (where there was one bankwindowper 6,000people).

This is also true in other advanced financial markets. For example, in Singapore, the POSB provides

innovative savings mobilisation services, including (a) save-as-you-earn Bonus Scheme tofacilitate regular

savings ofwage earners (b) Group Savings Scheme, which is based on automatic deductions at source of

earnings ofemployees in the same organisation (c) the GIRO Service, which enables depositors to settle

many kinds ofbill by automatic transfers from their savings account and (d) Safe deposit boxfacilities at
certain branches of the bank.
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finance institutions and some non-bank finance institutions - demand, medium and long-term

deposits and certificates of deposit; at the insurance companies - certificates of deposits and

various types of insurance (individual, industrial and group policies),

.On financing instruments, it might have been valid and even sufficient just to mention

that the market-based instruments found in the less advanced financial markets become fully

developed in the advanced markets. However, three financing aspects (and sets of instruments)

in RSA deserve special mention and clarifying comments with respect to the country's situation.

The test concerns the temptation to use development finance institutions (DFIs) to direct credit

to special areas and projects to correct economic inequalities inherited from the apartheid years.

These DFIs include particularly: the Land and Agriculture Bank of South Africa, which is

expected to play a significant role in the development of black small holder farming in RSA, an

activity which has hitherto been dominated by the small white farming community; the

Development Bank of South Africa (DBSA), which finances major capital works on businesses

particularly in the economically under-developed areas of RSA; the Small Business

Development Corporation (SBDC), which is aimed at promoting the development of small
businesses and provides loans, share capital and instalment sale agreements in this regard. Its

role in financing small businesses is posed to increase with enactment, in February 1995, of the

Small Business Development Act

Admittedly, RSA is not a special case even among the countries with advanced financial

intermediation systems to have a directed credit programme; all governments have some

mechanisms to set aside some portion of credit for various and sundry groups - exporters, small

and medium-scale enterprises, farmers, and others. Moreover, correcting the injustices of the

apartheid legacy is unavoidable. However, without revisiting the much discussed topic of the

merits and demerits of directed credit programmes, a note of caution needs to be stressed from

the lessons of similar programmes in other countries. Experience has shown that targeted-credit

schemes can be useful when applied to tackle the inadequacies of financial markets; when they

are small, leaving them broad-based, so that the responsibility for credits remains with individual

banks; and when the subsidy element is limited as much as possible, not only to reduce the

distortion of the cost of capital but also to remove any notion that the extended credit is a grant.

(World Bank, 1989). Even so, well designed credit programmes tend to create constituencies

of beneficiaries and to lose effectiveness if maintained too long. Therefore, sunset provisisons

for ending the schemes must be established early to force authorities to keep revisiting the debate

over which activities should be favoured, thereby ensuring that current credit is not being

directed at old priorities. And when subsidies are desired, they should be done using policies

aimed directly at the goods market or through direct allocation from the budget.3232

3'2 Malaysia and Japan are examples of countries that have used this type of guidelines.



25

The second special observation on instruments of financing In RSA concerns the informal

savings schemes (RGSCAS-type), called Stokvels in RSA, whose number has risen dramatically

from about 23,880 in 1989 to an estimated 49,919 in 1994. Normally, on& would expect these

institutions to be declining in importance or to be developing linkages with the formal institutions

as financial intermediation advanced. However, Stokvels are formed mainly by blacks and
coloured and their flourishing in RSA can be explained in the context of the apartheid system

which deprived many blacks of access to facilities easily available to whites. Besides, Stokvels

play an entertainment and social function, with the "marabi"" jazz culture which has become an

intrinsic aspect ofStokvel meetings and as members support each other on family occasions (e.g.

marriage, birth or death). The Stokvels can however serve as useful outlets for savings

mobilisation for the formal sector and for bank financing if proper linkages are developed as has

been done with similar institutions in some other countries.

The third observation regarding financing instruments in RSA concerns the possibilities

within the Stock Exchange. The existence of a well developed capital market is a key mark of

financial markets in the advanced stage and in Africa the South African Stock Exchange is in

a class of its own in terms of capitalisation, number of listed companies and degree of

competition among the companies.33 RSA has also a well developed unit trust industry, with

a range of general equity to specialist equity trusts and of high income funds, pooling funds by

a number of individual investors (with some investment plans being as little as the equivalent

of US$14 a month). Unit trusts are useful instruments of long term investments. More

importantly, as a source of long-term debt, equity and quasi-equity (shares) finance for the

government and corporate sector, the RSA Stock Exchange is posed to play a very important

role in the post-apartheid effort to mobilise resources* both internal and foreign. The

government, therefore, has an important role to play here by helping to maintain the enabling

environment, including a stable macroeconomic environment, fiscal incentives, legal provisions,

and a regulatory and supervisory framework to protect investor rights while promoting market

market operations, discount rates and reserve requirements. However, from mid-1993 to early

1994, uncertainties arising from the political transition dominated monetary developments as

increase in domestic credit and large unrecorded net outflows in the balance of payments and

the consequent drop in net foreign assets complicataed the task of monetary policy and increased

inflationary pressures. The developments underlined the need to pay attention continuously to

the impact of shocks that can derogate past achievements even in advanced-stage financial

markets and to facilitate prompt action by reducing the recognition and action lags in monetary

control.

33 Financial intermediation in Mauritius, though classified as being at the margin ofthe advanced-stage, does

not include a developed capital market.



Policies to reform financial instruments in African countries must obviously take into
account the existence and nature of the instruments in each economy, the required policies can,

therefore, be discussed on the basis of the stage of financial development and the condition of

the financial sector as follows:

The main instruments at this stage are:

(a) for savings mobilisation: cash or currency in circulation (issued by the central

bank), deposits (mainly at the commercial banks, development banks banks and

savings banks), participation in the credit unions, cooperatives and other informal

financial organisations and, to some extent, contractual savings.

(b) for extending credit (financing): bank credit, largely of short-term maturity,

some of which is directed through various credit schemes and, for government

financing, treasury bills and advances.

(c) for monetary control - mainly direct instruments involving credit ceilings with

some attempts at adopting use of indirect ceiling with some attempts at adopting

use of indirect instruments, especially reserve requirements, open market-type

2. Financial intermediation at this stage is dominated by the mechanisms/institutions of the

payments system and other rudimentary instruments. Therefore, the overriding need is

to maintain (or repair) public confidence in the banking and payments systems. This

would involve:

(a) establishment of macroeconomic stability to prevent the erosion in the internal

value particularly but also the external value of the currency (means of payments

and main instrument of financial savings);

(b) correcting the problem of institutional insolvency if any still exists through bank

restructurings, recapitalisation and liquidations;

(c) improvement of the technical capacity of the institutions involved in issuing

money and extending credit (mainly the central bank and the banks) to compile

and interprete monetary information as well as of the structure of prudential

regulation and supervision.

3. Pre-requisites for making a transition into the intermediate-stage involve preparing

grounds for the use of market-based instruments. Therefore, governments should scale
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down directed credit programmes and widen the range of regulated interest rates. Some

of the policies, in this regard, will overlap with those required in the intermediate stage.

H.

1. The principal change at this stage involves the use of market-based instruments in

(a) for savings mobilisation: there is an increase in interest earning deposits (time

and savings deposits, certificates of deposit, etc) and securities;

(b) for financing: increase in medium and long-term loans, use of special credit

facilities including credit cards, bankers acceptances, commercial papers, etc.),

leasing arrangements, and money market instruments including interbank deposits,

auctioning of treasury bills and central bank bills, etc.;

(c) for monetary control - substantially reduced use of credit ceilings and increased

use of open market operations, discount rate and reserve requirements.

2. At this stage, there is need to improve the foundations of market-based system of

(a) gradually liberalising interest rates so that they are maintained at positive levels

but at the same time being mindful of keeping pace with the reduction in inflation

rates so that real interest rates are not so high as to stiffle investment;

(b) fostering competition in the banking system through privatising state-owned

banks, deregulations and removals of barriers to entry, and encouraging entry of

foreign banks and improving the infrastructure of the market;

(c) further strengthening of the regulatory and supervisory framework and

enhancement of the transparency of the operations of the financial institutions and

the technical capacity of their staff to work with market-based instruments.

(d) protect monetary policy from the pressures of financing government's fiscal

deficit through, say, the reductions in the deficits themselves and proper

coordination of monetary and fiscal policy within a comprehensive programme

of public debt management.

(e) encouraging working linkage (collaboration) between the institutions in the

formal, semi-formal and informal sectors.

Pre-requisites for progressing into the advanced stage of financial intermediation involve

laying the foundations of capital market development by maintaining macroeconpmic
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stability, introducing the appropriate legal and regulatory framework for institutions in

the capital market ,;

1. A key characteristic of this stagee is a well-functioning capital market with its wide range

of savings and financing instruments inclusing, in addition to those identified for the

intermediate stage, various types of contractual instruments (mutual funds, pension and

insurance-funds), unit trusts, venture capital instruments, shares,, bonds, etc. Monetary

control would also involve a mixture of indirect instruments including reserve

requirements, rediscount and/or overdraft facilities and credit acutions, open market (or

open market-type) operations including, primary and secondary market operations, and

foreign exchange operations.

2. At this stage, it may be possible to eliminate use of direct instruments (although some

countries maintain some ceilings as a backstop to monetary control) and reduce levels of
reserve requirements (or pay interest on all or part of the reserves whenever there is need

, to raise their levels). Interest rates and exchange rates may also be fully liberalised while

influencing their levels and changes only through the use of indirect monetary instrument

to achieve the ultimate targets of monetary policy. The development of the capital

market will also be enhanced by the introduction or improvement of appropriate legal,

regulatory and prudential framework, establishing institutional and physical

infrastructures to improve managerial skills and the flow of complex financial

information.
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COUNTRY

Benin

Botswana

Burkina Faso

Burundi

Cameroon

Cape Verde

C.A.R.

Chad

Congo

C6te d'lvosre7'

Equat. Guinea

Ethiopia

Gabon

Gambia

Ghana

Guinea

Guinea-Bissau

Kenya7'

Lesotho

Madagascar

Malawi

Mali

Mauritania

Mauritius

Mozambique

Namibia

Niger

Nigeria

Senegal 7/

Sierra Leone

South Africa7'

Sudan

Swaziland

Tanzania

Togo

Uganda

Zaire

Zambia

Zimbabwe7'

M2"
GDP

1

0.2891/

• 0.3191/

n.a.s/

0.18s1

0.2191

0.4788

0.16*2

O.I891

0.2292

0.3192

0.079'

0.6493

0.1593

0.2290

0.1792

n.a.

0.1592

0.7294

0.36*2

0.2393

0.22M

0.2291

0.2791

0.74«

0.1291

0.3793

0.2090

0.2791

0.23K

0.1593

0.75** '

0.2891

0.3291

0.4193

n.a.

0.892

0.1692

0.2291

102.94

M,

GDP

0.22

0.10

n.a.

0.12

0.14

0.29

0.14

0.17

0.16

0.17

0.06

0.44

0.09

0.13

0.12

n.a.

0.09

-

0.17

0.16

0.11

0.16

0.21

0.13

0.08

0.18

0.11

0,15

0.16

0.10

-

0.23

Q,09~

0.28

n.a

0.06

0.14

0.10

c*

M,'

0.31

0.2793

0.62

n.a.

0.46

0.'32w

0.87

0.77

0,53

0.54

0.4592

0.65

0.39

0.48

0.49

n.a.

0.66

0.37 .

0:11

0.3592

0.40

0.56

0.41

0.55

n.a.

-

0.58

0.38

0.48

0.60

n.a.

n.a.

0.24

0.51

0.32

0.48

0.60

n.a.

0.24

DD3'

M2

0.45

-

0.27

n.a.

0.31

0.4092

0,16

0.25

0.34

0.29

0,46

0.25

0.37

0.32

0.35

n.a.

,0.23

0.21

0.41

0.46

0.29

0.31

O.4392

0.11

n.a.

n.a.

0.30

0.31

0.30

0.27

n.a.

n.a.

0.21

0.3292

0.26

n.a.

n.a.

0.2891

0.22

AM24/

Savings

3.2

0.0

. 0.34

n.a.

-0,29

-3.12

16.49 ,

-0.52

0.91

-0.6

0.14

-17.06"

0.22

-2.22

2.22

n.a.

-

0.51

-0.07

3.27

1.34

0,27

n.a.

0.47

0.36

,. - .

1.13

0.36

0.12

0.65

-1.12 .

n.a.

0.259!

0.1093

-1.63

n.a.

0.18*

0-5089

Category6'

Primary

Interm.

Primary

Primary

Prim./Interm.

Prim./Interm.

Primary

Primary

Primary

Interm.

Primary

Primary/Inter.

Primary

Prim./interm.

Prim./Interm.

Primary

Primary

Interm.

Interm.

Primary

Interm.

Primary

Primary

Advanced/Inter.

Primary

Interm.

Primary

Interm.

Prim./Interm.

Primary

Advanced

Primary

Interm.

Prim./Interm.

Primary

Primary

Primary

Interm.

Interm.
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Notes: Unless otherwise indicated, figures are calculated using data from the IMF International Financial

Statistics

C = IFS line 14a (currency); DD = Demand deposits = Line 34

- Mi = IFS line 34 (Money); M2 = IFS lines 34 + 35 (Money -f quasi-money)

1/ Superscripts indicate latest year for which both money supply and GDP figures were available;

applies also to second column

2/ 1992-9

3/ 1991-92 average ,

4/ 1991-92 average. Savings figures are from World Bank sources.

5/ n.a. = data not available

6/ Two main criteria were used in grouping countries as follows:

(a) Primary: jV^ > 0.20 Intermediate 0.20 < M2 <

GDP GDP

Advanced M2 > O-4^
GDP

(b) Primary: Ma > 0.7; Intermediate 0.6 < Mi < 0.7

Viz M2

Mi > 0.7

Column 2

Column 1

Supplementary criteria related to institutions and instruments available (see Table 2)

11 M2 figures are based on data from national sources

GDP



Appendix , .

Table 2% Summary of Instruments of Financial Intermediation in the formal and semi-formal

Category and Institutions

Primary-State

1; Central Bank

2. Commercial banks

3. Development banks

4. Nonbank Financial Institutions

5. Credit Unions, Savings Banks

Intermediate-Stage

1. Central Bank

2. Commercial banks

Instruments

Credit ceilings, treasury bill, bank rate, statutory

bank deposits (reserve requirements)

Demand, time and savings deposits, certificates of

deposits, loans and advances (largely short-term)

Demand, time and savings deposits, certificates of

deposits, loans and advances (short, medium and

long-term), equity participation

Deposits, loans, social security and pension funds,

various types of insurance policies, loans and equity

participation

Deposits, loans and advances

■

... Treasury bills and bonds (open market-type

operations), central bank bills, credit ceilings

Demand, time and savings deposits, certificates of

deposits, loans and advances of various maturities,

credit cards, commercial paper.
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Category and Instruments

3. Development Banks

4. Nonbank Financial

Institutions

5. Credit Unions and Savings

banks

Advanced-Stage

1. Central Bank

2. Banks and other financial

Institutions

Instruments -

Demand, time and savings deposits, loans and

advanced (of short to long-term), equity participation,

leasing'arrangements

Unit trusts* deposits, loans, venture capital, mutual

funds, social security and pension funds, various

types of insurance policies, loans, equity participation

etc..

Deposits, loans and advances

Treasury bills and banks (open market operations),

discount rates, reserve requirements, credit ceilings

Same as at the intermediate-stage but with market-

based pricing of instruments
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"YEAKS

SEPTEMBER

1992

1993

1994

■SHORT TERM

57,19

53.36

; 47.77

■ MEDI0MTO

LONG TERM ■

28.28

31.31 ' .

4232

OTHER

CREDITS ■ ■ ■

14.53

TOTAL

100

100

100

YEARS

1988

1989

1990

1991

1992

1993

1994

CREDITS TO ECONOMY (%)

ST .

63.2

59.3

57.6

50

48

46

43

MLT

36.3

34

29

40

40

41

42

NPL-

10

8

13.4

10

12

13

15

TOTAL

100

100

100

100

100

100

100

ST

MLT

NPL

Medium to Long Term

Non-performing loans

Source: BCEAO sources, as reported in M'bet (1995)
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Discountable Commercial Papers

Overdrawn Checking Accounts

Commercial Clients

Private Clients

Other Short-term Credit

Commercial Clients

Private Clients

Medium and Long-term Credit

Commercial Clients

Private Clients

Doubtful Credits

Total Ordinary Credits

Seasonal Credits

Credit to the Ex-ONCAD**

Total Use of Resources

7,568.7

35,523.0

(30,285.0)

(5,238.0)

8,252.1

(6,628.7)

(1,623.4)

11,275.3

(5,898.8)

(5,376.5)

2,536.1

65,155.2

3,526.4

11,467.1

80,148.7

* Average of-end-of-month figures for the fiscal year ending March, 1990.

was a

SOURCE: Table provided by a respondent bank as reproduced in Mah'moud (1991).
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