

















7.3 Monetary Policy

A third key aspect of the policy response concerns measures to influence
domestic prices and aggregate demand. The problems are most acute dur-
ing large capital inflows. If the authorities try to limit the upward pressure
on the exchange rate by accumulating foreign reserves, the central bank’s
net holdings of foreign assets will rise, leading to an increase in the mone-
tary base. The short-term macroeconomic policy response to capital flows,
and management of their impact, begins with monetary policy.

The issue is how to manage the central bank’s balance sheet so as to
achieve the desired effect on the monetary base, by reducing other compo-
nents to offset excessive growth in net foreign assets caused by capital
inflows. Most important among these other components are net lending to
government (the fiscal deficit), and changes in the amount of currency in
circulation. If the authorities limit growth in these other components, it
may be possible to “sterilise” the impact of capital inflows (and outflows).
Recent assessments of sterilisation measures in developing countries
include Helleiner (1996), Reinhart and Dunaway (1996) and Reisen (1996).

As recent experience in Africa and elsewhere has highlighted the prob-
lems of sudden capital outflows, it is important also to highlight that if
these cause a drop in foreign exchange reserves, monetary policy to inject
liquidity is essential to preventing an excessive monetary contraction.

The policy instruments employed by the monetary authorities to ster-
ilise the impact on domestic liquidity are the same as those used more gen-
erally for liquidity management. They can be divided into “market” and
“non-market” operations. The former include all forms of open market
operations and other measures such as foreign exchange swaps; the latter
include changes in statutory reserve requirements, which have proved
especially important in the region, and other instruments such as transfers
of government deposits between commercial and central banks. It is also
important to bear in mind that, by keeping interest rates high, sterilisation
can perpetuate large inflows, and prevent inflows from increasing domestic
investment and growth. It can also involve unsustainable quasi-fiscal costs.

The underdeveloped state of securities markets in most African coun-
tries severely circumscribes the scope for sterilisation. Unsterilised foreign
exchange intervention in the face of capital inflows leads to reserves accu-
mulation and increases the money supply. While this puts downward pres-
sure on interest rates and thus may curtail inflows, without a correspond-
ing increase in money demand it causes inflation, and forces up the real
exchange rate. This has often been “the first line of defence” for many
African countries in the absence of sterilisation options.

This is certainly true for Uganda, which has had minimal success in
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containing monetary growth through monetary policy in a liberalised
financial system. Liberalising interest rates and issuing government or cen-
tral bank bills have been undermined by thin and underdeveloped financial
markets. The problem has been aggravated by distressed banking systems,
the volatility of money demand and multipliers, and elements of reserve
money that are beyond the control of the central bank. This raises the
need for tight fiscal policy (see below) to supplement sterilisation efforts
through the issue of Treasury Bills (Kasekende et 4/, 1997:23).

In Zambia, however, nominal interest rates were raised sharply in
response to high inflation in 1994, and successfully limited excessive
domestic credit expansion and encouraged higher domestic savings. Open
market operations were introduced only in 1995. Matale ez 2/ (1997) con-
clude that they have so far been “successful in influencing short-term li-
quidity in the domestic money market”, but future desirability of this poli-
cy option in Zambia is reduced by its “large cost particularly in respect to
deposits taken”.

Tanzania’s reliance on monetary policy and interest rates to ease the
effects of the 1994-5 coffee price boom was, in the view of Kimei et 4/,
“excessive”. The centrepiece of the government’s sterilisation strategy was
a proposal to place medium and long-term government securities with the
non-bank sector. The proposal was, however, watered down, and the
authorities instead issued floating certificates of deposit to non-bank finan-
cial institutions at a negotiated rate of 31%. The slack was partly picked up
by other policies, especially heavy use of changes in reserve requirements,
as discussed below under “non-market” monetary measures. The govern-
ment also tightened releases of pipelined debt conversion proceeds and
suspended the “Gold Purchase Scheme” of the Bank of Tanzania. In addi-
tion, however, the effects of the boom were blunted by the withdrawal of
donor assistance in November 1994 following the government’s tax eva-
sion scandal (Kimei ez a/, 1997:36-7).

Market-oriented monetary measures in South Africa have taken two
forms: open market operations and foreign exchange swaps. Until March
1998, open market operations played an important role in sustaining a
money market shortage, which forced commercial banks to make use of
the discount window, in turn tying short-term market interest rates to the
official Bank rate. Since then, under a new system for monetary policy
based on a daily tender via repurchase transactions, open market opera-
tions have been used to ensure that banks are always participating in the
daily tender, but money market interest rates are now determined by the
daily tender, rather than tied to an official rate. Unusually by international
standards, open market operations in South Africa historically involved
long-term government securities. This was due to a persistent shortage of
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short-term government paper, which banks required (as collateral) to
access the refinancing facilities at the Reserve Bank and to comply with li-
quid asset requirements.

Another important feature has been the dual role of the Reserve Bank in
the market for government securities — as funding agent for the govern-
ment in both primary and secondary markets, and as principal in using
market operations to implement monetary policy. Conflicts between the
two roles were inevitable — and emerged in the Bank’s use of pre-funding
and over-funding in the primary market to reduce liquidity — both of
which raised the government’s cost of funding. This dual role ended in
April 1998, when a set of government-appointed private market-makers
took over responsibility for government funding. The shift to a repo sys-
tem and introduction of private market-makers has increased the role of
short-term instruments and the responsiveness of short-term interest rates,
thereby enhancing the effectiveness of open market operations as a policy
tool for responding quickly to swings in capital flows (Leape, 1998a).

Even more important in liquidity management has been the use of
foreign exchange swaps. Particularly where there are autonomous increases
in liquidity as a result of increases in net foreign assets, the Reserve Bank
has frequently used swaps to manage the money market shortage. More
generally, when faced by a shortage of instruments for open market opera-
tions, swaps have offered a useful alternative market instrument for
reducing liquidity. To drain liquidity from the banking system, foreign
exchange held by the Reserve Bank is sold spot to banks against a forward
repurchase by the Bank, with the foreign currency then placed on deposit
in the banks’ names at the Reserve Bank. In this way, the Bank shifts
foreign exchange from the Reserve Bank into the banking system in
exchange for domestic liquid assets, reducing the monetary base. When
faced by capital outflows, the Bank buys spot and sells forward for the pur-
poses of injecting liquidity, which also has the effect of temporarily
increasing the level of foreign reserves held by the Reserve Bank. If, in this
case, the money market shortage is the result of capital outflows, the
Bank’s interest in increasing liquidity is likely to coincide with a desire to
increase its supply of foreign reserves for intervention purposes. These
instruments have had considerable success in offsetting the adverse
macroeconomic effects of swings in capital flows. When, for example,
South Africa experienced a sharp reversal of capital flows in early 1996 — a
swing equivalent to two percent of GDP in the space of a few months —
domestic liquidity changed by less than R1bn (Leape, 1998a).

Limits to market-oriented monetary measures. Despite their many advan-
tages, these measures also have costs. Among the most serious are the
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“quasi-fiscal” costs of sterilisation. Regardless of the form of market inter-
vention, sterilisation ultimately involves the authorities exchanging typical-
ly high-yield domestic bonds for low-yield foreign exchange. Where the
interest differential is substantial — as it has been in every African country
— so is the direct quasi-fiscal cost. Also important is the upward pressure
on domestic interest rates created by such measures and the associated
opportunity cost in debt service as well as the crowding out effects on pri-
vate credit. Moreover, the rise in interest rates may stimulate further capi-
tal inflows, thus aggravating the problem.

In addition, sterilisation measures based on open market sales of domes-
tic bonds will only reduce liquidity to the extent that investors do not
regard them as perfect substitutes for foreign bonds. And with the liberali-
sation of exchange controls, financial institutions find it increasingly easy
to adjust their foreign exchange positions following government interven-
tion so as to maintain their desired portfolio — and thereby to undermine
the impact of the monetary intervention.

Finally, even in those countries with more developed financial markets,
such as Zimbabwe and South Africa, the central banks have often simply
lacked the supply of domestic bonds necessary to carry out sustained open
market operations. In some instances, this has led to the issuance of central
bank bills for the purposes of open market operations.

7.4 Non-Market Measures

Non-market operations, including transfers of public sector deposits and
especially changes in reserve requirements, have also played an important
role in liquidity management in response to swings in capital flows.

Transfers of public sector deposits. 'The shifting of government deposits
between private banks and the central bank has proven internationally to
be an effective means of sterilisation. Since 1993, the South African gov-
ernment has maintained “Tax and Loan Accounts” (TLAs) with private
banks in addition to its Exchequer Account with the Reserve Bank. An
important function of the TLAs has been to minimise the distorting
impact on liquidity of government financing transactions. They have also,
however, provided an additional discretionary instrument whereby the
Bank can alter the money market shortage by shifting deposits from the
TLAs to the Exchequer Account or vice versa. Recent developments have,
however, sharply reduced their scope. They are largely dependent on the
availability of government deposits held at banks when a large inflow of
capital takes place. Efforts by the government since 1996, to improve its
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debt and cash management, so as to reduce interest costs, have largely
eliminated such “idle” deposits. The use of transfers of government
deposits has been considered in Uganda (Kasekende ez 2/, 1997) and else-
where in the region, but no policy decisions have yet been taken.

Changes in reserve requirements. Much more widespread in the region
has been the use of changes in reserve requirements. Raising reserve
requirements acts as a tax on the banking system and can work to decrease
the money multiplier and limit credit to the private sector. It can also be
used counter-cyclically, by targeting the source of a boom. In political
economy terms, changes in reserve requirements have the advantage of
being an implicit or hidden tax that arouses less popular opposition than
more explicit taxes. Such requirements can also be used to limit particular
types of capital inflow, as discussed above.

Changes in reserve requirements have some limitations. Non-interest
bearing reserve requirements act as a tax on bank intermediation, and may
widen the spread between lending and deposit rates and stimulate disinter-
mediation, as borrowers shift to (un-taxed) non-bank financial institutions.
"This will undermine monetary control, weaken regulation and supervision
and damage the efficiency of the financial system by pushing borrowers
towards less efficient lenders. Moreover, the active use of changes in the
cash reserve requirement to manage liquidity changes will interfere with
banks’ portfolio management strategies.

Changes in reserve requirements have, nevertheless, often been used in
the region. Tanzania has relied heavily on them since 1987. From 1993,
the cash reserve requirement was raised eight times, reaching its highest
levels to combat the effects of the 1994-5 coffee boom. The minimum
reserve requirement was raised from 8 % in June 1994 to a peak of 18% in
June 1995 and was only lowered to 12% in March 1996 (Kimei et 4l
1997:36, 38).

Zimbabwe has also used changes in reserve requirements to manage
destabilising capital flows. Most recently in September 1998, when balance
of payments pressures led to a collapse of the exchange rate, the policy
measures adopted included a rise in the reserve requirements from 20 to
25% for commercial and merchant banks and from 4 to 5% for finance
houses.

Even after shifting to a market-oriented approach to monetary policy,
South Africa has occasionally used changes in reserve requirements to sup-
port market operations, especially in response to large and sudden changes
in domestic liquidity. When surging capital inflows exhausted the scope for
market instruments in early 1995, the Bank raised the minimum reserve
requirement of banks from 1 to 2% of their total liabilities to the public.
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In contrast to the foregoing examples, Uganda has avoided increasing
reserve requirements. The principal reason has been a recognition that
weaknesses in the financial sector made it impossible to implement such
requirements effectively. If anything, requirements have been substantially
reduced on certain deposits in support of financial sector development
objectives.

The potential costs of reserve requirements — to monetary control,
effectiveness of regulation and financial sector development — indicate
that countries must avoid excessively high levels, but experience in the
region shows they can be useful against large sustained changes in liquid-
ity. A key issue looking forward is how to fine tune such requirements to
target them more effectively. One example is targeting reserve require-
ments to specific types of liabilities (for example to off-shore borrowing of
banks) as discussed above. A second is the use of supplementary cash
requirements against increases in the banks’ liabilities from a certain date,
rather than against the total liabilities, to concentrate the desired impact
on current borrowing and lending decisions while reducing overall distor-
tions.

Finally, the sharp increases in the level and volatility of cross-border
capital flows have also had implications for monetary policy frameworks
throughout the region. The first and most direct effect, as highlighted ear-
lier, is that changes in net foreign assets have become a more important —
in many cases, dominant — determinant of monetary conditions. This has
forced countries to broaden the range of intermediate targets used in mon-
etary policy. Within that range, the exchange rate has come to play a
greater role as an indicator of economic and monetary conditions. In
South Africa, for example, the increased magnitude and volatility of capital
flows has led to a significant downgrading of money supply targets.
Tanzania, Uganda and Zimbabwe have been similarly affected, and have
also rethought their money supply targets.

7.5 Fiscal Policy

Fiscal adjustment is also an important part of the policy response to
capital flows. By reducing the fiscal deficit, the authorities can mitigate the
adverse macroeconomic impact of capital inflows by decreasing the gov-
ernment’s own contribution to domestic liquidity. In this way, fiscal adjust-
ment can work to offset potentially inflationary increases in liquidity.

Limits to the scope for monetary operations — in the face of sustained
surges of inflows — have placed great pressure on fiscal policy in the pro-
ject countries. Fiscal restraint has become the primary method to prevent
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overheating and a real exchange rate appreciation. Some see this as the
only long-term policy (Corbo et 2/, 1994; Schadler et 4/, 1993). They sug-
gest expenditure cuts as opposed to tax rises, in order to limit the demand
for non-traded goods, but not tradeables (Calvo, Leiderman and Reinhart,
1993). This makes sense because credit availability from huge capital
inflows would counteract the effectiveness of the revenue approach, and
also because countries have no easy revenue raising solutions, especially
where the formal sector is heavily taxed and the informal sector is large.
However, reducing government expenditure can have extremely undesir-
able social consequences and is often a political minefield. The social and
political implications of expenditure cuts severely limit their usefulness as a
policy response.

Fiscal measures can also influence the level of capital flows. Reductions
in deficit financing can put downward pressure on interest rates, which
reduces the attractiveness of domestic bonds to foreign investors — and
helps to stem inflows. Fiscal adjustment may, through a different mecha-
nism, also prove important in responding to capital outflows. When out-
flows are, at least in part, the product of foreign (or domestic) investor per-
ceptions of macroeconomic weakness or instability, fiscal adjustment is
likely to be central to restoring macroeconomic balance and to signalling
the credibility of the government’s commitment. This type of fiscal adjust-
ment has been central to recent experience in the project countries.
Reducing the deficit has been a priority for all in the 1990s, and most have
achieved a significant degree of success. While this has usually been pri-
marily driven by structural adjustment (home grown or otherwise), con-
cerns about capital flows and about the impact of the Asian crisis have also
been a factor.

The lack of flexible and effective monetary policy instruments in
Uganda meant that sterilisation without the support of fiscal policy could
have only limited effectiveness. As a consequence, priority was given in the
early 1990s to budgetary control, and significant progress has been made
since 1992 in controlling expenditure and boosting revenue mobilisation.
Government has become a substantial net lender to the banking system.
The budget has been managed flexibly, using cashflow budgeting in coor-
dination with the monetary authorities. This is achieved by cutting or
deferring spending to generate savings necessary for orderly absorption of
capital inflows and to keep inflation in check. However, beyond a certain
level, Uganda has experienced difficulties in generating sufficient savings.
The authorities are constrained by the fact that “expenditure is already at
critically low levels, and the potential to increase revenue is limited”
(Kasekende et al, 1997:22).
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Tanzania has also taken steps to bring spending under more effective
control — as discussed further below — and to enhance revenues.
Interestingly, efforts to boost revenues led in 1997 to the decision to end
the (mainly fiscal) incentives provided under the National Investment
Promotion and Protection Act (1990). These included tax exemption on
specified capital and intermediate imports by foreign investors, and the
five-year tax holiday (Kimei ez a/, 1997:41).

Zimbabwe has had less success. Political problems have hampered the
development of effective mechanisms for expenditure control, with the
result that fiscal deficits have stayed stubbornly high — in contrast to the
downward trend in most of the region. One aspect of fiscal policy where
Zimbabwe has set an example for the region, however, is in boosting rev-
enues by fighting tax evasion. ‘Operation Tax Net’ and ‘Operation
Bhadharai’ (meaning Operation Pay) in 1997 netted huge additional rev-
enues through spot visits and closer examination of goods (Leape, 1999).
These high-profile enforcement exercises have the additional benefit of
raising revenues through increased voluntary compliance.

While these short-term measures as well as the continuing attempts to
contain fiscal deficits have all been important, several countries have gone
further and implemented changes in institutional frameworks, in order to
enhance credibility by increasing the clarity of the governments’ medium
and long-term fiscal policy programme, and by raising the cost of policy
reversals — announcing the abandonment of a new institutional frame-
work would be far more costly for policymakers than simply failing to
achieve some ad hoc fiscal target (Leape, 1999). One example was Zambia’s
decision in 1993 to adopt a cash budget, to end a spiralling fiscal deficit
and macroeconomic instability by requiring that authorisation of spending
match the accrual of revenues. A cash budget provides a formal institution-
al framework which sharply decreases discretionary powers in the authori-
sation of spending. The government’s public commitment to the frame-
work or ‘rule’ makes it costly for officials or politicians to violate the rule.
The cash budget thus operates as a credible public constraint on spending.
The impact of the cash budget in Tanzania has been dramatic. Kimei ez a/
(1997:44) argue that “whereas fiscal improvement in 1991/92 was brought
about by tightening expenditure under the first year of the ESAF1, the
1995/96 outturn was the result of adoption of a cash-based budget”.

A second example is the recent adoption by South Africa of a medium—
term expenditure framework (MTEF). The MTEF was announced by the
Minister of Finance in December 1997 and was implemented in the 1998
Budget. As with the cash budget, the MTEF operates as a public constraint
on spending and was adopted largely as a mechanism to enhance the credi-
bility of the government’s commitment to fiscal discipline. Its focus, how-
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ever, is on medium-term spending priorities, rather than the short-run fis-
cal position.

Enhancing revenues can play as important a role as controlling expendi-
ture, and a number of countries have adopted new institutional frameworks
in this context, too. Bureaucratic inertia compounded, in recent years, by
increasing pressure on civil service salary bills has, in most African coun-
tries, undermined the effectiveness of revenue collection. To the extent
that civil service cuts cause a deterioration in enforcement or a growth in
corruption, the net effect may, ironically, be a worsening of the fiscal posi-
tion. Moreover, all too often cuts in salaries and staffing levels create a
seedbed for corruption, further weakening enforcement and undermining
taxpayer incentives to comply. While a variety of measures have been
employed to strengthen tax enforcement — including increases in the bud-
get for enforcement as well as managerial and technical training for rev-
enue personnel — four of the five project countries have also changed the
institutional structure of the revenue authorities. South Africa, Tanzania,
Uganda and Zambia have granted revenue authorities a substantial degree
of autonomy, and established a clear set of objectives and incentives. In all
cases the result has been a significant initial increase in revenues collected.
However, in Tanzania, Uganda and Zambia, collections have subsequently
stagnated, indicating that there are no easy institutional solutions to rev-
enue collection.

7.6 Financial Sector Development

Latin American and South East Asian experiences with capital inflows
and reversals show the crucial importance of effective banking regulation
and supervision. Surges of capital inflows increase the level of non-
performing assets, as cheap finance is made available to less creditworthy
borrowers and loans are increasingly made on the collateral of inflated
asset prices. This makes the financial sector vulnerable to flow reversals,
and therefore to financial crisis. Reducing such vulnerability therefore
requires risk management policies including risk-based capital require-
ments, limits on the foreign exchange exposure of banks, adequate supervi-
sion, and the development of effective internal risk management in private
banks.

For smaller, and especially developing, economies, “importing” risk man-
agement skills and even regulation is likely to be one component of any suc-
cessful strategy. Carefully reducing barriers to entry for foreign financial
institutions may help to reduce the vulnerability of the financial sector. In
theory, the entry of international banks can enhance private risk manage-
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ment, by importing risk management systems and improving the quality of
credit analysis. In addition, where the international banks come from major
financial centres, and continue to be subject to regulation in their home
country, the developing market benefits from this more developed regulatory
and supervisory framework and there is scope for fruitful cooperation
between the two regulatory authorities. Finally, the increased competition
may, over time, improve the quality of loans as the pressure on profit margins
leads to increased emphasis on credit analysis and sound lending decisions.

Experience in the project countries, however, indicates that these bene-
fits are not alway realised in practice. As discussed in Chapter 4, competi-
tion among banks has not improved significantly during the 1990s, in spite
of liberalisation of entry barriers. In some cases — notably BCCI and
Meridien — the collapse of foreign banks, partly due to the inadequacy of
international regulation and supervision, has temporarily undermined the
credibility of the whole banking system. In others, the capture of virtually
all profitable niche markets by the foreign banks has undermined the
indigenous banking sector, contributing to banking collapses. Entry of
foreign banks has therefore been no panacea for financial sector develop-
ment.

These issues have been addressed directly in Uganda in recent years.
The 1993 Financial Institution Act empowers the central bank to supervise
the banking sector. Prudential requirements were revised in line with Basle
standards. Entry and exit barriers have been lifted to encourage competi-
tion, and minimum capital requirements of new and existing banks have
been increased to better protect depositors. Fortunately, however, Uganda
was cautious in letting in new foreign banks, avoiding for example BCCI
and Meridien. A deposit insurance fund has been set up, and the open
foreign exchange positions of banks have been capped at 25% of core capi-
tal. The performance of problem banks has been improved, and the open-
ended lending to commercial banks by the central bank, a source of infla-
tionary pressure, has been stopped. However, the financial system remains
weak with a high amount of non-performing assets. The Non-Performing
Assets Recovery Trust has been set up to recover the bad debts of the
Uganda Commercial Bank, but this will require strict supervision. Our
country study pointed out the need to address weaknesses in reporting
requirements — which was amply borne out by the recent banking sector
crisis in Uganda (Kasekende ez a/, 1997:25).

Zimbabwe, too, has focussed on enhancing its banking supervision, and
its amended Banking Act is awaiting ratification by Parliament (Kufeni ez
al, 1997:56-7). In Tanzania, the Capital Markets and Securities Act (1994)
established a legal framework for the development of Tanzania’s capital
and securities market. The Capital Markets and Securities Authority
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(CMSA) was created, with responsibility for overseeing regulations for
licensing and supervision of market agents, including dealers and brokers,
and provides training and public education (Kimei ez 2/, 1997:39).

South Africa benefits from a well-established system of banking regula-
tion and supervision controlled by the Registrar of Banks, based in the cen-
tral bank. From the mid-1990s, the Registrar was exhorting the major pri-
vate banks to enhance their internal risk management and advancing the
idea of a partnership between them and the central bank. By 1998, the key
issue was the overall institutional structure for regulation. Influenced par-
ticularly by recent developments in Australia and the UK (where the new
Labour government immediately announced that all financial supervision
would be integrated into a single regulatory agency, the Financial Services
Authority) the government proceeded with a review of the regulatory
framework which was expected to reach a conclusion during 1999.

Capital flows have also accelerated other components of financial sector
development. The most notable has been pressure to develop, or further
develop, capital markets as a vehicle for the efficient allocation of inflowing
capital. Many of the countries in the region have given high priority to
establishing the legal and institutional framework for capital markets. In
Zambia, a stock exchange was established in 1992 and in Tanzania, as dis-
cussed above, the framework for capital markets was set out in 1994 and
the Dar es Salaam Stock Exchange was established.

In countries where such markets already exist, there has been pressure
to develop these markets further. In South Africa, for example, the increas-
ing presence of foreign investors in domestic capital markets has been an
important triggering factor behind a series of reforms of the stock and
bond exchanges. These include, at the stock exchange, the adoption in
March 1996 of automated (screen-based) trading through the
Johannesburg Equity Trading (JET) system, fully negotiated fees and dual
capacity for brokers. On the bond market, electronic settlement was intro-
duced in 1995 and the process of immobilising scrip in a central depository
was launched, listing requirements were tightened and, in late 1997, the
exchange shifted to three-day rolling settlement, in line with international
best practice (Ncube et a/, 1996).
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