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1.      The current financial crisis has added impetus and urgency to the need to develop domestic capital markets in Africa due to the deteriorating fiscal space. The crisis has not only affected the financial sector, but its impact is seen in the broader economy in terms of declining export revenues and sudden reversal in capital flows, which hitherto had helped finance long-term investments. This has led to deteriorating fiscal space, creating an urgent requirement for governments to mobilize resources from domestic capital markets to help meet their budget shortfalls

2.      Furthermore, well-functioning and efficient domestic bond markets will guarantee greater diversification of long-term financing and improve resource allocation into domestic investments. This will enable African countries to access long-term debt in local currency thereby providing much-needed financing for the constantly growing housing and infrastructure needs. This is imperative because these countries are unable to access international capital markets and are faced with a likely decrease in aid financing in the face of the global financial crisis. Indeed, it is estimated that Africa will need US$20 billion of infrastructure investment per year, that is, double the current size, in order to narrow the gap with its developing country peers and show faster progress toward the Millennium Development Goals (World Bank, 2005a). This translates into approximately 5 percent of GDP for initial investment and an additional 4 percent of GDP for operation and maintenance (World Bank, 2005b). The stock of housing finance is no more than 2 percent in many African countries for which data is available compared to 39 percent in the European Union, 20 percent in South Africa, 16 percent in Thailand, and 15 percent in Chile (World Bank, 2007).
3.      Bond markets, however, which are an integral part of the capital markets remain largely underdeveloped in Africa with corporate bond markets nonexistent or in their infancy. Indeed, in most African countries the public sector dominates debt issuance, mainly with debt instruments of very short tenor and activities focused on the domestic primary market with limited secondary trading (MFW4A 2008). As of the end-2006, 74 percent of the African countries issued treasury bills while only 49 percent of the countries issued longer-dated government securities  (AfDB, 2007). Although several countries have listed the bonds on the stock exchange, secondary market trading remains virtually non existent due to the “buy and hold” strategy of domestic banks who hold the bulk (about 70 percent) of the debt due, in part due to the limited lending opportunities and also due to some prudential requirements like liquid asset ratios in some countries that require banks to hold a certain amount of their assets in government-issued paper. With the exception of S. Africa, corporate bonds markets are largely nonexistent.
4.      Accordingly, there has been a considerable effort by the African governments, the private sector and the donor community to develop African bond markets. Government initiatives have been undertaken at both the local and regional level to develop and enhance the African bonds markets. In addition, the private sector and donors have stepped up their support. Several donors are working with countries in assessing their national financial sectors while other donors are providing support to coordinate and centralize financial market data. Still, others are providing long-term advice and training on government debt issuance and management. Further, donor efforts have been expended in supporting the development of local currency bond markets for both government and corporate bonds, while still other donors are supporting the development of non-government bond markets. Yet other donors are working more broadly to identify and lower market risks, volatilities, and uncertainties (MFW4A, 2008).
5.      The increased efforts by several stakeholders have had limited effectiveness largely due to their fragmented nature coupled with limited coordination. The governments, the private sector and donors have worked at times in isolation of each other and have not fully harnessed the existing synergies. Indeed, the identification of ongoing and planned bond market initiatives would help avoid the duplication of efforts devoted to bond market development and facilitate the identification of potential synergies among donors, governments and the private sector thereby maximizing their effectiveness.
6.      In this context, therefore, the AfDB has undertaken a study, which provides a snapshot of existing initiatives on bond market development in Africa.
 The African Financial Markets Initiative (AFMI) undertook this study at a regional level covering the five economic grouping namely the Arab Maghreb Union (AMU), the Economic Community of West African States (ECOWAS), the Central African Economic and Monetary Union (CEMAC), the Common Market for Eastern and Southern Africa (COMESA), and the Southern African Development Community (SADC).
 The work reports on the existing initiatives and analyzes them using the well-known “Strengths, Weaknesses, Opportunities and Threats (SWOT)” approach. It also highlights potential synergies between stakeholders at a national and regional level. We now turn to a discussion of the results by region.
7.      The SADC and COMESA bond markets primarily comprising of developing markets characterized by fragmented markets, illiquidity and general dissatisfaction with the primary dealer system. There is a fragmentation of the market as evident by an excessive number of bonds issued with no benchmark bonds and insufficient liquidity in each of the issues. In some countries such as Botswana, there has been a lack of government bond issues largely because the governments has hitherto run budget surpluses or have access to cheaper concessional donor funds
. In addition, there is a general dissatisfaction with the Primary Dealer (PD) system among the regulators who argue that the PDs do not effectively discharge their market-marking functions while the dealers are concerned about the insufficient incentives. Also, there is a lack of issuance programs which impedes potential investors (and PDs) from anticipating the future supply of securities. 

8.      Further, there is a pre-dominant “buy and hold” strategy by investors in the region coupled with limited corporate issues and a narrow investor base. The “buy and hold” strategy serves to exacerbate the problems arising from a limited supply of securities. The limited corporate issues is a reflection of the competition from bank loans, underdeveloped corporate advisory services coupled with excessive issuance costs and restrictive regulatory practices. Additionally, in several countries both the government and corporate bond markets are constrained by the narrow investor base which may partly be a reflection of the dominance of government-run statutory funds in the institutional investment sector and a legal framework that does not encourage the emergence of private pension funds and asset managers and/or the restrictions on the entry of foreign investors. 
9.      The East African Community (EAC) is taking several steps to increase regional financial integration. The formulation of Financial Sector Development Plans (FSDPs) under the auspices of the Monetary Affairs Committee (MAC) of the East African Community (EAC) is well underway. These are designed to follow a commonly agreed methodology and aim to achieve deep and efficient financial sectors in the context of harmonized regulatory frameworks and progressive regional integration of capital markets.  In addition a regional body of stock exchanges exists, while the listing rules for equities and bonds across EAC are being harmonized under the regional body of securities markets regulators. Also, a project is underway to link national securities markets through an integrated system thereby providing visibility and access to trading platforms across the region for brokers from each country. Also, a common syllabus for the professional certification of securities market professionals in the EAC is being developed. It is hoped that this will lead to a single licensing requirement that will allow brokers to trade in the markets across the EAC. Lastly, the Efficient Securities Markets Institutional Development (ESMID) initiative, a partnership between the Swedish International Development Co-operation (SIDA) and the International Finance Corporation (IFC) and the World Bank is working with securities markets in Kenya, Tanzania, Uganda and Rwanda to provide assistance to regulators, strengthen the market place, undertake capacity building, enhance regionalization and provide support for processing transactions. 
10.      Within East Africa, there are also several national initiatives underway in seven key areas. First, work is underway to promote liquidity through reforming the government bond system including through the consolidation of bonds into benchmark issues and re-opening of issues. Second, there are initiatives aimed at improving trading and settlement systems, third, some work is underway to enhance transparency in primary and secondary markets. Fourth, there are efforts to build links between issuers, regulatory authorities and market participants. Fifth, there are efforts to reform the primary dealer system so as to enhance incentives for primary dealers and strengthen the effective discharge of their responsibilities. Sixth, there is considerable marketing and awareness-raising campaigns to encourage corporate bond issues and lastly, legal and regulatory reforms are being undertaken.
11.      The Southern Africa bond markets are in several ways less integrated than East Africa although there are also several initiatives at both the regional and national level. At the regional level, the Bond Exchange of South Africa (BESA) offers support for developing bond markets in the region and Namibia and Zambia have already benefited from this arrangement. Further, the SADC stock exchanges also have a harmonization initiative through the Committee of SADC Stock Exchanges (COSSE). Indeed, a study has been completed on the harmonization of equity listing rules across COSSE members although this has not yet been done for bonds. Further, COSSE is also promoting a project to link SADC stock exchanges and facilitate cross-border trading of equities and bonds. Also, SADC has established a Capital Markets Development Committee (CMDC) under the auspices of the SADC Committee of Central Bank Governors (CCBG) which is expected to commence work in February 2009. Also, the SADC Committee of Insurance, Securities and Non-Banking Financial Authorities (CISNA) aims to harmonize the regulatory frameworks for securities markets across the region. At the national level, common programs being undertaken include reviewing and reforming legal and regulatory regimes, capacity building among market participants, enhancing the information dissemination on bond trading and building links between trading activities for government bonds and stock exchanges, as well as initiatives aimed at promoting bond issuance.
12.      In the Economic Community of West African States (ECOWAS) region, the bond market is at varying levels of development. The ECOWAS regional group was founded in 1975, and comprises fifteen West African countries including WAEMU countries as well as other countries including Nigeria and Ghana.  On the one hand, the Nigerian bond market is fairly developed with the maturity of the obligations ranging from 3 to 20 years. The 20-year bond is the longest tenor debt instrument ever offered in Nigeria and was first issued in November 2008 in a bid to deepen its bond market. In addition there is non-central government bond issuance which have been revenue bonds aimed at raising finance for development projects (AFDB 2007). On the other hand, Ghana has a less developed but growing debt market and its corporate bond issuance is gaining momentum although the issuers still remain limited. In WAEMU, although the market is integrated, there is limited debt market depth. 
13.      The challenges of bond market development in ECOWAS are wide-ranging but are similar to those in other economic regions. As in most of the African debt markets, there is a predominance of government bonds particularly in Ghana and Nigeria. Similar to most African countries where the corporate bond market is in its infancy, there is only a small presence of private sector issuers in ECOWAS. For example in Ghana in 2007, only three obligations were issued by privately held companies out of a total of one hundred and thirty one registered. Further, there is a low volume of stock market transactions particularly in Ghana and WAEMU with the latter’s total value of transactions carried out on the bond market accounting for only 12 percent of the total volume of stock market transactions. In Ghana, the value of traded obligations was even lower at less than 5 percent of the total stock market transactions. 

14.      Bond markets activity in ECOWAS is impeded by high transactions costs and asymmetric taxation. In the WAEMU zone, the transactions costs range between 1.75 percent and 2 percent of the total value of the stocks traded in the primary market and between 0.7 and 2.4 percent of the total value of stocks traded in the secondary markets. In Nigeria, the transaction costs, estimated at 6 percent of the total value of stocks traded in the primary market and 4 percent of the stock traded in the secondary market are the highest in the region. Asymmetric taxation is present as obligations issued by the private sector are taxed while those issued by the public sector are not. 
15.      The key reform in the WAEMU region is aimed at encouraging bond issuance through an enhanced credit rating system. The dialogue among market participants on this initiative begun in February 2006. Subsequently, terms of reference were drawn for a study on this initiative and consultants were selected. The provisional reports produced by these consultants are currently under review by a consultation working group and if accepted, the reform will then be adopted by the CREPMF and then implemented. The initiative would facilitate the implementation of a better system to assess the solvency and profitability of the issuers so as to better adapt the required guarantees to the quality of their signature and thereby the minimize the cost of transactions. The specific goals would include first, encouraging regular issuers to obtain a rating by a credit rating agency. Second, it would grant facilities to help rating agencies provide their services at reasonable cost. Third, it would promote the creation of a guarantee fund for companies in WAEMU that do not have the resources to obtain a rating. The pertinent issues for the success of the credit rating initiative include a consideration of whether or not there is a framework for regulating rating agencies, whether this is a regulatory requirement for any of the debt instruments to be rated and whether an accreditation criteria for rating agencies will be implemented. Consideration should also be given whether ratings would be made mandatory. It is well-accepted however, that the success of a local rating initiative revolves around the maintenance of absolute independence, the adherence to internationally accepted rating standards, the maintenance of strictest confidentiality and a demonstrated quality and consistency of analysis(GCR, 2004).

16.      Other reforms in the WAEMU region include the reduction of costs and easing of the prerequisites to access financial markets and the launching of a mortgage market and securitization. This review of market access costs, including the review of the several charges for capitalization and fees for going public as well as the cost of affiliation is already underway and is spearheaded by BVRM and DCBR. In fact, the BVRM and the DCBR (the custodian agent of the central bank) have already reduced their costs and simplified their processes while the regional council is still considering the reduction. While the benefits of securitization, principally, diversification benefits to potential investors are well-known, so too are its inherent risks which have been brought to the fore by the current global financial crisis. It is therefore imperative that this initiative address the potential pitfalls of securitization. It would address the definition of several issues including, the requisite regulation for the creation of a mortgage market, specific rules for securitization, the mechanisms for the creation of Common Funds (CFs) and their management companies as well as the necessary conditions for the securitization of financial assets and protection of investors.

17.      In Ghana, several initiatives have been undertaken while some are being planned. A national bond market committee was created in 2001 with a view to enhance the local bond market through boosting corporate issues in the Ghanaian market. Further, a central custodian agent for bonds and securities has already been created to enhance the development of the bond market infrastructure. To increase the liquidity of the obligations, Ghana is also undertaking a reform of the primary dealers system with the final review envisaged in the near future. Prior to the onset of the financial crisis there was a program for the issuance of a 10-year bond in the pipeline; it remains to be seen whether this program will proceed. It was planned that this would serve as the “benchmark” for other issues. Discussions are also underway to reduce bond market transaction costs so as to increase the transactions volume. Lastly, to increase the number of available debt instruments for the Government, the creation of a Municipal Financial Authority is being planned.  

18.      In Nigeria, several bond markets reforms are in already in place. A Bond Market Steering Committee (BMSC) has been in place since 2000. Also monthly interactive meetings with the Primary Dealers Market Markers (PDMMs) are underway while the implementation of a powerful electronic trading platform, to reinforce the transparency and the credibility of the market, is being planned. To increase market liquidity, the development of the repo-market for sovereign bonds issued by the Federal State of Nigeria is being planned while the reinforcement of the capacity of local governments to operate in the bond market is being considered. A complete review of the tax and legal framework of the capital market is also under consideration while the introduction of convertible bonds and the creation of “market makers” for each segment of the bond market is already in place.
19.      In the Arab Magreb Union (AMU), the financial market is largely defined by developments in Morocco and Tunisia which constitute the bulk of the AMU bond market. The AMU was established by a treaty in 1989 between five countries.
 The financial market in Morocco and Tunisia, is fairly well-developed although similar to other economic regions, the debt market is dominated by government bonds with relatively long maturity periods. In the primary market, the government accounted for 90 and 85 percent of bond issues in 2006 in Morocco and Tunisia respectively. In Algeria, the financial market is dominated by a bond market comprising fifteen fungible treasury issues and four private sector issues. The financial markets in Libya and Mauritania are in their infancy with debt securities in the latter comprised of very short-term treasury bills. Further, in AMU, there is a low volume of stock exchange transactions and a strong over-the-counter market in part due to the absence of intermediation fees and the swift conclusion of transactions. Additionally, there are high transactions costs on bond market transactions in the region. In Morocco, individuals are required to pay income tax between 10 and 20 percent while a 10 percent tax is paid on distributed dividends. In Tunisia, individuals holding bond coupons are liable for a up to 20 percent income tax up to a ceiling and they are exempted from tax on dividends received. Indeed the tax disincentives could explain why there is an evident increase in investment in real estate as this provides an alternative investment. 
20.      Several initiatives aimed at developing the debt markets in AMU have been undertaken, mainly in Morocco and Tunisia. Considerable effort has been directed at enhancing the regulatory and institutional framework.  In Morocco, a legal reform initiative seeks to facilitate the expansion of securitization to other products beyond the mortgage debts. In Tunisia, work is underway to establish a procedure for the evaluation of the banks’ portfolio under market conditions through the preparation of a procedures manual. Several other initiatives in Morocco aim to directly encourage bond market development including the finalization of the Casablanca financial centre strategy and the plans for a computerized data management system for the secondary Treasury bond markets. In Tunisia, a much-awaited seminar on the development of the bond market is being planned by the Union of Maghrebrian banks and they are exploring joint sponsorship for this. In Algeria, working groups on the fungible government bonds are already in place. 
21.      Plans are also underway to enhance the settlement (payments) systems infrastructure in the region. In Morocco, there is an initiative to create a new platform for the stock exchange while in Tunisia there are plans for a technical platform for the management of the secondary bond market in order to centralize over-the-counter transactions. Other broad initiatives in the region include the planned financial futures markets, plans to enhance price discovery through marking-to-market debt securities and the initiative on the active management of domestic debt and cash balances, all in Morocco. In Tunisia, there are plans to develop the delivered securities repo market and the construction of a yield curve for both public and private sector issues.  
22.      Indeed, given Morocco’s experience in the region, revitalized regional cooperation could speed up some of the planned initiatives. The need to construct yield curves in both Morocco and Tunisia serves to illustrate the usefulness of regional cooperation through which a viable solution can be sought. Similarly, given that Morocco implemented its initiative relating to the development of a computer system to manage secondary treasury securities market data two years ago, shared experiences would enhance the similar initiative currently underway in Tunisia.
23.      The CEMAC financial market is at an embryonic stage and there are considerable, albeit surmountable, obstacles to the development of the regional bond market. The CEMAC was created in March 1994 as a customs and monetary union among six former French Central African Countries.
 Together with WAEMU, it is one of the most structured regional groupings in Africa. While the CEMAC macroeconomic indicators have shown a strong improvement due to economic reforms and the hitherto dramatic increase in oil prices, the regional bond market remains underdeveloped on account of several factors. First, the banking system is weak and several banks are undercapitalized. Second, a rudimentary payment system in the CEMAC zone is a serious obstacle to the development and integration of the financial sector and the economies of member countries. The payments system is slow, unreliable, complicated and costly thereby constituting a constraint on regional financial integration. Third, the credibility of issuers is lacking given that the States do not have monetary sovereignty thereby leaving the Central Bank as the only risk-free issuer. Fourth, the unreliable and generally poorly structured information on markets results undermines market transparency which is in turn reflected in the low local demand for securities and virtually non-existent supply of local private securities.
24.      A key initiative aimed at enhancing the financial market in the CEMAC is the regional payment system reform project that is currently underway but whose progress has been slow. The project, aimed at enhancing the effectiveness and security of payments systems through the establishment of three systems to facilitate secure and rapid payment at reasonable cost, was launched in 2003. The deployment of the systems has been impeded by limited experience, implementation capacity and coordination at various levels of the central bank of Central Africa (BEAC) coupled with a lack of enthusiasm shown by some banks. 
25.      CEMAC hosts two stock exchanges whose coexistence does not augur well for financial market development.  The CEMAC countries created a regional stock exchange in Libreville (BVMAC) while at the same time Cameroon established a national stock exchange in Douala (DSX). The co-existence of these two stock markets which are similar in terms of market infrastructure, that is, in terms of technical resources and procedures is not only costly but undermines regional cohesion. The CEMAC community regulatory instruments recognize a single regulator in the region (COSUMAF which is the Commission for market surveillance of the Central African financial market) while Cameroon has established a regulatory body for its market (Financial Market Commission) whose powers cover the entire territory. This gives rise to possible legal uncertainties that could arise from the coexistence of two regulatory bodies in  the region.
26.      To increase market depth and transactions volume, an initiative to consider a possible merger, linkage or coordination between the BVMAC and the Douala stock exchange is being considered. The development of the financial sector in the CEMAC zone is highly dependent on how the coexistence of stock exchanges is addressed, so this initiative is key and is being spearheaded by the COSUMAF and BEAC.
27.      Several other key initiatives that are also underway mainly relate to capacity building to enhance market participation and regulation. These include capacity building in bond portfolio management for market participants geared towards increasing market activity which is spearheaded by COSUMAF. In addition, to reinforce local technical skills, staff training is being undertaken for the market regulator. To encourage private and public agents to operate in the bond market, a new tax framework for transferable securities is under consideration and still to be ratified by CEMAC member states.
28.      Other initiatives are aimed at increasing the supply of bonds. Key among these reforms include the definition of a work program for the issuing of treasury bonds and treasury bills from January 2009, the encouragement of sub-regional bonds to be issued by the development bank of Central Africa (BDEAC) and exploring the interest of FDA and IFC in issuing bonds in BVMAC. In fact, the Gabon bonds were the first bonds to be listed on the BVMAC in July 2008. 

Conclusions and recommendations

29.      The overall assessment of this report is that while bond markets at a national and regional level remain largely underdeveloped, several initiatives are underway by governments, private sectors and donors, however, with limited effectiveness. These are aimed at addressing deficiencies in the legal system, enhancing bond issuance, broadening and diversifying the investor base, strengthening market infrastructure, developing supranational, subnational and corporate bond markets and the promotion of regional initiatives. While pockets of collaboration exist, a more inclusive partnership on the ongoing and planned initiatives is needed so as to leverage synergies and maximize the effectiveness of the initiatives.

30.      Indeed, multi-lateral organizations and other donors could enhance the development of national and regional bond markets through a co-operative approach in three broad areas. First, enhancing the capacity of all market participants through technical assistance and other capacity building programs. Second, standing ready to partner with other donors, governments and private sector to finance viable initiatives and lastly, being part of the envisaged multi-disciplinary working groups composed of member countries to facilitate the transfer of lessons learnt and experiences in addressing the key constraints to Africa bond market development identified in this report. 
31.      The AfDB has a particular interest in ensuring the development of the Africa bond markets so as to facilitate its participation in developing these markets both as an issuer and an investor. While the AfDB would like to expand its issuance program beyond the developed South African market, it has hitherto been inhibited by the high transactions costs which have also undermined efforts by African governments to encourage domestic corporate issuance. Well-developed and integrated bond markets in Africa in which transactions costs are not prohibitive and which have a well-functioning legal system and market infrastructure will be instrumental in attracting issuers as well ensuring a broad and diversified investor base, of which the AfDB envisages being part of, through its African Domestic Bond Fund. 
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� Prepared by Jennifer Moyo (MFW4A) and draws on the consultant reports on the different regions prepared by Mr. Jefferis, Mr. Zamble Bi and Mr. Kwenda.


� This study was co-funded with USAID which financed the SADC/COMESA study.


� ECOWAS region includes the West African Economic and Monetary Union (WAEMU).


� This may change in 2009/10 as increased expenditures and lower revenues are expected to create a deficit of 14% of GDP in 2009/10 which will be financed using government reserves and savings and, if required, by borrowing in domestic and international markets (Botswana 2009/10 government budget).


� The AMU countries include Morocco, Tunisia, Algeria, Libya and Mauritania.


� CEMAC includes Cameroon, the Central African Republic, Chad, the Congo (Brazzaville), Equatorial Guinea and Gabon.






