Private Sector<e Development

AFRICA'S
FINANCIAL MARKETS:
A REAL

DEVELOPMENT TOOL?

One of the main
stumbling blocks
to the development
of Africa’s capital
markets is the fact
that taken as a
whole the financial
systems lack
structure. Donors
can help them
develop; IFC has
been operating in
Africa for decades
and one of its
priority areas is to
strengthen markets.
Thierry Tanoh,

Vice President

of IFC, explains

in this article

how development
agencies could do
more to promote
the expansion of
financial markets.
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How Can Development
Partners Support the
-inancial Sector in Africa?

Although Africa’s financial sector was not severely affected by the 2008 crisis, the latter
did however reveal its structural weaknesses — including the narrowness of markets and
the low level of credit allocated to the private sector. It would consequently appear to be
particularly difficult to develop capital markets in this context. Yet it is not impossible:
international organizations, by working closely with local authorities, can support this
development by providing their advice and expertise. Beyond this, they can have a very
direct impact on increasing financial market depth and liquidity.

By Thierry Tanoh, Vice President for Africa, Latin America and Europe

at International Finance Corporation

frica can be pleased that its financial sectors

were not significantly affected by the first-

round impacts of the financial crisis in 2008,
and this despite a high degree of foreign ownership
in the banking system in general. While this is a plus
for stability, escaping the contagion of the sub-prime
lending crisis that originated in the US also high-
lights several weaknesses within the African finan-
cial sector, as well as low levels of integration and
development within the global financial system.

Weak banking sector base

Most African countries’ financial sectors consist
mainly of banking sectors; only in the more ad-
vanced countries is there significant development
of corporate bond and equity markets, insurance,
etc. The main exception is South Africa with its
highly developed financial markets, which will be
excluded from this discussion.

The first point to note is that the size of African
financial sectors is small, even when looked at in
relation to GDP. When it comes to deposit mobili-
sation and provision of credit to the private sector,
Africa lags significantly behind the low-income
country average. Of particular concern is the low
rate of credit extended to the private sector (below
20% of GDP). Instead, most banks lend to govern-
ments through the purchase of treasury bills and
other instruments. Figure 1 shows the composi-
tion of bank assets in Africa compared to other re-
gions. It shows the much higher amount in direct
government obligations and loans to state-owned
enterprises than in any other region.

In terms of access to finance, fewer than 20% of
Africans have bank accounts, including at regis-
tered microfinance institutions.

Banking in Africa, however limited, is nevertheless
a profitable business. Banks in Africa tend also to
be highly liquid, meaning they have plenty of de-
posits, typically held as reserves or in short-term
money market (often government) instruments.
So it may appear that African bankers have little
incentive to expand their lending to businesses, es-
pecially small businesses, or make efforts to have
bank accounts more accessible to the population.

These figures show how complicated it can be to
build a sound capital market infrastructure on
such a weak financial market base. On the other
hand, it also shows that capital markets are need-
ed in order to provide adequate financing to the
private sector, new savings products for the popu-
lation and uses for the high liquidity in banks.

Role of development partners

Development partners can provide a range of as-
sistance to help African governments, financial
institutions and markets overcome these barri-
ers and expand financial services in a productive
fashion. Support from development partners can
take various forms, including, but not limited to,
assisting governments to amend outdated or inef-
fective policies and regulations, providing capacity
building to regulatory institutions to implement
those changes and to oversee financial institu-
tions, and directly assisting private institutions to
improve their practice.

The World Bank and IMF, along with some bilat-
eral donor agencies, are active in providing sup-
port to financial authorities to improve overall
regulation and supervision of financial institu-
tions and markets. The importance of a strong
regulatory environment, backed by effective ...
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<« supervision, has been highlighted in the recent
financial crisis, which exposed many weaknesses
in the supervision of financial institutions in de-
veloped countries. The need for regulation is par-
ticularly important for capital markets. The spe-
cialist nature of equity, bond and other capital
markets requires sophisticated regulation and
oversight to ensure its development. Partner in-
stitutions are well placed to provide technical as-
sistance, which must often come from outside
Africa, to regulatory bodies. In particular, there is
a need to improve efficiency and lower costs to
make markets more attractive to firms for new is-
sues. There is also a need for effective regulation of
securities markets and application of appropriate
standards to securities issued. African market reg-
ulators will require ongoing assistance as they de-
velop and become more sophisticated.

In the African context, there is also potential to
integrate financial markets further in order to ad-
dress some of the issues related to both the size of
the markets and the quality of regulation. For ex-
ample, this has been done effectively in the CFA!
zone through initiatives to establish regional se-
curities markets, and should be promoted further.
Partners can assist by bringing their experience
from other regions to help address regional policy
and institutional issues.

Apart from regulation and supervision of the fi-
nancial sector, other measures can be supported
by multilateral and bilateral agencies. For in-
stance, following the financial crisis, risk manage-
ment and corporate governance have become even
more important in assuring sound management
of financial institutions. Partners can provide ad-
visory assistance to help banks establish stronger
risk-management systems and improve their cor-
porate governance to ensure that the interests of
all stakeholders are being served.

In capital markets, new institutions or functions
are also often required for the development of
markets. External partners can help address the
risks of greenfield institution start-ups by par-
ticipating as shareholders and providing advisory

assistance during the start-up phase. The IFC has
invested directly in several market-making finan-
cial institutions, such as investment banks and
discount houses.

Initiatives to support African financial markets

The IFC, the private investment arm of the World
Bank Group, has been actively involved in sup- rerers o~

. A L. . financiére africaine
porting the development of African financial insti-  (zgic0n financial
tutions and markets for several decades. Recently, community in English).
IFC interventions have been specifically focused
on direct assistance to bond and equity markets.

1 CFA refers to Communauté

As part of these initiatives, the IFC launched
the Efficient Securities Market Institutional
Development (ESMID) advisory programme in
2006, designed to work with leading national and
regional bond markets to improve their attractive-
ness to issuers. The objective was to increase trans-
parency and disclosure in bond-market offerings,
decrease time requirements and lower costs to pro-
mote increased issues. The programme focused on
Nigerian and East African bond markets, working
with regulatory authorities to improve processes
for bond issuance. The first phase of identifying
and designing the needed reforms was completed
and advisory assistance to regulatory ...

Figure 1: Composition of bank assets by region
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... authorities on designing these reforms was
provided. In Kenya, for instance, the Capital
Markets Authority (CMA) recently unveiled draft
laws and regulations that will overhaul the securi-
ties industry.

Since the 1980s, the IFC’s support of emerging-
market development has included issuing local
currency bonds. As countries liberalise markets
to international issuers, they often prefer a first
listing with a supranational to establish an inter-
national, risk-free benchmark. In addition, the
issues help the IFC diversify its funding base and
provide long-term local currency for support of
infrastructure and other non-exporting projects
in the region. In 2007, the IFC became the first
international issuer in the West African regional
stock exchange (BRVM) with its CFAF 22 billion
(USD 40 million) ‘kola bond’ issue, earning an
emerging markets deal-of-the-year award. This
was followed in 2009 in Central Africa with
the ‘moabi bond’ worth CFAF 20 billion (USD
43 million). These issues have helped deepen
these fledgling markets and should help attract
further issues.

The [FC’s investment can also help pave the way for
an Initial Public Offering (IPO) on local equity mar-
kets. This may take the form of an IFC investment
at the time of the IPO, where the IFC’s involvement
helps reassure other institutional and retail inves-
tors of the quality of the issue. For example, the
IFC invested alongside the IPO for Onatel? the
national telecommunications operator in Burkina
Faso, and the first Burkina-based IPO on the re-
gional Bourse. The IFC may also invest equity in
major companies, with the intent of supporting a
broad-based IPO at a later date, in which the IFC
may then also participate by selling some of its
shareholding. In general, the IFC seeks to exit via
options such as public listings on local securities
markets to help expand the depth and liquidity in
those markets. IFC investment in a company can
also help serve as a ‘stamp of approval’ to help pave
the way for a subsequent public offering.

Given their significant growth in recent years, stock
and debt markets appear to be increasingly relevant
tools for firms willing to finance their development.
Despite recent growing efforts made by the IFC in
these markets, much action is still needed to equip
Africa with efficient financial markets. From this
perspective, pursuing close financial and technical
cooperation between bilateral and multilateral part-
ners, as well as local authorities, seems relevant. @
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2 See in this issue Laurent
Demey’s article on the political
reasons for the IPO of ONATEL
as a public company.
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