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INTRODUCTION

The reform of the financia sector has been an important component of the structurd
adjusment programmes pursued by devedoping countries, whereby reform entals
reducing government involvement, freeing up financda makets, and drengthening
financid inditutions. In Southen Africa, however, the financid sysems of mog
countries remain reatively underdeveloped, in spite of these reforms. The Southern
African Devdopment Community (SADC) is currently in the process of drefting a
protocol on finance and investment, which should address the issue of financia sector
development. The questions that arise from this are, firdly, what kind of role can SADC
play in promoting financia sector development, and secondly, what are the possibilities
for financid integration within SADC?

One of the dated ams of SADC is monelary integration; however, no timetable for
monetary integration has been drawn up, nor has there been any in-depth discusson of
the issue a2 SADC levd. It seems that, while monetary integration may be a long-term
god of the organisation, it is not consdered achievable a present. To complement
monetary integration, the establishment of a wider internd market for financid services
would be required, as wel as the convergence of a number of financid variables.
Financial integration encompasses dl of these gods, including a common currency.
Some SADC leaders have spoken of the need for financid integration within the region,
but the use of the term has not been clearly defined. Indeed, Linah Mohohlo, the governor
of the Bank of Botswana, recently said thet, “financia integration should not require any
surrender of sovereignty” (Business Week, 18/9/2000), which raises the question of what
exactly is meant by the term “financid integration.” The question of whether SADC
should am to folow an EU-dyle goproach to financid integration, or whether it should
continue with its current ad hoc approach, has therefore not been addressed.

A relaed issue is the questionable political will with regard to economic integration, as
demongrated by SADC's leaders. The 14 countries of SADC are a differing levels of
economic development, with South Africa accounting for about 78% of the region's totd
GDP. Some countries, such as Angola, the DRC, and (increesingly) Zimbabwe, are
facing economic crises, due to interna ingability. Other countries, like Botswana and
Mauritius, are dable and have reasonable growth rates, but face the problem of
diversifying their economies. The countries of the Common Monetary Areat are diill
heavily dependent on South Africa. Others, such as Tanzania, Mozambique and Zambia,
are deding with the trangtion from a heavily date-dominated economy to one that relies
on market forces. Each nation has its own development strategy that has been talored to
the specific needs of ther own economy. However, economic integration by its very
nature requires some sacrifice of nationd sovereignty, in order to regp the benefits of a
sngle maket. While the rationde for economic integration in Southern Africa is wdl-
understood, there gppears to be an unwillingness on the part of member states (perhaps
understandably) to subditute regiond priorities for nationa ones, making the decisort
making process dow and difficult. The result is tha little progress has been made
towards economic integration thus far.

! Namibia, Swaziland and L esotho.
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Given this rather discouraging background, this paper looks a the role that SADC can
realistically play in developing the financid sysems of the countries of Southern Africa
Section | reviews some of the literature and theory around financid sector reform,
paticularly in the context of Southern Africa Section Il offers an overview of the
financid sysgems of the vaious SADC countries. Section Il condders regiond
integration, looking a SADC as an organisation, as wel as highlighting some of the
possible bariers to integration. Section 1V explores the issue of SADC's role in financid
sector reform, and makes some suggestions that could perhaps be consdered in the
drefting of the Fnance and Investment Protocol. Findly, Section V contans some
concluding comments as well as suggestions for further research.
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SECTION I: REFORMING THE FINANCIAL SECTOR
1.1. Paradigms: Financial sector liberalisation and reform

There is gill some debate as to the role of the financid sector in promoting economic
growth, and the gppropriate measures to use in deveoping a sound and efficient nationd
financid sysem. This section will look a some of the arguments that have been made in
the literature.

1.1.1. Thefinancial sector and economic growth

Growth requires the mobilisation of long-term savings, which can then be channdled into
productive investment. Financid inditutions act as intermediaries for this process. It
folows then tha a more efficient and diversfied financid system will asss in increasing
the levd of domedic savings as wel as promoting foreign cepitd inflows. A wel-
developed financid sysem adso assists busness and government in better managing risk.
Intuitively, then, the financid system is important in that it cresies an environment for
growth to occur.

There is some debate as to whether the financid sector is essentialy passive, following
developments in the red economy, or whether the financid sector can actudly induce
growth. Studies have shown that the domestic savings rate is an important determinant of
growth in developing countries (Ikhide, 1996). Looking at 77 countries between 1960 and
1989, King and Levine (1993) found that initid financid depth helps to explan
subsequent growth performance. They found, too, that financid indicators were closdy
corrdlated with GDP growth. King and Levine aso looked at the success of adjustment
lending by the World Bank and its reationship with financid depth, concluding that
adjusting countries with greater financid depth tended to grow faster. However, their
gudies have been chdlenged by others on the grounds that causation between financid
development and growth was not proven in their studies (Kenny & Moss, 1998).

On the other hand, Montid (1996) notes that the depth of a country’s financia sector is
dependent on its levd of growth and devdopment. Since financid markets ae
characterised by problems of information asymmetry, high monitoring costs will lead to
higher interet premiums on loans and to the raioning of credit. Monitoring cogts will
tend to be higher in less developed countries, due to the generdly lower net worth of
borrowers (to serve as collatera) and to less efficient syssems of property rights and
accounting standards. Thus, the cods of financing investment are higher and may be
prohibitive in some indances, leading to a greater reliance on sdf-finance and informd
inditutions.

There is a tendency to assart that invesment levels in SADC are lower than desired
because of a high cost of capitd. However, improving access to capitd will not
necessarily raise investment levels. Sherbourne (1999) offers severa reasons, besdes a
lack of capita, why investment in Namibiain particular has been lower than desired.
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1.

3.

4.

The savings generated in Namibia are not easly suited to the types of investment
avaladle. For example, a large pat of Namibias savings are hdd in penson funds
and life assurance schemes, which tend to seek out low-risk, liquid assets such as
certain shares and bonds. On the other hand, the kind of investments likely to promote
growth in Namibia will be smdl-scde and high-risk. There is therefore a mismaich
between savings and investment opportunitiesin the country.

Namibian financid inditutions ae faling to seek out and finance profitable
invesments. It may be that there is a lack of competition in the banking sector that
reduces the incentives of banks to explore new profit opportunities.

The invesment environment is such tha the number of profitable invesments is
limited and higher returns are avalable in other countries. The invesment climate of
a country is influenced by, among other things, tax rates, labour market conditions
and trade barriers.

Namibialacks indigenous entrepreneurid talent to exploit opportunities.

This andlyss can be extended to other countries in SADC, which aso suffer from
problems such as the lack of an investor culture, little competition in the banking sector, a
dearth of entrepreneurs, and an environment often not conducive to doing business.
Indeed, many development finance inditutions in the region have complained that there
are insufficient projects for them to finance (Harvey, 1991). Financid sector reform can
address some, but not dl, of these problems.

1.1.2. How can developing economies promote financial deepening?

As mentioned earlier, financd reform is seen as an important component of Structurd
adjusment measures. In this regard, the World Bank and IMF dructurd adjustment
measures have been based on the following principles.

State-owned banks ae likdy to be driven by politicad rather than economic
objectives, leading to a misdlocation of credit, and a concomitant high proportion of
non-performing loans. The use of commercia criteria should therefore improve the
efficiency of bank lending;

Interest rate celings have traditiondly had the effect of producing negative red
interest rates. Allowing interest rates to be determined by the market should raise
nomind interest rates above inflation, which should encourage domestic saving;

The opening of the financial sector to new locd and foreign banks should hep to
foster comptition; and

A ghift from direct (eg. quantitative credit celings) to indirect monetary control (eg.
the use of open market operations to influence liquidity) will increese the efficiency

of monetary policy.
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The relationship between interest rates and savings levels in developing countries is,
however, rather controversa. The Keynesan view that the reationship between the
interest rate and savings is indgnificant, may be more agpplicable in developing than in
developed countries. For example, savings may often be held in red rather than financid
assats, which would tend to distort the link between savings and the interest rate (Ikhide,
1996). Savings in developing countries are aso likedy to be affected by many other
factors, such as income, political dability, investor confidence, and so on (Johnson,
1994). The Keynesian view in fact encourages low rather than high interest rates, in order
to dimulate invesment. Most of the financid sector reform programmes undertaken by
developing countries have however assumed that higher interest rates will lead to higher
savings, ad therefore higher levels of investment. In the long run, interest rates are
predicted to fdl as output increases. However, it has been argued that high interest rates,
epecidly coupled with devaudtion, will have a dagflationary effect by increesng the
cost of capital and import prices (Nissanke, 1994).

Financid reform programmes have aso been criticised on the bads tha they have
neglected the inditutional aspects of reform, and have relied too heavily on interest rate
liberdisation. Nissanke (1994) argues that financid markets have a greater tendency to
auffer from market falure, due to information asymmetries. She notes that a history of
government  mismanagement  of financia  inditutions does not necessxily  judify
exclusve reliance on the market to devel op the financia sector.

1.1.3. Banks

Banks form the core of the financial sector in most developing countries. Banks are best
a monitoring projects and enforcing contracts when public information is limited and the
legd and finendd infradructure is immature. Efficdent banking systems promote the
development and efficiency of other parts of the financid system. Schmidt (1999) Sates
that bank lending to the private sector is drongly corrdated with macroeconomic
investment, productivity and growth in devdoping countries. The lack of financid
information and the agency problems that may aise, however, pose chalenges for
banking in Africa Informational problems may lead to credit raioning or high interest
rates, which restrict access to credit for deserving individuas and businesses, particularly
smadl busness. Financia reform should therefore address such issues.

1.1.4. Stock markets

A key component of many developing countries reform programmes has been stock
market development. Foreign investors have shown an increasng interest in emerging, or
developing country, markets, primarily due to low interest rates in developed countries
and to improved policy environments in developing countries. The lion's share of this
portfolio investment has gone to Ada and Latin America, but Africas share of the totd is
increasing (Kenny & Moss, 1998). Stock markets allow companies to raise capitd and
thus diversfy ownership and improve their debt-equity ratios. Stock markets may aso
have an influence on the mohbilisation of savings and can improve the efficency with
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which these savings are dlocated, because dlocation is determined by the market rather
than adminigratively. In addition, a wdl-functioning stock market should encourage a
shift from non-financid assats to financia assets, improving the country’ s savings rate.

Given the difficulty of encouraging domestic savers and deveoping an investor culture, it
is aso important to attract foreign investors to the market. Foreign investment reduces the
cost of capitd and adds liquidity to the market. Furthermore, as opposed to loan capitd,
equity capitd does not have to be repaid, and there is more flexibility with regard to
dividend payments that loan payments. This makes equity capital a more gppropriate
mechanism for financing higher-risk projects.

Stock makets are dso ussful vehicles for privatisation, offering ordinary citizens the
opportunity to become shareholders in formerly state-owned companies. This is
important in view of the empowerment objectives of many African countries.

However, the empirica evidence as to whether stock markets have contributed to growth
in developing countries is mixed. There is ds0 a view that sock markets have become
something of a symbol of national pride and may therefore be established for the wrong
reasons (Kenny & Moss, 1998).

1.1.5. Sequencing of reforms

The sequencing of financid reforms is crucid. Macroeconomic Sability is generdly
regarded as a prerequisite for successful financid liberdisation. Liberdisng interest retes
in an environment of high inflation, for example, can make the god of pogstive red
interest rates difficult to achieve. Furthemore, high levels of government debt may
crowd out private sector access to credit, and hence private sector investment. The
indtitutiond dructure of the financid system should be srengthened before embarking on
liberdisation, as liberdisation may othewise result in dedtabilisstion. The need for
effective regulation and supervison is higher in liberdised financid regimes, than in
environment of heavy date control.

1.1.6. Globalisation of financial services

Findly, the globd context cannot be ignored when consdering issues of financid sector
reform and liberdisation in developing countries. As mentioned above, private capita
mobility has increased tremendoudy in recent years. Trade in sevices, incduding
financial services, has grown faster than trade in goods over the past decade (Wahba &
Mohidldin, 1998). The increasng globdisation of financid services has implications for
devdoping countries; for example, locd inditutions will face grester competition from
much larger foreign inditutions. This should be seen as a factor to take into account when
deveoping a programme for financid sector reform.

1.2. Thecontext and experience of financial sector reform in Southern Africa



Prospects for Financial Sector Reform — Reforming the Financial Sector 11

1.2.1. Reforms after independence

The legacy of colonidism has determined to a large extent the current state of most of the
SADC countries financid infragtructure. In most of the SADC countries, foreign-owned
financid inditutions were origindly set up to provide finance to loca whitee or Agan
owned busnesses, foreign businesses, and foreign trade, neglecting African interests and
development objectives (Harvey, 1991).> After independence, governments therefore
implemented reforms to address these problems, using credit to try to improve the
digribution of income and wedth. In many ingtances, banks were nationdised, or new,
state-owned, banks were set up.

In some SADC countries, such as Tanzania, Mozambique and Angola, the financid
system was entirdy date-owned. In other countries, ownership was mixed or mainly
concentrated in private hands (this latter group includes the Southern Africa Customs
Union (SACU) countries and Zimbabwe). The financid sector was strongly dominated
by banking inditutions, which supplied only a limited range of products The exception
was South Africa, which had a large and developed stock market, and, to a certain extent,
Zimbabwe. Furthermore, competition between banks tended to be limited, which meant
that service was generdly poor and innovaion was difled. The dtate was often heavily
involved in directing credit to government projects and parastatals, and to areas
considered priority sectors (Soyibo, 1997).

Nomind interest rates were kept a low levels, to encourage investment and subsdise
favoured borrowers (Brownbridge & Harvey, 1998). As a result, red interest rates were
often negative. Furthermore, governments used the financid sysem as a source of
implicit taxation, sSnce the represson of interest rates dlowed the financing of deficits at
low cost (Aryeetey, Senbet & Urdy, 1997). Reserve requirements were often set at high
leves, forcing banks to hold Treasury Bills or government stocks with low returns.

A number of gtudies have estimated the tax revenue as a proportion of GDP extracted
from the financid sector in this manner. Giovanni and De Médo (1993, in Montiel, 1996)
cdculate the interest savings by the government in Zimbabwe on its debt a 19% of GDP,
during the years 1981-86. Ikhide (1992, in Montid, 1996) examined the impact of
implicit taxation with regard to unremunerated reserve requirements in eight Sub-Saharan
countries. For five of these countries, the implicit tax amounted to over a quarter of
government revenue.

Exchange controls were employed by governments to ensure that locd savings were held
in the form of domestic assats. Furthermore, they were used to limit bank lending to
foregners in order to ensure greater access to credit for indigenous borrowers
(Brownbridge & Harvey, 1998). In Zambia and Zimbabwe, for example, exchange

2 South Africa' s sophisticated and diversified financial system was also geared mainly towards the needs of
the white minority. A number of institutions have been set up to focus on the needs of small entrepreneurs,
and banks have introduced products aimed at the poorer section of the population. Neverthel ess, recent
allegations of racism made against the major banks demonstrate that a significant proportion of the black
population still struggle to gain accessto credit (for discriminatory and/or other reasons).
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controls were indirectly used as an ingrument for the dlocation of credit — companies
with foreign exchange dlocation were likdy to be profitable and therefore less risky.

In addition, regulation and supervison of the financid sector, inherited from colonid
days, was dmost non-exigent (Brownbridge & Harvey, 1998). As a result of these
policies, some banks (especidly those owned by the government) accumulated a large
amount of bad debt, resulting in eventud insolvency.

Also, the financid sector was (and ill is) characterised by the pardld existence of
informa  financid  inditutions, often based on pre-exiding socid and economic
relationships (Montie, 1996). The exigence of such inditutions reflects the high costs of
monitoring and high associated risks of lending faced by the forma banking sector.
Informd financid inditutions are likedy to continue to play an important role in loan
finance in the future.

1.2.2. Liberalisation

Mogt SADC countries underwent some liberdisation of ther financid sectors in the late
1980s and early 1990s, as part of dructural adjustment programmes. These reforms have
gengdly entaled increesng red interet rates to podtive levels usng commercid
criteria to dlocate credit, srengthening prudentiad  regulation and  supervison, and
restructuring of state-owned banks.

Table 1 shows tha the financid sector in most SADC countries is fairly liberdised.
Neverthdess, liberdisation in generd has not contributed to a deegpening of the financid
system, nor has it resulted in an increase in the levd of domestic savings. Some adverse
consequences have aso been observed, such as the widening spreads between lending
and depodit rates. Also, greater competition has resulted in a narrowing of focus for many
banks. The restructuring of banks has been expensive, and banks have often had to be
recapitalised more than once after restructuring (Montiel, 1996).



Prospects for Financial Sector Reform — Reforming the Financial Sector

Table 1: Extent of financial liberalisation

State Foreign Regulation of | Fixed Government Exchange Exchange
ownership  of [ ownership of | interest rates | exchange intervention in | controls on | controls  on
commercial banks rate the allocation | the current | the capital
banks* prohibited of credit account account
Angola v x n.a. v v v v
Botswana x x x x x x x
Lesotho v x x x x x v
Malawi v x x x x x v
Mauritius x x x x x x x
Mozambique x x x x v v v
Namibia x x x x x x v
South Africa x x x x x x v
Swaziland v x x x x x v
Tanzania v x x x x x v
Zambia X X X X X X X
Zimbabwe 4 x x 4 x x 4

* including partial ownership / minority share
Information on the Democratic Republic of Congo and the Seychelles was not available.

Sources: Economigt Intelligence Unit; SADC Central Bank Governors

13
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It may be that the benefits have yet to accrue. It may dso be that further sructurd
reforms are needed before the benefits of financid liberdisation can be redised.
Brownbridge & Harvey (1998) point out that in many instances banks were badly-
managed and/or corrupt, and that attracting deposits into such indtitutions did not increase
the effidency of financid intermediation. The macroeconomic context in which these
reforms were undertaken has aso not dways been suitable, especidly in where the macro
environment was characterised by high levels of inflation or large budget deficits In the
latter case, raisng nomind interest rates had the effect of escdating government debt.

Another problem has been the lack of professond and adminigrative capecity in the
financid sector in some SADC countries, due to extensve dae involvement. A
liberdisad financid environment requires a different sat of skills notably in the area of
regulation. Brownbridge & Harvey (1998) give severd reasons why regulaion in a
liberalised environment is more difficult:

New entry increases the number of banks requiring supervison, and new banks need
to be supervised more closdy than well-established ones,

Greater compstition may increase the risk of bank falure due to reduced profit
margins, and

Liberdised financid markets increase volaility, and banks may be more susceptible
to exchange rate risk as aresult.

1.2.3. Entry of new banks

While date-owned involvement in the banking sector has decreased, liberdisation has
encouraged new banks to enter the market in many SADC countries, including Mdawi,
Mozambigque, Zambia and Zimbabwe. Some of these banks are foreign-owned. However,
Standard Chartered, a long-established foreign bank in the region, has begun to reduce its
branch networks in order to concentrate more on corporate banking. It has also sold some
of its assets in the region (Brownbridge & Harvey, 1998). Barclays Bank appears to be
doing the same. Indigenous private banks have entered the market — some have falled,
while others have survived in less than optima conditions. Locd banks have played an
important role in promoting competition in the banking sector, and have lent to certain
borrowers that may not have been able to obtain credit dsewhere, such as samdl
businesses.

Severd South African banks have taken advantage of the opening up of opportunitiesin
the region, edtablishing new branches or taking over exiging banks, sometimes in
privatisation dedls. However, the focus of South African banks has tended to be on
lending to the corporate, as opposed to the retail, sector. Stanbic Bank, which has he
biggest presence in the region out of adl South African banks, mainly concentrates on the
financing of trade and investment rather than retail banking. Part of the reason for this is
that it can lend amounts of money tha locad banks cannot. Mogt foreign and regiond
banks have followed a amilar drategy with regard to their operations in Africa, tending
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to leave the retail market to the loca banks. The retaill market requires larger investments
(in branch networks), and as Hint (2000) notes, “in many countries the investment
required to enter the retaill market is not justified on economic grounds.” However, there
is a posshility that Stanbic may extend its EPlan product to other African countries. This
fully eectronic banking network amed & the low-income market has proved successful
in South Africa, subgtantialy lowering the costs of catering to this market.

Table 2: Presence of South African Banks in the SADC Region

Bank Country

Stanbic | Botswana, DRC, Lesotho,
Mozambique, Tanzania,
Swaziland, Namibia,
Zambia, Zimbabwe.
ABSA Namibia, Tanzania,
Zimbabwe.

Nedcor Malawi, Mauritius,
Mozambique, Lesotho,

Namibia
Investec | Botswana, Mauritius,
Namibia
First Namibia, Botswana,
National | Swaziland

Bank

* includes shareholdings in loca banks.
Sources. Economigt Intelligence Unit; Standard Bank; Business Day

The more market-friendly policies which have been adopted by countries in SADC have
opened up many opportunities for new investments in the region, and such new
invesments require finance. Project financing is an area which requires a good banking
infrastructure.  Privatisation has dso created opportunities for banks. Foreign banks in
paticular have recently played a mgor role in putting together and financing
privatisation dedls.

1.2.4. Tightening of regulations

Banking regulations have been tightened recently, especidly in the wake of the Adan
crigs In Zambia, dricter rules were prompted by an increese in money laundering,
forcing the closure of three banks. There appears to be much room for improvement,
however. The capitd adequacy of banks in the region is, in generd, low by internationd
dandards, with many banks regarding the benchmark dipulated by the Bank for
Internationa Settlements as a target to meat rather than a minimum to maintain (World
Economic Forum, 1998). Deposit insurance does not exist in dl countries, dthough there
appears to be a policy of “too-big-to-fal” operating in many countries. Government, or
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the centrd bank, may fed compelled to take over an ailing bank, in order to save jobs and
depogtors assats, and this policy has resulted in mord hazard problems with banks
undertaking excessvely risky invesments (Aryestey, Senbet & Urdy, 1997).
Furthermore, banking supervison is often lax or outmoded, and banking licences have
not adways been granted on merit. The absence of skilled supervisors and regulators
compounds this problem. As a consequence, some banks in the region sill have problems
with nonperforming loans. The technological development of SADC banks lags behind
in many ingances, and communications infragructure is often inadequate.

There is ds0 a need for a greater range of banking services. Rurd areas tend to be
underbanked. While informa mechanisms such as credit rotation schemes have provided
a means of overcoming these problems, there is room for the expanson of formd
banking services into these areas. Semi-formd inditutions can hep to bridge the gap
between the forma and informa sectors of the market, by acting as intermediaries
(Aryeetey, Senbet & Urdy, op. cit.).

1.2.5. Stock market development

As mentioned earlier, financid systems in the Southern African region have tended to be
bank-dominated. However, a number of stock exchanges were established during or after
the period of reform, in Mauritius, Botsvana, Namibia, Swaziland, Mdawi and Zambia.
More recently, exchanges have opened in Mozambique and Tanzania The market
capitaisation of some of these exchanges has grown rapidly over the past few years.

Neverthdess, stock exchanges in the region ae smdl and illiquid, with the obvious
exception of the JSE Securities Exchange in South Africa They ae adso extremdy
volatile These gndler exchanges ae effectivedly competing with each other for
invesment from abroad. Some countries even have redtrictions on foreign ownership of
shares. Tanzania, for example, does not alow foreigners to invest in its newly-created
sock market, athough this regulation is expected to be repeded in the next few years.
Zimbabwe dso has redrictions on foreign paticipaion in its stock market, limiting
acquisition to 35% of shares traded on the exchange.

The following table shows the results of a survey by Forbes Globa and the US-based
Milken Inditute in mid-1999, on access to capitd in Africa African countries were
ranked according to three measures of access to capitd: the breadth and depth of capital
access, corruption and transparency; and risk. Table 3 shows the top ten countries, with
the SADC countries highlighted.
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Table 3: Ranking of selected African countries according to measures of
access to capital

PV,
Q
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Country
South Africa
Egyp'g _
Mauritius
Botswana
Morocco
Céte d'lvoire
Ghana
Nigeria
Kenya
Zimbabwe 10
Zambia 11
Source: Economigt Intelligence Unit
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Stock markets can play an important role in that they allow companies to access long-
term finance, which banks have not generdly been willing to provide. In some of the
SADC countries, mgor factors in the decison to edablish an exchange were the
opportunities offered by the privatisation process and the role that stock exchanges could
play in this process. Recently-privatised firms that have lisged on SADC bourses include
Press Corporation in Maawi, ZCCM in Zambia, and Tanzania Oxygen in Tanzania
Lising these large companies has given a boost to the exchanges market capitalisation
and has dlowed a dgnificant number of locd people to become shareholders in the
privatised companies, which would not have been likely had the companies been sold
directly to buyers (Jeffris, 1995).

Low liquidity is a problem faced by many of the SADC stock exchanges. This tends to
decrease the attractiveness of investing on the exchange, since portfolio investors often
take a short-term view on the market and prefer to be able to shift between different
gocks and different markets as eaedily as possble. The low levd of liquidity on SADC
markets arises for severd reasons. The firs is the high proportion of ingitutiond
investors on SADC exchanges, who tend to follow a “buy and hold srategy” (Kenny &
Moss, 1998). Secondly, while the larger exchanges in the region are open throughout the
week, some of the smdler exchanges are open only on certain days, and then only for a
few hours a a time. Thirdly, the dominance of the market by a few large companies aso
resultsin lessliquidity.

In concluson, it should be mentioned that, while this andyss has trested SADC as a
group, the financid systems in the SADC region are characterised by great heterogeneity,
patly owing to the dissmilar higtories of these countries. Section Il highlights some of
the characterigtics of the financid systemsin theindividua countries.
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SECTION II: AN OVERVIEW OF FINANCIAL SYSTEMS IN THE
SADC COUNTRIES?

2.1. Angola

Angola is, by African dandards, a reatively wedthy country, largely due to its ol and
diamond reserves. However, the economy has been characterised by macroeconomic
imbalances snce independence in 1975, owing for the most part to the ongoing civil war.

The banking sysem in Angola has been heavily controlled by the government since
independence, dthough some reforms have taken place in the 1990s. Until 1991 there
were only two banks in Angola, the Banco Naciona de Angola (BNA), which served
both as a central bank and a commercid bank, and Banco Popular de Angola, a
commercia bank owned by the Sate.

The BNA no longer operates as a commercia bank, and three Portuguese banks have
opened. Citibank, Paribas and Equator Bank dl have representative offices in Luanda.
The Angolan government created a paradtatd, Caixa de Crédito Agro-Pecuaria a Pescas
(CAP) in 1991, which took over the commercid banking activities of the BNA in 1996.

Nevertheless, the banking sysem remains problematic. Banking services outside of
Luanda are extremdy limited, due to the security risks posed by the ongoing civil war.
Long-term credit is difficult to obtain, which means tha long-term invesments have to
be financed from externd sources. Stringent exchange controls are il in place, and the
exchange rae is fixed by the government, cregting a large pardld exchange market. This
means that domestic savings tend to be converted in US dollars and deposited with one of
the Portuguese banks, or overseass. Notably, in some years, Angola’'s domestic savings
have comprised over 25% of GDP, dthough there are huge fluctuations in this level. This
is probably due to the boom and bust nature of Angolas economy, and its heavy
dependence on oil revenues. A dgnificant proportion of savings is therefore likely to be
accounted for by large parastatals and government.

Foreign exchange shortages prevail. CAP is aso used extensvely as a means of propping
up paragtatals, through the provison of concessonary or interest-free loans. Furthermore,
there is no capitd market and the insurance indudtry is state-run.

Angolas financid sector is unlikely to develop further until after the civil war has ended,
and the government is able to correct the deep-rooted economic imbadances that exigt in
the country.

2.2. Botswana

3 The Democratic Republic of Congo and the Seychelles were not included in the analysis, dueto lack of
information.



Prospects for Financial Sector Reform— An Overview of Financial Systems 19

The maingay of Botswana's economy is diamonds. Botswana has managed its economy
relatively wel since independence, which as a result has remained gable. It has not had
not undertake any mgor economic reforms, including financia sector reforms.

There are four man banks operating in Botswana Stanbic, Standard Chartered, First
Nationa Bank, and Barclays Bank. Stanbic is wholly owned by its South African parent
compary, while the other three have a minority locd ownership. There is dso a building
society and a savings bank, and a number of devdopment finance inditutions. The
Botswana Development Corporation, in particular, is a mgor investor through equity and
loans.

Botswana has made ggnificant progress in developing its financid services indudry over
the past few years. Since 1994, Botswana has seen the launch of its first credit card, its
fird point-of-sde debit card, the introduction of foreign exchange bureaux and foreign
currency accounts, and the abolition of exchange controls. Advances have aso been
made with regards to automating and interlinking banking processes and branches, and
cheque-clearing time has been reduced. On the legidative Sde, a new Banking Act was
passed in 1995, which widened the scope of the original Act.

Interest rates have remained more or less stable over the past two decades, and positive
rea interest rates have been maintained since 1993. M2 money supply as a percentage o
GDP, an indicator of financid depth, appears to have stagnated since 1980, and is ill
much lower than that of South Africa Another indicaior of financia depth — domestic
credit to the private sector as a percentage of GDP — has dso shown little growth over the
past two decades. Furthermore, vaue added in banking as a percentage of GDP has not
shown much increase since 1980, and remains around the 10% levdl.

Whether this picture will change over the next few years depends partidly on the success
of Botswana's recently-established International Financia Services Centre (IFSC). The
diverdfication of Botsvands economy away from mining is a priority of the
government, and financid sarvices are seen as an indugtry in which Botswana can
develop a competitive advantage. The objective of the IFSC is to act as a conduit for
funds from South Africa and the res of the world, into Africa, with its main services
being the adminidration of offshore collective investments and internationa business
companies. It is hoped that the concessond tax rate of 15% will attract internationd
companies to Botswana, with priority being given to companies from the SADC region.
Two companies, African Banking Corporation and African Alliance, have been awarded
catificates for regiond and internationd banks, and sx others, including HSBC and
Absa, are expected to follow soon.

The centrd bank issues Bank of Botswana Certificates, which range in maturity from one
to nine months and which are traded on the secondary market. The mgority of these
certificates are held by commercid banks. Indirect monetary policy tools are used,
namely the bank rate and open market operations through the purchase and sde of Bank
of Botswana Certificates.
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The Botswana Stock Exchange (BSE), which has been operating since 1995%, is smal,
dthough a number of dud-lised companies give a ggnificant boost to its market
capitdisation. Like most of its African counterparts, the BSE is characterised by low
liquidity. Neverthdess it has been increesing used by locd companies to raise finance,
which is an encouraging sgn. Five unit trusts have recently been established by African
Alliance, with two of these being regiond funds, focused on the SADC market.

Daa on foreign portfolio invesment into Botswana is scant, but internationd investment
postion data reveds that, as of end-1998, the stock of foreign portfolio invesment in
equities amounted to US$148.7 million, while foreign investment in debt securities stood
a US$3.7 million. Botswand's bond market is rather underdeveloped, with only a few
bonds available.

A grest amount of effort appears to have been put into developing Botswana's financid
sector. Neverthdess, the country ill has some way to go before its financid services
industry can cam to be world-class, in teems of the cost of sarvices the range of
products offered, and the quaity of services. Furthermore, dgnificant portions of
Botswana's vast teritory remain underbanked, due to the geographicd distribution of
financid services. Neverthdess, some banks in Botswana appear to be taking steps to
extend their branch networks.

2.3. Lesotho

Lesotho's population is smal and mainly rurd, with per capita income a only US$396
(1998 figures). The country’s membership of the CMA has a drong influence on the
financid sector, with movements in interest rates, money supply and so on being closdy
linked to developmentsin South Africa

Two SA banks dominate the banking sector: Stanbic and Nedbank. Stanbic acquired
Barclays Bank of Lesotho in 1995, and dso recently bought a 70% share in the aling
Lesotho Bank from the government, with R600 million being loaned to the government
by Sanbic to sdvage customer savings. The dae-owned Lesotho Agriculturd
Deveopment Bank was closed down in 1998, since no buyer could be found. The bank
was originaly set up to provide banking services to rurd people and to provide credit for
agriculture, in which a large proportion of Lesotho's populaion is engaged. This is a
market in which the commercid banks have been reluctant to engage.

Probably due to its low levd of income and the lack of adequate banking services, the
level of savings in Lesotho is extremdy low. According to the World Bank's African
Development Indicators, gross domestic saving has been consstently negetive over the
period 1980 to 1998, dthough dissaving has been reduced considerably in recent years.
Government dissaving accounts for some, but not dl, of this amount. A possble reason
for the highly negative savings leve is that migrant labourers (from which Lesotho
receives a condderable portion of its gross domestic income) tend to invest their savings
in South African banks. There is evidence that a consderable amount of assets belonging

* Theinformal market began operationsin 1989, however.
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to Basotho nationds is hdd in the South African banking sysem (Mowat & Zulu,
forthcoming).

The main source of growth in credit over recent years has been credit extended to the
Lesotho Highlands Water Project, which may have resulted in some crowding out of
lending to the private sector. Indeed, domestic credit to the private sector as a percentage
of GDP increased steadily until 1995, after which it began to decline rapidly.

2.4. Malawi

Maawi is dassified as a least developed country, with a GDP per capita of just $238
(1998 figure). It has followed the IMF Structurd Adjusment Programme route, which
has included an overhaul of itsfinancia sector.

Before the reform programme began, there were only two banks in operation, namely the
Nationd Bank of Maawi and the Commercid Bank of Maawi, both date-owned.
Preferentid lending rates were granted for agriculture, and banks were required to direct
50% of ther credit to the sector. Other loans tended to be concentrated in a few
conglomerates, which aso accounted for most of the deposits. There was no secondary
money market, and no capita market. The Reserve Bank of Mdawi used credit ceilings,
administered interest rates, changes in reserve requirements and moral suasion as its tools

of monetary policy.

Maawi’s reform programme was launched in 1988. It was based on increasng the
flexibility of interest rates, dimulaing competition in the banking sector, developing a
money market and a secondary market for bonds and equities, and a gradud move
towards indirect money control (Soyibo, 1997). Controls on interest rates were fully
removed by 1990 and quantitative credit controls relaxed in 1991.

Additionaly, state-owned banks were recapitalised, a task which was made easer by the
redructuring of the banks mgor cusomers, Madawi’s large paragatds. Clams on nor+
financid dae enterprises have fdlen rapidy in line with this. Furthermore, exchange
controls on the current account were reaxed in 1994. Foreign exchange bureaux have
recently been introduced, but there is sometimes a scarcity of foreign exchange, which is
generaly obtained from tobacco saes.

The reform process has resulted in the entry of severd new banks into the market - there
ae now five commercia banks, a discount house, as wel as a number of financing
houses, development finance inditutions, leasing companies, a savings bank, and a
mortgage finance inditution. As a consequence, new products have been introduced,
interest is now paid on demand deposits, and banks opening hours have been extended.
ATMs are in operation for some banks. There is a move towards greater automation of
payment and clearing sysems in banks. Nevertheess, the services offered by the
financid sector reman farly rudimentary, and the informad sector remains an important
source of credit. Furthermore, the reform process does not gppear to have stimulated
domestic saving, as might have been expected. While there have been large fluctuations
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in the raio of savings to GDP since the reforms began, the ratio stood a a mere 0.7% of
GDP in 1998, down from 10.8% in 1980. Government dissaving has decreased during
this period, which suggests that the drop in tota saving must be due entirely to the private
sector.

With regard to banking supervison, the legd framework was revised in 1989, with the
introduction of a new Banking Act. The Reserve Bank of Madawi has tightened up its
regulations and enforcement. Directives on credit concentration, capitd adequacy,
provisons for bad and doubtful debt, limits on foreign currency lending, foreign currency
exposure limits and a policy saement on liquidity management, have recently been
issued. Banks have dso adopted international accounting standards. The KPMG Africa
Banking Survey reveds that capitd adequacy ratios are generdly greater than 15% for
the magor banks operating in Maawi. The returns on capital and assets aso appear to be
hedlthy, usng South African banks as a benchmark for comparison.

Monetary policy is now conducted on a more market-based approach. The central bank
has been issuing Treasury Bills of varying maturities snce 1994. And where mogt of the
1980s were characterised by negative red discount rates in Mdawi, there has been a
sharp shift to pogitive red interest rates.

The Mdawi Stock Exchange was edtablished in December 1994, but only went into
operation in November 1996, when it recaved its firg lising. The dud liging of Old
Mutud on the MSE recently has sgnificantly boosted its market capitalisation, resulting
in ajump from US$147 million a the end of 1998 to US$7910 million at end-1999.

Mdawi’'s financid sector reform programme progressed gradudly and more smoothly
than in many other African countries. Growth in the red sector of the economy is
required, however, before further devdopment can redidicdly occur. Findly, it is
interesting to note that Maawi remains one of the few SADC countries where South
African banks do not operate.

25. Mauritius

Mauritius has been one of the SADC region's star performers economicaly, achieving
growth rates above 5% throughout most of the 1980s and 1990s. As a smal idand
economy, it has grown through a dsrategy of export promotion. It undertook its own
sructurd adjustment programme, which began in the early 1980s.

The financid liberdisation programme involved interest rate liberdisation, the abolition
of direct control on bank credit, and a move towards using indirect monetary policy tools
such as open market operations. Full currency convertibility was atained in 1994. The
bank rate is now a market-related one, linked to yields on treasury hills that are auctioned
on aweekly basis.

The banking system is dominated by two banks, the Mauritius Commercid Bank and the
State Bank of Mauritius. There are a number of other smaler banks in operation,
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however. There is an extensve ATM nework across the idand, and ATM-shaing
mechanisms are now in place. Progress has dso been made with regard to developing a
better, dectronicaly-based, naiond payment sysem. To stimulate the development of
the financia sector, the government provides tax incentives for financiad inditutions
under the Pioneer Financia Services Scheme.

Mauritius dso has an offshore banking sector, which was s&t up as pat of the Mauritian
government’'s drategy to make the financid sector the fourth pillar of the economy,
adongsde sugar, tourism and clothing. Offshore banks, of which there are deven, offer
merchant banking, insurance, fund management and securities services. Non-resdents are
the main cusomers of this sector, often US companies with investments in India A tax
treaty between Mauritius and India creates tax advantages to companies with investments
in India that channd ther funds through Mauritius. Tax incentives are avalable for
offshore banks and offshore trusts.

M2 money supply as a percentage of GDP has increased steadily since 1980, indicating a
deepening of the financia sector. Over the same period, interest rates have remained
farly sable, and red rates manly podtive. Mauritius dso has one of the highest savings
rates in the region — climbing from 10.5% of GDP in 1980 to 24.2% in 1998. Vaue
added in banking has increased to around 5% of GDP, dthough the latest figures
available are from 1995. Thisis one of the highest in the SADC region.

Banking supervison is in line with internationd standards, as prudentia regulations were
grengthened as part of the financial sector reform process. New cepitd adequacy
guiddlines were issues in 1994, in line with those prescribed by the Bank for International
Settlements. Banks have aso been required to observe internationa accounting standards
since 199%4.

The Stock Exchange of Mauritius (SEM) has been in operation since 1989. Its market
capitdisation is currently around US$1643 million, with 48 liged companies. Liquidity
has dso increased subgtantidly, dthough it is ill low by internationd sandards. The
increase in liquidity has been aded in pat by the introduction of an dectronic clearing
and settlement system and centra depository at the SEM.

Daa on foreign portfolio investment (FPI) is only avalable from 1994-98. FM inflows
totaled US$176 million in 1995, but fel to —US$15 million in 1998, probably as a result
of the Adan crigs.

2.6. Mozambique

When the civil war ended in 1986, Mozambique began the process of rebuilding its
economy. Since the dart of its structura adjusment programme in 1987, Mozambique
has moved away from its formerly socidist economic policies towards a market-friendy
gpproach which has attracted many foreign investors.
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With respect to the financid sector, Mozambique was served mainly by two sate-owned
banks, Banco Comercial de Mocambique (BCM) and Banco Popular de
Desenvolvimento (BPD). These banks were used in the man to provide off-budget
finance to lossmaking paragatals. Clams on nonfinancid dSate enterprises talled off
dramatically after the inception of the reform programme in 1987.

New banks began to enter the market, but the services they provided were limited: manly
short-term, trade-related finance and fee-for-sarvice business. This Stuaion has begun to
change, however, with lengthening loan terms and declining lending rates, athough trade
finance till remains the most important area of business for banks.

A key component of the reform programme has been the privatisation of the two State-
owned banks. BCM and BPD were privatised in 1996 and 1997 respectively. The latter
has subsequently changed its name to Banco Austra. Another important reform was the
development of new legidation and regulations to govern the banking sector. These have
included, among other things, legidaion to dlow the edablishment of leesng companies
and regulations regarding capital adequacy ratios.

There has been a trend towards developing new products and services, partly as a result
of the competition introduced by the entry of a number of new banks. The branch
network of banks has aso been extended dramatically.

Gross domestic saving was podtive for the fird time in many years in 1997. In 1998,
saving as a percentage of GDP stood at 1.7%. Vdue added in banking was a 3% of GDP
in 1998.

On the monetary policy Sde, open market operations are now an important tool. Treasury
bills were introduced in 1997, and efforts are underway to develop the money market
further. The exchange rate has been floating Snce the mid-1990s.

A smdl stock exchange was edtablished in 1999, as was Mozambique's firg venture
capitd fund.

Mozambique's financia sector appears to be sat to expand adong with the red sector. The
current gability of the Mozambican metical, the low leves of inflation and the high
economic growth trend suggest that the financial sector will develop new products and
services, and should grow in importance as a contributor to GDP.

2.7. Namibia

The Namibian economy is smdl and dependent mainly on mining and agriculture. It has
close higoricd ties to South Africa, receiving its independence from that country in
1989. Unlike many SADC countries, no serious reform of the financid sector was
needed, since the sector higtorically has been market-driven.
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There are five commercid banks in Namibiaz Bank Windhoek, Firs Nationd Bank of
Namibia, Commercid Bank of Namibia, Standard Bank and Nedbank. The banking
sector is modern and efficient, and provides comprehensive domestic and internationa
banking services.

The Banking Ingtitutions Act of 1998 replaced the old regulatory regime inherited from
South Africa The Act is based on international supervisory practices and banking
sandards, and empowers the Bank of Namibia with more effective regulatory powers.

To curb the outflow of savings to South Africa, the government introduced legidation
that requires a least 35% of Namibian-generated funds to be invested in specified loca
assats. As a reault, gross domestic savings increased from 13% of GDP in 1995 to 19% in
1998. A number of merchant banking and asset management firms have been established
in Namibiato take advantage of the minimum assets legdation.

As a member of the Common Monetary Area, there are no exchange controls between
other CMA countries (South Africa, Lesotho and Swaziland) and Namibia. The exchange
control regime closdy mirrorsthat of South Africa, as does its monetary palicy.

M2 money supply as a percentage of GDP is high by SADC sandards, and has been
increasing seadily since independence. Domedtic credit to the private sector has dso
risen, from 22% of GDP in 1990 to 39% in 1998. Looking & the four largest banks, in
mogt ingances bank profits have risen consstently since 1992, as have both the return on
capital and the return on assets.

The Namibian Stock Exchange (NSX) was edtablished in 1992. A large portion of its
market capitdisation is comprised of dud-liged South African companies. Namibid's
market cepitdisation is one of the largest in Africa, and amounted to a staggering 875%
of GDP at the end of 1998 (to put this in perspective, the JSE's market capitdisation was
128% of South Africas GDP in the same year). If only the loca market is consdered,
however, this figure is reduced to only 14% of GDP. More locd firms are usng the NSX
to raise capita, however, and locad stocks tend to be more liquid than the dua-listed
stocks. At the end of 1999, there were 41 companies listed on the exchange, with 14 of
these being local companies.

Foreign portfolio inflows pesked in 1995 a US$82 million (when they accounted for
19% of gross domestic saving) but fel to —US$4 million in 1998. Flows appear to be
evenly balanced between equity and debt securities.

2.8. South Africa

The South African economy is much larger than any of its counterparts in SADC, and is
more diverdfied. Agriculture, mining, manufacturing and the services sector dl play an
important role in the economy. The Growth, Employment and Redidribution (GEAR)
document has informed economic policy snce 1996, as has South Africas re-entry into
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internationd organisations such as the World Trade Organisation, the IMF and the World
Bank.

South Africa has a sophisticated financia sector. South Africals vaue added in banking,
both in absolute terms and as a proportion of GDP, is the highest in the SADC region.
Although there are around 41 banks operating in South Africa (10 foreign-controlled), the
banking sector is dominated by First Nationad Bank, Nedcor, Standard Bank and Absa.
Standard Bank was recently the subject of a hostile takeover bid by the smaler Nedcor,
but the merger was blocked by the Miniser of Finance. The smdler banks tend to
concentrate on specialised markets and services, while the four large banks mentioned
above have a gstrong retail and corporate focus. Top internationa banks have entered the
investment banking sub-sector in particular.

The financid services indudtry dso appears to be growing in importance for South
Africa, as value added in banking rose from 10% in 1980 to 17% in 1998. M2 money
supply as a percentage of GDP has remained relatively constant since 1980, and stood at
54% of GDP in 1998. This is the third highest in the SADC region, after the Seychelles
and Mauritius, which have both experienced high growth rates of M2 money over the
past decade. Red interest rates have been climbing since 1992, due to the contractionary
monetary policy followed by the South African Reserve Bank. On the other hand, the
domedtic savings rate has been on the decling, faling from 31% in 1980 to 17% in 1998.
With regard to private savings, this is partly due to a greater flow of funds out of the
country, as well as the increased uncertainty around the vaue of the rand. Government
dissaving has been sgnificantly reduced since hitting a pesk in 1993 a 9% of GDP —itis
now around 3%.

In spite of the sophidtication of South Africa’s financid services industry, access to credit
is often cited as a condraint on entrepreneurship. The bigger banks have tended to steer
away from risky markets, or markets which they do not understand. However, there are a
number of dtate-owned inditutions that facilitate the supply of finance to small, medium
and micro-enterprises (SMMIMES), such as Khula. On the retail side, the demand for loans
has been patly filled by microending inditutions, which the government is now
attempting to regulate better after dlegations of unethical practices. Informd lending
inditutions such as stokvels continue to play an important role in the financid system.
Such inditutions are now subject to specid regulaions. The government has dso tried to
crack down on pyramid schemes, which have been gaining in popularity recently.

The JSE Securities Exchange has a large market capitdisation, given the sze of South
Africds economy. As of end-1999, market capitdisation was US$262,606 million and
there were 668 listed companies on the exchange. It is the largest stock exchange in
Africa The volumes and vaue of shares traded have increased immensdy during the
1990s, as has the liquidity. To some extent this can be attributed to increased interest by
foreigners in the South African market, but dso to more efficient sysems in place a the
sock exchange. For example, an automated trading sysem was introduced in 1995,
replacing the old trading floor.
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FPI into South Africa has risen dramatically since 1994. Foreigners invested US$13,557
million in debt and equity securities in 1999, as opposed to US$2,917 million in 1994.
FPI inflows accounted for approximatey 7% of GDP in 1999. Interestingly, while
inflows into equities have risen more gradudly, flows into the bond market have been
extremey volaile. Portfolio outflows have dso increased dgnificantly since 1995, due to
the patia rdaxation of exchange controls, with a record US$5,082 million leaving the
country in 1998. Mogt of thiswasinvested in foreign equities.

The South African financiad services industry is therefore well-developed and is of an
internationd dtandard. It is a possble area of competitive advantage for South Africa,
epecidly snce the country dso has many wedl-trained financid professonds. However,
access to credit and banking facilities by the poor is an issue that 4ill needs to be
properly addressed.

2.9. Swaziland

Swaziland is a smdl kingdom bordering South Africa and Mozambique. It has a strong
manufacturing sector, which accounts for around 40% of GDP.

The banking sector has seen a consolidation over the past few years, with the takeover of
Meridien Bank by Firg Nationa Bank in 1995, and Barclays Bank by Standard Bank in
1998. The state-owned Swaziland Development and Savings Bank has dso recently been
closed down. Standard Bank, Nedbank and First Nationd Bank aso operate. Other
sources of finance indude the Swaziland Building Society, which provides mortgage
lending fadilities and the royd invetment trugt, Tibiyo TakeNgwane, which lends to
gndl busnesses There are severd other venture capital schemes, the centra bank
guarantees 75% of any loan obtaned from these schemes. The Swaziland Industria
Devdopment Company finances indudria projects. Informa savings and credit co-
operatives are also an important component of the financia sector.

Foreign exchange controls are dmogt identical to those of South Africa, snce Swaziland
is pat of the CMA. The Swazi currency, the lilangeni, is a parity with the South African
rand. Monetary policy is conducted through the discount rate, open market operations,
and reserve and liquidity requirements. Mot treasury bills are hed by the commercid
banking sector.

M2 money supply as a percentage of GDP was a 27% of GDP in 1998. This indicator
has tracked the movements of South Africas M2 money supply closdly. As a percentage
of GDP, domestic credit to the private sector has been declining since 1994, probably due
to risng interest rates.

A stock market opened in Swaziland in 1990, but there was no physica location for the
exchange and trading took place over the telephone. The officid Swaziland Stock
Exchange came into operation in 2000, and there is now a trading floor. As noted in
Business Day, however, there was no trade a al on the exchange's opening day. New
legidation is necessary to dlow government to regulate the market properly. The market
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copitdisation of the exchange has fdlen dgnificantly snce 1996 when it was US$H471
million to 1998, when it amounted to only US$85 million.

FPI is low, and inflows have not exceeded US$1 million in any year since 1989. In fact,
the stock of FPI at the end of 1999 was a mere US$310,000. All of this was held in equity
securities. However, gross domestic savings have increased sgnificantly since the early
1980s, comprising 19% of GDP in 1998 as opposed to 6.5% in 1980.

2.10. Tanzania

The Tanzanian government followed strongly socidist policies until the 1980s, with the
am of meking Tanzania a whally sdf-rdiant state. Agriculture accounts for about haf of
its GDP, dthough other sectors in the economy, such as tourism and mining, have yet to
redise their full potential. GDP per capitaislow at US$257 (1998 figure).

The financid system was dructured with the am of making Tanzania a sf-rdiant date.
There were three banks in operation — the Nationa Bank of Commerce, the Cooperative
and Rurd Devdopment Bank, and the Peopleés Bank of Zanzibar, the later which
operated mainly on the idand of Zanzibar. The banking sector was heavily controlled by
the government, who made most of the loan decisons Tanzanids financid inditutions
therefore became mechaniams to finance the budget deficit and subsidise loss-meking
parastatals.

Furthermore, bank workers were generdly poorly-pad and accounting systems and
interna controls weak (Soyibo, 1997). Moreover, there was a lack of traditional banking
skills, since the gtate took responghility in deciding who would get credit and who would
not, and hence |oan decisons were made mostly on the basis of political expediency.

The first reforms took place between 1986 and 1989, when interest rates were alowed to
rise gradualy. Following this, the dtate banks were restructured and recapitdised. The
sysem of fixed interest rates and fixed differentids was replaced in 1991 by a single
maximum lending rate. There was a gradud switch toward a grester use of indirect
monetary policy insruments. The red discount rate was persstently negative until 1994,
when it shot up to 29%. At the same time, gross domestic savings as a percentage of GDP
has increased since 1994, dthough off a very low base. Savings as a proportion of GDP
stood a 6% in 1998. M2 money supply as a percentage of GDP has been declining over
the past few years, and currently stands at about 19%. Domestic credit to the private
sector as a proportion of GDP has dso been declining recently, from 10% in 1994 to 4%
in 1998.

The exchange rate regime is now floaing, and the paradld rate has dmost disappeared.
Tanzania has dso relaxed exchange controls on the current account. Controls on the
capital account require that foreign investment must be subject to an approva process.

The Nationa Bank of Commerce (NBC) was split into two separate entities, one deding
with corporate clients and the other with smaler cusomers. A 70% steke was sold to
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Absa in 1999. When Absa bought NBC, it was technicdly insolvent and loan decisons
were being made on palitical rather than economic grounds. Absa has since turned NBC
around, doubling its performing loan portfolio as a proportion of assets (Business Day).

Other banks in operation include: Stanbic, which took over Meridien Bank in 1998,
Standard Chartered; Barclays, and Eurafrica Bank Tanzania, in which Begium's Banque
Bdgolase is the man shareholder. The government has a mgority shareholding in the
Cooperative & Rurd Deveopment Bank, the Tanzania Investment Bank, and the
Tanzania Postal Bank. As a result of new entrants and better management, vaue added in
banking has increased, from 1.4% in 1990 to 2.4% in 1998.

An additionad component of Tanzenids financid sector reform programme was the
drengthening of the Bank of Tanzenias role in monitoring and enforcing banking
regulations. There are regulations on large credit exposure, capita adequacy, liquidity
ratios, open foreign exchange postions, provison for bad debt, resricted lending, and
depost insurance. There is a money market in operation, congsting of short-term
deposits, interbank borrowings by commercid banks through the clearing-house, and
treasury hills.

The Dar es Sdaam Stock Exchange was launched in 1998, with two lisings, Tanzania
Breweries and Tanzania Oxygen. The stock exchange was used as a privatisation vehicle
for these two companies, to ensure a portion of loca ownership. Foreign purchases of
shares on the exchange are currently not alowed, but it is expected tha this redtriction
will be removed in time,

2.11. Zambia

Zambia's economy is dependent largedy on copper mining. It has undergone a drict
dructurd  adjustment programme snce the 1980s, pat of which involving the
liberdisation of financia sector.

There are around 20 banks in operation in Zambia today, as opposed to only five in 1980.
The banking sysem consss of privaie banks, both internationd and domestic, and
parastata banks. Banks were encouraged to enter the market by Zambia's liberdisation
polices and the rdaivey low minimum capitd requirements. Thee wee ds
expectations of large profits. Under the radicad economic reform programme of 1985-87,
interest rates were liberdised and, as a result, the spread between lending and deposit
rates quickly widened, increasing bank profits.

Soyibo (1997) notes that Zambia did not take sufficient account of sequencing in its
reform programme, which meant that there were periods of dramatic reform, followed by
reversals of some of the reforms.

M2 money supply as a percentage of GDP has declined consderably from levels set in
the 1980s, due to the tight monetary policy followed as pat of Zambias sructurd
adjustment programme. At the end of 1998, M2 was at 14.2% of GDP, as opposed to
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29.2% in 1980. Claims by the monetary sector on the private sector have aso falen, both
in tota and as a percentage of GDP. In 1998, domedtic credit to the private sector
amounted to US$184 miillion, or 5% of GDP.

Red interest rates have been consgently negative until recently, with the red discount
rate reaching —45% in 1992. Domedtic savings levels have experienced large fluctuations
snce 1980, but in genera have followed a downward trend. In the 1980s, savings levels
tended to be above the 10% of GDP level (in spite of negative red interest rates), but they
have remained below this benchmark over the past decade. This is in spite of the fact that
government dissaving was, for the most part, higher in the 1980s than the 1990s.

Banking regulations have recently been tightened. A new Banking and Financid Services
Act of 1994 replaced the Banking Act of 1972. This Act transferred the functions of the
Regidrar of Banks from the Ministry of Finance to the Bank of Zambia. A revison of the
Banking and Financia Services Act was undertaken in 1997, to make the Act gpplicable
to non-bank financid inditutions and deposit protection schemes. Pyramid schemes are
now prohibited. Further, demanding regulations regarding Start-up cepitd and satutory
reserve requirements on foreign exchange deposits caused sx of the 13 registered banks
to close during 1997. Stricter rules on disclosure have been prompted by an increasein
money laundering activities.

Domedtic financing for business operations is difficult to obtain, except for export-
oriented production. Rather than lending, banks tend to absorb excess liquidity by
purchasing treasury hbills. Most businesses therefore sdf-finance, or turn to internationa
sources of finance in hard currency. Medium and long-term  borrowing is made
impossble by high interest rates.

Exchange controls have been abolished and resdents are dlowed to hold foreign
exchange accounts. The depost levels in such accounts tend to be quite high, because of
concerns about the depreciation of the Zambian kwacha.

The Lusaka Stock Exchange (LUSE) was established in 1994, and in 1997 it was the best-
peforming maket in sub-Saharan Africa Its maket capitdisation increased from
US$H229 million a end-1996 to US$706 million at end-1997. However, it dropped to
US$E301 million a end-1998, partly due to disgppointment surrounding the lack of
progress on the privatisation of Zambia Consolidated Copper Mines. The LuSE is
regulated by the Securities and Exchange Commisson. The cdearing and settlement
process is automated and achieved three days after trade (T+3 basis).

While financia sector reform has increased the number of banks operating in Zambia,
lending activities by banks and savings activities by the private sector seem to have been
reduced since the early 1980s. This may be partly due to high interest rate Spreads,
rasing questions as to whether an increase in the number of banks has actually promoted
competition. Once there is grester confidence in the domedtic currency and inflation has
been brought under control, however, saving and lending activities may be increased.
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2.12. Zimbabwe

Zimbabwe haes a farly wdl-diversfied economy, with the main sectors being agriculture,
mining and manufacturing. Its economy is dightly smdler than Angola, making it the
third largest economy in the SADC group. Zimbabwe has adso followed an IMF-
prescribed structurd adjustment programme, which has resuted in the remova of price
controls, the deregulation of foreign investment, trade liberdisation, exchange rate
liberdisation, and financia sector reform.

Zimbabwe's financid sector is rdaivey wdl-developed, dthough it has been
experiencing some problems recently. There are a number of commercid banks,
merchant banks, finance houses, building societies, and discount houses. There is a wide
branch network. The main commercia banks are Barclays Bank of Zimbabwe, Standard
Chartered Bank, Stanbic, the Commercid Bank of Zimbabwe, and Zimbank, in which the
government isthe mgor shareholder.

The Zimbabwean government encouraged the entry of locd banks, as pat of its
indigenisation policies. Sound regulation of the banking sector has often given way to
politicd concerns, particularly since the Minisry of Finance is responsble for issuing
banking licences, and s0 the Reserve Bank of Zimbabwe has been undble to fulfil its
banking supervison mandate effectively. Neverthdess, a directive on capitd adequacy
was issued in 1998, which requires compliance with the 8% leve st by the Bade
Accord.

In 1998, United Merchant Bank issued fraudulent bills. The bank subsequently collapsed,
bringing down the Zimbabwe Building Society with it. The ongoing land criss has dso
affected the banking sector. Currently, banks are not lending to farmers, particularly
those whose fams have been earmarked for redigtribution. This is because farmers
generdly use ther land as collaerd, but cannot do so without security of tenure.
However, without credit, farmers may not be able to purchase sufficient seed, fertiliser,
animal feed, etc., which could result in adecline in agriculturd output in near future.

The discount rate remained a the 9% leve from 1981 through to 1989, with the red rate
being for the most part negaive or maginadly postive. Both depodt and lending rates
jumped dramaticadly when the interest rate regime was liberdised in the early 1990s, and
the rea discount rate climbed to podtive levels The exchange rate was market-
determined from 1994 to 1999, when the government again fixed the currency to the US
dolar. The differentiad between the padld rate and the officd rate has increased
ggnificantly as a result, egpecidly during 2000, when the increased political uncertainty
and the lower tobacco sdes sent the parale rate plummeting. There has adso been a dight
reversd in the liberdisation of exchange controls, with the current account ill being
subject to some contral.

Gross domedtic savings have fdlen in recent years, dthough the savings rae (as a
percentage of GDP) has increased steadily since the 1980s. The savings rate has been
higher than that in South Africa since 1994, and stood at 20% in 1998. Domestic credit ©



Prospects for Financial Sector Reform— An Overview of Financial Systems 32

the private sector as a percentage of GDP has increased from levels in the 1980s, and was
at 17% of GDP &t the end of 1998.

The Zimbabwe Stock Exchange (ZSE) is farly smdl but well-established. There were 70
companies liged on the exchange a the end of 1998. Its capitalisation is dominated by a
few mining companies. Although the ZSE survived the Adan criss farly wel, it has
been hard hit by the current economic problems which are plaguing Zimbabwe. Foreign
invesment on the ZSE was permitted in 1993, dthough there is a limit on foreign
participation, which stands at 35% of the total equity of a company. Foreign portfolio
inflows were podtive for the firg time in many years in 1994, amounting to US$50
million (or 0.7% of GDP) due primarily to investment in equities. Unfortunately no data
on portfolio inflowsis available for the years following 1994.

2.13. Summary

This chapter has highlighted some of the main characterisics of the financid systems in
the individud SADC countries. It is clear that the disparate histories and experiences of
the Southern African countries have shaped ther individuad financid sectors differently.
There are, for obvious reasons, strong smilarities between the CMA countries. Angola,
Mozambique and Tanzania are dl formerly socidis economies, with a higory of date
involvement in the banking sector. Madawi, Zambia and Zimbabwe had a mixture of date
and private sector paticipation in the financid sector. Botswana and Mauritius are
currently trying to diversfy their economies and have identified the financia sector as a
potentia driver of growth.

With the exception of Angola, dl of these countries have, or are on the path to having, a
liberdised financid sector with strong prudentid regulaiion. Many have undertaken
dructural adjusment programmes. With a few exceptions (notably Mauritius) it seems as
though structurd adjustment has not facilitated easier access to credit for business, both
domedtic and foreign. Furthermore, access to saving and loan facilities for the rurd
population is inadequate in many of the countries, including South Africa. Measures to
promote such access, through the establishment of development finance inditutions and
the direction of credit to preferred sectors, have generally not been successful, dthough
informa inditutions are playing an important role in thisregard.

Finadly, it seems clear that financid sector development cannot take place independently
from growth in the red sector of the economy, and that an environment of
macroeconomic dability, especidly monetary tability, needs to be fostered before the
finandd services industry can flourish.

SECTION I11: REGIONAL INTEGRATION

SADC was st up in 1980 (as the Southern African Development Co-ordinating
Conference, or SADCC) to reduce the dependence of countries in Southern Africa on
ther large neighbour, then apatheid South Africa With the democratic eections in
South Africa in 1994, the context changed. South Africa joined SADC in 1995, and a
rearrangement of SADC' s objectives was required.
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SADCC had a sectord focus, with the responsbilities for co-ordingting ectivities lying
largely within various countries, rather than with the smal Secretariat. The objective was
not O much integration as co-ordination, with activities taking place on a project badss.
When South Africa joined, it was assgned the respongbility of co-ordinating the Finance
and Investment Sector. The Finance and Investment Sector Co-ordinaing Unit (FISCU)
was edablished in South Africas Department of Finance (now the National Treasury).
Proposals for the restructuring of SADC, in line with its new objective of economic
integration, have been approved but have yet to be adopted. These proposds involve a
higher levd of centrdisation of activiies a the SADC Secretariat in  Gaborone,
Botswana, a measure which is expected to give greater impetus to the integration process.

The posshilities for macroeconomic convergence have been discussed by SADC
Minigters of Finance, and a Macroeconomic Subcommittee was recently established to
work on the issue. The mgor task of FISCU a this stage is to draft a Finance and
Investment Protocol, combining inputs from a wide range of paticipants. On the finance
sde, inputs will be sourced in marticular from the Committee of Centra Bank Governors,
the Committee of SADC Stock Exchanges, the Committee on Insurance, Securities, and
Non-Banking Financid Authorities, and the SADC Banking Associaion. So far, a clear,
co-ordinated policy on the financid sector has not yet been articulated, dthough al four
committees have their own dtated aims and objectives. It is anticipated that the Finance
and Investment Protocol will draw together these objectives, and link them with other
aspects of integration, such as macroeconomic convergence.

3.1. Challenges
SADC faces saverd chdlenges as an organisation promoting regiond integration:

Firstly, the large 5ze of South Africa reldive to the other economies could result in a
polarisation of economic activity in South Africa if integration is not handled carefully.
This is true of the market for financid services as wdl. South Africd's dominance of the
region aso leads to accusations of hegemony, which means that South Africa is
sometimes condrained in the role it can play. SADC countries may be feaful of
becoming mere “colonies’ of their larger neighbour. The suspicions of South Africas
neighbours play themsdves out both in the politicd and the busness arena. Problems
experienced by Absa in Taeania (Busness Day, July 27, 2000) point to the latter, for
example. South Africa therefore needs to manage its role in the region carefully, not just
politicdly but in economic and business matters as well. On a rdated note, South Africa
will aso need to redefine its reationship with other members of the CMA and SACU, in
such as way as to foster interdependence rather than dependency.

Secondly, regiond integration involves sacrifices in terms of nationd sovereignty. A
harmonisation of financid regulation, for example, could mean that countries have to st
adde cetan naiond policy objectives in the interets of the region as a whole
Furthermore, the benefits of regiond integration may take a long time to accrue — longer
than the length of a particular leader’'s term of office, perhaps. Mugtering the politica will
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to teke regiond initiaives serioudy is therefore an important requirement for financid
integration, and integration in generd. Ownership of the process of regiond integration is
adso important, and may be difficult to achieve given the current differing development
needs of the SADC countries.

Thirdly, most countries within SADC belong to one or more other regiona grouping —
SACU, the Common Market for Eastern and Southern Africa (COMESA), the Indian
Ocean Commisson (I0C), the East African Community (EAC), to name a few — dl with
mogtly economic ams. This dgnificantly congdrains the resources (financid and human)
that governments can devote to SADC. Indeed, some countries give preference to one
group over another, which results in non-attendance of meetings, etc. It is not clear how
this thorny issue should be resolved, however. A rationdisation of such initiatives seems,
politically, to be out of the question. A more hopeful possbility might be co-operation
between the various organisations, to eiminate areas of overlap.

Finally, the objectives of financid integratiion will dearly be thwarted in an environment
of politicd and economic ingdability. The two countries in SADC currently involved in
cvil wars are Angola and the DRC, with troops from Namibia and Zimbabwe adso being
involved in the conflict. The recent turmoil in Zimbabwe over land invasons has dso
done little to promote investor confidence. SADC as an organisation has not been able to
quell these conflicts. In terms of economic integration, however, a phased approach could
be used, whereby countries in conflict or facing severe macroeconomic ingabilities are
excluded from regiona economic arangements and initidgives until ther “houses are in
order.”

3.2. Which approach to follow?

As mentioned in the introduction, there is no cdear policy as to whether SADC is aming
for EU-dyle financid integration or something dse, nor on the time-frames for these
gods to be achieved. Currently, the initiatives of the Committee of Centrd Bank
Governors have taken place on a project bass, an agpproach that seems to have worked
well. The initigtives fdling under the SADC Ministers of Finance have tended to target
more ambitious aess, such as devdopment finance, investment promotion, and
macroeconomic  convergence.  Consequently, achieving “buy-in” from member date
governments has been rather more difficult, because of the perceived politica trade-offs
involved in some of these aress.

3.2.1. Financial integration, EU-style

Financid integration in the EU has incuded the adoption of a common currency, a
common centra bank, the edablishment of a liberdised internd market for financid
sarvices, and some convergence of financid variables, such as interest rates and the
inflation rate.”

® There is aworldwide trend towardsglobal financial integration, and much discussion around the
integration of developing countriesinto global financial markets. While capital does flow more freely
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For regiond financia integration to occur, there needs to be an abolition of redrictions
on the free movement of capitd within the region, i.e. a remova of exchange controls.
Banks, insurance companies, and other financia indtitutions should be free to edtablish
themsalves anywhere in the region. There dso needs to be, a the very least, some
compdibility in financid regulaion. If this is not the case, naiond regulatory bodies will
rase concerns about funds from their own countries being channelled into what they may
perceive to be unsound inditutions or invesments. A banking crigs in one country would
have ripple effects throughout the entire region. Certain minimum dStandards therefore
need to be met, if not complete Sandardisation of rules and regulations. Financid
integration is therefore more complicated than trade integration since, unlike tangible
goods, financid sarvices suffer from problems of asymmetry of information and therefore
require more intensive regulation.

The bendfits of financid integration include the credation of a regionwide market in
financid services which will increese the efficdency of the financid sector by dlowing
resources to flow to ther most efficient uses. Furthermore, if achieved successfully,
financid integration will meke the region concerned a more dtractive investment
proposdition for foreign investors, given the current smdl sze of most of the SADC
economies. An integrated capital market might increase liquidity, for example, which will
increase the attractiveness of the market for investors.

In the EU modd, the integration of the market for financid services was driven partly by
market forces and partly by natiiond governments (Underhill, 1997). Three key dements
were identified as being crucid for financia integration to occur. These were:

The free flow of capital between EU member dates,
The freedom of establishment of financid inditutions within the regon; and
The freedom of provision of financia services across nationa borders.

Financid integration was aded by the changed globd financid context. Reforms in
countries such as France and Germany have resulted in a more “marketised” financia
sector throughout Europe, bringing the markets of continenta Europe and London, the
centre of EU market, closer together.

Financid integration has proved difficult in many aress, as the EU experience has borne
out. Cross-border cepitd flows are ill subject to a number of congraints, including the
relatively high cost of cross-border payments. Inditutiond investors face restrictions on
cross-border investments, and greet differences in naiond regulatory regimes gill exist
(Pelkman, 1997). Differences in tax treatment dso creaste bariers. For example, the
development of a regional market for insurance services has been hampered by the non
tax deductibility of insurance payments if the services are purchased outsde nationd
borders. Proposals to implement a minimum withholding tax throughout Europe, in order

between countries than previously, thereis along way to go before atruly integrated global market is
established.
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to minimise tax competition were ressted, in paticular by Luxembourg, which has no
taxes on capitd at dl.

3.2.2. Co-operation

A looser form of integration, which takes places through co-operation, would perhaps be
more gppropriate agpproach for SADC at this stage. Forums could be set up for various
role-players in the financid sector to meet and discuss possble areas of overlapping
interest. This could involve agreements to share infradructure or facilities exchange of
information, and/or the initition of regiond projects amed a improving the financid
sector. Co-operation between SADC countries in the financid sector can hdp redise
economies of scale in this manner. Furthermore, SADC countries can utilise the expertise
of South African financid professonds, as well as those in Zimbabwe, Botswana and
Mauritius. Regiond capacity-building exercises could dso be undertaken. Such
initistives are generdly politicaly neutrd and ae thus much esser to implement than
measures such as the liberdisation of exchange controls and tax harmonisation.

The problem with this kind of gpproach is thet it is ad hoc, rather than taking place within
the context of grester economic integration. It is dso much less ambitious.

Obligations to a regiond organisation such as SADC can dso help countries to maintain
the momentum and establish the credibility of the reform process (Caamitss, 1999). This
will depend on how serioudy countries regard these obligations, however. Harvey (2000)
argues for an external agency of restraint, negotiated and accepted by SADC member
governments, which would lock countries into agreed reforms. According to Harvey,
foreign invesment is criticd to the success of regiond integration and such an agency
will enhance investors confidence in the sudanability of reforms. It is, however,
unlikely that such an agency of restraint would be politicaly acceptable a this early stage
in the integration processin SADC.

Given the divergty of the financid systems within the SADC region, the dominance of
South Africa in terms of its much larger and more deveoped financid sector, and the
percaved need to mantan some degree of flexibility in implementing nationd policies at
this stage, a regiond approach to financid sector reform based on co-operation, rather
than integration, seems to be a more appropriate route to follow. The case for
harmonising rules and standards in SADC & the moment is not clear, given the differing
development needs. For example, banking legidation appropriate for Mauritius may not
be appropriate for a country such as Tanzania, and vice versa. Aryeetey, Senbet & Urdy
(1997) point out that cognisance need to be taken of each country’s particular needs and
problems for regiona agreements to be successful. The groundwork for financid
integration in the future could possbly be lad through more informa co-operation
mechanisms.

A background document to the dill-to-be-developed SADC Finance and Investment

Protocol emphasses the following as being key to the process of regiond economic
integration (USAID/FISCU, 1998):
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The need for a broad-based, participatory and incrementa approach, with a requisite
level of ownership a both the political levdl and a the level of civil society and the
private sector;

The need for a flexible gpproach, with implementation at different speeds for different
countries, given the variaion in the countries’ levels of development;

The need for practicd means to create incentives to comply with SADC benchmarks;
and

The use of Memorandums of Underdanding, which are not legdly-binding, to arrive
a agreement on particular policies and courses of action.

If SADC is to achieve moneay integration in the longer term, some degree of
convergence on the financid gde will dso be required. This should be borne in mind
when conddering a regional approach to financid sector development. Neverthdess, a
less ambitious and more politicaly-acceptable programme should be developed for
implementation over the next few years, concentrating on areas in which regionad co-
operation can be achieved without too much difficulty. One priority for now could be the
role of the financia sector in promoting trade integration. Banks, for example, are
important in providing trade finance. Barriers to free trade may be created by exchange
control regulations. And efficient cross-border payment and settlement for trade
transactions requires wdll-functioning payment sysems.

SECTION [V: CO-OPERATION AND INTEGRATION IN THE
FINANCIAL SECTOR

Since most SADC countries are il in the process of developing their financid sectors, a
regiond — as opposed to a national — approach could be taken in this regard. This is a
possble advantage that SADC has over groupings such as the EU. In many cases,
nationd sructures are not yet in place, or need to be reviewed. If this process can be
undertaken in a regiond context, financid integration will be esser to achieve in the
future.

4.1. Banking

What more can policy makers in SADC do to further deveop and strengthen nationd
banking systems?

1. Banking and other financial legidation should be appropriately formulated
according to international principles and standards. Banking crises generdly cary
large fiscd cogts and can serioudy damage a country’s credibility. A banking crigs in
one SADC country could dso have a spillover effect on other countries in the region,
egpecidly as regiond integration progresses. To avoid the possbility of such crises
occurring in the region, policy-makers need to ensure that good banking supervison
legidaion and inditutions are in place in dl SADC countries. In the short-term, an
assessment could be made of the exising banking legidaion and banking supervison
practices in the region. Where this legidation and implementation is consdered to be
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3.

inadequate, expertise from other SADC countries could be brought in to suggest
improvements, bearing in mind the possble goa of hamonisation later on. A
common gpproach to combating money laundering, corruption, and pyramid schemes,
for example, could aso be developed. In the longer-term, steps could be taken to
harmonise, for example, regulations on asset and risk classfication, capitd adequacy
ratios, and deposit insurance (Mistry, 1996a). As the World Bank points out, banking
supervison is  adminidraivdy demanding and inditutionrintensve, requiring a
aufficient number of skilled supervisors. SADC countries could work towards a fully-
harmonised set of regulaions, which would alow for expertise to be imported from
countries with a surplus of skills to those with deficit of sills in this aea
Alternatively, a bank from one SADC country setting up a subsidiary or branch in
another SADC country ould be regulated from its home market, as is the case in the
EU. This would lessen the pressure on regulators in countries where there is less
expertise, as these countries would mogt likdy be the ones importing banking
services from other countries.

Improving linkages and communication between banks in the region. Payment
sysems could be inter-linked, in order to speed up the processng of transactions.
These measures would, among other things asss in promoting regiond trade
(Mistry, 1996). A project under the auspices of the SADC Centra Bank Governors is
currently tackling some of these issues [see section 4.8]. Measures to speed up cross-
border clearing of cheques could be implemented. More generaly, priority should be
given to upgrading the communications infrastructure in SADC countries where such
infragtructure isinadequate.

A greater diversity of financial instruments could be developed in order to assist
individuals, business and government in managing their risk better. While banks
cannot be forced to adopt new ingruments, it may be that a lack of competition in the
banking sector, or a lack of financid expertise, has impeded innovation. The array of
financid ingruments avalable in most SADC countries is limited. Fora such as the
SADC Banking Asociation can promote the sharing of information between banking
organisations in terms of different products which banks can offer ther customers.
New innovations developed in one country could be extended to the rest of the SADC
region, especidly in tems of banking services for the poor. Innovative ways of
encouraging lending to higher-risk, longer-term projects should be developed. New
regulations could be introduced across the region to permit the operation of credit-
unions (as in South Africd) or smdl village-owned banks (such as those operating in
the Philippines and Indonesd (Ndson, 1999). The possbilities offered by Internet
banking and e-commerce could be explored, especidly in terms of their potentid to
reduce transaction costs in banking. However, there needs to be redism about what
the Internet and e-commerce can and cannot do. Limited Internet access in most of
the SADC countries, and limited levels of computer and other literacy could pose
ggnificant condraints.

Create an enabling environment for the entry of new banks, both foreign and local.
Foreign banks can provide expertise and training for the loca population, athough
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traditionally these banks have concentrated mainly on serving corporate customers.
Loca banks on the other hand tend to understand the market better, and therefore are
better placed to lend to smaler businesses and individuds. The entry of new banks
into the SADC market will hopefully fud competition and growth, which in turn will
result in a greater diversty of products and services being provided by the financid
market in SADC countries.  The entry of foreign banks could dso promote
technology and skills trandfer.

4.2. Money Markets

Money markets refer to a market in short-term debt (matwities of one year or less).
Unsecured overnight loans, commercid bills, treasury bills, and repurchase agreements
ae some of the indruments used in the money market. A wel-developed money market
dlows banks and other financid inditutions to manage therr liquidity postion effectivdy
(Brummerhoff, 1999). Money markets dso conditute an important tool for the monetary
authorities in implementing monetary policy, through open market operdtions. Better-
developed money markets can therefore encourage the move from direct to indirect
monetary policy instruments. Successful open maket operations require a sufficient
number of participants and instruments, however, in order to be successful — otherwise,
large fluctuations in interest rates may occur (Aryeetey, Senbet & Urdy, 1997).

All SADC countries have money markets, dthough these are a varying degrees of
development. For example, many SADC countries do not have interbank money markets
(where banks borrow from and lend to each other), or secondary narkets in government
debt. The man ingruments used in the SADC region ae maketable treasury bills and
short-term government bonds.

Brummerhoff (1999) suggests severd ways of developing money markets in the SADC
region. These include fodering interbank markets in SADC countries to improve the
effective use of avalable funds, and developing secondary markets in government debt.
In countries with more advanced money markets, the range of instruments used should be
widened to include bankers acceptances, negotiable certificates of depodt, and
commercia paper.

4.3. Capital Markets

The two components of capital markets which will be consdered here are stock markets
and bond markets.

As discussed in Section |, capitd markets in most of the SADC countries are not likely to
have a large impact on economic growth over the next few years. Nonetheless, capitd
markets dill have a role to play. For example, Jeffris (1995) finds that the main impact of
the Botswana Stock Exchange has been to dlow inditutiond investors to diversfy ther
portfolios, rather than the raisng of new capitd.
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In order to broaden the role of capitd markets in economic development, SADC
countries will need to encourage individua share ownership as well as attracting foreign
investors.

With regad to the former, this may require an extensve marketing and education
progranme, in order to promote a culture of investing. Domestic ownership of shares is
important because it provides a buffer to the volaility of internationad capitd flows
(Kenny & Moss, 1998). To attract smdl investors, however, the stock exchange will need
to be able to offer higher returns than other assets, while also not being too risky (Jeffris,
1995). The potentid for smdler, higher-risk companies raisng finance through the stock
market is therefore limited, and such companies may need to find other avenues for
rasing capitd, such as development finance inditutions (Jeffris, 1995).

In order to attract more foreign investment, there needs to be provison of adequate
financid information on companies liged on the SADC exchanges. This is one aea Iin
which regiond co-ordination could be beneficid. The other SADC exchanges could
perhaps “piggy-back” on the JSE's marketing systems in order to spark nvestor interest.
For example, the JSE <lIs its market information to Reuters, Bloomberg and others,
foreign investors can then tgp into this information through services provided by such
companies. Statigtics from the other SADC exchanges could perhaps also be included in
such information packages. Furthermore, the JSE produces a newdetter, which could be
expanded to include market gatistics from SADC exchanges.

Haphazard accounting regulations throughout the region mean that financid disclosure is
not dways in line with internationd dandards, athough this varies across countries.
Financid regulators in the region could st some minimum standards for disclosure rules.
As a firg gep, the SADC exchanges have harmonised their listing requirements dong the
line of the JSE. The edtablishment of guarantee funds and the prevention of insder
trading are other issues that could be discussed by SADC exchanges and their regulators.

The SADC Committee of Stock Exchanges has as its am a linked network of exchanges,
as opposed to the creation of one regiond exchange. The ultimate am is to link trading
sysems and clearing and settlements systems, which would enable a market participant
to trade on any one of the SADC markets. Although some have argued for the creetion of
a sngle regiond sock exchange, developments in technology are such tha the physicd
location of the exchange is no longer particularly important.

Movements towards dectronic trading and settlement sysems have dso been made.
South Africa has recently implemented the STRATE sdtlement system, in order to
reduce settlement time and the concomitant systemic risk. It dso has an dectronic trading
sysem (JET) in place. Mauritius, Zambia and Tanzania dso have dectronic settlement
gystems. The SADC Committee of Stock Exchanges plans to implement the Mauritian
system in exchanges currently without central depositories.

The JSE has offered to link the other SADC exchanges to JET and STRATE, but the
response has been mixed. The Namibian Stock Exchange is currently linked to the JET
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system, which has helped to increase their liquidity. However, a problem with the system
is that it is dependent on operations in South Africa. For example, the Namibian market
cannot open on South African public holidays, since the JET system is not in operation
on these days. Other SADC exchanges have therefore been rather reluctant to take up the
JSE's offer, especidly with regard to STRATE, which has only recently been introduced
in South Africaand is therefore more or less untested.

Dud ligings and the liging of American Depository Recepts (ADRs) are other posshle
mechanisms to develop capitd markets in SADC countries. The former would involve
South African companies with ther primary liging on the JSE Securities Exchange,
taking a secondary liging on one of the regiond bourses. Many of the companies listed
on the Namibian and Botswana Stock Exchanges ae dud-liged South African
companies, which has had the effect of dramaticaly boosting their market capitalisation.
Another example is the Zambian company Trans Zambezi Internationd, which is adso
liged on the Zimbabwe Stock Exchange. Dud ligings increese liquidity, and dlow
foreign companies to rase capitd localy for their loca operations. A disadvantage arises
from the contagion effect: if, for example the JSE suffers a crash, and a dgnificant
proportion of an exchange's shares are duad-ligings with South Africa, then the effect of
the crash will be quickly felt on the local market aswell.

An ADR represents a fixed number of shares or bonds that are held in trugt. In the US
case, Mexican shares were issued as ADRs in the US market. They proved popular with
investors because they were denominated in dollars, cleared easily and dlowed investors
to easly get involved in a foreign market (Wdlons, 1997). South African Depostory
Receipts could possbly be used to issue the shares of companies located in, say,
Zimbabwe or Zambia, on the JSE. A disadvantage of ADRs might be that trading shifts
away from exchangesin the region to the JSE.

Some relaxation of exchange controls may need to take place for dud listings and ADRs
to be feasble There might be other regulatory barriers that prevent the dua listings or
the issuance of ADRs. For example, South African inditutiond investors were, up till
1999, prevented by the Financid Services Board from investing in any of the SADC
markets. It would be interesting to look a whether there has been a sgnificant change in
the pattern of South African portfolio invesment into the region since this regulation was
removed.

Bond markets provide another mechanism for raisng capitd. There is a trend towards
usng long-term debt to finance, inter alia, paradtatds, locd authorities and municipaities
through the bond market, as opposed to centra government funding. Bond markets are
not developed in the region. Botswana, Zambia and Namibia have bond markets, and
government bonds have been issued by Swaziland and Zimbabwe. South Africa, which
has a large bond market dtracting dgnificant foreign investment, has only a smal market
for corporate debt. The remaining countries in SADC have little or no activity to date in
long-term debt markets. According to a study done by the Lusaka Stock Exchange, bond
market development in Zambia has been condrained by the limited number of deders
and investment advisors, as well as by macroeconomic factors. The study advises an
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extendve education campagn, the drengthening of incentives to inditutions such as
commerciad banks to trade on the secondary market, and less stringent licensing fees for
dedlers (The Times of Zambia).

4.4, Data

A mgor handicgp in devisng effective policy is the lack of relidble data sources for
many of the countries. Data on capita flows, for example, are generdly not very detailed
or religble, with many transactions being recorded on the current account under the item
“private transfers’ (Kasekende, Kitabire & Martin, 1996). Good datistics are adso crucia
for effective regulation of the financid sector. Some co-operation between SADC
countries to enhance the capacity of datistical units in centrd banks, for example, could
help to dleviae this problem. A bilaerd reconciligion initistive between SACU
countries in the area of baance of payments datistics has recently begun, which could
eventuadly be extended to other SADC countries. The SADC Committee of Centra Bank
Governors has adso st up a dadbase of monetary and financid datistics, which is
updated biannualy by the individud centra banks. The database has daigtics on nationd
accounts, prices, baance of payments, exchange rates, government finance, interest rates,
and money and banking. The database is avalable on the Committegs webste
(www.sadchbankers.org).

4.5. Technology and innovation

The tdecommunications sector is crucid for the effective functioning of the financid
sysem. Unfortunately, tdecommunications infrastructure is inadequate in most of the
SADC countries, necessitating the use of satdlite technology in some ingtances. Hint
(2000) notes that, in the case of Stanbic, their use of saelite technology has been ressted
by nationd tdecommunications companies. If SADC countries ae committed to
developing ther financid sectors, they will therefore aso need to place a high priority on
the upgrading of their nationa teecommunications infrastructure.

Such advances in information technology have made the location of markets less
important, as large amounts of money can be transferred around the world & the touch of
a button. New technology therefore makes cross-border services viable, dlowing for
better exploitation of economies of scde Banks may use their online operaions to
expand nto foreign markets, without having to undertake the cogtly process of physicaly
setting up operations there. New innovations suitable for the SADC market can aso be
developed. An example is the Smart Card system currently in use in South Africa, which
enables pensoners to draw their pensons without the use of expensve terminds or
telecommunications equipment, or without even the requirement of literacy (Neson,
1999). However, there is a downsde new technology chadlenges exiging regulation and
supervison of the financial sector, meaning that regulators and regulation need to keep
up to speed with these new developments.

The Committee of Centrd Bank Governors currently has an Information Technology
Forum that addresses technology-related issuesin central banks.
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4.6. Accounting standards

According to the World Bank (1999), the devedlopment of legd and accounting systems
ggnificantly explans the devdopment of finandd intermediaries. Good accounting
dandards improve the &bility of investors to determine which firms ae worthy of
inveging in. The task of banking regulators can be made much easier if banks employ
sound accounting standards.  An initiative to bring the accounting systems of adl SADC
countries in line with internationd sandards is currently beginning. The ams of the
project are moving to an accrua-based accounting sysem in dl countries, training of
members of public accounts committees, and establishing greater independence for the
offices of the auditors-generd. The project is being driven by severa accounting bodies,
including the SADC Organisation of Supreme Audit Inditutions (SADCOSAI), the East
and Southern African Association of Accountants-Generd (ESAAG), the Eadern,
Centrd and Southern African Federation of Accountants (ECSAFA), and the Indtitute of
Public Finance and Auditing in South Africa (IPFA).

4.7. Exchange controls

If finahcid integration is the ultimate god, exchange controls will need to be liberdised,
a least within the region, if not generdly. The implementation of a free trade area in
SADC will be inhibited by exchange controls on the current account Sde; however, only
Mozambique and Angola presently have current account controls. Controls on the capitd
account are dill mantained, however, with the exception of Mauritius, Botswvana and
Zambia. South Africa is currently giving preferentid access to investment flows to
SADC countries as pat of its exchange control liberaisation. For example, South
Africans are dlowed to invest up to R250 million per new invesment in SADC, as
opposed to R50 million for other countries.

The liberdisation of the cgpita account should teke place in conjunction with other
measures. The free mobility of capitd within the region will reguire harmonisgtion of
regulations throughout the financia <sector, in order to decrease the posshbility of
arbitrage between the different countries, which could creste indability. For example,
capitd might tend to flow to those countries that have sounder regulatory environments,
while companies may prefer to li on exchanges that have liding requirements that are
more lax than others. Interest rate and exchange rate arbitrage may aso occur,
highlighting the need for financid integration to proceed dong with the convergence of
certan key variables. Mutua recognition of each other’s inditutions as sound will dso be
required.

There is a free flow of capitd between countries of the Common Monetary Area, namey
South Africa, Namibia, Lesotho and Swaziland. A common conmplant of the smdler
countries is that there is a naturd tendency for savings to flow to South Africa, rather
than being invested localy. Consequently, Namibia has adopted a system of domestic
ast requirements, whereby a least 35% of investments must be hed domedticdly. If
capitd controls are liberdised within the SADC region, a Smilar problem may arise,
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which could result in a weskening of the financid sectors in some of the countries. Some
form of compensatory mechaniam will therefore have to be devised, as it is unlikdy that
even asymmelric liberaisation will solve the problem.

4.8. Role of the central banks

The functions performed by centrd banks in terms of, among other things, money
markets and banking supervison, make them crucid to the process of financid sector
reform. The efforts of the SADC Committee of Centrd Bank Governors are therefore
encouraging. Subgtantia progress has been made since the inception of the Committee in
1995.

The Governors Committee, which meets on a biannua bass, provides a forum for
discusson on issues such as exchange controls and monetary policy. Regular meetings of
technicd and gpecidised sub-committees dso take place Traning facilities and
programmes offered a the South African Reserve Bark and the Bank of Tanzania have
been extended to the rest of the region.

An invedigation into the legd and operationd frameworks exising in SADC banks is
currently being undertaken, with the eventua am being to harmonise these. Issues to be
tackled include the independence of the centra bank.

In terms of banking supervison, the am is to standardise regulations in accordance with
internationa principles, as established by the Bade Committee. Banking supervisors have
been discussing issues such as cepitd adequacy requirements, training of banking
regulators, money laundering, and illega banking activities.

SADC centrd bankers dso have a project deding with payment systems. Payment
gysdems refer to the indruments, organisations, operating procedures, and information
and communication systems used to effect the trandfer of money. Payment system reform
has been an integrd pat of most countries financid sector reform programmes. The
desgn of payments systems dffects the efficdency with which monetary policy is
conducted, the soundness of financid inditutions, and the functioning of the economy as
a whole (Bdino, Johnson and Sundarargian, 1996). SADC countries need to design
national payments that reduce transaction codts, since the manual systems that ae
currently in operation tend to result in long ddays and incresse the risk of fraud.
Electronic systems reduce time lags in settlement, which in turn decreases the risk that a
debtor might fal, for example. Currently the South African Reserve Bank is leading a
project designed to establish efficient nationa payments sysems in each SADC country.
Once this has been achieved, moves will be taken to facilitate cross-linkages between the
payments systems in various SADC countries, to enable cross-border transactions to take
place with ease.

4.9. Role of the SADC Finance and I nvestment Co-ordinating Unit (FI SCU)
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FISCU has an important role to play as the co-ordinator of activities rdated to financid
co-operation and integration. The key functions of FISCU ae to ensure the involvement
of al dakeholders in the process, to deer the direction of the economic integration
process, as well asto procure financing from donor organisations for integration projects.

FISCU has been charged with the development of a Finance and Investment Protocol for
the region. The Protocol will set out the manner in which financid integration should be
achieved, induding time-frames and inditutiond arangements The project will be
financed by the EU, and @nsultants have been chosen to work on the project aong with
FISCU staff members.

The restructuring of SADC that has recently been gpproved by the SADC Summit is
likely to result in the shifting of FISCU to the SADC Secretariat in Botswana. This raises
guestions as to the continuity of the work begun by FISCU in South Africa. Nevertheless,
this move should ensure better co-ordination with and support from the SADC
Secretariat. It should adso help to soothe fears of South African dominance, since the staff
of FISCU will be comprised of nationas from various SADC countries, not only South
Africa

4.10. Sequencing

How should a regiond approach to financia sector development be sequenced? The
goproach outlined above suggests that, initidly, more informal mechanisms of co-
operation in the financid sector will be the most gppropriate. Firdly, inditutiona
arangements to facilitate discusson within stakeholder groups need to be set up. This
has to a large extent dready been done, with the establishment of the Committee of
Centrd Bank Governors, the SADC Ministers of Finance, and severa private sector
bodies. Commitment from SADC member governments is essentid to ensure that
meetings take place and that resolutions are carried out - even in the case of private sector
organisations, which in any case will need to work closdly with government ingitutions.
Secondly, a comprehensive assessment of the various financid systems in the region will
need to be undertaken. This will highlight the differences between these systems, as wdl
as where the mgjor areas of weskness lie. While targeting these areas of weskness will be
the responghility of the various nationd governments, experts in other SADC countries
could possibly have inputs into the process. Some harmonisation of rules and regulations
could take place, where appropriate. SADC mesetings may also encourage bilateral co-
operation between countries where areas of interest overlap. Furthermore, common
SADC positions could be developed on issues to be negotiated a fora such as the
IMFWorld Bank annual meetings and meetings of the World Trade Organisation.

Further down the line, and depending on progress made in other areas of economic
integration, some deps towards promoting financid integration could be taken. A firgt
sep would be to look a harmonisng financid sector rules and standards. This would
enable free trade in services to teke place. It could dso enable the free establishment of
finanda inditutions throughout the region, which would promote competition and
efficency. Findly, SADC countries could undetake a commitment to liberdise
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exchange controls within the region within a certain time period. As mentioned above,
complementary measures will need to be adopted if such a liberdisation is to be
successful.

Whether these measures should be undertaken or not will have to be consdered carefully.
For some countries, the benefits of financid integration may be outweighed by the costs
of large capitd outflows, by the increased volatility of their financid markets, or by a
banking sector dominated by foreign banks, which have no interest in catering for locd
development needs, to name but afew of the problems which may arise.

Measures to develop the financia sector cannot be implemented in ignorance of the
broader economic environment. For example, the land crids in Zimbabwe and the
government’s response to it has created a greet ded of uncertainty, pushing up the cost of
cepitd. Even with efficient sysems and the best regulation, the financid sector will not
help to promote economic growth if there is no business being done in the red sector of
the economy. A virtuous circle needs to be created, where policies to promote economic
growth are adopted by dl countries in the region, a srong stand is taken againg
corruption, and there is a commitment to property rights and the rule of law. For SADC
to work on an economic level, there needs to be consensus regarding what is good
economic policy.

SECTION V: CONCLUDING COMMENTSAND QUESTIONSFOR
FURTHER RESEARCH

Financid integration in SADC is likdy to be a long-term process. There are some
objectives that can be achieved immediatdy and without the necessty of an
accompanying politica process. Other objectives, such as liberdisng capitd flows in the
region, will require more time and negotiation. The large dze of the South African
financid sector in comparison to those of other SADC countries could result in, for
example, a polarisation of capital flows, these kind of issues need to be addressed before
agreements can be reached. As with the free trade area, some asymmetry of reform or
liberdistion might be necessary, depending on the individud circumstances of eech
member country.

The god of financid integration needs to be consdered in conjunction with the other
objectives of SADC. A broad range of stakeholders will need to be involved in the
process, including minigtries of finance, centra banks, and the financid community.

The redructuring and reform of the financid sector in SADC countries is in most
ingances incomplete. This represents an opportunity for regiona co-operation and
integration: rules and regulaions governing the financid sector can be harmonised, the
further development of stock markets can take on aregiona dimension, etc.

Gregter financid integration and better financid sysems will assgt in dtracting private
capitd flows. It should be mentioned that private cepitd inflows are something of a
double-edged sword. Given the low level of domestic savings and investment, however,
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it seems that SADC countries will need to atract more of these inflows to promote
economic growth. Inditutions and policies should be in place to ensure the efficient use
of these flows, as wdl as to control their potentidly destabilisng effects The banking
system is the core inditutiond sructure on which dl other financid inditutions depend.
Priority should therefore be given to developing sound banking infrastructures in the
SADC countries, including the development of efficient payment systems.

In terms of further research topics, the paper provides no discusson of development
finance. It dso does not congder insurance markets, which are mostly undeveloped in the
SADC region and which form an important component of the financid sector. Other
possble topics include looking a the connections between financid and monetary
integration. For example, what kind of financid arangements need to be in place for
monetary integration to take place? SADC's objective of macroeconomic convergence
canot be achieved without some complementary financial sector policies. Would free
flows of capitd in the region require some form of tax harmonisation? It would aso be
interesting to look a the measures that have been put in place to promote financia
integration in other regiond groupings, particulaly developing country arangements
such as Mercosur. Findly, the posshility of creaing a financid hub for the region in
Johannesburg could be explored, as well as the complementary policies which would be
required to make this a paliticaly acceptable and economicdly viable drategy for dl the
SADC countries.

Financid integration and financid sector reform are complex subjects, and this paper has
only touched on some of the issues involved. Technica committees are dready working
on many of the topics discussed in the paper. Neverthdess, the paper amed to present a
framework in which to congder some of these topics, and could perhaps asss in
preparing an agenda for future action.
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APPENDI X

Figure 1: Vaue added in banking (%0GDP)
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Figure 2: Gross Domestic Investment & Savings (%GDP)
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Figure 3: Domestic credit to the private sector (%0GDP)
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Figure 4: Domestic credit to the private sector
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Figure 5: Interest rate spreads
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Figure 6: Number of listed companies
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Figure 7: Market capitdisation (1998)
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Figure 8: Redl interest rates
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Figure 9: Red interest rates, SACU countries
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