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Finance in Africa is undergoing a rapid transformation, changing the architecture of domestic financial
systems and redefining their links with global markets. Many African governments have borrowed from
international financial markets for the first time; there are signs that foreign direct investment is diver-
sifying away from natural resources; pan-African banks are becoming an important presence in many
countries on the continent, often replacing long-standing European banks; and mobile banking is having
a substantial impact on financial inclusion. At the same time, on a less positive note, African countries
are having to navigate the end of the commodity supercycle; concerns are being raised about the sus-
tainability of new sovereign debt issuances; and global financial standards are having unintended adverse
effects, including on remittances.

How are African regulators responding to these developments? How can they best manage cross-border
capital flows? What opportunities and challenges do the rapid growth of cross-border and mobile bank-
ing pose? What have been the tangible impacts of global financial standards? To explore these questions,
GEG and PEFM convened a small, high-level group of experts from national regulators, academia, the
private sector, and global financial organizations on 17 March 2015 to critically examine the economics
and political economy of these new developments and their implications for regulatory design.

Six themes emerged particularly strongly from our discussions. First, African countries need to build up
the local investor base in order to limit the impacts of volatile international capital flows. Second, while
accessing global financial markets has provided governments with new forms of finance, greater atten-
tion needs to be paid to the structuring of sovereign debt issuances to help manage the sustainability of
growing debt burdens. Third, the expansion of pan-African banks appears to be increasing the availability
of longer-term financing. Yet there are very substantial weaknesses in the regulation of these banks,
which are systematically important in a good number of countries, and greater cooperation is needed
among African supervisors. Fourth, where mobile banking has grown, it is often down to the regulatory
approach taken: more needs to be understood about how to regulate this sector effectively for the twin
aims of financial inclusion and stability. Fifth, the burden of complying with international standards on
anti-money laundering and combatting financing of terrorism is leading to a withdrawal of correspond-
ent banking and having a dampening effect on remittances. Changes to these standards could be made
to avoid these adverse effects, without undermining their aims. Finally, global banking standards need to
be carefully customized to suit specific contexts yet African regulators may be encouraged, or may come
under pressure, to implement standards too quickly or in ways they consider suboptimal.

This report presents an overview of the discussions in the workshop, and also brings together the short
thought-pieces that several participants submitted prior to the meeting. We are enormously grateful
to the Ford Foundation and to the Political Economy of Financial Markets project at St Antony’s College,
whose support made this meeting possible. We are indebted to Alexandra Zeitz, Ivaylo laydjiev, Emma
Burnett, and Reija Fanous for their outstanding job organizing the meeting and writing up the report.
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The financial landscape in Africa is changing rapidly. Following
a decade of strong growth in cross-border foreign direct
investment (FDI) flows, recent years have seen a sharp
increase in non-FDI cross-border capital flows, to both the
public and the private sector. As well as the wave of high-pro-
file sovereign Eurobond issues by African governments,
recent years have seen rapidly increasing short-term port-
folio flows, primarily into domestic government debt instru-
ments. This has been accompanied by a surge in pan-African
banks and the explosion of mobile banking in some countries.

These changes pose new regulatory challenges and call for
new thinking. How should requlators in African countries
respond to these changes? How can new forms of finance be
harnessed to support financial stability and economic devel-
opment? What are the regulatory priorities at the domestic,
regional, and global levels? Drawing on the expert opinions
shared at a high-level roundtable convened at the University
of Oxford on 17 March, this piece highlights the most sali-
ent changes in the financial landscape in Africa and dis-
tils the opportunities and challenges these pose for African
regulators.

Below we consider these questions in five key areas:

1. Large-scale capital inflows to Africa;

2. Rapid growth of regional and pan-African banks;

3. Expansion of mobile banking in some African countries;
4

. Impact of global initiatives on anti-money-laundering and
combating the financing of terrorism;

5. Relevance and implications of Basel global banking
standards.

In the last 15 years, Africa has seen large-scale capital
inflows that have far outstripped bilateral and multilateral aid
flows. This increasing financial integration has come espe-
cially through a surge in short-term portfolio and cross-bor-
der bank flows, though longer-term foreign direct invest-
ment (FDI) flows continue to dominate cross-border flows
to Africa.

Understanding the drivers of the capital inflow is crucial for
designing the right policy response, as Giulia Pellegrini
argues in her memo. An optimistic reading among some par-
ticipants was that such inflows are a response to an improve-
ment in the economic fundamentals across much of the
continent. The fact that investors are in fact differentiating
between sovereign borrowers, with some countries experi-
encing a greater spread in yields than others, would suggest
they do discriminate on the basis of fundamentals.

However, a more worrying possibility is that capital inflows
are the product of advanced economy investors’ search for
yield and are susceptible to ‘sudden stop’ and reversal, for
instance when interest rates in the US begin to normalize.
The impact of the ‘taper tantrum’ in May 2013 on capital
flows to emerging and frontier markets lends credence to this
argument.

As Governor Linah Mohohlo’s brief indicates, reaping the
benefits of capital account openness often requires macro-
economic adjustments in recipient countries. Yet, as Mthuli
Ncube shows in his contribution, there is a live debate about
the role capital controls might continue to play in mitigating
volatility and contagion during a crisis. The Roundtable dis-
cussion noted that controls on outflows, especially if imposed
after a crisis, can have negative reputational and economic
costs, harming investor perception and possibly leading
to exclusion from key indices. By contrast, targeted meas-
ures intended to place ‘speedbumps’ in the path of short-
run inflows have been associated with positive investor
perceptions.

Counter-cyclical macroprudential measures can be used to
address potentially excessive credit growth driven by large
capital inflows, as Alain Nkontchou’s memo discusses.
Despite the increasing popularity of these measures in
advanced economies, however, there are worries about their
effectiveness in low-income countries, where it can be diffi-
cult to secure reliable data on countries’ positions in generally
more volatile and harder-to-assess credit cycles.




Beyond short-term tools, there was a strong consensus
among participants that building up the local investor base is
key to limiting the consequences of volatility in international
capital markets. Domestic institutional investors, in particu-
lar pension funds, can act as a “shield” to reversals in short-
term capital flows by providing much needed longer-term
financing.

Investor enthusiasm about Africa, whether as part of a search
for yield or a ‘new normal,” has also given African countries
growing access to bond markets. According to Brett House,
since 2006, 12 sub-Saharan African countries have issued a
cumulative US$ 17 billion in external debt. Given that sev-
eral African borrowers have already undergone restructuring,
there are mounting concerns about debt sustainability.

In his memo, he lays out possible steps African governments
can take to mitigate the risks of these growing debt burdens,
especially when sovereign bonds are structured as ‘bullet
repayments’ rather than amortizing debt. Governments
should consider setting aside escrow funds for the possibility
that loans cannot be rolled over and support efforts towards
an international sovereign debt restructuring mechanism.
House also recommends that governments consider linking
their future debt to economic performance, for instance in
the form of GDP-linked bonds.

While some participants expressed enthusiasm about the
potential of GDP-linked bonds, others pointed out that these
debt instruments would likely be too expensive to provide a
sustainable source of financing. Creditors are likely to demand
much higher returns in compensation for the downside risk
protection that debtors would enjoy with GDP-linked bonds.

Many African countries continue to experience an ‘Africa pre-
mium’ i.e. high interest rates associated with investing on the
continent. In part this is due to weaknesses of legal struc-
tures and institutions. Addressing governance issues through
regulatory and other legislative intervention remains a prior-
ity in order to reduce this premium.

However, participants noted that even if governance con-
cerns were addressed, an ‘Africa premium’ would remain.
Investors may continue to lack information about the true
risk of investing, so risk perceptions may be higher than
actual risk. Investors are also concerned by a range of factors
(e.g. market size, limited liquidity, inelastic supply of savings,
degree of co-movement of risks) that are not directly under
regulatory control.

A highly visible aspect of financial integration in Africa is the
rise of pan-African banks. Over the last 10 years, regional
banks have expanded rapidly, becoming systemically impor-
tant in many African countries and, in some countries, out-
stripping European and American banks that have tradi-
tionally dominated the market. This unprecedented growth
presents opportunities to increase financial depth, banking
efficiency, and trade integration, but also carries a number of
risks, including creating an additional channel for contagion in
case of crises.

Experiences suggest that pan-African banks bring advan-
tages that other banks do not, since they have better local
information and thus are able to assess risk more accurately.
In the wake of the global financial crisis they provided the
majority of syndicated loans for infrastructure, cushioning
the effect of the deleveraging of European banks, as demon-
strated by Mauro Mecagni’s contribution to this report.
European banks remain present in Africa but have reoriented
towards other instruments, such as private equity or mezza-
nine funds.

However the extent to which pan-African banks have a
fundamentally different lending model from foreign banks
remained unclear. Some participants highlighted that a sub-
stantial proportion of long-term lending by PABs originates
from multilateral donors, such as the African Development
Bank and the International Finance Corporation, which are
opting to use these banks to channel loans.

The regional nature of pan-African banks raises considerable
regulatory challenges because supervisory practices in most
African countries remain national, as Thorsten Beck explains
in his piece. For a range of capacity and political economy rea-
sons, some pan-African banks with regional systemic impor-
tance are not subject to consolidated supervision at home and
do not have cross-border supervision arrangements, such as
supervisory colleges, that could bring together the various
regulatory agencies responsible for the banking group.

A related challenge is home-host cooperation between
supervisors. Such cooperation is essential given the regional
nature of the pan-African Banks, but is still underdeveloped in
Africa. Difficulties with home-host cooperation may be even
more severe with large foreign banks. Incentives are likely to
be in conflict, particularly when a local subsidiary is systemic
to the host country but small relative to the banking group
being overseen by the home regulator. Some of these chal-
lenges could be addressed greater regional coordination over
supervision of global banks. For instance, African regulators
may wish to pursue regional or sub-regional representation in
the colleges of supervisors of globally systemically important
banks (G-SIBs).




Regulators have relied heavily on subsidiarization to protect
national financial stability and have also made use of traditional
tools such as Memoranda of Understanding (MoU). There
remain regionally-specific challenges given relative degrees
of regional integration, as explained by Seydou Ouedraogo
for the West African Economic and Monetary Union, and
Radha Upadhyaya for the East African community.

In times of stress these structures of MoUs and subsidiariza-
tion are likely to be of limited use, as demonstrated in Europe
during the financial crisis. Roundtable participants questioned
the legal robustness of existing MoUs, especially since large
foreign banks may resist formally concluding the agreements.
Therefore, participants highlighted the need for better
ex-ante resolution frameworks that can ensure the orderly
winding down of a regional financial institution, avoiding the
politicization and break-down in cooperation associated with
ex-post solutions.

The post-crisis global regulatory agenda has paid a lot of
attention to banks that are systemically important at the
domestic or global level (D-SIBs and G-SIBs respectively) and
has formulated specific regulatory requirements for them.
However, it was noted during the roundtable that there is
no separate concept of regional systemically important bank
(R-SIB). Developing such a concept would draw attention
to the growing importance of R-SIBs and the systemic risks
they can pose and could lead to regulatory recommendations
on their supervision and resolution.

Many Africans now access banking services without ever
setting foot in a bank, instead using the mobile banking ser-
vices that have exploded in certain countries, including Kenya.
Mobile banking services are significantly advancing financial
inclusion, extending banking to the unbanked by providing a
secure means of storing money, making payments and saving.

Participants noted that mobile banking services provide a
formal alternative to the informal solutions customers pre-
viously relied on, thereby helping to formalise the economy
and widen access to financial services. These services also
produce electronic records of transactions that previously
would have occurred without oversight, records that can
lay the foundation for credit assessments, allowing banking
intermediation services to be built on the back of the mobile
money payments system.

When mobile banking services were first introduced, it was
unclear how they should be categorized and regulated.
Regulators in Africa continue to take different approaches,

some seeing them as banking products and others as pay-
ment and settlement systems. One approach that has allowed
mobile banking services to expand is to regulate them pri-
marily as payments systems. Customers’ funds are not held
by the mobile services provider, but rather by a trust, pro-
tecting customers in the case of bankruptcy of the telecom-
munications company.

Some participants expressed concerns that the trust struc-
ture may not be sufficient to protect mobile customers and
raised questions about the systemic risk associated with
the growth in mobile banking. As the tool has become cen-
tral to several African economies, it has taken on systemic
importance and may need to be regulated more closely. A
question was raised as to whether these products facilitate
money laundering and criminal transactions. However, given
that transactions are recorded electronically, mobile banking
platforms can in fact provide investigators with greater infor-
mation about money laundering than the informal financial
arrangements they largely replace.

The expansion of mobile banking, with its associated benefits
for financial inclusion, has faced resistance from established
actors in the sector. While traditional banks were initially
the greatest critics, many banks now see mobile products
as a means of expanding their client base. Internationally,
mobile banking poses the greatest disruptive challenge to
established payment and settlements systems, such as the
SWIFT network, or those operated by Mastercard and Visa.
Participants suggested that opposition by these actors
could hinder the further expansion of mobile banking into
cross-border transactions.

Given the enthusiasm about mobile banking from champions
of financial inclusion and its rapid expansion in certain mar-
kets, why has it not spread across Africa to other markets?
Participants noted that the approach of the regulator is key:
in order to facilitate expansion, regulators will have to take
experimental and innovative approaches, while also address-
ing genuine concerns about protecting customers and sys-
temic risk.

The international anti-money laundering and combating the
financing of terrorism (AML/CFT) regime is central in the
interface between African financial regulators, the econo-
mies they oversee, and global markets. Participants in the
roundtable, while supportive of the aims of these initiatives,
expressed concern about their unintended adverse con-
sequences on financial flows to the continent. Moreover,




participants questioned the effectiveness of the current
AML/CFT regime in fulfilling its aim of deterring, detecting,
investigating and prosecuting crime and terrorism.

The requirements of the AML/CFT regime, as set out by
the Financial Action Task Force (FATF), place very substan-
tial costs on African governments and banks operating in the
region. Participants noted that failure on the part of African
governments to comply with the obligations for domes-
tic legislation, establishment of local financial intelligence
units and AML/CFT risk assessments can have serious con-
sequences: countries included on the FATF's ‘grey list’ suffer
reputational costs in capital markets and may experience the
withdrawal of international banks. Some global banks have
indicated that slow compliance with FATF standards is inhibit-
ing their expansion into African markets.

These compliance burdens are passed on to domestic banks,
which can translate into higher costs for consumers, harm-
ing the ultimate goal of financial inclusion. Compliance costs
are having a tangible impact on remittances. As Dilip Ratha’s
article in this conference report outlines, remittances are
a powerful tool for development, but compliance with the
AML/CFT regime means that costs of remittances remain
high.

The unintended adverse effects of the AML/CFT regime also
operate through global banks. Several international banks
are withdrawing correspondent banking services to African
counterparts, citing the legal risks of potential AML breaches.
Participants expressed concern that as international firms
stop conducting what they now see as ‘high-risk-low-mar-
gin’ business, particular jurisdictions in Africa may become
‘under-banked’ or ‘unbanked'.

To reduce the adverse effects of the global AML/CFT regime
on remittances, participants suggested a threshold under
which AML/CFT reporting requirements do not apply. Given
that most remittances are small amounts unlikely to be used
for money laundering or the financing of terrorism, setting
a lower bound for these standards could be very effective.
For instance, all international transfers under $1000 could be
exempt. Or, thresholds could be set specifically for particular
corridors, e.g. UK to Nigeria.

To address the withdrawal of correspondent banking, devel-
oped country financial regulators could similarly issue guid-
ance stipulating that banks will not face legal consequences
for AML breaches associated with small transfers, such as
those under $1000. Clear guidance from developed coun-
try regulators is important, since global banks are in many
cases withdrawing correspondent banking due to a perceived
risk of potential legal consequences, rather than observable
breaches in AML standards.

In interfacing with global markets, African regulators face a
further set of global standards: the Basel banking standards.
Participants recognised the vital role that stronger global
financial standards have to play in improving financial stability
in the global economy. However, as discussed in the piece by
Emily Jones, Ngaire Woods and Alexandra Zeitz, there are
concerns that the new standards respond to causes of insta-
bility in advanced financial markets and are, in some cases, ill-
suited to African economies at a different stage of financial
development.

Given the varying degrees of financial sector development
across the continent, there was consensus at the Roundtable
that African regulators need to ‘customize’ their implemen-
tation of the Basel standards, selecting those elements that
are most appropriate to their requlatory needs, and adapting
them to suit their specific circumstances. For instance, capi-
tal requirements set by national regulators are, quite appro-
priately, often higher than required by Basel, reflecting the
country’s particular risk profile. Measures addressing coun-
terparty credit risk in derivatives markets are not yet relevant
for most African economies.

In customizing the standards, participants noted that reg-
ulators should coordinate with and seek advice from others
within the sub-region. The timeline for ‘phasing in’ the inter-
national standards must be responsive to both the state of
the domestic financial sector and the technical capacity of
the regulator.

While recognising the need for a customised approach to
Basel standards, participants noted that regulators may be
encouraged, or may come under pressure, to adopt Basel
standards more quickly than they consider optimal.

Three ‘drivers’ of adoption were noted. In some instances,
cross-border banks have exerted pressure on both home and
host regulators for regulatory convergence to international
best practice to facilitate their cross-border operations.
Second, the IMF’s Financial Sector Assessment Programs
(FSAP) provides incentives to adopt Basel standards, as it
highlights states’ shortcomings with respect to international
best practices. This said, participants noted that experiences
with the FSAPs differs across countries, since the process is
closely shaped by the approach of particular evaluators, and
the FSAP does appear to have become less rigid over time.
Finally, credit ratings agencies use adoption of Basel stand-
ards as a means of assessing the riskiness and credit-wor-
thiness of sovereigns. This provides an incentive for gov-
ernments to adopt Basel standards to facilitate access to
international capital markets.




African regulators can seek information from the Bank for
International Settlements and the Basel Committee, which
are emphasizing capacity-building in order to ease the pro-
cess of adoption. And yet, the volume of data and informa-
tion from these international standard-setters can also over-
whelm over-stretched African regulators seeking to chart an
independent and locally-suited path.

The ‘end game’ with respect to these global standards
remained an open question. Should low-income countries
push for adjustments of the standards, calling for exemptions
along the lines of ‘special and differentiated treatment’? Or
should they aim at eventual, if gradual, convergence? Several
participants stressed the benefits of a global minimum stand-
ard. Aiming at convergence to this standard is important for
reputational reasons as well: avoiding regulatory harmoni-
zation will carry market costs and may undercut efforts to
position African markets as no different from other emerging
or frontier markets. Yet, there is clearly also scope for global
recognition and clearer guidelines on the need for countries
to gradually phase in different elements of the standards.

The developments in African finance are varied and complex.
In the Roundtable discussions on the current state of affairs,
several clear conclusions emerged.

B While it may be unclear whether capital inflows are an
indicator of a lasting ‘new normal’ or a more temporary
product of global conditions, African regulators must
respond to surges in cross-border capital flows. In so
doing, they must weigh the possible short-term benefits
of capital controls against longer-term reputational costs,
and evaluate whether they hold the necessary data to
apply macroprudential tools effectively.

B Pan-African banks are changing the face of banking in
Africa. To reap the benefits without risking stability,
regulators must substantially strengthen cross-border
supervision of these new systemically important actors.
Cultivating the necessary trust for cooperation and
coordination must be a part of subregional integration
initiatives.

B Innovations and expansions in mobile banking in Africa
have already substantially advanced financial inclusion.
To encourage further expansion, regulators must ensure
the appropriate legal frameworks are in place so that
consumers are protected and systemic risks are avoided.

B The global AML/CFT regime is imposing unintended
adverse consequences on African economies. To address
these impacts, clear steps can be taken. Firstly, introducing
thresholds for remittances that are exempt from AML/
CFT. Secondly, clear guidance from regulators on the
ALM/CFT legal risks for global banks to allay the fears that
are undermining correspondent banking.

W Basel standards will have to be customized to African
financial sectors. Regulators will need supportive capacity-
building that recognizes differences in regulatory needs.
Accountability mechanisms that ensure African voices
are heard in the process of further refining standards are
essential to ensure the legitimacy of global standards.
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Futureproofing Africa’s
external bond issuance
Brett House’

Jeanne Sauvé Foundation; Massey College,
University of Toronto

The recent boom in sub-Saharan African (SSA) countries’
external bond issuance,? while a canny strategic move to
take advantage of historically low interest rates, should be
viewed as an incipient vulnerability rather than an ongoing
structural source of financing. When global yields normalize,
demand for these bonds is likely to dry up and, on maturity,
it will be difficult to roll them over on affordable terms. SSA
countries should take action now on four fronts to insulate
themselves against future financing challenges: (1) set up
structures and initiatives to ensure these debts can be repaid;
(2) make existing and future external bond issuance easier to
restructure; (3) intensify efforts to develop domestic capital
markets; and (4) press the G7, G20, and IFls for support of
these and related initiatives.

Issuance of external bonds has long been seen as an impor-
tant step in a country’s financial maturation. Over the last few
years, a host of SSA countries have made their début inter-
national issues, mainly through the London Eurobond market.
Until 2006, South Africa was the only SSA country that had
issued an external sovereign bond: since then, 12 sub-Saha-
ran African countries, all rebranded as ‘frontier’ markets, have
issued some US$17bn in external bond debt, of which over
US$2bn was issued as part of debt restructurings, as detailed
in Table 1. Three more countries have made private external
placements during time: Mozambique and Angola (2012),
and Tanzania (2013).

It would be a mistake to see this new market access as the
by-product of a sudden embrace of Africa’s frontier mar-
kets as the next economic miracles. This new (or in some
cases renewed) access to international capital comes partially
in response to two decades of high growth and improved
macroeconomic management, and, until recently, relatively
strong demand and high prices for major commodity exports.
But more importantly, investors are simply scrambling for
yield given that industrialized-country interest rates have

been pinned near zero for several years. Investor interest in
these bonds also reflects an expectation that, if these coun-
tries encounter financial problems, bondholders will likely be
bailed out with public money from the international financial
institutions (IFIs) or bondholders will be able to litigate suc-
cessfully for repayment.

It's difficult to make sense of the extent of investor interest
in SSA's external bonds based on macroeconomic and finan-
cial fundamentals. For instance, in 2006, the Seychelles was
able to issue début external bonds worth $200mn, some 29
per cent of GDP; it defaulted in 2008, restructured in 2010
and defaulted again in 2011. Yields on Ethiopia’s 2014 début
issue were lower than US treasury yields in 2000; yields on
Rwanda’s 2013 first external bond issue were at the same
levels as Spain in 2012; Ghana went ahead with an oversub-
scribed US$1bn issue priced at 8.125 per cent in September
2014, one month after its decision to seek help from the
IMF. This looks worryingly similar to the mispricing of risk on
Greece'’s bonds after it joined the euro zone in 2003. Creditors
appear to think their holdings of SSA external bonds are more
or less protected against possible default.

Table 1: Sub-Saharan African Eurobond Issuance (excl. private placements)

Yield, % Years Size, USD mn
2006 Seychelles 9.467 5 200
2007 Gabon 8.250 10 1,000
DR Congo 8.770 22 480
Ghana 8.500 10 750
2009 Senegal 5.473 5 200
2010 Seychelles 1/ 8.690 16 168
Ivory Coast 1/ 5.625 22 2,300
2011 Nigeria 7.126 10 500
Senegal 9.125 10 500
Namibia 5.835 10 500
2012 Zambia 5.625 10 750
2013 Rwanda 6.746 10 400
Nigeria 5.750 5 500
Nigeria 6.625 10 500
Ghana 7.875 10 750
Gabon 6.375 11 1,500
2014 Zambia 8.625 10 1,000
Kenya 5.875 5 500
Kenya 6.875 10 1,500
Ivory Coast 5.625 10 750
Senegal 6.625 10 500
Ghana 8.125 12 1,000
Ethiopia 6.625 10

1,000

Source: Bloomberg.
1/ Issued as part of a debt exchange within a post-default restructuring.

This isn’t unique to SSA: yield-driven investors have piled into
and out of external bonds across emerging and frontier mar-
kets. Even Ecuador, which defaulted in 2008 and 2009 on
debt it deemed “illegitimate”, was able to return to interna-
tional bond markets in 2014 with a US$2bn 10-year issue
that, at a 7.95 per cent yield, was oversubscribed.




The fact that international bond market débuts have fol-
lowed so closely on the heels of debt restructurings implies a
deep case of amnesia amongst policymakers, investors, and
market cheerleaders. Eight of SSA’s countries that recently
made foreign bond issues or private placements emerged
from debt write-offs only a few years before under the
Heavily Indebted Poor Countries (HIPC) and Multilateral Debt
Relief Initiative (MDRI) debt relief programmes. Those write-
offs were a recognition that even over a very long horizon,
deeply concessional loans were too expensive for these
countries to manage sustainably. Between 1996 and 2007,
donor governments and multilateral financial institutions
agreed to write off approximately US$75bn in debt owed by
36 poor countries around the world. Each country received a
clean slate to invest in development. Just a few years of fresh
borrowing at historically low rates has already pushed many
low-income countries back into trouble. The IMF estimates
that some 40 poor developing countries are in medium to
severe debt distress. The next debt crisis is already brewing.
In short, poor countries should not try to borrow their way to
development.

The remainder of this note lays out steps that SSA countries
can take to “futureproof” their debt against payment prob-
lems and make themselves more resilient to sovereign debt
distress.

SSA’'s external bond issuers should begin hedging their for-
eign currency exposure and building sinking escrow funds into
which they make regular, budgeted payments to ensure that
sufficient resources will be available to retire a substantial
share of these bond series in the event they cannot be rolled
over on affordable terms at maturity. As the data in Table 1
show, the tenors on most recent SSA external bonds are not
long enough, in the context of weak commodity demand, to
allow SSA's borrowing countries to generate easily the sur-
pluses needed to cover the principal amounts coming due on
maturity: the weighted average maturity at issue was 11.8
years; the weighted remaining residual maturity on these
bonds is currently only 9.2 years. Most SSA issuers will try to
rollover their bonds on maturity, but their creditworthiness
could look weaker in a period of reduced commodity demand,
normalizing developed-market vyields, and a stronger US
dollar. Rollover may be either prohibitively expensive or
impossible when the time comes.

Rather than issuing more external bonds, low- and middle-in-
come SSA countries should seek external grants and long-
dated deeply concessional loans to finance future productiv-
ity enhancing development projects. They may even consider
using such financing to buy-back some portion of their out-
standing external bonds during market sell-offs. Active liabil-
ity management and improved public debt management units
should precede any additional external bond issuance.

Finally, SSA countries should join the BRICS, the Gulf states,
and other newly emerging economies to press for changes to
make more inclusive the “soft law” infrastructure by which
sovereign debt restructurings are conducted. A venue that
includes established creditors, new creditors, debtor coun-
tries, private creditors, implicit creditors (i.e., public pension
holders, public servants, et al.) should be created along the
lines of the Sovereign Debt Forum (SDF) proposed by Gitlin
and House (2014) to provide a more effective discussion,
negotiation, and research centre for improving the ways the
world deals with instances of sovereign debt distress.

SSA countries that have issued external bonds should con-
sider launching swaps to replace this paper with bonds bear-
ing the more robust contractual language recently published
by the International Capital Markets Association (ICMA)
and endorsed by the International Monetary Fund (IMF). In
August 2014, the International Capital Markets Association
(ICMA) published improved model contractual language
(ICMA 2014) for collective actions clauses (CACs) that ena-
bles cross-series aggregation, along with additional recom-
mended language that provides for reasonable and consist-
ent thresholds on acceleration, commitments on information
transparency, structured engagement with bondholders
through creditor committees, and proscription of the rata-
ble payments interpretation of standard pari passu clauses,
the very problem that has allowed creditors holding bonds
that were not included in the 2005 and 2010 Argentina
debt restructurings to purse the government in Buenos Aires
through the New York courts. With the exception of par-
tial inclusion of these terms in recent issues by Ghana (pari
passu) and Ethiopia (CACs and pari passu), no SSA external
bonds include the full spirit or letter of the ICMA model lan-
guage. In October 2014, the IMF (2014) endorsed most
of the ICMA proposals, with the exception of the provisions
on debtor support for creditor committees. While most SSA
external bonds were issued under English law and, there-
fore, are subject to CAC provisions, the relatively small size
of these series make them vulnerable to blocking minorities
of creditors in the event of an attempted restructuring. Such
minorities prevented the activation of CACs in about half of
Greece's English-law external bonds in 2012; the bonds were
not restructured and creditors have been paid in full using
IMF and European institutions’ funds. SSA external bond issu-
ers should act now to avoid a similar possible fate.

Future bond issues should be structured to make the pay-
ments due on these bonds contingent on the issuing coun-
try’s economic performance. SSA countries’ macroeconomic
indicators are closely tied to commodity prices and are,
therefore, particularly volatile. Tying principal and interest
payments on external bonds to key macro variables would
provide for automatic standstills during difficult periods
and compensation to creditors in good times. This could be




achieved through two types of bonds: (1) sovereign “cocos”
(that is, contingent convertibles), bonds that automatically
wger linked to a liquidity crisis. Martin Brooke et al. (2013)
propose tying activation of a sovereign bond’s coco provi-
sions to initiation of an IMF-supported program, but other
triggers more removed from the sovereign’s discretion, such
as ratings downgrades, increased collateral requirements on a
sovereign’s debt, or violation of a pre-specified floor on offi-
cial foreign-exchange reserves, would make more sense; and
(2) GDP-linked bonds with provisions that tie principal and/
or interest payments to a country’s GDP. They could also be
linked to global or regional growth, key commodity prices,
global interest rate indices, or other major aggregates that
materially affect the financial health of the sovereign, but are
outside the government’s discretion

SSA external bond issuers should also move away from the
standard practice of issuing bullet bonds and move toward
bond structures that amortize gradually over time. It makes
little sense, particularly in relatively volatile, resource-domi-
nated economies, to assume that the funds necessary will be
available to repay the entire amount of a medium- or long-
term bond on a single, specific day some ten years in the
future.

While domestic borrowing is by no means a panacea for the
financing needs of SSA countries’ governments (Panizza
2007), a great deal more should be done to develop SSA
domestic capital markets before further recourse is made
to external borrowing. More SSA countries should follow the
example of Uganda, which consciously chose in August 2014
to focus on local market development and issuance rather
than rush prematurely into external bond markets.

SSA countries should work with the World Bank, International
Finance Corporation (IFC), the African Development Bank
(AfDB), and other multilaterals to increase their bond issu-
ance under local SSA law and denominated in a wider vari-
ety of SSA currencies.? This is a particularly effective way to
build a benchmark local yield curve while also generating effi-
ciently priced financing for these institutions. Preparing for
such issuance provides a natural and compelling opportunity
to enlist these organizations’ technical assistance in improv-
ing local capital market legislation, regulation, institutional
structures, and depth. Rather than causing crowding out,
the experience of several emerging markets in the 1990s,
such as Greece and South Africa, implies that such issuance
attracts substantial foreign capital and expertise to domestic
markets.

Every one of these suggestions could be accomplished more
easily with enabling support from the G7, G20, and the [Fls.
Debt swaps and buy-backs; moves to issue amortizing and
state-contingent bonds; creation of a Sovereign Debt Forum;
and domestic capital market development would all advance
more quickly if SSA countries could pursue these goals in the
wake of leadership and precedent provided by the G7 and
G20 countries. G7 and G20 countries should also be pressed
to refine further lending and borrowing codes drafted by the
Institute of International Finance (IIF, 2012) and UNCTAD
(2012) to ensure they provide symmetric expectations of
both creditors and debtors, while at the same time receiv-
ing wider endorsement from a diverse range of stakehold-
ers. They should also be pressed to immunize further their
payment systems from attachment by holdout creditors and
make certain the dispute-settlement mechanisms under
investment and trade treaties cannot be used to pursue
debtor governments that attempt to restructure their debt
(St John and Woods 2014). Obviously, completion of the
2010 package of IMF reforms would also help all countries to
futureproof themselves sovereign debt distress.
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Capital account openness
and macroeconomic
management

Linah K. Mohohlo

Bank of Botswana

The scale (both levels and rate of growth) of international
capital flows is truly immense. Total private non-resident cap-
ital flows to emerging markets in 2014 have been estimated
at USD1.1 trillion™. This is slightly below the all-time high
of USD1.35 trillion in 2013, but compares to only USD200
billion in the year 2000. This represents compound nominal
annual growth of 12.5 per cent, increasing the share of cap-
ital flows relative to emerging market GDP from about 1.5
per cent to over 7 per cent. Of course, much of this total is
accounted for by major emerging markets/countries, notably
China. But the smaller economies are also seeing the bene-
fits and possible costs of greater integration into global cap-
ital markets. In sub-Saharan Africa (SSA), this is most clearly
indicated in the range of countries that are now benefiting
from access to international bond markets.

In Botswana, there has been de jure capital account open-
ness since 1999, when the process of removing all foreign
exchange controls was finally completed®. In taking this
step, the authorities’ confidence was bolstered by substan-
tial foreign exchange reserves that, at the time, amounted
to more than 100 per cent of GDP, limiting any vulnerability
to external shocks. But the decision was also made in clear
recognition of the tremendous potential advantages arising
from the free movement of capital. This is not just in terms
of attracting foreign funds for domestic investment, but also
expanding the opportunities available for domestic savers.
On the latter, a major development in the subsequent period
has been the growth of pension funds in Botswana, with the
freedom to invest as much as 70 per cent of assets offshore.

The uncertainty and, at times, turbulence that have charac-
terized global financial markets in recent years have under-
standably been a matter of concern to developing econo-
mies. The opportunities arising from the “search for yield” on
a global basis have been accompanied by the risks of a subse-
quent “flight to quality”. At the same time as developments in
information and communications technologies make money
and capital markets evermore interconnected, major central
banks have resorted to large-scale quantitative easing (QE).

This has obviously been based on the needs of their domes-
tic economies, with little consideration of the wider conse-
quences. Thus, in mid-2013, the so-called “taper tantrum”,
as the Federal Reserve Bank prepared to conclude its last
round of QE, led to volatility in several major emerging mar-
kets (EMs); more recently, the announcement of a new QE
programme by the European Central Bank (ECB) has had con-
sequences for monetary policy in other European countries.
If the finely tuned machine that is the Swiss National Bank
can be challenged by such developments, the concern among
other policymakers is understandable.

There are two possible responses to greater de facto open-
ness of capital flows. One is to try and limit this trend by
introducing more effective capital controls; the other is to
accept the reality of the changed environment and adopt
policy options accordingly. Of these, the latter is clearly to
be preferred. A major reason for the increased integration
of sub-Saharan African countries into global capital mar-
kets (and their reduced dependence on bilateral aid and the
Bretton Wood Institutions for support?®) is their own recent
track record of success. These countries cannot expect to
bask in the reflected glory of the so-called “Africa rising” and
then pick and choose from the consequences. In the long run,
this would serve only to retard future development.

This is not to say that all countries should immediately
remove all capital controls or that new or strengthened con-
trols should never be considered in any circumstances. But
the process towards increasing liberalization should not, in
general, be resisted.

A respectable argument in support of tougher capital con-
trols might be the need to counter the effects of “contagion”;
that is, the destabilization arising from indiscriminate capital
inflows and outflows. This is certainly not something to be
ignored, especially, perhaps, in Africa, where “guilt by asso-
ciation” remains a recurring hazard. This was clearly seen in
the recent Ebola outbreak, where tourism across Africa was
adversely affected, regardless of countries’ proximity to the
disease. Similarly, herd-like responses in financial markets are
a reality, and policymakers in advanced economies should not
be absolved from the potential for collateral damage arising
from their actions. But risks of contagion are also easily over-
stated, perhaps sometimes deliberately so as a distraction
from more fundamental shortcomings of domestic policy.
Indeed the recent research on the “Taper Tantrum” concluded
that:




The clear lesson from this is that, first and foremost, EMs
should concentrate on getting the basics of policy right,
including any adjustments that need to be made in light of
the greater openness of their economies®. If macroeconomic
policy is designed and implemented on a sound basis, then
capital flows will respond favourably to the resulting stability.
A further need is to ensure that adequate buffers are accu-
mulated, sufficient to counter short-term volatilities. ©

A particular challenge, relevant to an increasing number of
countries in SSA, is to frame appropriate policies (fiscal policy
in particular) in terms that are relevant for the exploitation
of non-renewable natural resources. The focus should be on
effective intergenerational budgeting, with a strong empha-
sis on credible mechanisms and institutions (sovereign wealth
funds, for example). This is to counter the temptation to
spend future revenues before they are realized; the impact on
some countries of the recent slump in international oil prices
provides a clear warning of the dangers of such an approach.

Similarly, if microeconomic policies prioritize the creation of a
conducive environment for promoting investment, then the
risks of over-reliance on short-term portfolio flows should
be mitigated. In this respect, a further disadvantage of more
intrusive capital controls is that they can be undermined by
administrative inefficiencies that have a variety of corrosive
effects, both undermining the effectiveness of the controls,
while, at the same time, impacting negatively on the general
business environment. In addition, capital controls are also
vulnerable to regulatory capture and rent-seeking by those
(sometimes including governments) who seek to access a
cheap, “captive”, source of finance. Policies to restrict the
options for offshore investment by domestic savers may be
particularly at risk in this regard.

Regarding macro-prudential policies, these remain very much
in their infancy, with both practitioners and academics divided
over their usefulness. For emerging markets, with relatively
undeveloped, “vanilla” financial sectors, the emphasis should
again be on doing the basics well. In this regard, the more

explicit prioritization in many countries of financial stability
as a matter of concern for monetary authorities is an une-
quivocally welcome development. Development of effective
capacity in this area should go a long way toward instilling the
necessary confidence. While interventions at the macro level
cannot be ruled out, they are not a substitute for effective
micro-prudential supervision, encompassing both banks and
non-bank financial institutions.




Capital account policy
experience - learning and
growth in Africa’
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Africa, like other developing regions, has experienced a surge in
private capital inflows since the early 2000s2. Net private cap-
ital inflows to Africa exceeded official flows several times over.
Over time, developing regions (Africa, Latin America and devel-
oping Asia) increased capital account openness not only in de
facto (flows) but also de jure (regulations) terms (Figure 1).
With the low savings rates and substantial investment needs
that characterize many African economies, capital inflows are an
indispensable source of financing in Africa (and Latin America),
in contrast to developing Asia (Figure 2).

FIGURE 1. EVOLUTION OF THE REGIONAL SHARE OF CAPITAL
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While larger capital inflows can stimulate higher growth, they
often also bring macroeconomic challenges such as high infla-
tion and real exchange rate appreciation. Their sudden reversals
have lead to growth collapse and major exchange rate volatil-
ity, or even crises.® Until recently, relatively stable foreign direct
investment accounted for most of capital inflows to Africa.
Managing volatile capital flows has not yet created a major policy
challenge in Africa, not even during the global financial crisis.*
Yet with deeper financial integration, Africa’s frontier markets
are becoming vulnerable to global financial shocks and portfolio
outflows® Effective management of the financial integration and
volatile capital flows is becoming an important policy priority.

1 Drawn from analysis in Z.Bicaba, Z.Brixiova, and M.Ncube(2015), Capital
Account Policies, IMF programs and Growth in Developing Regions,
African Development Bank and William Davidson Institute Working paper
1085, University of Michigan.

2 See African Economic Outlook 2014, AfDB, OECD, UNECA, UNDP

3 Ncube, M.; Ndou, E., and Gumata, N. (2012), ‘How are the US Financial
Shocks Transmitted into South Africa? Structural VAR evidence,” AfDB
Working Paper 157.

4 See Brixova and Ndikumana (2013), The Global Financial Crisis and
Africa: the Effects and Responses, in handbook of Political Economy of
Financial Crises (edited J.Epstein and M. Wolfson, OUP)

5 International Monetary Fund (2013), ‘Managing Volatile Capital Flows:
Experiences and Lessons for Sub-Saharan African Frontier Markets’,

IMF Regional Outlook for sub-Saharan Africa 2013 (October), IMF:
Washington, DC
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Against this background, how can African policymakers opti-
mize the growth benefits of capital inflows while mitigating
their cost? Has the move towards greater capital account lib-
eralization been beneficial in terms of growth? The impact of
capital account policies on growth has long been the subject
of policy controversy. Policymakers in different countries and
institutions have had different views on the growth impact
of capital account liberalization, and the trade-offs between
growth level and volatility. These views change over time
based on experiences:

“..The IMF once advocated the removal of all
controls on outflows and inflows in the hey-
days of the Washington Consensus in the
1990s. The Asian Crisis of 1997-1998, how-
ever, initiated a slow process of conversion
that culminated with the IMF’s recent decision
to explicitly and openly support the imposi-
tion of controls on capital inflows....” (Jinjarak
etal,2012)

FIGURE 2. CAPITAL FLOWS, RESERVES AND SAVINGS-
INVESTMENT GAP (% OF GDP), 1990 - 2014
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2c. Latin America — capital flows
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Over time, policymakers’ views on capital account poli-
cies have evolved from favouring liberalization under the
Washington Consensus to recognizing the usefulness of cap-
ital flow restrictions in specific circumstances. The global
financial crisis reinforced the message that full capital account
liberalization may not be the right goal for all countries at all
times. In fact, in 2013 the IMF acknowledged the useful-
ness of capital account controls during a financial crisis or
when the crisis is imminent (IMF 2013b). Studies show that
whether capital controls or liberalization are optimal depends
on the shocks received.®

6 Farhi, E. and Werning, E. (2012), ‘Dealing with the Trilemma: Optimal
Capital Controls with Fixed Exchange Rates,” NBER Working Paper No.
18199.

HIGH-LEVEL ROUNDTABLE ON AFRICA
AND NEW GLOBAL FINANCE
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Il. KEY ISSUES

In a forthcoming paper with Zorobabel Bicaba and Zuzana
Brixiova we examine the uncertain impact of capital account
policies on growth using an adaptive learning framework,’
drawing on the models of Bicaba and Coricelli (2014) and
Buera et al (2011). In this framework, policymakers choose
capital account policies (liberalization or controls) to maxi-
mize growth. Their choices are constrained by the ‘Mundell’s
trilemma’ — the ability to reach only two goals among finan-
cial liberalization, fixed exchange rate and monetary auton-
omy. In addition to past growth outcomes, policymakers’

7 Bicaba, Z. T. and Coricelli, F. (2014), ‘Learning to open up: capital account
liberalization in the post-Bretton Woods era’, CEPR Working Paper. &

Buera, F. J., A. Monge-Naranjo, and G. E. Primiceri (2011), ‘Learning the
wealth of nations,” Econometrica, 79, 1-45.




policy choices have also been influenced by IMF programs.
The model is calibrated to data from Africa, Latin America
and developing Asia for policymakers’ initial beliefs about the
impact of capital account policies on growth. These beliefs
are updated each period based on policies undertaken, pres-
ence of the IMF programs, and the growth outcomes.

Capital account policies raise uncertainty about growth and
other macroeconomic outcomes for several reasons. First,
they alter the overall economic environment, but the precise
impact on incentives and outcomes will be known only with
time. Second, capital flows raise the exposure of the economy
to external shocks. Third, due to their pro-cyclicality, capi-
tal flows exacerbate negative shocks to the domestic econ-
omy. The adaptive learning framework is particularly suitable
for developing countries, where policymakers face a greater
uncertainty than those in advanced economies regarding the
impact of policies on growth.

TABLE 1. ESTIMATES OF BIAS FORECASTS OF GDP

Reflecting these and other uncertainties we seek to
answer the following questions using the adaptive learning
framework:

i Does an adaptive learning approach capture the paths of
capital account policies in developing regions, including the
delayed liberalization in Africa?

i How do IMF programs impact countries’ learning about
capital account policies?

i Under what conditions might countries with liberalized
capital accounts introduce capital controls?

iv. What capital account regimes should African countries
adopt?

Empirical analysis of key stylized facts pertaining to capital
flows, IMF programs, and growth reveals that African econ-
omies seem to face greater uncertainty regarding growth
outcomes of polices. This is shown, for example, in the dis-
crepancy between the forecast and actual growth in 1990 -
2011 (Table 1). Such uncertainty makes the learning frame-
work relevant for Africa and developing countries in general.

1990 - 2011 (without outliers)

(percentage points)

1990 - 2011
Advanced Economies 0.07
Africa -0.77
Developing Asia -0.02
Latin America -0.24

0.10
-0.43
0.18
-0.12

Source: Genberg and Martinez (2014).

Regarding the impact of IMF programmes on capital account policy choices, we do not find the programs to be systemati-
cally associated with capital account liberalization. Analysis of specific IMF programs shows that some types of programmes
(Stand-By Arrangement (SBA) and Extended Fund Facility (EFF)) in fact had a negative (and statistically significant) impact on
capital account openness in Africa (Table 2). This confirms findings in the literature about IMF programmes and capital account
liberalization.? It is still an open question whether the capital account policy choices undertaken under IMF program result in

better and more accurate (expected) growth outcomes.




TABLE 2. IMF PROGRAMS AND CAPITAL ACCOUNT OPENNESS

Africa Latin America Developing Asia
(1 (2) (3) (2) (3) (1) (2) (3)

Stand-By
Arrangement -0.176%** -0.151%* -0.224%**
(SBAS) (0.0180) (0.0417) (0.0470)
Poverty Reduction
and Growth

N 0.0848%** 0.280%** 0.106**
Facility (PRGF5) (0.0210) (0.0624) (0.0531)
Extglnded Fund -0.148" -0.133% -0.0746
Facility (EFF5) (0.0298) (0.0456) (0.0618)
Observations 1,352 1,352 1,352 589 589 391 391 391
N 44 44 44 19 19 13 13 13
Fixed effects and
constant YES YES YES YES YES YES YES YES

Further, applying the adaptive learning approach, we find that
the framework reflects capital account liberalization paths
relatively well, including Africa’s delay in liberalization rela-
tive to other regions.9 The accuracy of policymakers’ beliefs
about the impacts of capital account policies on growth has
also improved over time. One of the findings is that even
countries with a liberalized account can revert to capital
controls in the presence of particularly large output shocks.
Further, the outcomes of capital account switches are closer
to policymakers’ expectations in countries with the IMF pro-
grams. However, this may also be attributable to the number
of policy measures contained in IMF programmes besides
changes in capital account regimes, pointing to the need for
complementarity of policies. Capital account policies in Africa
tend to change more often than in other regions, creating
policy uncertainty for economic agents. This underscores the
importance of building stronger policymaking institutions and
rules in the region to mitigate this high volatility.

Regarding capital account policies, generalizations for a con-
tinent as diverse as Africa are clearly likely to be simplistic or
even unsuitable, as no single capital account regime can be
appropriate for all countries at all times. Still, several points
are worth highlighting.

B First, capital flows to Africa have so far not reached levels
needed to close the savings—investment gaps. Hence
attracting private capital flows is a key policy objective for
the majority of African countries.

B Second, as Africa becomes more integrated into the global
financial markets, the issue of capital flows management
will gain even more attention. A flexible macroeconomic
framework can help to mitigate possible negative
consequences of large capital flows. Such flexibility can
be achieved through building fiscal buffers and foreign
exchange reserves during booms. Where suitable, more
flexible exchange rate regimes would also help in managing
macroeconomic impacts of capital flows.

B Third, even if macroeconomic frameworks and policies
are sound, large surges in capital flows can result ‘sudden
stops’ due to changes in investors’ sentiments. In such
cases, targeted controls especially at short-term inflows
could be considered. However, it is not clear how quickly
temporary capital controls can be imposed relative to
other measures, and to what extent they may become
semi-permanent. The large disparities between the de
jure and the de facto capital controls suggest that capital
controls lose their effectiveness over time as agents
learn to bypass them. Even if capital controls are the
right option, the iming of their introduction matters. For
example, Blanchard and Ostry (2012) suggest that capital
controls should be introduced after other measures have
already been applied.’®
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The increase in cross-border capital flows across Africa is
directly linked to the spread of capital account openness.
The positive experience of industrial countries that opened
up to international capital flows since the early 1980s and
the boom in emerging market economies during the first half
of the 1990s bolstered the argument that an open capital
account promotes development and growth.

Capital account openness has become an important policy
choice in an increasingly integrated global economy. Indeed,
theoretical and empirical evidence suggest that capital
account liberalization:

B Promotes a more efficient global allocation of capital, as the
flow of resources reduces cost of capital in the liberalizing/
recipient countries, thereby increasing investment and
raising economic output.

W Enables African countries to cushion fluctuations in
national incomes and smooth out consumption levels.

B Facilitates the transfer of technological and managerial
know-how, encourages competition and financial
development.

However, openness to international capital flows can be
especially dangerous if the appropriate controls, regulatory
apparatus and macroeconomic frameworks are not in place.
This suggests the need to carefully manage and sequence lib-
eralization in order to minimize risks.

From a macroeconomic standpoint, capital account openness
signals a country’s commitment to credible fiscal and eco-
nomic policies, since deterioration in the policy environment
could lead to capital flight and economic imbalance.

In that respect, capital account liberalization provides a strong
incentive to policy makers to adopt and maintain sound mac-
roeconomic policies with obvious benefits for long-term
growth.

From a monetary policy perspective, capital account open-
ness in many African countries has de facto led monetary
policy to target the exchange rate as an essential mean to
achieve stable inflation.

Indeed, most central banks in African countries where the
capital account is liberalized have an implicit exchange rate
target in their monetary policy, due to the high component of
imported goods in the CPI (Consumer Price Index). In order
to ensure continuous capital inflows to fund the current
account, they tend to keep high real rates at the front end of
the yield curve.

Hence the monetary policy in African countries with an
open capital account tends to be more restrictive in order
to allow for a stable currency. Yet, the impact on eco-
nomic growth of this high real yield is relatively muted due
to the low level of debt creation in most African economies.

Real Interest Rates 3 Month Rates

Country

Euro 0.65% 0.04%
us 0.14% 0.26%
Egypt 3.6% 11.8%
Ghana 10% 25%
Kenya 2.3% 8.3%
Nigeria 6% 14%
Rwanda 3.7% 4%
South Africa 0.8% 6.1%
Uganda 3.4% 10.2%

Low credit formation in Africa, especially in the sub-Saharan
region, due to:
B Lack of efficient collateral recovery

B Lack of centralized and regular credit information

B Limited access to long term funding

B Asset based lending

B Low level of financial intermediation has created a severe
shortage of private sector credit. As a result, non-bank
lending is increasing.
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African countries could learn a great deal from recent experi-
ences of the Global Financial Crisis and also from the 1990s
crises in emerging markets.

B Global shocks can affect countries with an open capital
account with a larger magnitude even when they may not
be part of the original cause of the crisis. As the financial
crisis of 2008 has shown, in such an environment there
are few macro policies that could cushion such external
shocks.

B African and other emerging economies have not yet been
able to properly leverage financial market flows, since
capital flows into these economies are clearly pro-cyclical.
Indeed international investors tend to be keen to lend in
‘good times,” only to retreat in ‘bad times’ and thereby
exacerbate macroeconomic imbalances.

B For countries where there is a significant positive

relationship between capital liberalization and economic
growth, it is advisable that capital account liberalization
should happen in stages. Essentially, long-term flows
should be liberalized before short-term flows.

Trade policy should be complementary to account
liberalization efforts.

Market depth, financial system architecture and managerial
infrastructure should be reinforced in order to reap
the benefits of liberalization and ensure the economy’s
resilience.

Macro policy (fiscal and monetary) has to be sound and
credible in order to win markets’ and investors’ confidence
over the long term.

Sound fiscal policy (cyclically adjusted budget deficit cap)
and credible monetary policy (stable inflation) have to be
enshrined in macro policy.

Whenever there are conflicting choices between domestic
interest and external environment, the domestic interest
has to prevail over the long term.

Sound counter-cyclical macro policies to strengthen macro
stability and support growth should be implemented. This
was demonstrated in 2008, as African economies were for
the first time able to stimulate their economies to cushion
the effect of the Global Financial Crisis.

A minimal tax on capital flows could limit the volume of
outflows in periods of high pressure, contain currency
depreciation, and support counter-cyclical policies.
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In recent years, the macroeconomic dynamics of so-called
Frontier Markets (FMs) have increasingly been driven by
capital account phenomena. This has become evident also in
sub-Saharan Africa. African FMs have seen a surge in inter-
est. Some observers have attributed this to a structural shift
- a“new normal” — that sees African FMs as in the process of
turning into @ more mainstream investment destination. This
structural change has been the result of better macro man-
agement and still wide growth differentials with Developed
Markets (DMs). Others point out that the surge in capital
inflows into FMs has been contingent on DMs’ Quantitative
Easing programs, hence the need to brace for upcoming
policy normalization, at least in some DMs.

Either way, over the past decade capital account openness
has increased de facto in sub-Saharan Africa. Capitalizing
on strong growth, a cleaner balance sheet after a wave of
debt relief programs, interesting demographics, and the
global search for yield, many African countries have made
their debut on the international capital markets, moving the
spotlight onto previously less renowned investment oppor-
tunities. We have also seen foreign investors positioning in
African FMs’ domestic debt and equities markets. Finally,
some timid signs have emerged of FDI flows into the conti-
nent diversifying away from the resource sector, while offi-
cial development assistance has been declining as a portion
of capital inflows as countries’ income levels rise. Since 2010,
all these trends have been taking shape with renewed impe-
tus, but concomitantly we have also witnessed deterioration
in certain sovereign balance sheets amid expansionary fiscal
stances that have led in some cases to the rebuilding of debt
stocks. African FMs are now facing the challenge of the end
of the commaodity super cycle against the backdrop of weaker
balance sheets. Whether international investors’ interest in
Africa is, indeed, the “new normal” or whether countries will
be left to manage the pitfalls of a sustained reversal in cap-
ital flows is an open question. While there is no doubt that
this emerging asset class has become more established, the
answer to that question will also depend on countries’ policy
responses.

Capital flows can facilitate more efficient savings mobiliza-
tion for productive investment, which is especially impor-
tant in Africa considering the continent’s infrastructure gap.

This productive investment provides a boost to the recipi-
ent’s economic growth (Quinn & Toyoda, 2008) and helps
consumption smoothing in capital-exporters. Higher cap-
ital account openness has also been linked to more com-
petitive financial sectors (Klein & Olivei, 2008). However, it
comes with risks that can be magnified, especially at times
of stress, by shortcomings in countries’ financial sector and,
more generally, institutional infrastructure. Indeed, critics of
capital account liberalization have pointed out that liberaliza-
tion is more beneficial if countries have already reached cer-
tain levels of financial and institutional development (Rodrik,
2008; Eichengreen, 2001) as surges or rapid outflows of
capital, particularly if of a short-term nature, can result in
policy challenges that may be especially difficult to manage
in FMs. Sharp exchange rate movements and financial stabil-
ity issues often arise in countries that experience significant
capital outflows, especially over a short period of time. Debt
sustainability issues may also result, especially if appropriate
policy adjustments are not made to deal with changing cap-
ital flow dynamics in the medium-term. Appropriate policy
responses to capital flow reversals include sound macroeco-
nomic management; careful financial supervision and macro
prudential measures; and, in some cases, capital flow man-
agement measures. As African FMs have become more inte-
grated with the global financial system, more attention will
need to be paid to macro management and macro pruden-
tial measures within the context of enhanced cross-border
coordination, in such a way as to minimize the need to make
recourse to capital controls in order to manage any vulnera-
bilities arising from sudden capital flow reversals. Challenges
such as limited policy space and lower levels of local capacity
and institutional development complicate such efforts.

From 2010 to 2012, average net private flows into African
FMs rose five-fold - albeit from a lower base — to around
US$26bn, when compared to 2000-2007 (source: IMF)
Although FDI contributed to this surge, cross-border bank
flows and portfolio flows rose noticeably.

Since 2010, the largest African FM recipients of portfolio
inflows have been Nigeria, Ghana, and Zambia (on a % of GDP
basis). More generally, net portfolio flows to African FMs
have been twice as large as those to EMs and DMs, at around
2% of GDP and 1% of GDP respectively (source: IMF). The
picture has become somewhat more diversified since mid-
2013 when first the “Taper Tantrum” caused a global sell-
off (somewhat less pronounced in African FMs) and, more
recently, the drop in commodities prices has resulted in a sig-
nificant reversal of portfolio flows. This has been so especially
from countries such as Nigeria and Zambia, which have been
more significantly impacted by the commodity prices fall.

Cross-border bank lending to African FMs has risen by 4.5
times since 2010 but deposits in foreign banks have also




grown steadily so that these economies have remained net
lenders vis-a-vis their foreign counterparts. FDI into sub-Sa-
haran Africa has been rising too, since 2010. It was up by
5% year-on-year (y/y) last year, to a provisional US$34.6bn.
The increase was mainly driven by Southern (97%y/y) and
Eastern Africa (15%y/y), while Central (-18%y/y) and West
Africa (-14%y/y) saw net outflows. Most FDI went to oil
and gas but investment is increasingly going also to busi-
ness services, utilities, transport and manufacturing. Notably,
intra-Africa investments have been rising, albeit modestly.
They increased to US$12bn in 2013, making up 18% of
greenfield FDI on the continent, up from 10% in 2004-2009.

These higher capital inflows have been accompanied by more
expansionary fiscal policies across the continent as bond
yields declined until mid-2013. They have often gone hand-
in-hand also with a surge in local liquidity, which policymakers
have responded to via larger Open Market Operations and/or
higher cash reserve requirements. Yet private credit growth
has remained modest in most African FMs, while some
countries have taken advantage of rising inflows to rebuild
their foreign exchange (FX) reserve buffers. Nigeria saw FX
reserves rising by 34% (US$12.3bn) from August 2012 to
May 2013, as the country gained entry to two international
banks’ bond indexes.

The recent surge in capital flows to African FMs has likely
been driven by a combination of healthier economic funda-
mentals (compared to the 1990s) and poorer returns pros-
pects in DMs and more established EMs. Higher returns in a
global low-yield environment, lower correlation to DMs, shal-
lower liquidity and portfolio diversification issues undoubt-
edly helped support Africa FMs story. J.P. Morgan's NEXGEM
Index —a subgroup of frontier markets within the more
widely used EMBIG Index— returned 10.6% in 2014, coming
second only to the S&P 500 (11.6%) and outperforming Euro
High Grade and GBI-EM Local (both at 8.2%). EMBIG/Div-
Africa returned 9.7% in 2014 and 2015 has started strong
with a 2.3% return to date. Lower correlation with EMs and
shallower liquidity also helped cushion African FMs through
the mid-2013 sell-off. NEXGEM was one of only three J.P.
Morgan-managed indexes closing 2013 in positive territory,
at +5.1%, with EMBIG returning -6.6% and GBI-EM Global
Div. returning -9.0%. Since J.P. Morgan began tracking the
asset class in 2002, NEXGEM has seen only one year of neg-
ative returns: 2008.

Yet as the growth differential with DMs narrows and more
questions arise around the sustainability of EMs’ growth
amid recent disappointments; as commodity prices take a
plunge and resource nationalization talks or slower legisla-
tive progress hinder commodity production on the continent;
and as African FM’s sovereign balance sheets deteriorate, it
is important to maintain sound macro management prac-
tices. This will allow African FMs to further capitalize on the

wave of interest by foreign investors amid the latter’s need
to diversify risk under management. Indeed, recent experi-
ence shows that international investors are becoming some-
what more discerning as they become more acquainted with
the asset class. This could impact some African FMs’ abil-
ity to roll over liabilities at manageable interest rates in the
future. With foreign investors also increasing their holdings
of African domestic debt since 2010, another significant
risk is the need to support any outflows amid often-mod-
est FX reserves levels. The experiences of Ghana, Nigeria and
Zambia show how foreign investors’ appetite for local debt
can result in significant swings in portfolio flows. Foreign
positioning in Ghana would be around 25% of total domestic
debt. However, when considering the 3-5 year portion of the
yield curve, foreign ownership rises to around 80%. Foreign
ownership of Nigerian domestic debt likely peaked around
20% in mid-2013. Our client survey - tracking institutional
investors and corporates with exposure to EMs with assets
under management of about US$1.15tn - shows positioning
in Nigerian FX and rates at its lowest since we began tracking
that market three years ago. In Zambia, foreign ownership
surged last year from virtually zero to around 15% of total
domestic debt at end-2014. These levels compare to 18% in
Brazil, 22% in Turkey, and 47% in Malaysia.

The recent drop in commaodity prices and the expected start
of the Federal Reserve and Bank of England hiking cycles
have brought to the fore once again the important question
of how to manage capital flows in the context of de facto
greater capital account openness in African FMs. Doing so
typically requires a mix of macroeconomic policy adjustment
— via fiscal, monetary and exchange rate levers; macropru-
dential measures, especially to contain financial stability risks;
and capital flow management measures. The latter are often
the most controversial portion of the mix and are generally
advisable only for a temporary period. The exact combination
of the three depends on the broader context of prevailing
economic conditions; the drivers behind capital movements,
local capacity, and institutional strength, etc.

Macroeconomic policy adjustment should be the first port of
call. This includes assessing foreign exchange reserve ade-
quacy and need to realign the exchange rate with fundamen-
tals; the country’s position in the business cycle; and the risks
to local banks and corporates’ balance sheets. For example,
using FX reserves to intervene to stabilize the exchange rate
may be appropriate if the driver behind an episode of out-
flows is of a temporary nature. In the case of a more perma-
nent exogenous shock, a realignment of the exchange rate
with economic fundamentals may be warranted. More gen-
erally, using the exchange rate as an adjustment valve may
be preferable — perhaps containing volatility via direct inter-
vention — before considering measures such as capital con-
trols. The example of Nigeria comes in handy in this context.




In early 2014, the short-lived episode of portfolio outflows
that occurred on the back of rising political risk, following the
news of former Governor Sanusi’s suspension, was appropri-
ately responded to via direct intervention in the FX market
to support the naira. The more recent oil price drop appears
a more permanent exogenous shock, given the poor outlook
for oil prices, and has resulted in a significant readjustment
in the USDNGN exchange rate from 155 in October to the
current 198.

In 2013 Ghana, with much lower FX reserves and large twin
deficits, preferred to delay the adoption of a tighter mone-
tary stance and a currency adjustment, postponing the latter
until the following year. The currency depreciated by 65%
against the US dollar in the first eight months of 2014. In
the meantime, the country looked to attract more capital
inflows to support the cedi, boost its FX reserves, and meet
the high hard-currency needs of a corporate sector operat-
ing in a fast growing economy via the issuance of Eurobonds
and domestic bonds available to foreign investors. In Zambia,
looser liquidity conditions as a result of an expansionary fiscal
policy in 2013, limited appetite to tighten monetary policy,
and copper production issues resulted in the kwacha depre-
ciating by 27% in the first five months of 2013. More disci-
plined public spending and strong policy action by the BOZ in
the spring of 2014 helped the currency retrace nearly half of
its losses by year-end.

From a policy perspective, the development of a local insti-
tutional investor base also warrants attention. Although not
a perfect substitute for macroprudential or capital control
measures, the ability to tap into an established and deep
local investors’ base can help to some extent to mitigate
the impact of a rapid reversal in portfolio flows. Nigeria's
US$25bn pension industry has helped contain the sell-off in
domestic bonds witnessed since 4Q14, while also helping to
boost market liquidity more broadly in recent years. A few
other African FMs are working on supporting the growth of
their pension and insurance industries.

Capital flows may heighten financial stability risks if they
spur excessive credit growth, resulting in asset/liability mis-
matches or fuelling asset price bubbles. In most African FMs,
this has hardly been the case since the Nigerian banking crisis
of 2009. By and large, non-performing loans are low com-
pared to similarly rated peers, capital adequacy ratios exceed
prescribed thresholds, and credit growth has been roughly in
line with GDP growth with a couple of exceptions. Central
banks have also been proactive via adjustments in capi-
tal requirements, reductions in net open positions, limits on
foreign currency lending, etc. With African financial institu-
tions becoming more integrated in the international financial
system and expanding their operations across African juris-
dictions, regulators will have to pay increasing attention to
the risks associated with capital movements. In this context,
tackling persisting challenges such as weaknesses in local
capacity and institutional strength to improve supervision is
key.

Finally, capital flow management measures can also be
employed to manage changes in capital flows. Considering
that evidence on the impact of capital flows is not conclusive,
limiting a rapid surge or a sharp outflow of capital may be
warranted at times, especially when macroeconomic policy
space is limited or concerns for financial sector stability are
significant. Yet viewing capital flow management measures
as a perfect substitute for macroeconomic policy adjust-
ment may be a missed opportunity for enhancing a country’s
competitiveness and ensuring medium/long-term macro
stability. It may also have a negative impact on international
investors’ confidence. Finally, it may mean that the country
cannot tap the opportunities afforded by capital flows if such
measures prevent it from being eligible for inclusion in major
bond or equity indexes. For example, any explicit capital con-
trol would prevent the inclusion of a country’s bonds into J.P.
Morgan’s GBI-EM Global/Div. Index. Restrictions on foreign
investors’ entry/exit in Angola, Ghana, Senegal, and Tanzania
make their local bonds ineligible for the GBI-EM Global/
Div. at present. With over US$250bn in assets under man-
agement benchmarked against the index globally, inclusion
allows a country’s bond market to enjoy considerable investor
sponsorship. Nigeria is currently the only African FM included
in the GBI-EM Global/Div. Index. While authorities have not
imposed any capital controls, recently introduced macropru-
dential and administrative measures have gone hand-in-hand
with a fall in FX market liquidity — another index require-
ment. This has rendered index replicability more challenging
for investors and has resulted in the country being placed on
negative watch.

The emergence of the Frontier Markets asset class has seen
the spotlight turning onto a number of African markets.
These have made their debut with Eurobond issues and wel-
comed more foreign investors into their local debt and equi-
ties markets. The ensuing inflow of private capital has by and
large had a relatively mild effect on African exchange rates,
with some central banks taking this also as an opportunity
to accumulate FX reserves. However, in other countries such
capital inflows have amplified the impact of lower fiscal dis-
cipline on FX reserves and current accounts. Now that some
capital flow reversal has begun taking place on the back of
the drop in commodity prices the challenge for African FMs
is to appropriately select and sequence macro policy adjust-
ments, macroprudential measures and, if warranted, capital
controls, in such a way as to minimize any disruptions from
these changing flow dynamics while maintaining investors’
confidence.
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Cross-border banking has become an increasingly important
feature of African financial systems, in a trend that has accel-
erated in the past decade. African banks have not only sub-
stantially increased their geographic footprints on the conti-
nent but have also become economically significant beyond
their home countries and of systemic importance in a number
of jurisdictions. This growth and expansion of African banks
has in recent years reduced the relative importance of tra-
ditional, mostly European, banks on the continent and has
shifted the onus of managing the risks and the reaping bene-
fits of cross-border banking from the traditional home coun-
tries in Europe towards African policy makers. The increasing
importance of regional banks within Africa also puts a new
light on the whole discussion on the relevance of interna-
tional requlatory standards for Africa.

While cross-border banking brings a lot of benefits for host
economies, regional financial integration also entails new
potential sources of risks. New channels of contagion will
and are indeed already developing, as national banking sys-
tems and financial markets become increasingly interwo-
ven, allowing for the transmission of shocks across borders.
These new potential risks underscore the importance — both
for banks and their supervisors — of having in place adequate
provisions for risk management and mitigation. They also call
for a greater commitment and adherence to common “rules-
of-the-game”, as embodied in internationally accepted
standards and practices, to foster greater confidence in the
financial sectors on the continent. Given the serious reper-
cussions both for financial stability and financial deepening
associated with bank fragility, particularly when it concerns
larger pan-African banking groups, both banks and authori-
ties have a mutual interest in upgrading bank oversight and
cross-border supervisory cooperation.

Potential stability risks emerging from cross-border banking
often need to be addressed collaboratively rather than by
individual home or host country supervisors. The rapid expan-
sion especially of pan-African banks therefore requires both a
significant upgrade of domestic oversight and an adjustment
of the current toolbox of cross-border regulatory coopera-
tion. Consolidated supervision of a bank’s activities through
all its affiliates, across sectors and jurisdictions, Memoranda

of Understanding between home and host supervisors and
Colleges of Supervisors for individual cross-border financial
institutions are the basis for effective cross-border regulatory
cooperation. However, as the recent Global Financial Crisis
demonstrated, these tools are not sufficient to safeguard
financial stability. Greater efforts are necessary to develop
cross-border frameworks for crisis management and bank
resolution (thus building on domestic efforts in this area), not
only as a means to collaboratively deal with financial sector
fragility and failed banks, but also to set the appropriate ex
ante incentives to reduce the probability of systemic banking
crises. Addressing this agenda requires authorities to care-
fully assess country and region specific circumstances, as the
scope and intensity of cross-border regulatory cooperation
should be in proportion to the strength of the cross-border
linkages between home and host country banking systems.

Countries across Africa have made progress in upgrad-
ing their regulatory frameworks, including elements applied
to cross-border banking, but significant gaps remain. Few
African countries have effective systems of consolidated
supervision in place. This is especially a concern relating to
the supervision of a few large African cross-border financial
institutions that are active across the continent and systemi-
cally important in a number of countries but are neither under
consolidated, nor under effective solo (home or host) coun-
try supervision. Moreover, only a small but increasing share
of cross-border linkages across the continent is covered by
proper arrangements for home-host supervisory coopera-
tion, such as Memoranda of Understanding and Colleges of
Supervisors. Yet even where such arrangements are in place,
considerable efforts are required to implement them effec-
tively and enable regular and trustful exchange of relevant
information on a bilateral or multilateral basis.

In view of the multiple demands posed by the intensification
cross-border banking and limited supervisory resources reg-
ulatory authorities in Africa face an important trade-off. On
the one hand they are faced with the more traditional task
of safeguarding their financial institutions and banking sys-
tems, taking into consideration the risks associated with the
growth of cross-border activity in recent years. On the other
hand, they are faced with the challenge of reaping the signif-
icant gains associated with cross-border banking in the form
of more efficient intermediation and deepening of finan-
cial markets, which will also contribute to greater resilience
and thereby support a virtuous cycle in support of financial
system stability and robustness.




FIGURE 1: GROWING INTRA-AFRICAN BANKING
CONNECTIONS

Sources: World Bank, GIZ, IMF, Central Bank websites, annual reports of
banking groups, Claessens/Van Horen database

If Africa takes advantage of the efficiency gains and innova-
tions cross-border banks can provide, the continent stands
to benefit substantially in terms of financial deepening and
increased outreach to previously unbanked parts of the pop-
ulation. Despite increasing financial integration, the impact
of cross-border banking on banking efficiency and financial
outreach has so far been limited. One of the constraining
factors in that regard is the often still-rudimentary financial
infrastructure. It is therefore a priority to strengthen finan-
cial infrastructure in a consistent manner across countries,
particularly those that share strong cross-border linkages. In
the context of cross-border banking the focus would be on
improving the comparability of credit information across
countries, enhancing the efficiency of payment systems
particularly as regards cross-border retail payments and the
servicing of migrant flows, strengthening mutual recogni-
tion of procedures for registration of property and collateral
rights and mechanisms for foreclosure on collateral, as well as
improving financial literacy and the availability of comparable
information on the cost of financial services. Such upgrades
might be best undertaken in a coordinated manner within
sub-regions, as is already the case in some Regional Economic
Communities.

Authorities could also consider a move towards more inte-
grated banking models predicated by a sound framework
for consolidated supervision, clearly established and func-
tioning channels of information exchange between home
and host country supervisors, and effective cross-border
resolution frameworks. Banks expanding across borders in

Africa are almost universally required to establish not only
self-standing subsidiaries, but also to establish local IT func-
tions, to use predominantly local labor, and to establish inde-
pendent, local management functions. This ‘fortress banking’
runs directly counter to reaping the potential economic gains
from cross-border banking. In particular, more integrated
banking models would provide the opportunity for significant
cost-savings in a traditionally high-cost industry and could
make it cost-efficient and therefore attractive to provide
financial services to a broader set of clients. Policies fostering
more integrated banking models could, for example, include
reducing the complexity and length of the licensing process,
reducing initial capital requirements as applied to bank sub-
sidiaries (with requirements designed to grow in line with
the foreign bank’s business engagement and risk exposures),
reducing or doing away with requirements as to establishing
new branches where these exist (leaving decisions as regards
the structure and security of bank premises etc. up to the
banks), encouraging full mobility in the use of labor (skills
transfer), and encouraging usage of centralized, common IT
platforms (both as regards the banks’ internal operations and
in the provision of clients services, such as ATMs, card ser-
vices and internet banking), audit and risk management sys-
tems. A move away from stand-alone subsidiaries towards
more integrated subsidiaries and eventually even branching
— if certain pre-conditions are met — could be especially con-
sidered in formally integrated regulatory areas such as the
Central and West African currency unions.

In addition, regulatory harmonization could contribute
to greater certainty as regards predictability and con-
sistency in implementation, a significant reduction in
compliance costs across the region, as well as raising stand-
ards in more challenged environments. Regulatory harmoni-
zation is a huge undertaking and care will need to be taken
that efforts to promote convergence are focused on key
concerns, especially in environments with severe capacity
constraints. Prioritization and sequencing are crucial, and the
focus needs to be on those policy areas where harmonization
is essential to the integration agenda. For example, in an envi-
ronment where credit risk is the key risk factor prioritization
might suggest a focus on loan loss classification criteria and
provisioning requirements.

Consolidated supervision is a critical component of over-
seeing cross-border banks, yet most African home country
supervisors still lack adequate frameworks, implementation
capacity and consolidated accounting data. Establishing or
improving frameworks of consolidated supervision and
their effective implementation is therefore a high priority in
safeguarding financial stability in Africa.

To effectively carry out consolidated supervision, authorities
require sufficient data on the activities of banks. Available
information about the size and nature of cross-border




banking activities in Africa is currently difficult to come by
or unavailable. A key immediate task facing African author-
ities is to improve the availability and regular exchange
of relevant information. To make this task manageable,
it is strongly recommended that a smaller group of African
home supervisory authorities take the lead in developing the
required formats as well as a platform enabling regular infor-
mation exchange on a basic set of data among African super-
visors. This dataset should include information on (i) basic
qualitative and quantitative characteristics of cross-border
banks, (ii) supervisory data as it relates to performance, (iii)
qualitative information on regulatory frameworks and defini-
tions underlying supervisory data, and (iv) market intelligence.
Making such data publicly available will allow for oversee-
ing and monitoring on-going developments in cross-bor-
der banking and could serve as the basis for a risk-based
approach to strengthening banking supervision. At the same
time, timely exchange of more detailed, institution-specific
information based on Memoranda of Understanding among
supervisors and as input to supervisory colleges is also nec-
essary for effective cross-border supervision and an early
detection of financial fragility.

Effective consolidated supervision will also depend on building
trust between home and host supervisory authorities,
which is essential to the quality and frequency of informa-
tion exchange, particularly when it relates to more detailed,
institution-specific information. Formal arrangements can be
instrumental in building trust and anchoring expectations.
Improvements in supervisory cooperation — through signing
of appropriate Memoranda of Understanding and formation
of properly structured Colleges of Supervisors, joint inspec-
tions of cross-border banks, and peer learning and capacity
building events - is thus an important area of action on both
bi-lateral but also sub-regional levels.

Moreover, the fact that there are large African cross-bor-
der banks that are not subject to consolidated supervi-
sion from their respective home country supervisors needs
to be addressed. Given the large geographic footprint of
these institutions, coordination on the pan-African level is
urgently called for. Given the potential reputational and sta-
bility risks associated with unreported or undisclosed risks
of cross-border banks and conglomerates, authorities and
banks have an important common social responsibility in
seeing that requlatory gaps are addressed. A private/public
partnership could play an important role in advancing this
agenda to ensure a level playing field for banks. At the same
time, the Community of African Banking Supervisors (CABS)
or the Financial Stability Board’s Regional Consultative Group
for sub-Saharan Africa might serve as a coordination forum
to identify systemically important institutions and how best
to coordinate policy action and monitor implementation of
consolidated supervision for systemically important African
cross-border banks.

The CABS may also become a permanent forum for discuss-
ing issues related to cross-border cooperation. While such
an exchange can play a decisive role in shaping the regional
policy dialogue and capacity building agenda, day-to-day
cooperation will have to be implemented on either a bilateral
level or within smaller groups focusing on specific cross-bor-
der institutions. The CABS can, however, serve as an impor-
tant forum for exchanging ideas and experiences and driving
convergence towards a common set of international stand-
ards while at the same time facilitating the development of
Africa-appropriate regulatory frameworks and providing the
entry point for more detailed cooperation between individual
countries or on individual banks.

Preparing for the cross-border repercussions of bank fragility
clearly requires a solid foundation for safeguarding the stabil-
ity of banking in normal times. However, being prepared for
times of distress also requires authorities to be equipped with
sound resolution frameworks on a national level so that
resolution proceedings can be initiated in a timely manner,
with clearly assigned responsibilities among relevant author-
ities, and with sufficient powers as regards transfer of assets
and liabilities, and implementing bank restructuring. Aside
from planning for the eventualities of bank failure, resolu-
tion frameworks are also a preventive measure in that they
affect the incentives of banks with regard to risk-taking even
in normal times. Overall, there is a considerable outstand-
ing agenda in many African countries relating to respecting
the hierarchy of creditors in bank resolution and preventing
legal actions that constrain the implementation of resolution
measures.

Cross-border regulatory cooperation also has to look beyond
information exchange during normal times towards prepa-
ration for cross-border repercussions of idiosyncratic
and systemic bank failures. Joint crisis simulation exer-
cises could be used as the foundation for joint crisis manage-
ment plans. Where relevant, this could also involve extending
supervisory colleges towards including resolution authorities
such as ministries of finance in so-called Crisis Management
Groups.

Given the complexity of orderly resolution of cross-border
groups every effort should be made to take precautionary
measures to avoid the emergence of non-transpar-
ent, strongly interwoven international financial groups
through strict monitoring, limits on intragroup exposures and
enhanced business continuity planning. While consolidated
supervision is the basis for such measures, such a precau-
tionary approach goes beyond collecting the necessary infor-
mation towards a more active involvement of supervisors,
as currently done for several systemically important financial
institutions in the U.S. and Europe in the context of recovery
and resolution plans.




Africa: Financial Inclusion
and Regulation—a Difficult
Balancing Act in an Under-
Banked Region

Adam Bennett
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The low level of financial inclusion in sub-Saharan Africa (SSA)
is well known. World Bank data (see Table 1 below) suggest
that less than a quarter of the adult population in the region
had (as of 2011) an account at a financial institution. Only 10
per cent of the population used such accounts to receive their
wages. For those that did have an account, it appears that
the primary motive was to use the account as a (safe) store
for their savings. Very few (only 5 per cent) borrowed from
their bank (relying instead on the informal market or family
members) and electronic debit cards were held by only 15
percent of the adult population. Other things being equal, it
tends to be the more remote rural communities that are least
well served by financial institutions, and this is also where the
highest levels of poverty are often recorded. Financial inclu-
sion in the most advanced country in SSA, South Africa, was
about double that of SSA as a whole. While this shows that
there is considerable potential to improve the metrics of SSA,
South Africa still scores no better than the average for devel-
oping countries in Europe and Central Asia. By contrast, 88
per cent of the adult population in the USA have accounts
with financial institutions, and all the other metrics are cor-
respondingly higher, except for reliance on family members
for loans, which is (as one would expect) much lower. In the
United Kingdom, financial inclusion is even higher, with 97
per cent of the adult population having a bank (or similar)
account. The target of a fourfold increase in financial inclu-
sion in SSA would therefore seem (in the long run) entirely
reasonable.

The positive correlation between financial inclusion and eco-
nomic development, as well as the negative correlation with
poverty, is also well known." While the direction of causa-
tion can be disputed, there is a strong case for believing that
increasing access to bank accounts and to financial institu-
tions generally in SSA would lead to higher prosperity in that
region. The converse of this argument is the philosophy behind
the bailouts of banks “too big to fail”, and the logic of deposit
insurance and lenders of last resort. If we did not believe that

financial systems generate prosperity for those who have
access to it (and even for those who don't), why would we
bother to protect it at such vast expense? If we believe that
this link between financial inclusion and prosperity, including
for the lower income groups, is genuine, then there is a good
case for a major push for further financial deepening in Africa.
Rising prosperity for lower income groups linked to financial
inclusion should not only help reduce poverty, but should also
promote the middle class in Africa, with a stake in financial
stability and good governance.

TABLE 1: FINANCIAL INCLUSION: SUB-SAHARAN AFRICA
COMPARED WITH REST OF THE WORLD (PERCENTAGE
OF POPULATION OVER 15 YEARS OLD HOLDING BANK
ACCOUNTS, 2011)
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So what factors influence access to financial services?
Evidence suggests that the proximity of bank branches is
only one factor. Financial exclusion can still be a problem even
in urban areas where the distance of households from bank
branches cannot fully explain the relative lack of access to
financial services of poor urban households.? Financial literacy,
as well as familiarity, may also be a key factor. The World Bank
has argued that there is a correlation between education and
access to bank accounts, although here again the direction of
causation is ambiguous. Nevertheless, it would seem prima
facie obvious that improving financial literacy would likely lead
to greater willingness to seek access to financial services where
they are available. In addition to lack of familiarity with finance,
the evidence suggests that potential recruits can be put off by
the perceived cost of bank charges, and also by know-your-
customer (KYC) rules which can seem intrusive and intimi-
dating in an environment where financial governance (along




with political governance generally) is not always trusted.
The reporting requirements of KYC rules could be a particu-
lar deterrent to rural customers. If a tax payer identification
number is required, this could inhibit low-income households,
micro-businesses, and some small businesses. KYC rules that
require prospective customers to be interviewed in bank
branches may also hinder the banks’ ability to garner such cli-
ents in rural areas.

One way to strengthen financial inclusion might be to extend
mobile banking services using mobile phones. Mobile phone
banking has proved popular in many developing countries
and the technology is tried and tested. Mobile phone banking
can either be bank-based or non-bank based. In bank-based
mobile banking, users of the service must have a prior bank
account with a commercial bank. In non-bank based systems,
users essentially use their balance in the phone as their bank
account. Under both systems, users can top up their balances
with cash deposits, as well as withdraw cash (with suitable
ID), in a wide range of retail outlets, making the service much
more convenient for people living in more remote areas where
bank branches are scarce. Other transactions require only that
a mobile phone signal be available. However, non-bank based
systems are more limited than bank-based systems in the ser-
vices that they can provide, and for the most part amount to
little more than an alternative (and safer) means of holding
cash. Moreover, any effort to expand such services would
likely require their incorporation into banking law and regu-
lation, including KYC rules. Bank-based systems, of course,
require a pre-existing bank account, so such systems do not
address the critical first step in overcoming low levels of finan-
cial inclusion—the opening of a bank account by the unbanked.

Another powerful incentive to draw the unbanked into the
formal financial system is the incorporation of prize ele-
ments within investments and other savings instruments.3
Prize-linked products are likely to be especially attractive
to low-income households, for whom traditional methods
of saving may appear unlikely under any realistic scenario to
substantively alter their welfare for the better. This is pre-
cisely the segment of households that needs to be drawn
into the financial system in Africa. In the United Kingdom, for
example, Premium Bonds (whose running return is afforded
entirely by the possibility of prizes) have proven much more
attractive to lower income households than other forms of
investment like stocks and shares. If the sale of such prize-
linked products can be used to garner such information as
would satisfy (at least part of) the KYC requirements, the
next step of entering a bank and opening an account would
seem less daunting to the customer.4 Alternatively, the

opening of a bank account could be combined with a prize-
linked product. In South Africa, in 2005, the First National
Bank of South Africa (FNB) launched the Million a Month
Account (MaMA), where account holders were automatically
entered into a lottery with monthly prizes of 1 million rand.
Within three years, FNB had over one million MaMA accounts,
or 7 per cent of all accounts in the financial system. What is
not clear is the extent to which these accounts were substi-
tuted out of existing accounts.5 But they were certainly pop-
ular. Similar experiments have been tried in Gambia, Malawi,
Nigeria, Tanzania, and Zambia.

Of course, as we know from recent experience, engagement
with financial systems brings risks as well as rewards. Robust
systems for the regulation, supervision, and safeguarding of
financial systems is essential. The development of this archi-
tecture will need to balance the benefits of financial inclusion
and risks of financial exclusion, such as unmonitored infor-
mal money transfers and the more general consequences for
social cohesion of impaired economic development, along
with the burden and deterrent effect that some of these
safeguards might exert on wary potential depositors as well
as on the banks offering them their services. The burden of
KYC and anti-money-laundering measures applied to certain
countries in Africa by the United States has all but eliminated
access to global financial services, an effect that is particu-
larly evident in Somalia, and one which can only perpetuate
the failure of the most vulnerable states.

Africa needs to significantly expand and strengthen its
domestic intra-regional financial intermediation. With its
wide spectrum of nations at various stages of development
and with differing investment needs and savings capacity,
a deeper financial system should enable the continent to
finance a greater share of its own development and lessen its
dependence on external financial flows. Such a realignment of
the continent’s financial systems would require a careful bal-
ancing between modernization of the regulatory framework
and broadening the reach of the region’s financial systems.




Pan-African banks:
Opportunities and
challenges for cross-border
oversight'

Mauro Mecagni
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Pan-African banking groups (PABs) have expanded rapidly
across sub-Saharan Africa (SSA) in recent years. This phe-
nomenon is a major change in the African banking landscape,
and reflects a number of converging push and pull factors.
These include improved political and macroeconomic stabil-
ity; increasing trade linkages and economic integration, with
incentives for banks to follow their customers abroad; and
diversification opportunities in markets with large unbanked
populations relative to more saturated home markets.

Seven major PABs dominate the landscape in terms of geo-
graphic footprint, with a presence in at least ten African coun-
tries (Fig.1 and 2). Three of these groups are headquartered
in Morocco, two in Togo, and one each in Nigeria and South
Africa. Additional banks, primarily from Kenya, Nigeria and
South Africa, have more of a regional presence, with oper-
ations in at least five countries. PABs have expanded mainly
through subsidiaries, although with quite different strategies
and resulting structures. They have a systemic presence in
around 36 SSA countries, and are now more important on the
continent than the long-established European and American
banks (Fig. 3, 4, 5).

FIGURE 1. MAJOR PABS: CROSS-BORDER EXPANSION,
2002-14 (Number of subsidiaries in SSA)
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1 This note is based on a report prepared by a staff team of the IMF
African Department and Monetary and Capital Markets Department. The
team was led by Charles Enoch, Paul Mathieu and myself, and included
Jorge Ivan Canales Kriljenko, Sandra Donnally, Cheikh Gueye, Herve’

Joly, Christian Josz, Pilar Garcia Martinez, Suliman Aljabrin, Rachid Awad,
Kay Chung, Alexandra Peter, Mamoru Yanase, Bruno Flanchec and Dirk
Grolleman . The report is under publication as IMF African Department
Paper.

HIGH-LEVEL ROUNDTABLE ON AFRICA
AND NEW GLOBAL FINANCE

FIGURE 2. MAJOR PABS: SIZE AND SHARE OF CROSS-
BORDER SUBSIDIARIES, 2013
(Billions of U.S. dollars and percent)
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FIGURE 3. SELECTED PABS AND FOREIGN BANKS:
SYSTEMIC IMPORTANCE BY COUNTRY, 2013
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Sources: Annual reports, Bankscope and IMF staff calculations.

Note: Systemically important presence includes parents in their home coun-
tries and subsidiaries with a deposit share of more than ten percent of
banking system deposits
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FIGURE 4. SELECTED PABS AND FOREIGN BANKS:
SIZE AND SYSTEMICALLY IMPORTANT OPERATIONS, 2013
(Billions of U.S. dollars)
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1/ A systemicallyimportant subsidiary is defined as having a depositshare exceeding 10 percent.

This chart shows the seven majorpan-African Banking groups plusfour selected foreign banking groups (sum ofassetsof SSA
subsidiaries) for comparison.

FIGURE 5. CONTRASTING PAN-AFRICAN BANK STRUCTURES: DOMINANT HOME VERSUS DOMINANT NETWORK
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deposit share exceeding ten percent of banking system deposits.

The growth of PABs offers a number of opportunities and benefits, as these institutions are playing a key role in driving finan-
cial innovation and development. The expansion of these banks is contributing to improved competition, supporting financial
inclusion, and giving rise to greater economies of scale. In addition, it is important to note that these institutions have become
the lead arrangers of syndicated loans for SSA infrastructure financing, filling the gap recently left by European banks (Fig 6).
Reflecting more advanced regulatory practices in Morocco, South Africa, and to a degree in Kenya and Nigeria, the PABs based
there and their home regulators are also inducing host authorities to upgrade supervisory and accounting norms.
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FIGURE 6. SSA: NEW SYNDICATED AND LARGE BILATERAL LOANS FOR INFRASTRUCTURE BY
LENDER NATIONALITY, 2006-13

Source: IMF, 2014 (Dealogic Analytics; and IMF staff calculations).
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At the same time, the rapid expansion of PABs and their sys-
temic importance in a large number of SSA countries poses
new oversight challenges, which if left unaddressed could
raise systemic risks. Greater integration has benefits, but
interconnectedness also means that countries are more
exposed to spillovers from cross-border shocks. The spread
of PABs could act as channel of contagion across African
countries, in case a parent bank or important subsidiar-
ies were to be subject to financial distress?. Difficulties in
a bank’s operations in one country may lead to problems in
other countries or for the group as a whole, particularly if
governance is a concern. And PABs may be more vulnerable
because they operate under supervisors that may have weak
capacity and/or limited interaction with home supervisors.

For host authorities where PABs are systemic, risks may also arise when home authorities or parent institutions take unilateral
or uncoordinated actions with implications for financial stability in the host jurisdiction.?

Supervisory capacity is limited and under-resourced in most of Africa, particularly in the area of cross-border oversight (Fig.7).
PABs on the other hand raise the importance of transparency and disclosure, good governance and a legal and regulatory
framework that supports effective consolidated supervision and crisis management, particularly in countries that are homes
to major PABs. Consolidated supervision and cross-border cooperation are key to getting a full picture of a PAB’s financial
conditions.

FIGURE 7. SSA: COMPLIANCE WITH BASEL CORE PRINCIPLES
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extent of possible contagion, it does not eliminate it--subsidiaries may well have exposures to their parents or to other bank or nonbank entities within

the same group

3 The experience of several Central and East European countries with large foreign banks during the global financial crisis is instructive. The greater the

asymmetry in economic size between home and host, other things equal, the greater the likelihood that an overall strategy for a bank will not take

account of the host country, and the more likely that financial stability will be jeopardized in the host country if problems emerge in the home country.




A number of challenges need to be addressed if PABs are to
support continued growth with financial stability in Africa.
Among the most urgent gaps to fill are the lack of formal reg-
ulatory oversight of bank holding companies in the WAEMU
and their supervision on a consolidated basis. In fact, at least
two large PABs incorporated there are currently operating
as unregulated holding companies. Moreover, fitness and
propriety of owners and shareholders of PABs is not always
fully assessed and ownership structures in some cases are
opaque. Data availability in many countries is also limited,
and exchange of data constrained by national secrecy laws.
In particular, limited information on cross-border exposures
within a PAB makes it hard for supervisors to get a firm
understanding of potential spillover risks. The lack of a single
accounting standard across the continent further compli-
cates the assessment of the banks’ overall situation. And an
effort is needed to harmonize regulatory norms across Africa,
including in PABs' jurisdictions.

Cooperation on cross-border supervision has started, but
efforts to strengthen consolidated oversight need to be
intensified. The Central Bank of Nigeria (CBN) requires a
Memorandum of Understanding (MOU) with home regula-
tors before allowing a bank to be established in its jurisdiction.
Quarterly meetings of the West African Monetary Institute
include discussions of PAB issues. In Kenya and the EAC, sev-
eral joint inspections have taken place and supervisory col-
leges established for a few PABs, and others are planned.
Nonetheless, home authorities should establish supervi-
sory colleges—regarded as the optimal way for supervisors
to exchange information, despite some problems emerged
during the recent crisis--for all systemic PABs. These super-
visory colleges should meet at senior level at least once a
year, and be organized to ensure a focused discussion of core
risks and issues facing PABs. MOUs that ensure full exchange
of information are needed between all homes and hosts’
authorities. And vulnerabilities from spillovers associated
with PABs should be assessed periodically, including through
stress tests.

Sustained efforts are also needed to address cross-border
resolution issues. So far little attention has been paid to pre-
paring for an eventual need to resolve a PAB, while the global
financial crisis amply demonstrated the costs of not having
a workable cross-border operational framework in place, as
well as the difficulty of constructing one, particularly at times
of financial distress. Resolving a complex bank with opera-
tions in many countries is a very challenging task, and would
benefit from early agreement on fiscal burden sharing and
agreements on creditor hierarchies. National fiscal authori-
ties will likely have domestic interests in mind, unless there is
a robust pre-commitment to a cost-sharing formula for any
public support for a cross-border bank. While some coun-
tries have been seeking to address problems of spillover
costs through ring-fencing, this does not obviate the need

for cross-border cooperation. Thus, the issue of establish-
ing recovery and resolution plans for systemically important
PABs may prove particularly difficult, because ex-ante under-
standings are needed across different jurisdictions regarding
respective responsibilities in the event of difficulties.

Regional currency unions, such as the West African Monetary
Union (WAMU), face particular challenges on the interface
of responsibilities between regional and national authorities.
WAMU operates as a single regional monetary and super-
visory authority, but with a licensing and resolution role for
national authorities. Bank licenses are issued by the national
Minister of Finance after the binding opinion by the Banking
Commission and are revoked by the national Minister of
Finance upon decision of the Banking Commission. However,
the national Minister of Finance has the right to appeal at
the WAMU Council of Ministers. National responsibility for
bank resolution while supervision is conducted at the regional
level can seriously complicate the handling of bank problems.
Given that WAMU is home to two major PABs and host to
many others, developing appropriate arrangements to rec-
oncile regional and national interests is paramount. As seen
in the euro area, the problems that emerge in crisis situations
indicate a need to clarify regional responsibilities, powers, and
institutions. Regional groupings that are homes or hosts of
major PABs should examine the scope for establishing a single
resolution mechanism.

The agenda is formidable and many of the recommendations
put forward here require efforts to strengthen capacity. It
is of mutual interest for PABs’ homes and hosts that over-
sight capacity is strengthened as quickly as possible. In this
regard, strategic collaboration between the home regulators
and central banks of the major PABs could drive the coopera-
tion and harmonization agenda, for instance by including host
country supervisors in the training they conduct for their
own supervisors (e.g., Kenya, Nigeria); using joint inspec-
tions and meetings of colleges to share their knowledge with
their host country colleagues; and taking the lead in promot-
ing staff exchanges and other peer learning initiatives with
supervisors from jurisdictions that have been facing similar
challenges.

Pursuing the reform agenda expeditiously will nonetheless
require extensive technical assistance. The IMF is prepared
to continue to provide assistance in its areas of responsibility
and to liaise with other multilaterals and national providers
to prioritize a comprehensive program to enhance capacity
to supervise the PABs. Such a program is urgent, in view of
the many institutional development challenges posed by the
PABs. It could have a substantial payoff for financial stability
of individual African nations, regional groups, and Africa as a
whole.




Cross-border banking in the
West African Economic and
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As in other African regions, the West African Economic
and Monetary Union (WAEMU) has seen an expansion
of cross-border banking (CBB) over the last decade. The
number of banks operating in more than one country doubled
between 2003 and 2013, from 31 to 67. The market share
of these banking groups has increased from 57.6% of the
total banking sector assets in 2003 to 76% in 2013. There
are two major actors: pan-African banks (PAB) and non-Af-
rican banks, which are mainly French. The increase of the
total market share of banking groups has occurred in parallel
with a redistribution of the competitive positions of the two
actors. Indeed, European banks’ share decreased from 39.9%
in 2003 to 14.9% in 201 3. Société Générale and BNP Paribas
are the two remaining European banking groups in WAEMU.
This situation is different from the period of Western bank
dominance that was referred to as a ‘cartel of French banks'’.
The present expansion of the pan-African groups has marked
the second phase of cross-border banking in WAEMU. The
market share of PAB has increased from 17.7% in 2003 to
61.1% in 2013.

Market share of cross border banking in WAEMU
80.0% % of total assets of the banking system
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Source: Data are from different reports of the Commission bancaire, BCEAQO.

The main PAB groups operating in WAEMU are Ecobank
Transnational Incorporated (ETI) and Bank Of Africa (BOA),
and also Nigerian groups (United Bank for Africa (UBA),
Diamond Bank) and Moroccan ones (Attijariwafabank,
Atlantic Business International (ABI)).

This expansion of CBB in WAEMU comes with opportunities,
but also induces significant challenges for regulators.

Although WAEMU has seen an important expansion in CBB
in the last decade, the assessment of its economic impact
still remains to be investigated. Case studies are important,
since the economic literature is still ambivalent in this domain.
Economic theory indicates several benefits from cross-bor-
der banking. CBB expansion can increase financial interme-
diation, innovation and efficiency. Because of constraints in
access to banking credit,” this is particularly important for
economic development. The new cross-border cash flow can
enhance the volume of mobilized resources made available
to local economies. Alade (2014) affirmed that the Nigerian
banks mobilized resources in their domestic market for the
West African Monetary Zone (WAMZ) countries in which
they have opened subsidiaries. The presence of CBB can spur
competition by increasing the number of firms in the market
and innovation in the sector by improving efficiency. The
entering banks can also bring more efficient risk manage-
ment system (FSB, IMF, and World Bank, 2011).

CBB expansion can also contribute to deepening the integra-
tion of financial markets and promote trade and economic
integration. “The recent cross-border expansion of PABs has
been partly influenced by increasing trade flows and expan-
sion of companies into new markets” (IMF, 201 3). If regional
trading induces the development of cross-border banking
activities, then it is conceivable that these could also rein-
force trading. The intra-zone trade is very low in WAEMU and
the economic integration in West Africa still under-devel-
oped. CBB could drive trade expansion further.

Risk diversification and better profit opportunities are impor-
tant goals for the parent company. This is particularly rele-
vant for WAEMU countries as their economies are very small,
poorly diversified and subject to several shocks. Cross-border
investment makes the bank less exposed to these domestic
shocks. “When a domestic bank invests abroad, it becomes
less exposed to domestic shocks. As long as business cycles
are not perfectly synchronized across countries, expanding
beyond the home market allows banks to diversify macro-
economic risk. Similarly, countries with diversified banking
systems —made up of both domestic banks and foreign banks
from different origin countries that are not subject to syn-
chronized funding shocks — provide risk diversification for
local users of banking services” (Beck and al. 2014).

Because of low financial development and narrow financial
markets in African economies, many of the expected benefits
from CBB could be important. But to realize these benefits
requires an adequate regulation of CBB, in particular a good
management of the challenges that regulators face.

1 Enterprises surveys conducted by World Bank indicates that access to
finance is the major
WAEMU.

obstacle to firms development in many countries of
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The economic literature also reveals costs associated with
CBB. CBB expansion can impose a cost on domestic banks
in host countries by inducing more risk-taking with adverse
consequences for the stability of the banking sector. This
could include patterns such as potential adverse selection of
clients for domestic banks due to the migration of less risky
clients to foreign banks who offer new and innovative prod-
ucts and services (Alade, 2014). Under adverse economic
conditions across the region, CBB groups could become a
channel for cross-border contagion unless regional super-
visory frameworks are strengthened (IMF, 2012). Regional
financial integration entails new potential sources of risks.
These new potential risks underscore the importance of
having in place adequate provisions for risk management and
mitigation (Beck and al. 2014).

CBB poses three main challenges: (i) the upgrading of regu-
lation for an adequate management of banking groups and a
harmonization of rules; (i) the reinforcement of cooperation
between different supervision authorities and (iii) implemen-
tation of proper mechanisms for resolving banking crisis.

Concerning the upgrading of rules in banking regulation, it is
important to draw a particular attention to the vacuum that
prevails in WAEMU with respect to reqgulating bank holding
companies. In fact, neither the prudential rules put in place in
2000 inspired by Basel | nor the Banking Law of 2010 pro-
vide specific rules for bank groups. So “Bank holding com-
panies are not formally regulated, but are supervised by the
Commission bancaire (CB) on the basis of a WAEMU council
minister’s decision of 1991 on Ecobank (ETI). Thus far, the CB
has conducted several onsite visits to ETI” (IMF, 2015). The
supervisory authority should require the holdings to provide
quarterly reports on their activities such as governance and
risk management, profitability and solvency of bank groups.

Concerning harmonization of laws, the joint authority of reg-
ulation, The Commission bancaire (CB), is an asset in respond-
ing to the challenges posed by CBB. But sharing responsibil-
ities between the CB and national authorities of supervision,
in particular ministries of finance, poses coordination prob-
lems. Administrative burdens have caused problems in the
past, for instance in the processing of the CB opinions by the
ministries of finance. Moreover, the ministries may be less
rigorous and objective with local banks.

Like many other regulators, the CB is considering the adop-
tion of certain Basel Il and Basel lll standards. This is expected
to open the way for consolidation of cooperation between
supervisors. The CB has signed agreements with regulatory
authorities from Morocco, Nigeria and France. These allow the
organization of joint supervision. This implies sharing of infor-
mation on financial situation of subsidiaries and headquarters
of banks. “Information about a PAB can be maximized through
joint inspections, with the home country participating in

inspections in host locations” and “Home authorities should
establish supervisory colleges for all systemic PAB, which
should meet at a senior level at least once a year. The func-
tioning of supervisory colleges should be organized to ensure
a focused discussion of core risks and issues facing PAB and
supervisors representation should be enhanced to warrant a
better implementation of college decisions and recommen-
dations” (IMF, 2015).

Another major challenge is the consolidated monitoring of
different components of financial sector. In WAEMU, a com-
mittee for financial stability is located at the central bank and
combines different regulators. Except for two annual meet-
ings, the committee has few activities. At the same time, a
guarantee fund for bank deposits is under implementation for
management of banking crisis. But the mechanism is rudi-
mentary and perspectives of cooperation with countries out-
side WAEMU could be considered.

In conclusion, facing many challenges, WAEMU regulation and
supervision authorities need to build technical capacities and
carry out an internal reflection on bank regulation policy in
line with the development objectives of member countries.
The technical assistance of IMF and other partners should not
prevent a real ownership of banking and financial policy.
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Cross-border banking in the
East African Community:
Regulatory opportunities
and challenges
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This memo will focus on cross border regulation of banking
in the East African Community (EAC). It will provide a back-
ground of the nature and growth of cross border banking in
the region, discuss some of the responses regulators have
taken and then list some of the key challenges. Since all EAC
member countries’ financial sectors are dominated by bank-
ing, this note focuses on banking rather than the regulation
of capital markets.

EAC member countries are Kenya, Tanzania, Uganda, Rwanda
and Burundi. However this paper will focus on the 3 largest
of these — Kenya, Uganda, and Tanzania. Over the last ten
years, all EAC countries, in particular Kenya, have experienced
an increased depth of banking sectors, but efficiency gains
measured in terms of a reduction in interest rate spreads
have not been achieved (Upadhyaya & Johnson, 2015
(forthcoming)).

Inter-regional trade within the EAC has increased follow-
ing the establishment of a Customs Union in 2005 and a
Common Market in 2010. EAC member states have agreed
to move towards full monetary union with the signing of the
East African Monetary Union (EAMU) protocol in November
2013. The Government of Tanzania ratified the EAMU
Protocol in June 2014, followed by Rwanda and Burundi,
then Kenya. Uganda ratified most recently in February 2015.
Besides a common currency and East African Central Bank
by 2024, the monetary union also envisages common prin-
ciples for regulation and supervision of the financial system
(Central Bank of Kenya, 2013).

Cross border banking has increased as a response to both
EAC regional integration and other market forces, including
the search for opportunities by banks. Cross border banking
can provide valuable opportunities for finance to contribute
to development by reducing the costs of doing trade within
EAC. However there are also risks, as the supervision of cross
border banking is by its nature complicated. Within cross
border banking in the EAC there are two key developments:
the growth of regional banks and the establishment of the
East African Payments System.

Kenyan banks in particular have expanded into other markets.
As of December 2013, eleven Kenyan banks had subsidiaries

operating a total of 288 branches in the EAC and South
Sudan (Central Bank of Kenya, 2013). Some of the Kenyan
banks, like Equity Bank and KCB, have replicated their inno-
vative business models which focus on financial inclusion in
the regional markets (Beck, Fuchs, Singer, & Witte, 2014).
Others have focused on lending to Kenyan firms in regional
markets.

The table below shows the regional footprint of Kenyan
banks.
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KCB 14 12 1 1 21 59
Diamond Trust 28 19 51
CBA 1 1 12
Bank of Africa 28 19 47
Guaranty Trust Bank 7 - 18 - - 25
(formerly Fina Bank)
Equity Bank 38 6 8 - 9 61
1&M Bank - 6 13 - - 19
Imperial Bank 4 4
ABC Bank 2 - - - - 2
NIC Bank 1 6 7
The Co-operative 1 1
Bank of Kenya
Total 123 79 50 5 31 288

While there are West African banks that have a presence in
Kenya, there are no Ugandan- or Tanzanian-owned banks
that have subsidiaries in Kenya.

The East African Payments System (EAPS) went live in
November 2013. It was officially launched in May 2014.
The EAPS led to integration between the Real Time Gross
Settlement Systems (RTGS) of 3 countries, reducing cheque
clearance time from 22 days to 1 day. Between November
2013 and May 2014 a volume of 1,106 transactions were
processed through EAPS, with the following value processed
in the three EAC currencies: Ksh. 1.6B, Ugx. 9.9B and Tzs
.2.5B. On average 10 EAPS transactions are processed per
day (Ndungu, 2014). Rwanda joined the EAPS in December
2014 (Rwangombwa, 2014). However there is no regional
switch to allow bank-to-bank transactions. This prevents a
deepening of cross border transactions.

Central Banks in EAC have undertaken several initiatives to
enable better regulation of cross border banking and eventual
monetary union. These include:

1 Monetary Affairs Committee of East African Community
(MAC). At a meeting in October 2013, member states
agreed to adopt the proposal of the G20 and Basel com-
mittee on a post crisis regulatory framework.

2 Financial System Stability Assessment Framework SHIELDS
rating system adopted by Common Market for Eastern
and Southern Africa (COMESA) members. SHIELDS refers




to Solvency conditions, Liquidity conditions, Default con-
ditions, and Systemic loss.

3 The Central Bank of Kenya (CBK) has set up supervisory

colleges with other member states to monitor regional
banks.

However each of the member states are at different stages
of implementation of the regulations and it is still unclear how
well regional supervision is working.

a Political differences between EAC member states is delay-

ing EAC trade integration with impact on all other areas of
integration. Tensions between Rwanda and Tanzania over

b Alignment of home and host country supervision. It has

been highlighted that while the interests of the home and
host country supervisors align in normal times — if (a) the
parent bank is of systemic importance in the home coun-
try, (b) the subsidiary is of systemic importance for the
parent bank, and (c) the subsidiary is of systemic impor-
tance in the host country — there can be conflicts of inter-
est when the financial situation of the bank deteriorates.

Challenge — What is the appropriate design of home-host
country supervision, particularly in situations of financial
distress?

Data challenges - It is difficult to get full information
on extent of financial flows for both trade and banking
within EAC. Data challenges pose a constraint for regula-
tors making decisions and also for analysts attempting to

conflict in the DRC in 2013 highlighted fragility of EAC as
a single political unit.

Challenge — What protocols can be established to resolve
disputes within the EAC?

b Different levels of financial depth, breadth and effi-
ciency of each of the member states raises challenges.
Aggressive expansion of Kenyan banks is often perceived
as an anti-competitiveness issue in other member states.
There are also differing regulations of non-bank financial
providers including mobile network operators (MNOs) that
are used to transfer funds. Furthermore, there are differ-
ing levels of supervisory capacity in each of the member
states.

Challenge - How can a ‘level playing field’ be designed to
ensure that banks from stronger national markets do not
engage in anti-competitive behaviour?

Challenge - How can the differences in regulation for
MNOs in each of the member states be resolved to ensure
a ‘level playing field” between banks and non-banks and
also between MNOs across between different member
states?

Challenge - How can supervision capacity of all member
states be improved to ensure that there is no regulatory
arbitrage?

a There is a debate on the appropriateness of the par-
ent-subsidiary model vs. branch model. Regional banks in
EAC follow a parent-subsidiary model. It has been argued
that setting up of subsidiaries is quite expensive (par-
ticularly in terms of minimum capital requirements) and
this may prevent smaller banks from exploiting opportu-
nities in regional markets. However this author believes
the parent-subsidiary model is a more prudent regulatory
approach.

Challenge - How can Central Banks make the process of
establishing regional banks less cumbersome while main-
taining regulatory oversight?

understand cross border banking in EAC.

Challenge - How can a user-friendly data portal that
combines data on EAC flows be developed?
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In this memo we set out a major element of a new 3-year
research project, led by Ngaire Woods, Thorsten Beck and
Emily Jones, which looks at the adoption of Basel standards
by African countries.

Global financial standards are described as offering opportu-
nities for global regulatory harmonization and for increasing
stability. Yet they have been set by bodies that are not rep-
resentative of African economies and may not be responsive
to the needs of African financial sectors. African regulators
face important and pressing questions about how to respond
to these new global financial standards and their decisions
are impeded by the relative weakness of the evidence base.
There is a paucity of credible evidence on the precise impact
that global banking standards are likely to have on differ-
ent African economies, we do not have a complete picture
of the rates of implementation across African countries, and
we have little understanding of the conditions under which
African regulators decide to adopt global standards.

Our project has three specific policy-relevant aims:

B To identify the opportunities and constraints for African
regulators afforded by global standards, in combination
with other international economic and geo-strategic
pressures;

B To establish a compelling evidence base about the ways
African countries can adapt global regulations to their
specific national and regional regulatory contexts to
support an inclusive financial system and growth;

B To identify effective strategies for African countries to
ensure global standard-setting permits them to adopt
regulation which best reflects their interests and capacities.

We hope that our initial review, set out below, will foster dis-
cussion, particularly on the following questions:

B How relevant are Basel standards for African
countries? To what extent should African countries
engage with global banking standards and why? Should
the scope of our research be widened to other aspects of
global financial regulation? If so, which?

B What is the best way to access high-quality
information about levels of adoption and implementation
of global standards by African governments? How reliable

are surveys conducted by the Financial Stability Institute,
reviews by the IMF?

B What, in your experience, are the reasons for
variation in the adoption of Basel standards across
African countries? Have these changed over time, in
particular, after the global financial crisis?

In the wake of the recent financial crisis, greater empha-
sis is being placed on creating global financial standards to
reduce collective vulnerability to financial crises. As part of
this regulatory initiative, all countries are being encouraged
to adopt the global banking standards developed under the
auspices of the Basel Committee on Banking Standards. While
African countries have an interest in a stronger and more
robust global financial system, they are under-represented
on the Committee. Of the 27 countries represented on the
Committee, South Africa is the only African country.

Reflecting the Committee membership and given that the
recent set of Basel standards was designed specifically in
response to the crisis arising out of advanced financial econ-
omies, Basel standards are geared primarily towards coun-
tries with relatively deep and sophisticated financial markets.
So far only a few studies examine in detail the suitability of
standards for African countries and those that do, raise some
concerns. These are summarized below.

Implementation challenges arising from regulatory weak-
nesses and gaps in financial infrastructure are a very sub-
stantial challenge for many African countries seeking to
adopt Basel standards. These are particularly acute for imple-
menting the more advanced approaches to risk assessment
in Basel Il and the macro-prudential elements of Basel lIl.
Studies highlight five implementation challenges:

1 Human and Financial Resource Constraints. The shift from
compliance-based supervision in Basel | to risk-based
supervision in Basel Il often poses a major challenge. The
transition carries very significant costs for domestic banks




and regulators, as it requires staff training, new processes,
and substantial investments in information technology
infrastructure. Although the new emphasis on macro-pru-
dential regulation in Basel Il is widely welcomed, mac-
ro-prudential supervisory capacity is in its infancy in most
African countries.

Insufficient Information. Basel standards require high
levels of information that are often lacking. To implement
risk-based supervision under Basel Il, notably the A-IRB
approach, regulators require information on each bank’s
internal risk management practices, its exposure to risks,
its funding structure, and its overall risk profile. It is often
extremely difficult for host country regulators to access
this information from multinational banks operating in their
jurisdictions. Basel lll imposes further information require-
ments, as regulators need to monitor systemic risks.

Weaknesses in Institutional Governance In many coun-
tries, central banks and regulatory authorities do not have
the requisite political and operational independence and
enforcement powers. Notably, A-IRB approaches under
Basel Il rely on highly skilled regulators using judgment and
discretion and thus place even more onus on regulators
being independent, immune from lawsuits, and willing to
challenge the well-connected. Implementing Basel Il often
requires expanding the reach of regulatory institutions to
provide regulators with the legal authority for interven-
ing on the basis of macro-prudential factors (rather than
institution-specific factors).

Insufficient Cross-Government Coordination (National and
Regional). Basel lll and related initiatives seek to strengthen
national and regional mechanisms for crisis management.
This requires coordination, including between central
banks, ministries of finance, deposit insurers, court judges,
and tax authorities. In many African countries, the lack of
effective resolution systems and crisis management tools
is one of the weakest points in the financial safety net. As
cross-border banking is substantial, greater cooperation is
required between African regulators.

Infrastructure Gaps. Macro-prudential regulation in Basel
Il requires a sound financial infrastructure, particularly
credit reporting institutions, payment and settlement sys-
tems, and the legal framework governing financial trans-
actions. Yet this infrastructure is very weak in many coun-
tries. The limited coverage of credit reporting institutions
is especially problematic, given that these provide essen-
tial information on interconnected risks in the financial
sector.

Some elements of Basel standards are widely welcomed.
These include the emphasis on strengthening the regulatory
infrastructure and on improving the public oversight in Basel
[ (Pillar 2 and Pillar 3), and the emphasis on systemic sources
of risk in Basel Ill. However specific aspects of Basel stand-
ards have been are criticized for having, or being expected
to have, adverse consequences in developing countries. They
have also been criticized for neglecting issues of major con-
cern to Africa regulators.

Thus, even if African governments are able to overcome the
institutional weaknesses and gaps in financial infrastructure
noted above, they would still face questions to how to best
tailor Basel standards to a their jurisdiction.

Seven criticisms of Basel Il and Ill stand out from the studies:

1 Adopting A-IRB approaches under Basel Il may favour
international banks over smaller domestic banks, increas-
ing bank concentration. While large internationally active
banks can readily move to A-IRB approaches under Basel
Il, these approaches can be a formidable hurdle for small
domestic banks. The latter therefore must continue to
operate under the higher capital requirements of the
standardized approach, creating an uneven playing field.

2 New capital adequacy ratios in Basel lll may lead to a
reduction in finance in priority areas, such as SME financ-
ing. Banks in developing countries are generally thought to
hold sufficient capital to comply relatively easily with the
new capital requirements (there are few Africa-specific
studies). However, the quality of core capital held by
banks varies and some banks may need to substantially
adjust their portfolios, reallocating capital in ways that are
detrimental to growth and development (e.g. from rela-
tively risky SME financing towards less risky government
securities).

3 New liquidity standards in Basel Ill may reduce long-term
finance. Some reports suggest that African banks will
face no problems meeting the new liquidity standards.




Yet others suggest that banks may in fact face challenges
meeting quality requirements. In cases where banks need
to adjust their portfolios to meet the Liquidity Coverage
Ratio (LCR) (requiring them to hold sufficient high quality
liquid assets (HQLA) to survive 30 days of acute stress)
they may struggle to do so because of a limited supply
of government or highly-rated corporate bonds. This may
reduce the turnover and liquidity of bond markets driv-
ing up the cost of finance. Compliance with the Net Stable
Funding Ratio (NSFR) (the longer-term structural ratio
that addresses liquidity mismatches and provides incen-
tives for banks to use stable sources to fund their activi-
ties) may result in banks reducing longer-term financing.

The Basel Ill counter-cyclical buffer is poorly designed and
is likely to be ineffective. Given that many African banks
hold levels of capital in excess of the Basel Il minimum, the
introduction of a 2.5 percent countercyclical capital buffer
is unlikely to be high enough to be effective. As designed,
the counter-cyclical buffer is based on trend deviations
of private sector credit as a percentage of GDP (a cred-
it-to-GDP ratio). This is inappropriate for countries with
large swings in credit and growth cycles, as this measure
is unlikely to detect significant build-up of risk. Thus the
countercyclical buffer needs substantial modification to
work in a developing country context.

Basel Ill does not address the systemic risks arising from
the banking system’s reliance on foreign currency denom-
inated liabilities. The build-up of currency mismatches on
bank and borrower balance sheets, combined with sharp
currency fluctuations, can heighten credit and liquidity
risks. This is a major source of systemic risk in many devel-
oping countries, and their regulators use a variety of pru-
dential and administrative measures to limit currency mis-
matches. Yet measures to address this source of systemic
risk are absent from the Basel Ill framework.

Basel lil doesn't solve bank resolution challenges for most
African countries. Basel Il sets up resolution mechanisms
for globally systemically important banks (G-SIBs), but it
is still unclear how effective home-host cooperation will
be in resolution cases were a subsidiary is systemically
important in the host country but not systemically impor-
tant to the home regulatory or parent bank. Further, the
international banks that are systemically important in most
African countries are regional banks and are not classified
as G-SIBs. Thus effective regional institutional arrange-
ments for cooperation on bank resolution are urgently
needed.

Basel Ill may distort the regulatory agenda. Small-scale
non-bank institutions such as savings and credit coopera-
tives and micro-finance institutions are growing rapidly in
many African countries and in many cases are inadequately
regulated. Prioritizing the adoption and implementation of
Basel standards could divert scarce resources away from
the regulation and supervision of the non-bank financial
sector.

The data we have is patchy. The most recent available data
(2014) covers only 21 African countries and is gleaned
from government officials’ responses to voluntary Financial
Stability Institute (FSI) surveys. Indeed, a first step in our
project will be to improve the coverage and quality of data on
the uptake of global banking standards across Africa.

The survey data enables us to compare the adoption of Basel
I, 2.5 and Ill across countries (Table 1). In our scoring, we
follow the survey, which breaks the Basel standards into their
constituent parts and asks respondents to indicate the state
of implementation of each element on the following scale:
not applicable (0), draft regulation exists but not published
(1), draft regulation published (2), final rule published (3),
and final rule in force (4). Basel Il and Basel IIl are sub-divided
into eight parts, so the maximum implementation score for
eachis 32, while Basel 2.5 is sub-divided into four parts, with
a maximum score of 16.

Overall, we can identify three broad responses taken by reg-
ulators. The first is to not to adopt any elements of the rele-
vant standard. Only two countries (Ghana and Angola) have
yet to adopt any element of the Basel standards, although
there is substantial variation across the standards, with 5
countries yet to adopt any element of Basel II; 13 countries
yet to adopt any element of Basel 2.5; and 5 countries yet to
adopt any element of Basel IlI.

The second response is to make initial moves to adopt some
elements of Basel standards, by drafting regulations, but not
(yet) proceeding to publish and implement them (i.e. max-
imum scores of 1 or 2 on some elements of Basel). This is
a common approach, adopted by seven countries on Basel
I, five countries on Basel 2.5, and eleven countries on Basel
lIl. While most countries have initiated the process of draft-
ing regulations on only a few elements, some countries have
started drafting legislation on all elements of Basel Il, 2.5 and
Il (Tanzania, Zambia and Gambia).

The third response is to adopt and implement elements of
Basel standards (i.e. maximum scores of 3 or 4 on some
elements of Basel). Eight countries have adopted and/or
are implementing elements of Basel II; two countries have
adopted and/or are implementing elements of Basel 2.5; and
five countries have adopted and/or are implementing ele-
ments of Basel lll. As might be expected, South Africa, the
only African member of the Basel Committee, has the high-
est overall levels of adoption: it is fully implementing Basel Il
and 2.5, and has proceeded to adopt and/or implement all
elements of Basel lll. Other relatively high adopters include
Zimbabwe, Mauritius, Namibia and Kenya.

Scrutinizing the specific elements of Basel standards, the
trends are broadly as we might expect given the implemen-
tation challenges and criticisms noted above. Under Basel
I, Pillar 2 on supervisory review and Pillar 3 on disclosure
standards for banks have been adopted more frequently than




the more contentious aspects of Pillar 1 on minimum capital
requirements. Notably, while thirteen countries have taken
steps to adopt and/or implement the standardized approach
to credit risk, only five of these countries have taken steps
to adopt the A-IRB approach and, of these, only one country
(South Africa) is implementing the A-IRB approach.

On Basel lll, regulators have most frequently taken steps to
adopt and/or implement provisions on the definition of capi-
tal, the leverage ratio, capital conservation buffer, and liquid-
ity standards. This suggests that some African countries

are able to comply relatively easily with capital and liquidity
standards, raising questions about the validity of concerns in
the literature on adverse impacts of adopting these stand-
ards on lending to SMEs and long-term projects. The coun-
ter-cyclical buffer shows lower levels of take-up, supporting
the suggestion that it might not be appropriately designed
for a developing country context. Relatively few countries
have taken steps to adopt provisions on risk coverage (coun-
terparty credit risk), which is to be expected given the low
levels of trading in derivatives and repurchase agreements.

TABLE 1: ADOPTION OF BASEL II, 2.5 AND Il BY AFRICAN COUNTRIES

Group 1

(no implementa-
tion)

Group 2

(initial moves to
implement)

Group 3

Basel Il (score out of 32)

Angola (0), Congo DRC (0),
Ghana (0), Madagascar (0),

Botswana (10), Gambia (8), Le-
sotho (4), Nigeria (13), Tanzania
(8), Uganda (4), Zambia (8)

Guinea (3), Kenya (12), Liberia

(12), Malawi (20), Mauritius (24),

Mozambique (20), Namibia (16),

Basel 2.5 (score out of 16)

Angola (0), Botswana (0), Congo
DRC (0), Ghana (0), Guinea (0),
Lesotho (0), Liberia (0), Mada-
gascar (0), Malawi (0), Mauritius
(0), Mozambique (0), Nigeria (0),
Uganda (0)

Gambia (4), Namibia (4), Sey-

chelles (4), Tanzania (4), Zambia
(4), Zimbabwe (4)

Kenya (4), South Africa* (16)

Basel llI (score out of 32)

Angola (0), Ghana (0), Guinea
(0), Mozambique (0), Seychelles
(0)

Botswana (3), Congo DRC (5),
Gambia (8), Lesotho (1), Mada-
gascar (2), Malawi (3), Mauritius
(10), Nigeria (8), Tanzania (8),
Uganda (14), Zambia (8)

Kenya (16), Liberia (12), Na-
mibia (10), South Africa* (25),
Zimbabwe (20)

Cumulative (score out of 80)
Angola (0), Ghana (0)

Botswana (13), Congo DRC (5),
Gambia (20), Guinea (3), Leso-
tho (5), Madagascar (2), Nigeria
(21), Tanzania (20), Uganda
(18), Zambia (20)

Kenya (32), Liberia (24), Malawi
(23), Mauritius (34), Mozambique
(20), Namibia (30), Seychelles

(adopt and imple-

ment) Seychelles (4), South Africa®

(32), Zimbabwe (21)

(7), South Africa* (73), Zimba-
bwe (45)

*As a member of the Basel Committee for Banking Standards, South Africa undergoes implementation monitoring rather than completing the voluntary FSI

survey. The format of reporting is slightly different to that of non-BCBS states.

Source: Financial Stability Institute Survey: Basel II, 2.5 and Ill implementation, July 2014.

Once our project has established a more comprehensive and
reliable database of adoption and implementation across
African countries, we will seek to explain variation in the
uptake of Basel standards. Academic and policy research pro-
vides us with six possible explanations for this variation and
our research will test their relevance and explanatory power.

A first and obvious possible explanation is that patterns of
adoption reflect the varying development of financial markets
across Africa. If indeed Basel standards are more appropriate
for countries with deeper and more sophisticated financial
markets, it is reasonable to expect that regulators in coun-
tries with relatively deep financial markets will be more likely
to adopt Basel standards than their counterparts in countries
with shallower financial markets.

A quick ‘back-of-the-envelope’ inspection of the data sug-
gests that financial development may be able to explain
some, although not all, of the variation. Using domestic credit
to the private sector (measured as a percentage of GDP) as

a proxy for financial sector development® we find a posi-
tive correlation with the implementation of Basel standards
(Figure 1). At one extreme is South Africa (not visually repre-
sented as it has far higher values on both axes), which has by
far the deepest financial sector and has implemented nearly
all aspects of Basel Il, 2.5 and Il (cumulative score of 73).
Similarly, Mauritius and Namibia have relatively deep financial
sectors and have relatively high cumulative scores (34 and 30
respectively).’At the other end of the spectrum, Congo DRC
has a low level of financial depth and, as we might expect,
has only begun to adopt a few some elements of Basel stand-
ards. However we also see countries that have adopted Basel
standards to a greater degree than we might expect given
their financial depth (including Kenya, Liberia, Malawi, Nigeria,
Gambia, Zambia, Tanzania), and countries that have adopted
standards to a more limited degree than we might expect
(including Ghana and Angola).




FIGURE 1: CORRELATION BETWEEN FINANCIAL DEPTH AND BASEL ADOPTION
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Sources: Financial Stability Institute Survey, Basel Il, 2.5 and Il implementation, July 2014; World Bank, World Development Indicators, 2013.

What, aside from financial sector development, might explain
this variation?

Domestic Factors

We noted above that many African countries face major
implementation challenges when they adopt Basel Il and IIl.
These range from inadequate human and financial resources,
to inadequate information, to weak governance of regula-
tory institutions. It is therefore plausible that the degree of
adoption and implementation of Basel standards reflects the
‘goodness of fit’, the complementarity between international
standards and domestic regulatory institutions and resourc-
es.’ If this were the case, we would expect to see relatively
low levels of adoption where governments are particularly
resource-constrained (this is particularly likely to be the case
for more sophisticated and resource-intensive forms of requ-
lation such as A-IRB and macro-prudential elements of Basel
lI). We may also observe regional patterns, where countries
harmonizing regulatory approaches and institutions adopt a
common approach to Basel standards.

Regulation is inherently political, as it creates winners and
losers. Many scholars find evidence that governments design
and implement regulation in response to pressure from
organized interest groups. This may result in ‘regulatory cap-
ture”: the control of the regulatory process by those whom
it is supposed to regulate or by a narrow subset of those
affected, with the consequence that regulatory outcomes
favour the narrow ‘few’ at the expense of society as a whole.®
In the case of Basel standards, we saw above that domes-
tic banks may be at a competitive disadvantage vis-a-vis
international banks from the adoption of A-IRB approaches.
It is plausible that regulators are more likely to adopt A-IRB
approaches where international banks are a relatively more
powerful lobby group than in countries where domestic banks
are a relatively more powerful lobby group. Indeed one study
of Basel Il in 150 countries found a significant correlation
between the presence of foreign subsidiaries whose parent
bank was already implementing Basel Il and the adoption and
implementation of Basel Il in the host jurisdiction.”




International Factors

There is some evidence that international economic reg-
ulations spread through networks of experts. According to
this literature, the norm of adopting and implementing these
standards as ‘best practice’ diffuses through technical, pro-
fessional networks.®? If this were the case, we would expect to
see higher adoption and implementation of Basel standards
in those African countries where regulators are closely inte-
grated into international professional networks that prom-
ulgate the implementation of Basel standards. For instance,
where countries are active members of the FSB's regional
consultative groups. Alternatively, it is plausible that Basel
standards are advocated by providers of technical advice,
including international consultancy firms, which would lead us
to expect higher uptake of standards in countries with sub-
stantial technical assistance programmes.

Regulators may adopt international standards in order to
signal competence, stability and sophistication to bond mar-
kets andinternational investors. For instance, thereis evidence
that countries adopted the IMF’s Special Data Dissemination
Standards (SDDS) primarily as a market-signalling device.®
Given the global standing of the Basel standards, and their
position as international ‘best practice’ in financial regula-
tion, it is plausible that their implementation can be used to
communicate the competence and reliability of regulators.
In fact, various assessments of business climates in African
countries use the implementation of Basel as an indicator.®
As credit ratings agencies factor in countries’ adherence to
Basel standards when making assessments, it is plausible that
regulators adopt standards in order improve their country’s
credit rating and thereby increase their access to interna-
tional financial markets.

The adoption and implementation of Basel standards might
be the consequence of pressure from (i) foreign banks, (ii)
foreign governments, or (iii) international financial institu-
tions. In other areas of international political economy, threats
to withdraw trade preferences have been made to secure
trade-related regulatory changes from preference-depend-
ent African countries. For instance, in the case of Basel stand-
ards, it is plausible that foreign banks exert coercive pressure

in order to secure regulatory convergence by threatening to
withdraw from African economies if there is no regulatory
change.

An investigation of African responses to global financial
standards is pertinent and timely. African regulators are likely
to come under increasing pressure to adhere to the stand-
ards. The FSB is a key driving force, taking steps to ensure
worldwide adoption and adherence to key financial standards.
It is monitoring compliance in around 60 countries — both FSB
members and other jurisdictions that rank highly in financial
importance — including three African countries (South Africa,
Mauritius and, since 2015, Nigeria). The scope of this mon-
itoring exercise will increase over time. Importantly, the FSB
has identified a ‘toolbox’ of measures to ensure compliance,
ranging from positive measures (such as policy dialogue and
technical assistance) to negative measures intended to ‘apply
additional pressure’ (such as public advisement to financial
institutions exercise caution in conducting business with the
non-compliant jurisdiction).

At the same time, there is growing recognition that global
standards may need adjusting for developing countries, and
that developing countries need to be better represented
at the FSB. Indeed these changes are vital to preserve the
FSB’s legitimacy and to ensure that global standards are wel-
comed and implemented by all jurisdictions. Since the G20 in
Brisbane, the FSB is allowing non-member jurisdictions to be
involved in its various committees and working groups, and
to attend Plenary meetings. These changes provide African
regulators with new opportunities to shape global standards.




It's time to repeal the
remittances “Super Tax’
on Africa

Dilip Ratha

World Bank, with

Dame Tessa Jowell
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Remittances are the shining light of development policy. While
debate rages in austerity-hit Western capitals about spend-
ing on aid, remittances cost tax-payers nothing. Remittances
to developing countries are worth nearly half a trillion dollars
— that’s three times the level of aid — and they're rising fast,
quadrupling since the turn of the century. And remittances
work. It's hard to imagine a more efficient targeting system
than people sending money home to their own families and
the facts bear that out; remittances are linked to improved
economic, health and education outcomes. And as if those
benefits weren’'t enough, remittances are a huge driver of
financial inclusion, acting as a gateway to banking for the
people sending and receiving them.

But people sending money home to many parts of the
world, particularly sub-Saharan Africa, are paying far too
much. They face what is, in effect, a remittances ‘super
tax’. A worker sending $200 from London to Lagos can pay
fees of over 13%, more than fifty percent above the global
average. And within Africa it's even worse, sending money
from South Africa to Malawi could cost upwards of 20%. Of
course we all expect some fees for financial transactions but
there is strong evidence that these costs are excessive and
are restricting the poverty-zapping remittances that reach
poorer countries. Reducing fees for sub-Saharan Africa to the
global average for instance would mean an extra $1.3 billion
reaching families in the region.

And we're not moving nearly fast enough to reduce fees on
remittances. We've known about the issue for a while; the
G8 committed in 2009 to the ‘5x5 goal’ of reducing the
global average fee for remittances to 5% within 5 years.
But despite some progress, we're still at close to 8% glob-
ally and 12% for sub-Saharan Africa. Indeed, if the cost of
sending remittances could be reduced by just 5 percent-
age points relative to the value sent, remittance receipts in
developing countries would receive over $20 billion dollars
more each year than they do now. That amount of money
could educate 18 million children and buy enough vaccines
to prevent 8 million children dying from diseases like malaria.

To fix this situation, we need action on three fronts.

First and foremost, we need to increase competition in the
global remittance market and empower migrants by helping
them make informed choices about the services they use. This
is probably the most effective way to drive down costs and will
require action at all levels and in countries that are net senders
and net recipients of remittances.

Regulation of international money transfers is complex, and
has been tightened in some areas because of understandable
concerns over illicit flows of money from criminals and terror-
ists. But there are things we can do while maintaining those
safeguards. One is to require higher standards of transpar-
ency from money transfer companies on how they charge — on
exchange rates, fees and taxes for both sender and recipient —
so that it's easier for consumers to shop around and know what
they're getting. Another is for governments to unpick exclusiv-
ity agreements which tie particular banks to particular money
transfer companies. And a third way to boost competition is to
reduce restrictions which prevent post offices and micro-fi-
nance institutions, which are much more accessible in many
rural parts of the world than mainstream banks, from perform-
ing money transfers. None of these actions alone will reduce
fees overnight, but together they would increase choice and
help push costs down over time.

Second, we need to encourage technological innovation.
Mobile money is already transforming the financial sector in
many countries: you can now use your phone to buy a round of
drinks in Nairobi, or pay Ebola health workers in Sierra Leone, or
give farmers access to weather insurance in Tanzania. Emerging
technologies have the power to extend direct person-to-per-
son, phone-to-phone money transfers across national and
currency borders, lowering costs at the same time. We need to
back these innovations and let the best thrive. Again, it's about
striking the right balance of protecting consumers while letting
new technologies emerge, and it might take some creativity on
the part of regulators to get it right.

Third, we need to keep up the political pressure for reform.
We know that remittances are a large and growing part of the
development landscape. And we know what we have to do to
make them even more effective. Reducing the cost of remit-
tances comes down to political will — this is a global issue and it
needs a collective global response.

And we'e seeing early signs that when the case is made
strongly the money transfer companies listen. For example, in
London a group of companies are committing to a first ever
World Remittance Day where they will commit to a day with
‘no fees, no margins’ on all transfers as a signal of intent to
lowering costs in the future. This is accompanied by financial
education and inclusion for Londoners; in a city where around
one in three are foreign born, the potential impact is huge.

That's the really good news: we know what we need to do.
If we can unite on this issue we can repeal the super-tax on
remittances and improve the lives of millions of families around
the world.
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