PALGRAVE MACMILLAN STUDIES IN

BANKING AND FINANCIAL INSTITUTIONS
EEEEEEEEEEEEEEEEEEEEEEEEEEE

Bank Regulatory
Reforms in Africa

Edited by Victor Murinde

(=]
D%D
=}



Bank Regulatory Reforms
in Africa

Edited by

Victor Murinde

f )'H)\‘J"Tr TL ',‘

o T




Editorial matter and selection © Victor Murinde 2012
Foreword © William Lyakurwa 2012
All remaining chapters © respective authors 2012

All rights reserved. No reproduction, copy or transmission of this
publication may be made without written permission.

No portion of this publication may be reproduced, copied or transmitted
save with written permission or in accordance with the provisions of the
Copyright, Designs and Patents Act 1988, or under the terms of any licence
permitting limited copying issued by the Copyright Licensing Agency,
Saffron House, 6-10 Kirby Street, London ECTN 8TS.

Any person who does any unauthorized act in relation to this publication
may be liable to criminal prosecution and civil claims for damages.

The authors have asserted their rights to be identified
as the authors of this work in accordance with the Copyright,
Designs and Patents Act 1988.

First published 2012 by
PALGRAVE MACMILLAN

Palgrave Macmillan in the UK is an imprint of Macmillan Publishers Limited,
registered in England, company number 785998, of Houndmills, Basingstoke,
Hampshire RG21 6XS.

Palgrave Macmillan in the US is a division of St Martin’s Press LLC,
175 Fifth Avenue, New York, NY 10010.

Palgrave Macmillan is the global academic imprint of the above companies
and has companies and representatives throughout the world.

Palgrave® and Macmillan® are registered trademarks in the United States,
the United Kingdom, Europe and other countries.

ISBN 978-0-230-31333-0

This book is printed on paper suitable for recycling and made from fully
managed and sustained forest sources. Logging, pulping and manufacturing
processes are expected to conform to the environmental regulations of the
country of origin.

A catalogue record for this book is available from the British Library.
A catalog record for this book is available from the Library of Congress.

0 9 8 7 6 5 4 3 2 1
21 20 19 18 17 16 15 14 13 12

Printed and bound in Great Britain by
CPI Antony Rowe, Chippenham and Eastbourne



Palgrave Macmillan Studies in Banking and Financial Institutions

Series Editor: Professor Philip Molyneux

The Palgrave Macmillan Studies in Banking and Financial Institutions are international in orientation and
include studies of banking within particular countries or regions, and studies of particular themes, such
as corporate banking, risk management, and mergers and acquisitions. The focus of the books is research
and practice, and they offer up-to-date and innovative studies on contemporary topics in banking that will
have global impact and influence.

Titles include:

Steffen E. Andersen
THE EVOLUTION OF NORDIC FINANCE

Seth Apati
THE NIGERIAN BANKING SECTOR REFORMS
Power and Politics

Vittorio Boscia, Alessandro Carretta and Paola Schwizer
COOPERATIVE BANKING IN EUROPE: CASE STUDIES

Roberto Bottiglia, Elisabetta Gualandri and Gian Nereo Mazzocco (editors)
CONSOLIDATION IN THE EUROPEAN FINANCIAL INDUSTRY

Dimitris N. Chorafas
CAPITALISM WITHOUT CAPITAL

Dimitris N. Chorafas
SOVEREIGN DEBT CRISIS
The New Normal and the Newly Poor

Dimitris N. Chorafas
FINANCIAL BOOM AND GLOOM
The Credit and Banking Crisis of 2007-2009 and Beyond

Violaine Cousin
BANKING IN CHINA

Vincenzo D'Apice and Giovanni Ferri
FINANCIAL INSTABILITY
Toolkit for Interpreting Boom and Bust Cycles

Peter Falush and Robert L. Carter OBE
THE BRITISH INSURANCE INDUSTRY SINCE 1900
The Era of Transformation

Franco Fiordelisi and Ornella Ricci (editors)
BANCASSURANCE IN EUROPE
Past, Present and Future

Franco Fiordelisi
MERGERS AND ACQUISITIONS IN EUROPEAN BANKING

Franco Fiordelisi, Philip Molyneux and Daniele Previati (editors)
NEW ISSUES IN FINANCIAL AND CREDIT MARKETS

Franco Fiordelisi, Philip Molyneux and Daniele Previati (editors)
NEW ISSUES IN FINANCIAL INSTITUTIONS MANAGEMENT

Kim Hawtrey
AFFORDABLE HOUSING FINANCE

Jill M. Hendrickson
REGULATION AND INSTABILITY IN U.S. COMMERCIAL BANKING
A History of Crises

Otto Hieronymi (editor)
GLOBALIZATION AND THE REFORM OF THE INTERNATIONAL BANKING AND MONETARY SYSTEM



Sven Janssen
BRITISH AND GERMAN BANKING STRATEGIES

Alexandros-Andreas Kyrtsis (editor)
FINANCIAL MARKETS AND ORGANIZATIONAL TECHNOLOGIES
System Architectures, Practices and Risks in the Era of Deregulation

Caterina Lucarelli and Gianni Brighetti (editors)
RISK TOLERANCE IN FINANCIAL DECISION MAKING

Roman Matousek (editor)
MONEY, BANKING AND FINANCIAL MARKETS IN CENTRAL AND EASTERN EUROPE
20 Years of Transition

Philip Molyneux (editor)
BANK PERFORMANCE, RISK AND FIRM FINANCING

Philip Molyneux (editor)
BANK STRATEGY, GOVERNANCE AND RATINGS

Imad A. Moosa
THE MYTH OF TOO BIG TO FAIL

Simon Mouatt and Carl Adams (editors)
CORPORATE AND SOCIAL TRANSFORMATION OF MONEY AND BANKING
Breaking the Serfdom

Victor Murinde (editor)
BANK REGULATORY REFORMS IN AFRICA

Anders Ogren (editor)
THE SWEDISH FINANCIAL REVOLUTION

Ozlem Olgu
EUROPEAN BANKING
Enlargement, Structural Changes and Recent Developments

Ramkishen S. Rajan
EMERGING ASIA
Essays on Crises, Capital Flows, FDI and Exchange Rate

Allesandro Roselli
FINANCIAL STRUCTURES AND REGULATION: A COMPARISON OF CRISES IN THE UK, USA AND ITALY

Yasushi Suzuki
JAPAN'S FINANCIAL SLUMP
Collapse of the Monitoring System under Institutional and Transition Failures

Ruth Wandhofer
EU PAYMENTS INTEGRATION
The Tale of SEPA, PSD and Other Milestones Along the Road

The full list of titles available is on the website:
www.palgrave.com/finance/sbfi.asp

Palgrave Macmillan Studies in Banking and Financial Institutions
Series Standing Order ISBN 978-1-4039-4872-4
(outside North America only)

You can receive future titles in this series as they are published by placing a standing order. Please contact
your bookseller or, in case of difficulty, write to us at the address below with your name and address, the
title of the series and the ISBN quoted above.

Customer Services Department, Macmillan Distribution Ltd, Houndmills, Basingstoke, Hampshire RG21
6XS, England




Foreword

This book is based on papers that were presented at the Twelfth Senior
Policy Seminar (SPS XII) of the African Economic Research Consortium
(AERC), which took place in Mombasa, Kenya, on 22-24 March 2010.
Leading public policymakers, monetary and financial economists, pro-
fessional bankers and advisors from central banks across Africa gathered
for sober reflection on one topical subject — bank regulatory reforms
in Africa. The seminar was opened by the Hon. Wycliffe Ambetsa
Oparanya, Minister for Planning and National Development, Govern-
ment of Kenya. Professor Njuguna Ndungu, Governor of the Central
Bank of Kenya, delivered the opening keynote address.

The three days of intense discussions focused on how to enhance bank
competition and intermediation efficiency across Africa. This region-
wide meeting brought together 71 economic policymakers and advisors
drawn from the highest levels of government and representing 22
countries in the continent.

In the wake of the recent financial crisis, which has created enormous
regulatory risks, some changes in the content of banking regulation are
crucial and any positive transformations are likely to produce encourag-
ing results. The regulatory system in many African countries has evolved
in the recent past, notably through progressively more detailed capi-
tal requirements and increasing demands that banking organizations
enhance their own risk-management systems. However, with respect to
the structure of the implementation of bank supervision and regulation,
major changes are still in the works that will probably rearrange and
consolidate financial oversight and extend the powers of African central
banks.

The AERC Senior Policy Seminar in Mombasa provided a structure for
the honest exchange of experiences. The arrangement turned on syn-
theses of relevant research findings presented by senior scholars. Each
session then featured a brief summary of the presentation and a floor
discussion by the policymakers themselves.

Wrapping up the debates was a working session in which participants
identified additional key areas of research to generate findings that they
would like to utilize in policy formulation. This atmosphere generated
spirited interaction among the participants and helped the policymakers
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to fine-tune their own approaches as they applied the lessons and details
of AERC-supported economic policy research from elsewhere in the con-
tinent. Besides this specific immediate result, the seminar improved
the prospects for cooperative policy research between policymakers and
researchers. The outcomes of the consultations served as inputs for
AERC’s policy research agenda and helped with the identification of
structures and methods intended to promote collaboration among pol-
icymakers and researchers, both within individual countries and across
the continent.

The media coverage was impressive. The seminar elicited significant
interest from the local, regional and international media organizations,
which covered the event very well. In Kenya they included the Daily
Nation, Nation Television (NTV), the Standard, Kenya Broadcasting Cor-
poration (KBC) and FM stations like Kiss FM, as well as Xinhua, a
Chinese international media organization. At the meeting, journalists
were also involved in long interviews with the key presenters and
participants, and they too were given extensive coverage in the local
newspapers. Ahead of the meeting, a piece on the seminar and about
AERC was published in the Daily Nation, the Standard and the East
African. These are high-profile media outlets with extensive readership
and circulation that covers the East African region. Other promotional
materials prepared for the seminar included an AERC documentary,
which was screened at the AERC publications desk and distributed to
some of the participants.

Let me thank the contributors, who carried out thorough research
work to sustain the debate on bank regulation in Africa. Also, I wish
to thank all colleagues inside and outside the AERC, resource staff as
well as participants, and importantly the Office of the Chief Economist
of the African Development Bank, which made SPS XII and this book
possible. It is my hope that this volume and the knowledge it contains
will generate serious interest in Basel III and associated issues of bank
regulation in Africa.

William Lyakurwa
Executive Director, African Economic Research Consortium
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Keynote: Progress with Bank
Regulation Reforms in Kenya

Njuguna Ndungu

1.1 Introduction

I am delighted to be with all of you here in Mombasa and to speak on
‘Bank Regulatory Reforms in Africa: Enhancing Bank Competition and
Intermediation’. But before | make my remarks, let me take this oppor-
tunity to thank the African Economic Research Consortium (AERC) for
their invitation to give the keynote address at this seminar. This is
indeed a timely topic as we continue to assess the effects of the global
financial crisis and find long-term solutions to mitigate and prevent
recurrence. I am informed that approximately 70 senior policymak-
ers from more than 20 countries in Sub-Saharan Africa (SSA) are in
attendance. This signals the importance of this seminar and the policy
spin-offs it will generate.

At the outset, | would like to recognize the important role that
the AERC has played in strengthening local capacity for managing
economies within SSA. The AERC has contributed to advanced policy
research and graduate training in economics. Most institutions of policy
in SSA today are led by AERC alumni. | am happy to be part of this group
myself.

This seminar is taking place at a time when countries in Africa are
taking stock of the second- and third-round effects of the global finan-
cial crisis. You will agree with me that the crisis, which initially hit
African countries with stronger financial linkages to international capi-
tal markets, significant trade relations with the Western world and rich
natural resources, set the stage for challenging times in policy making
and implementation.

Africa’s prospects in the post-crisis period are contingent on the
behaviour of policymakers. Indeed, there is need for better regulation

1



2 Progress with Bank Regulation Reforms in Kenya

that can readily identify emerging vulnerabilities, properly price risks
and strengthen incentives for prudent behaviour. It is tempting after
the crisis to call for more regulation but we should emphasize better
regulation. Second, we should emphasize building strong institutions.
Globally, the remedial actions taken by governments to deal with the
crisis have borne fruit and the green shoots of recovery are beginning to
sprout.

For us here in Kenya, we remain committed to fostering a stable
market-based financial system as mandated by law. An efficient finan-
cial system collects and collates deposits from micro-savers and channels
them to investors. This is the intermediation process. This process allows
economic agents to evaluate the risks and prices in the market and align
their investment portfolio and investment gestation.

The Kenyan case is both interesting and a policy strategy challenge.
It reflects an example of segmented markets. But the cost of credit and
interest rates spread remains high. The spread is a major challenge in the
banking sector because it acts as an impediment to expansion of credit
and development of financial intermediation and signals inefficiency in
the sector.

The challenge for a policymaker is to develop a financial sector that
answers to the challenges of the economy. In order to address market
inefficiencies, the Central Bank and other stakeholders have undertaken
significant reforms for the banking sector. These reforms include the
operationalization of the credit reference bureaux, payment systems
improvements, opening of new currency centres, automation ot trad-
ing system for treasury bonds and the activation of horizontal repos.
I wish to highlight these initiatives.

1.2 Operationalization of credit referencing mechanism

The Banking (Credit Reference Bureau) Regulations were operationalized
on 2 February 2009. This will facilitate the sharing of credit information
by institutions licensed under the Banking Act. This link will allow the
industry to build information capital that is critical in the credit market.
It will also enhance access to credit by SMEs and individuals that have
been constrained by lack of physical collateral.

Further, the Banking Sector will be able to address the problem
of non-performing loans at the origination point as credit history
of applicants will be taken into account during the credit appraisal
process.
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1.3 Licensing of deposit-taking microfinance institutions

The Microfinance Act was operationalized effective May 2008. Cur-
rently, one institution has been licensed and eight applications for
licences are being processed. With the unique business models of
microfinance institutions mainly targeted at the lower end of the mar-
ket, bringing them under the purview of the Central Bank will not
only give them a legal basis in dealing with depositors but will also
boost access to formal financial services by the populace. Deposit-
taking microfinance institutions are free to be community-based or
nationwide.

1.4 The National Payments System

The National Payments System sits at the centre of the financial sys-
tem. It is imperative that payments systems are secure and efficient. The
Central Bank continues with its initiatives to modernize the national
payments system. Accordingly, from 1 October 2009, value capping was
effected with all payments above Ksh.1 million being made through the
Real Time Gross Settlement System (RTGS). This initiative enhanced the
security and efficiency of high value payments.

1.5 MPESA!

The celebrated MPESA falls under this category of reforms. As we have
seen this market unfolding, MPESA account holders have soared to nine
million, total transactions surpassed Ksh.48 billion a month (or aver-
aging Ksh.1.6 billion a day) and agents increased to 17,000 in the last
three years.

1.6 Monetary policy

On the monetary policy front, the Central Bank of Kenya has observed
that, despite signalling efforts by the Monetary Policy Committee to
bring down the rates of interest by lowering the Central Bank Rate
(CBR), banks have not responded accordingly. Further, the failure of the
banking system to extend the maturity of their loan products is a conse-
quence of the characteristic nature of not only their deposits, which are
largely short term, but also their assessment and pricing of risk.
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To support economic development, there is need for the development
of banking products that support long-term lending. These development
banking products will play a significant role in influencing a downward
trend in commercial banks lending rates. The Central Bank will there-
fore explore how development banking products can be introduced into
the market to enhance the monetary policy transmission mechanism
and lengthen the maturity profile of commercial bank term loans.

1.7 Developments in the bond market

The Central Bank has successfully raised funds for infrastructure devel-
opment for the Government through infrastructure bonds. These infras-
tructure bonds have not only facilitated financing of the Government’s
infrastructure programme but also set the pace for the issuance of sim-
ilar bonds by corporate entities such as KENGEN and Safaricom. This,
coupled with automated trading in the Nairobi Stock Exchange, will
be important for a vibrant bond market. In addition, to deepen and
widen the bond market, the Central Bank implemented the following
measures:

e Issuance of benchmark bonds: The Bank together with Market Leaders
Forum adopted 2, 5, 10, 15 and 20 year maturities as benchmark
bonds. This move has not only firmed up the yield curve, but
has improved pricing, reflected through improved secondary market
trading.

e Reopening of benchmark bonds: This has increased trading activities in
the secondary market.

® The shape and position of the Yield: The vibrant bond market has led
to a downward shift in the Yield Curve with an upward gentle slope
reflecting stability. This has created reliable pricing benchmark for
corporates, many of which raised required capital via issuance of
corporate bonds in 2009/10. It is also a useful tool in pricing credit
facilities as it signals the direction of interest rates.

You will recall that the Central Bank of Kenya (CBK), the Nairobi
Stock Exchange (NSE) and the Capital Markets Authority collaborated
in the automation of trading of Treasury Bonds through the NSE. The
main objective of this initiative was to make bonds trading secure and
efficient, and to create a vibrant market. The expected improvement in
market activity will also improve market liquidity and encourage more
investors to participate in the bond market.



