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Figure 6.10. Creditor Share in External Debt Service per GDP Qui
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greater access to international financial markets. In sum, the share of debt service
to China is small for countries in the bottom and top quartiles but is relatively
larger for countries in the second and third quartiles.

As for debt stock, sub-Saharan African countries’ projected debt service due
to China was concentrated in a few countries (Figure 6.11). However, the set
of countries with the highest projected debt service was not exactly the same
as those with the highest debt stock. Six countries accounted for about
60 percent of sub-Saharan Africa’s projected debt service due to China during
2022-26: Ethiopia (17 percent), Kenya (14 percent), Zambia (12 percent),
Cameroon (7 percent), Uganda (5 percent), and Mozambique (4 percent). Of
these countries, Cameroon, Ethiopia, and Kenya were the countries with the
largest debt stock due to China, but Uganda and Zambia were not. Meanwhile,
Angola and Nigeria were among the top five countries by debt stock to China
but were not among those with the highest debt service due to China during
2022-26. These differences reflect country-specific circumstances, such as the
nature and terms of the loans and any debt rescheduling that had taken place
by the end of 2020.
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Figure 6.11. Sub-Saharan Africa's Public Debt Service to China by Country,

2022-26
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LENDERS AND BORROWERS

Chinese Lenders

Most of sub-Saharan Africas public debt to China is owed to EXIM (about
60 percent) and CDB (about 20 percent), whereas a small amount is owed to the
Chinese government (Figure 6.12). Based on the type of creditor, Chinese official
creditors hold almost three-quarters of sub-Saharan Africa’s public debt to China.
The government and EXIM account for more than 80 percent of sub-Saharan
Africa’s public debt to Chinese official creditors, whereas the rest is owed to uniden-
tified official lenders. The total commercial creditors, including CDB, account for
about one-quarter of sub-Saharan Africas public debt to China. As noted, the
Chinese authorities consider only loans from the government and EXIM as official.

Sub-Saharan African Borrowers

Borrower information is incomplete in this data set, covering only about 70 percent
of the debt stock. Based on available information, sub-Saharan African governments
account for the majority of the PPG debt to China, at 60 percent. Meanwhile,
state-owned enterprises hold 10 percent (Figure 6.13). Of the debt by state-owned
enterprises, about two-thirds are guaranteed by governments. The remaining debt
by state-owned enterprises has no explicit guarantee but is included in PPG debt
because of fiscal risks as discussed in the previous sections. Information regarding
the entities responsible for the remaining 30 percent of sub-Saharan Africa’s public
debt owed to China is unavailable.

Sub-Saharan Africa’s public debt to China is mainly owed by resource-intensive
countries (of which there were 23 in our sample). Oil exporters (including Angola)
account for about 45 percent and non-oil resource-intensive countries for 35 percent
(Figure 6.14). Non-resource-intensive countries account for 20 percent.'”

Figure 6.12. Sub-Saharan Africa's Public Debt Service to China: By
Lenders, End of 2020

m Official = Commercial

Other commercial
creditors
China $3.5bn
Development
Bank
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Bank of China
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Source: IMF data set and country authorities.

' Includes "unknown public creditors” that may be the Export-Import Bank of China or the
government.

" Across sub-Saharan Aftica oil exporters, about 15 percent (simple average) of public debt is owed
to China. For other country groupings, the average is about 7 percent.
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Figure 6.13. Sub-Saharan Africa's Public Debt to China: By
Borrowers, End of 2020

Governments
$43.1bn

60%

Source: IMF data setand country authorities.

Note: SOEs = state-owned enterprises.

"Includes state-owned enterprises deemed government liabilities, even though not explicitly
guaranteed.

Figure 6.14. Sub-Saharan Africa's Public Debt to China: By Resources
Intensity, End of 2020
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More than 40 percent of debt to China was owed by countries with high debt
vulnerabilities, namely countries in or at high risk of debt distress (Figure 6.15).
However, even for countries with high debt vulnerabilities, public debt to China
represented less than 10 percent of total public debt. There are no clear patterns
indicating whether more vulnerable countries have borrowed more from China
than from other creditors. Looking at total public debt in 2010 and China’s lending
(which accelerated from 2010), there is also no clear indication that China’s lending
has been concentrated on the countries that already have high debt burdens
(Figure 6.16). In addition, the increase in public-debt-to-GDP ratio (2010-20)

Figure 6.15. Sub-Saharan Africa’s Public Debt to China: By Debt
Rating, End of 2020
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Sources: Country authorities; and IMF data set.
Note: Debt sustainability analysis ratings as of the end of 2020. MAC DSA = market-access
countries debt sustainability analysis.
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Figure 6.16. Sub-Saharan Africa’s Public Debt in 2010 and Public Debt
to China in 2020
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Note: Figure uses International Organization for Standardization (1SO) country codes.

Figure 6.17. Sub-Saharan Africa's Public Debt, Change during
2010-20 and Public Debt to China in 2020

The correlation of debt increases and lending from China is weak.
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and debt to China as a ratio to GDP (2020) are compared (Figure 6.17)." Again,
the figure shows there is no clear relationship between the two variables, consistent
with the observation at the aggregate level noted previously (Figure 6.2) that

"“This implicicly assumes that debt to China in 2010 was negligible in the absence of country-level
data. The assumption is consistent with a pickup of Chinese lending after 2010 (Acker and Brautigam
2021; Horn, Reinhart and Trebesch 2021).
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debt to China was not the main contributor to the recent debt-to-GDP ratio
increase in sub-Saharan African countries.

Although information on concessionality of public debt to China was avail-
able for only 15 countries in this data set, concessionality appeared to be higher
for: (1) countries in debt distress or at high risk of debt distress and (2)
low-income countries, particularly for the lending from EXIM (Figure 6.18).
The average concessionality of China’s lending to sub-Saharan Africa was about
15 percent; EXIM provided more concessional lending than CDB.

Figure 6.18. Sub-Saharan Africa’s Public Debt to China: Average
Concessionality, End of 2020
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Sources: Country authorities; and IMF data set.
Note: Debt sustainability analysis ratings as of the end of 2020. SSA = Sub-Saharan Africa; CDB = China
Development Bank; EXIM = Export-Import Bank of China.

CONCLUSION

This chapter has discussed different features of sub-Saharan African countries’
public debt to China at the end of 2020. The raw input data have been
self-reported by sub-Saharan African countries, but the final data set reflects the
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results of iterations between IMF staff and the authorities to ensure accuracy and
consistency with the standard IMF—World Bank Debt Sustainability Framework
debt definitions. The data set thereby fills a gap in the existing literature on this
topic by providing a set of data on sub-Saharan Africa’s debt to China that are
consistent with the statistical concepts used in public debt sustainability analysis.
It also complements other data sources, including the commitment-based data
sets such as CLA and AidData that have no outstanding debt stock information,
or the IDS, which has a slightly different coverage than the authors.

The stylized facts from this data set reveal that China accounts for a relatively
small share of total public debt in sub-Saharan Africa but a significant share of the
region’s official bilateral debt. At the end of 2020, sub-Saharan Africa’s outstand-
ing public debt to China amounted to $71.5 billion, equivalent to 7.3 percent of
its total public debt. Of this, official bilateral debt owed to China was $53 billion,
which accounted for 57 percent of sub-Saharan Africa’s total official bilateral debt.
This, in part, reflects the decline of official development assistance from the tradi-
tional bilateral donors since 2010, particularly in proportion to sub-Saharan
Africa’s GDP. Given that the official bilateral debt is an important subject of
negotiation in debt treatment, China has an important role in such negotiations.
Meanwhile, domestic debt and non-Chinese external commercial debt accounted
for 54.1 percent and 18.7 percent of total sub-Saharan Africa’s PPG debt, respec-
tively, far larger than official bilateral debt (including China) of 9.5 percent.

This data set also shows that China’s share in official bilateral debt differs
markedly across sub-Saharan African countries. The region’s public debt to
China is highly concentrated; five of the countries account for about two-thirds
of the total. Resource-intensive countries held a dominant share of about
80 percent of PPG debt owed to China. China is susceptible to sub-Saharan
Africa’s public debt vulnerabilities, but no distinct pattern emerges to link such
vulnerabilities with Chinese lending. Sub-Saharan African debt service to China
broadly mirrored the patterns of the debt stock to China. The slight differences
in patterns of concentration reflect the varying terms of debt, including with
respect to maturity, as well as rescheduling.

This data set can provide the IMF with a basis for a deeper analysis of issues
discussed in the literature."” Future work could include examining the association
between public debt to China and macroeconomic performance in sub-Saharan
Africa, for example, using Dollar (2016) as a starting point. A potential area for
investigation is the relationship between sub-Saharan Africa’s debt to China and
trade or foreign direct investment from China. In addition, although this data set
lacks information on collateralization and debt restructuring patterns, future
work can seek to collect more information on these trends, perhaps referring to

Acker and Brautigam (2021).

"> Because the data set contains confidential country-level information, detailed data cannot be

published.
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ANNEX 6.1.

COMPARISON WITH OTHER DATA SOURCES

The data on sub-Saharan Africa’s public debt to China discussed in this chapter
are relatively close to the World Bank IDS database (Annex Figure 6.1.1).
Although they are not identical, their differences do not appear systemic.

The JHU CARI’s CLA data set records new loan commitments (flow), not
repayments or cancellations. The CLA is therefore not directly comparable with
the data. Because commitments are larger than disbursements and the CLA does
not capture repayments, the cumulative commitments during 2000-19 reported
in the CLA exceed the debt stock reflected in the data set for most countries
(Annex Figure 6.1.2). Overall, these cumulative commitments and the debt stock
in the data are positively associated. For example, Angola has the highest cumu-
lative commitments during 2000-19 in CLA and the highest debt stock to China
in this data among sub-Saharan African countries.

William & Mary AidData also shows a positive association with these data,
although the association appears to be weaker than that of CLA data (Annex
Figure 6.1.3). As an example of the positive association, Angola has the highest
cumulative commitments among sub-Saharan African countries during 200017
in AidData.
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Annex Figure 6.1.1. Sub-Saharan African Countries: Public Debt to China

by Country, 2020
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Annex Figure 6.1.2. Sub-Saharan African Countries: Public Debt to China
by Country, 2020
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Note: Figure uses International Organization for Standardization (ISO) country codes. AFR = Africa;
CARI = China Africa Research Initiative.

Annex Figure 6.1.3. Sub-Saharan African Countries: Public Debt to China
by Country, 2020
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CHAPTER 7

Fintech in China and Africa

Longmei Zhang, Yibin Mu, Tao Sun, and
Amadou Sy

INTRODUCTION

The digital revolution and rapid technological advances are reshaping the pay-
ments and financial landscape globally. Fintech has developed with speed in
emerging market economies, such as China, and in low-income countries in
Africa, because the many millions of financially underserved people in these
regions fuel enormous demand. In contrast, demand for fintech has been com-
paratively lower in advanced economies with well-developed financial services.

Despite similarities in the rapid adoption of fintech, China and African coun-
tries have followed their own distinct path of fintech development, which was to
a significant extent driven by different initial conditions, such as levels of digital
infrastructure, e-commerce, and business models. Although a selected group of
countries in Africa has quickly become a leader in mobile payments, with clear
gains for financial inclusion and payment efficiency, China has rapidly broadened
the scope and depth of fintech from mobile payments to a much wider range of
financial services.

In African countries, fintech services started with and continue to be dominat-
ed by mobile payments and remittances, which are mostly provided by telecom-
munication companies. This is mainly because internet and electricity access in
the region remains limited and costly, but mobile payments are still possible using
feature phones.' Hence, telecom companies are the prominent players to promote
fintech. In China, fintech began with payments to facilitate e-commerce and
social media platforms and soon expanded beyond payments to include lending,
wealth management, insurance, and credit rating. The main fintech players are
e-commerce giants and social networks, which have created a comprehensive fin-
tech ecosystem with hundreds of millions of users. Today, fintech is integrated into
people’s daily lives, such as public transportation, health care, and education.

Comparing China and African countries illustrates significant potential for
further fintech development in Africa. Despite its achievements so far, sub-
Saharan Africa still has immense potential to expand the scope and depth of

' A feature phone is a type or class of mobile phone that retains the form factor of eatlier generations
of mobile telephones, with press-button-based inputs and a small non-touch display. Feature phones
are sometimes called “dumb” phones, when compared with modern touchscreen smartphones.
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digital financial services and develop e-commerce as in China. Mobile payments
and remittances are now ubiquitous in African countries, but progress has been
uneven, with countries such as Kenya, Nigeria, and South Africa attracting most
of the investments in fintech start-ups. Digital lending is growing but remains at
a very early stage, and further development could help reduce the high financing
cost, in particular for SMEs, and facilitate poverty reduction and enhance growth.

China and African countries” experiences in fintech development are also use-
ful for other emerging market economies and low-income countries, highlighting
the potential for them to leapfrog their digital transformations.” Despite their
differences, experiences in the two regions illustrate how countries can leverage
technology and foster their own fintech development path based on the level of
digital infrastructure and development stage. Fintech can help promote financial
inclusion, improve payment efficiency, and spur financial innovation. Countries
should also develop regulatory and legal standards to safeguard financial stability
and protect consumers before fintech players become more dominant.

This chapter examines fintech development in China and Africa by answering
the following questions: How has fintech emerged? What path have the two
regions followed? How have regulatory and legal standards evolved? What are the
lessons from China’s experience for the future development of fintech in Africa?

FINTECH IN CHINA

Over the past two decades, China has risen to prominence as a global fintech
front-runner. Fintech firms provide services including payments, microlending,
wealth management, insurance, and credit ratings, as well as technology services
for everyday life, such as public transportation, health care, and education. This
success reflects a confluence of factors, including a large financially underserved
population,” well-established digital infrastructure, and thriving use of e-com-
merce and social networking. China’s experience also illustrates the power of new
technologies to reduce costs and address information asymmetry,* the role of
policy support to develop the digital economy, and the choice of a “light regula-
tory touch” early in fintech development. However, as the sector matured and a
few large fintech players grew very large and established their own ecosystems,
new concerns emerged for financial stability, fair market competition, data secu-
rity, and privacy protection. To manage the associated risks, the Chinese

*Fintech development in India offers important and insightful lessons to developing countries but is
beyond the scope of this chapter.

>In 2011, account ownership among adults was 64 percent in China, compared with more than 90
percent in Japan, Korea, and Germany. (World Development Indicator.)

*In traditional banking, loan origination can be expensive reflecting the cost of due diligence, that is,
to verify the borrower’s repayment capacity. In fintech, the credit risk assessment can be automated
through machine learning models using borrower’s digital footprints, such as payment history and
e-commerce transaction records.
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government’s regulatory tightening since 2019 highlighted the critical need for
setting regulatory parameters that balance innovations and risks.

Fintech Development

The origins of China’s fintech industry can be traced back to mobile payments for
nascent e-commerce firms to facilitate online transactions. And its subsequent
wide-ranging path deviates from the experiences of fintech firms in other coun-
tries, which have frequently focused on one or a few core businesses with no
integration across business lines.

China’s fintech development began with third-party mobile payments, led by
Alipay. In 2004, e-commerce was in its infancy, and consumers had little trust in
online merchants. In response, Alibaba introduced Alipay, an escrow account in
which clients pay Alibaba first, and the money is transferred to the merchant only
after the customer confirms receipt of the purchase. The number of Alipay users
has surged quickly, from 440,000 at the beginning of 2005 to more than one
billion today. The application of Alipay has been expanded from Alibaba to gen-
eral online shopping and offline shopping through QR codes. In 2019, for
instance, mobile payments accounted for 66 percent of total transactions in
China (23 percent for cash and 7 percent for cards) and 59 percent of total trans-
action value (16 percent for cash and 23 percent for cards) (Figure 7.1). In
general, mobile payments are mostly used for small transactions, whereas bank
cards (including both debit and credit cards) are more commonly used for large
transactions. The mobile payment space is highly concentrated, with the two
leading players, Alipay and WeChat Pay, accounting for more than 90 percent of
the market share.

With the popularity of mobile payment, fintech firms expanded into the
microlending business. Taking advantage of the considerable number of existing
users on their platforms, firms established virtual banking business units to lend
to small online merchants, and later to consumers. Leveraging real-time data, the
three leading virtual banks—MYbank of Ant Group, WeBank of Tencent Group,
and XWBank of Xiaomi Group—provide loans to millions of small firms and
consumers annually, more than 80 percent of which have no credit history.
Virtual banks’ loans are significantly smaller than those of traditional banks,
shorter in duration, and mostly used for operational rather than long-term invest-
ments (Huang and others 2020). Hence, virtual bank lending has so far comple-
mented traditional banking by reaching underserved customers. Despite the
expansion, aggregate fintech lending remains minor compared with traditional
banks, accounting for less than 0.2 percent of total banking assets in 2019.°

Fintech firms have also developed their credit rating businesses by harnessing
big data. Ant Financial provides “Zhima credit scores” for Alipay users based on
consumer payment data on the Alipay platform, filling a void left by a lack of

°2019 PBC Survey.
%For more information, see https://www.leadleo.com/pdfcore/show?id=5f9b7d062d5b87c723f999d1.
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Figure 7.1. Retail Payment Landscape in China
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Source: 2019 People’s Bank of China survey.

individual credit scoring in China. Users with higher “Zhima credit scores” can
enjoy benefits such as deposit waivers when renting a bike, borrowing a book, or
staying at a hotel. This rating information is also provided to traditional banks in
the provision of joint consumer loans, which surged to RMB2 trillion ($300
billion) in 2019 (Caixin 2019).

After the lending business, fintech firms have further ventured into wealth
management. In 2013, Ant Financial launched an online money market fund,
Yu'e Bao, which taps into unused funds in Alipay accounts with an investment
threshold of just RMBI1 ($0.15). These funds are pooled and invested in money
market funds and bank deposits. Customers can withdraw money almost imme-
diately, track accrued interest daily, and use money in the account for payments
through Alipay. Alipay’s ease of use helped the platform to rapidly expand its user
base and funds under management, and Yu'e Bao has become the world’s largest
money market fund in just a few years since its launch. By the end of 2017, the
number of users swelled to 474 million (about 30 percent of the population) and
funds under management rose to RMBI.6 trillion ($250 billion), 2.5 percent of
total bank deposits. Since 2018, because of the tightened regulations, sector
development stalled.

Fintech insurance has also grown rapidly, though it remains small compared
with traditional insurance companies. Fintech giants have taken advantage of
large existing users in the ecosystem to distribute products by traditional insur-
ance companies. Some have launched their own insurance products. For example,
in October 2018, Ant Financial launched “Xianghubao,” and participants surged
to 20 million within a few months, though its business discontinued in January
2022 because of its emerging risk and regulatory tightening. Insurance income
also accounts for a small share of fintech revenue in general.

Peer-to-peer lending (P2P) experienced a boom-and-bust cycle along with
regulatory changes. Separately from the large fintech companies, China
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Figure 7.2. China: Number of Peer-to-Peer Lending Platforms
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experiences a rapid growth of P2P platforms. P2P platforms, as opposed to credit
intermediaries provided by virtual banks, are information intermediaries because
they gather information, evaluate credit, facilitate information exchange, and
match borrowers and lenders. The rise of these P2P firms reflected the increasing
credit demand from small and micro enterprises and individuals, and by growth
in the supply of funds from retail investors. In 2014, the return for retail investors
was five times the bank deposit rate (Lee and Bao 2022). Total P2P transaction
volume reached RMB2.06 trillion ($310 billion) by the end of 2016, equivalent
to 12 percent of total bank loans extended in 2016 (People’s Bank of China
[PBC]). The maturity of these loans is short, averaging 5 to 8 months; the average
rate of return was 10.5 percent. However, the number of P2P platforms has fallen
significantly since 2017 amid regulatory tightening, and the sector had largely
been eliminated by 2020 (Figure 7.2).

Drivers of Fintech

A large financially underserved population is a key prerequisite to the fintech
boom. During its early days, limited investment channels and interest rate caps
combined with banks™ preference to lend to state-owned enterprises and large
firms provided fertile ground for Chinese fintech firms to expand.

A well-established digital infrastructure is critical for the development of fintech
and the digitalization of the economy. Investment in digital infrastructure has been
especially important in enabling the growth of digital industries and the digital
economy. Reflecting continued government investment, China’s digital infrastruc-
ture is broadly comparable with that of advanced economies. For example, the
connecting speed of fixed broadband is 39 megabits per second, downloading
speed 12 megabits per second, higher than those in advanced economies, such as
France. The population using smartphones in China reached 84 percent of the
total population in 2020, making it one of the highest in the world (Boku 2021).

Light regulation at the early stage of fintech allowed room for innovation.
When fintech first emerged in China, government regulation was very
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accommodating. The financial regulators have long taken supportive policies to
promote digital technology and digital finance since the early 2000s. For exam-
ple, Alipay received the official license of payment only a few years after the
business started. In July 2015, 10 central governmental departments issued the
“Guiding Opinions on Promoting the Sound Development of Internet Finance.”
These efforts facilitated the boom of new industries. The public’s relatively low
level of concern about data security and privacy protection, coupled with lax
regulation, has aided China’s rapid digital development.

Big data and new technology in artificial intelligence and cloud computing
have given fintech firms the competitive advantage in financial services. Big data,
including traditional (such as gender, age, location, profession, business) and
proprietary information (or digital footprints), could help in credit risk assess-
ment, in the absence of financial history and collateral assets (Holmstrom 2018).
Digital technologies, such as cloud computing and artificial intelligence, enable
Big Tech companies to process massive numbers of loan applications quickly and
update risk assessment dynamically based on real-time data. For example,
MYbank has developed the “310 lending model,” which allows borrowers to
complete loan applications online in three minutes, obtain approval in one sec-
ond, and with zero human intervention. Furthermore, the big data and machine
learning approach enables Big Tech lenders to restructure loans quickly at large
volumes, which significantly reduces operating costs.

The horizontal and vertical integrations with the broader economy resulted in
significant economies of scale, economies of scope, and network effects. Apart
from the horizontal expansion from payment to other financial services, large
fintech firms in China have developed an ecosystem encompassing people’s daily
lives, from e-commerce, logistics, and health care to entertainment. By harnessing
digital technology to promote both horizontal and vertical integrations, large fin-
tech firms achieved significant economies of scale and network effects (Figure 7.3).

Figure 7.3. Horizontal and Vertical Integrations
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Implications of Fintech

Fintech has increased efficiency and promoted financial inclusion, but it has also
led to challenges related to financial stability, market competition, data security,
and privacy protection.

Large fintech firms have provided diverse financial services and created ecosys-
tems by amassing large customer bases over commerce, gaming, and social net-
work businesses. The application of new technologies has made transaction costs
significantly lower and borrowing easier, particularly for small firms and low-in-
come households, which were previously underserved.” The “contact-free feature”
of the business process, from customer acquisition to loan underwriting and
restructuring, made the digital lending model especially resilient during the
COVID-19 pandemic.’

The rise of fintech is also reshaping the landscape of China’s financial system.
Traditional banks are losing ground in traditional retail payment services and are
increasingly becoming the fintech payment provider’s middle or back office. In
addition, traditional banks outsource credit risk analysis to virtual banks in their
joint loans. Alipay and WeChat Pay have become de facto part of payment infra-
structure, with systemic importance because of their dominant market shares.

Successful integration and network effects have resulted in dominant market
players. Horizontal and vertical integrations have propelled a few large fintech
firms, such as Alipay and WeChat Pay, to critical mass, a point which the value
of new users of participating in the platform exceeds the cost of participation
(Moazed and Johnson 2016).” As a result, large fintech firms have set up both
online payment platforms and offline payment markets with millions of mer-
chants and billions of consumers in a two-sided market.'® Fintech services have
become an indispensable part of economic and social life underpinned by econo-
mies of scale and of scope and the associated network effects.

7 Fintech has reduced costs, improved efficiency, and promoted financial inclusion. In the early
2000s when bank-based payment systems were dominant in China, to place an e-commerce order,
consumers had to repeatedly key in personal information (bank name, card number, customer name,
and branch at which the account was opened) and spend several minutes to complete transactions. To
address this pain point, fintech leveraged almost zero-cost mobile app QR codes to serve merchants
in online and offline commerce markets, allowing consumers and merchants to complete transactions
within seconds (Sun and Rizaldy 2023). This fintech solution also greatly increased the number of
users, including those who were previously financially underserved or excluded in China.

* Digital banks were able to remotely evaluate borrowers and sustain lending during the pandemic,
facilitating the business continuity, sales growth, and financial inclusiveness of micro and small enter-
prises (Sun and others 2021).

? Because of high fixed costs, payment networks often need to sign up a minimum number of users
(often referred to as the “critical mass”) for the total value of the network to exceed its operating costs
(CPSS 2012).

" A two-sided market is an intermediary (https://en.wikipedia.org/wiki/Intermediary) economic plat-

form having two distinct user groups that provide each other with network benefits (Rochet and

Tirole 2003).
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Meanwhile, financial stability risks arose on multiple fronts:

* In the payment space, reflecting their market dominance in retail transac-

tions, any operational failures of Alipay and WeChat Pay could disrupt
payment services and compromise China’s payment infrastructure. The
closed-loop transactions between Alipay and WeChat Pay and hundreds of
banks, in the early days, operated outside the purview of the central bank,
posing operational and settlement risks.

Online wealth management products, such as Yu'e Bao, have expanded at
an unprecedented pace. The total assets of Yu'e Bao increased to a historical
high of RMB1.69 trillion ($250 billion) in the second quarter of 2018. The
growing size has posed challenges in fund management and entails signifi-
cant liquidity risk.

* Virtual banks raised credit risks. By adopting a new way to analyze credit

risk based on big data and Al virtual banks have not experienced economic
downturn and their resilience remains to be evaluated. In the meantime, the
rapid lending was accompanied by surging leverage, raising concerns about
credit risk. Some virtual banks follow a capital-light model through asset-
backed securities and joint loans with commercial banks, resulting in liquid-

ity and credit risks.

Many Chinese P2P platforms themselves directly initiated loans to borrow-
ers and raised funds from investors, that is, they did not focus on providing
financial services. Instead, they were directly engaged in financing and
lending activities (Huang 2018). Severe information asymmetry results in
high uncertainty surrounding China’s P2P lending industry (Shao and Bo
2022).

The internal controls of some small payment firms are weak, posing risks of
embezzlement and fraud. Limited clarity on the size and nature of financial
transactions, combined with challenges regulating and supervising service
providers and ensuring proper customer due diligence, has raised anti-
money laundering and combating the financing of terrorism (AML/CFT)
concerns.

The close integration across different segments of financial services also
exacerbates risk spillovers across the financial services chain, amplifying
losses in the event of a downturn. For commercial banks, because they are
increasingly relying on fintech firms for operational support, including
credit risk analysis, questions exist related to insufficient internal monitor-
ing of these services and potential spillover from the instability of fintech
providers.

Fintech firms have also led to duopoly market structure and privacy protec-
tion challenges. To grow their customer bases, fintech firms have expanded
to achieve economies of scale and scope. These firms have created obstacles,
such as data silos, which have resulted in market dominance. Meanwhile,
some small fintech firms have led to unintentional and even intentional data
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leaks to third parties. These leaks have raised public concerns about data
security and privacy protection.

In sum, the initial rapid expansion in the light regulatory environment has
raised risks to China’s fintech system. The rapid expansion of fintech firms has,
to some extent, reflected regulatory arbitrage, for example, the development of
Yu'e Bao has benefited from the interest rate ceilings imposed on commercial
bank deposits, which should not be allowed under the “same risk, same activity,
same regulation” principle. Users, banks, and regulators have increasingly stressed
the risks to market competition, data security, privacy protection, cybersecurity,

and AML/CFT.

Regulatory Shift and Challenges

To address the rising risks in fintech firms, China’s regulatory authorities tight-
ened regulatory oversight, a major shift from the accommodative stance that
prevailed during the early days of fintech development.

Financial regulation started with introducing a licensing requirement for pay-
ment services. In June 2010, the PBC mandated that nonbank online payment
institutions obtain payment licenses to operate in China. Furthermore, banking
and securities regulators required licenses on banking and securities services pro-
vided by fintech firms. In 2011, Alipay and WeChat Pay secured the payment
license. In 2014, Alipay became a business unit of Ant Financial, which received
approval from various regulators for additional financial services licenses."'

New fintech regulatory policies were then initiated. In a series of announce-
ments from June 2015 to October 2016, authorities laid out a comprehensive
overarching framework, defining who and how they will regulate each business
activity within the “internet finance” industry, putting more checks and balances
on fintech companies” business practices. These announcements focus on compli-
ance, funding models, and consumer protection. In 2017, a new fintech commit-
tee was formed to coordinate between different financial regulators and industry
participants.

AML/CFT requirements were introduced for fintech firms. In July 2016, the
PBC required nonbank online payment institutions to apply AML/CFT preven-
tive measures, including customer due diligence obligations, and establish a real
name customer identification system.'” In response, Alipay and WeChat Pay
established account-opening requirements, for instance, by asking users to register

"' Ant Financial secured banking and insurance licenses from the China Banking and Insurance
Regulatory Commission (formerly known as CBRC and CIRC before they were merged in March
2018), fund and security licenses from the China Securities Regulatory Commission, and micro-credit
licenses from local governments.

"*The People’s Bank of China (PBC) issued “Measures for the Administration of Online Payment Ser-
vices by Nonbank Online Payment Institutions” in July 2016. Following these measures, Alipay needs
to implement real-name verification, check the valid ID card as required, keep a copy or photocopy
of the valid ID card, and establish a unique customer identification code.
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information (name, identification card, address, and occupation) using mobile
phone numbers and emails. These efforts, along with escrow accounts, have
resulted in the establishment of a digital ID system, which made it easier to pro-
vide safer and faster payment services to Alipay users. More recently, China has
strengthened the national AML/CFT frameworks, including through legal
reform, to bring the online lending sector within the AML/CFT regime.13
However, weaknesses persist in application of market entry controls and risk-
based supervisory engagement.

Regulatory requirements were tightened to ensure customer funds security.
Because Alipay and WeChat Pay have built a de facto small debit system in more
than 200 banks in 2016, the PBC has required nonbank payment institutions
since early 2017 to transfer 100 percent of customer funds from banks as reserves
at the PBC by 2019." Alipay and WeChat, like all other nonbank online pay-
ment institutions, transferred 100 percent of customer funds from banks to the
reserve account at the PBC." This policy has effectively protected the security of
customer funds from any potential misuse and liquidity risks of the third-party
payment providers.

A unified national clearing system was strengthened to better manage online
payment services transactions initiated by nonbank online payment institutions.
Nets Union Clearing Corporation (Nets Union) was found in March 2017 to
settle transactions of nonbank online payment institutions. The Nets Union is
responsible solely for the transaction information flow and platform operation,
and the payment is settled by the PBC.'® This has effectively broken the previous
closed loop between fintech payment providers and banks and greatly improved
information transparency and settlement security.

The regulatory tightening then spread to fintech wealth management. With
the growing size of money market funds, regulators began to tighten policies,"”
including requiring purchase and redemption limits to prevent liquidity risks.
Since May 2017, Yu'e Bao has implemented purchase quota restrictions four

* Administrative measures for anti-money laundering and combating the financing of terrorism of

internet finance institutions.

"For instance, in January 2017, the PBC issued the “Notice on Matters Concerning the Implementa-
tion of the Centralized Depository of Customer Reserves of Nonbank Online Payment Institutions.”
In June 2018, the PBC issued the “Notice on Matters related to the Centralized Deposit of All
Customer Reserve Funds of Nonbank Online Payment Institutions.”

" The total balance of nonbank online payment institutions (including Alipay and WeChat Pay) in
the PBC reached RMB1.99 trillion ($305 billion, equivalent to 6.1 percent of total reserves at the
PBC) in September 2021.

' Nets Union was established by the Payment and Clearing Association of China and is subject to

the supervision and regulation of the PBC. The company is 37 percent owned by seven subordinate
entities of the PBC. Nets Union is responsible for operating China’s Nonbank Payment Institutions
Internet Payments and Clearing Platform, which is the nationwide platform for the settlement of
transactions by nonbank online payment institutions involving bank accounts.

' For instance, the China Securities Regulatory Commission and the PBC promulgated “The Mea-
sures for the Supervision and Administration of Money Market Funds” in February 2016.
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times to restrict new inflows into the fund. As a result, the total assets of Yu'e
Bao declined from a historical high of RMB1.69 trillion ($250 billion) in the
second quarter of 2018 to RMB780.8 billion ($120 billion) in the second
quarter of 2021." Moreover, the China Securities Regulatory Commission
issued the “Interim Regulations on the Supervision of Important Money
Market Funds (Draft for Comment)” in January 2022 to impose more strict
and prudential regulatory requirements for significant money market funds.

Fintech lending practice has also been under scrutiny. To manage the potential
risks arising from virtual banks’ asset-backed security issuance and joint loans
with commercial banks, regulators have taken tightening policies on both fronts.
In 2020, regulators imposed a leverage ratio cap of 16 for microlenders, which
resulted in a significant reduction in asset-backed security issuance. On joint
loans with traditional banks, fintech lenders will need to contribute at least 30
percent of capital from January 2022, compared with the previous 1-2 percent.
This would significantly raise the amount of capital fintech firms need for their
lending business. In addition, the regulator has capped how much capital com-
mercial banks can commit to online lending in cooperation with tech platforms.
For online consumer loans, caps are also introduced to prevent overborrowing by
young people and low-income households. Regulatory tightening greatly reduced
the risks of regulatory arbitrage.

Recent regulatory changes call for large fintech firms to be regulated as finan-
cial holding companies. The PBC designated Ant Financial as one of the financial
holding company pilots and drafted measures in 2019 requiring that financial
holding companies hold levels of capital commensurate with the scale of their
assets and risk level."” In September 2020, China’s State Council approved regu-
lations that would introduce licensing procedures for financial holding companies
and, potentially, capital requirements. In addition to adhering to capital require-
ments for financial holding companies, Ant Financial has gradually transformed
its business from directly providing financial services to aggregating and selling
technological services to its users. Its name also changed from Ant Financial to
Ant Group.”

A new paradigm of fintech financial regulation is now emerging. After years of
exploration, a new regulatory framework is gradually being established. Financial
businesses, in general, must be licensed to operate. For each line of business,
fintech firms would be subject to the “same business, same rules” as traditional
financial institutions. To prevent cross-sector risks, firewalls must be set up
between various parts of the business, such as insurance and wealth management,
and the direct link between nonbanks and banking information services must be

"Yu'e Bao’s limits on purchases were released in April 2019.

" In July 2019, the PBC promulgated “Trial Measures for the Supervision and Administration of
Financial Holding Companies (Draft for Solicitation of Comments)” to strengthen the regulation of
financial holding companies.

»In mid-2020, Ant Financial changed its name to Ant Group, emphasizing that it is a tech, rather
than a financial services company.
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severed. Large fintech firms with multiple lines of financial services were restruc-
tured as financial holding companies (PBC 2018).

Regulation also strengthened antitrust and data protection. Chinas State
Administration for Market Regulation has published draft rules (https://www.
cnbc.com/2020/11/13/china-faces-the-challenge-of-keeping-big-tech-in-check.
html) aimed at preventing monopolistic practices by internet platforms and
launched a probe into Alibaba over such practices. In October 2021, China
released a draft personal data protection law to regulate how companies process
user data. To address potential data monopoly, the credit and consumer rating
information of platform companies is separated from lending business, and the
government is building a centralized credit registry that collects and provides
information to all financial institutions.

The government has also taken a hawkish stance toward crypto assets.
Domestic crypto-asset exchanges have been shut down because they were deemed
speculative and did not provide benefits to the real economy. The PBC does not
accept initial coin offerings or other types of crypto tokens as payment instru-
ments. Trading Bitcoin in RMB is prohibited, whereas trading Bitcoin with for-
eign currencies is discouraged. In 2020, China further banned crypto-related
mining activities, partly also to reflect the high energy intensity of these
activities.

In sum, financial regulation must be tailored to the developmental stage of
fintech and balance risks and benefits. In the early days, China’s “light touch”
regulatory approach worked well, allowing the industry to experiment and
develop. Later, despite the introduction of the licensing framework in 2005,
overall regulation has been relatively accommodative. However, the Chinese
government’s recent regulatory crackdown indicates a significant shift in policy
stance amid rising concern about financial stability, unfair competition, and
privacy infringement. China’s experience demonstrates the importance of con-
stantly evolving regulations as the fintech sectors grow in size and complexity.
In the process, it is also critical to facilitate a smooth transition of fintech com-
panies and minimize the broad economic and financial effect of regulatory
changes. As China enhanced the development of its fintech regulatory frame-
work, it also actively pursued the development of a central bank digital curren-
cy (CBDC) to promote financial inclusion, improve efficiency, and safeguard
monetary sovereignty (Box 7.1).

Box 7.1. Central Bank Digital Currency in China

Rapid fintech development driven by the private sector provided a solid
foundation for the introduction of a central bank digital currency. Since
2014, the People’s Bank of China (PBC) has researched central bank digital
currency, and many pilots have been tested since 2019. In the process, the
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central bank worked closely with the private sector in setting objectives and
designing the overall framework.

Objectives. The main policy goals are to promote financial inclusion,'
improve payment efficiency, strengthen payment system resilience,” ensure
monetary sovereignty, and enhance competition (PBC 2021).

Design. The e-CNY is essentially the digital form of cash. It will substi-
tute cash in MO and bears no interest in the current phase. The PBC would
provide issuance and redemption of the e-CNY to commercial banks and
other payment providers in the first tier, who would then circulate and
distribute the e-CNY to their end users in the second tier. Such a two-tier
system could leverage the private sector’s technology and resources, facili-
tate innovation through private sector competition, and help avoid poten-
tial competition between the e-CNY and bank deposits.

Public-private partnership. Intermediaries can also be selected as
development partners. China, for instance, has collaborated with nine
banks, including MYbank and WeBank (through which e-CNY can be
accessed by Alipay and WeChat Pay users), to develop payment solutions
and functions that have been added to and tested as part of the e-CNY
ecosystem.

Business model. The PBC does not charge intermediaries or users for
e-CNY transactions, and intermediaries cannot charge individual users in
the e-CNY project. However, intermediaries have the choice of charging
merchants. The PBC views this as a substantial incentive for firms to
enter the market and thus keep the fees in check (Soderberg and others
2022).

Managed anonymity. e-CNY follows the principle of “anonymity for
small value and traceability for high value” (PBC 2021).

The PBC is likely to adopt a “loosely coupled” design to allow for pay-
ments and transfers without a bank account. Furthermore, it has ruled out
a distributed ledger technology as an option for e-CNY (mainly because of
its limited capacity and scalability) and has mandated centralized manage-
ment. To address concerns that the e-CNY could leak personal informa-
tion, the PBC ensures that the e-CNY follows China’s Personal Information
Protection Law and offers hardware for low-value transactions without any
information collected.

Potential cross-border payments. Although the e-CNY will mostly be
used for domestic transactions initially, it could also be used for cross-bor-
der payments in the future. For instance, the PBC has launched the tech-
nical testing of cross-border payments in e-CNY in the mainland and
Hong Kong and has explored the interconnectivity between the e-CNY
system and Hong Kong’s Faster Payment System to support the HKD set-
tlement needs of local residents and merchants in Hong Kong,.
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Legal amendment. China is preparing for a general revision to the PBC
Law (draft), which suggests that Chinese currency includes both physical
and digital forms (e-CNY), confirming the legal tender status of e-CNY.

Pilots. Since 2019, the e-CNY pilots have been launched in 23 cities
and in the Beijing Olympic Games and expanded into broader use cases,
with commercial banks and internet companies promoting account open-
ing and usage. The e-CNY app is now available for download to smart-
phones. As of August 31, 2022, the pilot areas in 15 provinces and munic-
ipalities had recorded 360 million e-CNY transactions with a total value of
RMB100.04 billion, and over 5.6 million stores had accepted payment in
e-CNY (PBC 2022). Pilot designs have so far aimed to promote financial
inclusion (for example, serving visually impaired users), green behavior (for
example, encouraging carbon reduction businesses), and digital transfor-
mation (for example, promoting targeted fiscal transfer). Further adoption
of e-CNY requires payment service providers to leverage digital technology,
target use cases, develop business models, and comply with legal and regu-
latory requirements (Sun and Rizaldy 2023).

e-CNY app for the Beijing 2022 Olympic Winter Games. The app
was designed to ensure efficiency, inclusiveness, safety, and innovativeness.
Foreign visitors could open an e-CNY wallet without a Chinese bank
account, using their foreign or temporary Chinese mobile numbers, and
pay by connecting to their VISA cards. The latter ensured a zero balance in
the e-CNY app when visitors left China. The PBC continuously adds func-
tions to the app.

Potential implications for monetary policy transmission. The
effects of e-CNY on monetary policy transmission are expected to be rel-
atively small. The strengthening of transmission channels through
increased competition and wholesale funding relies on a significant sub-
stitution of bank deposits for central bank digital currency, which may not
materialize (Das and others 2023). Furthermore, by increasing financial
inclusion, the e-CNY may strengthen monetary policy transmission
because previously excluded individuals who are nearly unaffected by
monetary policy may now become involved. However, this effect depends
on the share in overall savings and lending of the financially excluded
population in China.

Financial stability implications. In theory, the e-CNY should help
reduce the maintenance and transaction costs of cash while also addressing
counterparty risk from private third-party payment providers, improving
stability and safety. Some disintermediation and decentralization of finan-
cial services are possible, but such risks are mitigated by the two-tier system
and the proposed upper limit on e-CNY balance and transaction amount.
The e-CNY may also reduce the risk of bank runs during times of stress
because its digital form could facilitate PBC liquidity provisions.
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“Managed anonymity” should also help protect privacy while ensuring the
implementation of regulations for anti-money laundering and combating
the financing of terrorism.

! The proportion of adults in China with a bank account was 64 percent in 2011; see World Bank
and People’s Bank of China (2018).

*The most crucial policy goal is to make e-CNY function as a backup to existing digital payment
solutions, according to the PBC.

FINTECH IN SUB-SAHARAN AFRICA

Technology is transforming the sub-Saharan African financial landscape. The
rapid growth of mobile network operators after the privatization of the telecom-
munication sector in many sub-Saharan African countries has helped catalyze the
use of new technology in the financial system over the past 30 years. The trans-
formational effect of fintech has been strong in the region given its initial low
level of bank penetration and underdeveloped financial market infrastructure,
including a limited number of bank branches and automated teller machines
(ATMs). Positive gains have included broader financial inclusion, greater finan-
cial sector efficiency, and lower transaction costs. Policymakers have an opportu-
nity to scale up such gains while carefully considering the associated challenges.

Fintech Development in Sub-Saharan Africa

Experiences with Mobile Payments and Recent Trends and
Developments

Unlike in China, mobile payments dominate fintech in sub-Saharan Africa, and
this region is the most reliant on this technology worldwide. Sub-Saharan Africa
is the second in the world in registered mobile money accounts per capita and
leads all regions on mobile money agent outlets and on the volume and value of
mobile money transactions (Figure 7.4).

Mobile payments have underpinned a radical change in the delivery of finan-
cial services in sub-Saharan Africa. Mobile money innovation, adoption, and
usage have grown rapidly albeit at different paces. East Africa continues to lead
the region in adoption and usage rates, although progress is also rapid in other
regions. Although overall financial depth remains below global levels, mobile
money is emerging as an engine of growth and technological enabler that fosters
financial inclusion and economic development. Data from the Global Findex
Database indicate that in 2021, about 55 percent of adults in sub-Saharan Africa
had an account at a bank or regulated institution such as a credit union, microf-
inance institution, or a mobile money service provider compared with 76 percent
globally and 71 percent in developing economies. Ten years earlier, account
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Figure 7.4. Sub-Saharan Africa Mobile Money (December 2021)
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ownership was 23 percent in sub-Saharan Africa compared with 55 percent glob-
ally and 63 percent in developing economies.”

Mobile money accounts have now overtaken traditional bank accounts in
sub-Saharan African economies and the region stands out for its use of mobile
money. The growth in account ownership over the 2011-21 decade highlighted
in the previous section can be attributed to the rapid development of mobile
money, and in 2021, the share of adults having a mobile money account in
sub-Saharan Africa (33 percent) was three times higher than the global average of
10 percent.

Fintech is accelerating financial inclusion in sub-Saharan Africa. The cost of
transferring remittances to Africa is much higher compared with other regions (FSB
2023). Making it cheaper and easier to send money may seem like a modest inno-
vation, but this innovation of mobile payments has had a profound effect on house-
holds’ ability to transfer money, pay for bills, and deposit and borrow funds using
mobile phones. The Global Findex Database shows that the use of mobile money
accounts is no longer limited to person-to-person transactions (see Figure 7.5).
In 2021, about 15 percent of adults in sub-Saharan Africa used their mobile
money accounts to save (the same share that used a formal account at a bank or
other financial institution) and seven percent of adults used the same technology

*' For more information, see https://www.worldbank.org/en/publication/globalfindex.
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Figure 7.5. Uses of Mobile Money in Sub-Saharan Africa
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to borrow. Mobile payment services have also improved the ability to deal with
shocks such as pandemics, allowing businesses to better coordinate their activities
and connect to the broader financial system.

Mobile payments proved particularly useful in managing the COVID-19
pandemic in sub-Saharan Africa. Governments leveraged the technology to
improve the effect of their social safety net programs when in-kind transfers (such
as food vouchers or in cash payments) were difficult or impossible to deliver. This
is the case in refugee camps, for instance, but also during the COVID-19 pan-
demic. The Novissi (which translates to “solidarity” in the Ewe language) cash
transfer program in Togo, for instance, distributed more than $22 million
through mobile payments to 600,000 citizens who lived in urban areas during
COVID-19.” To target rural areas, the program used satellite imagery, mobile
data, and artificial intelligence to estimate individual wealth, the idea being that
poorer people use cell phones less often, receive more calls than they make, and
have lower mobile money balances.

The COVID-19 pandemic and social restriction policies have spurred the use
of digital payments in the developing countries and China. The Findex Global
Database indicates that of the 18 percent of adults in developing economies who
paid utility bills directly from an account, about one-third did so for the first time
after the beginning of the COVID-19 pandemic. Even in China, which is much
more advanced on the use of digital payments, the data show that of the 82 per-
cent of adults that made a digital merchant payment in 2021, about 11 percent
(over 100 million adults) made one for the first time during the pandemic. In
India, over 80 million adults made their first digital merchant payments after the
start of the pandemic.

Innovation by mobile network operators coupled with an enabling regulatory
environment helped kick-start the rapid growth of mobile payments in

**The Novissi Program was financed by the World Bank under the West Africa Unique Identification
for Regional Integration and Inclusion Program to support social protection delivery systems and
data-driven methods for prioritizing the poorest in Togo.
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sub-Saharan Africa (Sy and others, 2019). Studies point to the leading role played
in Kenya by Safaricom and Vodafone, and the former UK Department for
International Development in the development of mobile money services in
sub-Saharan Africa with the launch of M-PESA in 2007 (M for mobile, pesa
means money in Kiswahili). Importantly, the regulatory space given by the Central
Bank of Kenya helped support the growth of this new technology (Figure 7.6).

There is a complementarity between mobile network operators, mobile service
providers, and banks. Mobile money operators rely on banks to manage their
“float,” the balance of e-money, physical cash, or money in a bank account that a
mobile agent can immediately access to meet customer demands to purchase or
sell electronic money. For instance, in 2020, mobile network operator Orange
collaborated with Bancassurance company NSIA to open a bank in Cote d’'Ivoire
(Orange Bank Africa) that targets micro savings and credit. Customers of mobile
money company Wave in Senegal can use prepaid credit cards provided by United
Bank of Africa Bank to debit their accounts.”

The extent of horizontal and vertical integrations seen in China has not yet
taken place in sub-Saharan Africa. Mobile payments are being used for domestic
transfers, such as paying utility bills, receiving wages, and payments for goods and
services (Figure 7.5). Increasingly, this technology is also being used to pay taxes
in several countries, such as Cameroon and Kenya. In Kenya, savings and loans
services (M-SHWARI) are available to M-PESA, and the government has experi-
mented with the issuance of a retail bond through mobile phones (M-AKIBA).
However, the region is far from the level of horizontal and vertical expansions seen
in China, and the ecosystem remains dominated by mobile network operators and
banks. Nevertheless, fintech remains the sector that attracts most funding for

Figure 7.6. Funding Raised by Start-Ups in Africa, by Sector, 2022
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* Source: Orange and NSIA launch Orange Bank Africa to provide greater access to financial services

and improve the financial inclusion of people living in West Africa-Newsroom Orange Groupe
(https://newsroom.orange.com/orange-and-nsia-launch-orange-bank-africa-to-provide-greater-access-to-
financial-services-and-improve-the-financial-inclusion-of-people-living-in-west-africa).
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start-up companies in Africa (mostly to Nigeria and South Africa) much more
than other sectors such as e-commerce. The sector has raised $2.3 billion, or
about 53 percent of the total in 2021 compared with 49 and 43 percent in 2020
and 2019, respectively (Figure 7.6).

* Countries are also at various levels of fintech development. Data from start-
ups, for instance, show that Nigeria, South Africa, and Kenya dominate the
sector in terms of the number of start-ups and funding raised (Disrupt
Africa Team 2023). Start-up data show that payments and remittances
account for 48.7 percent of the total, and lending and financing for 19.3
percent. Although “fintech is a truly pan-African phenomenon,” only three
countries account for more than three-fourths of total start-ups in 2023:
Nigeria with 36 percent, South Africa with 23.3 percent, and Kenya with
16.9 percent. Ghana and Uganda are distant fourth and fifth with 5.8 per-

cent and 4.8 percent, respectively.

Drivers of Fintech in Africa

The success of mobile payments in sub-Saharan Africa is driven by several
factors:

First, unfulfilled demand for payment services is large, given low bank pene-
tration and financial market infrastructure. For instance, the cost of opening
branches remains prohibitively high and financial inclusion low and very few
people have access to means of payment beyond cash such as checks or credit and
debit cards. Providing cash and servicing ATMs remain a challenge outside urban
areas.

Second, access to reliable and affordable electricity and internet services are
still challenging in most countries. In this context, the privatization of state-
owned telecommunication companies and the advent of privately owned mobile
operators coupled with the relatively large penetration of affordable 2G mobile
devices in the region provided a technological platform that can be used by
mobile money agents. In fact, mobile money agents in sub-Saharan Africa out-
number ATMs and bank accounts because mobile network operators have devel-
oped strong profitable networks of agents to deliver mobile money services,
including cash-out services. This strategy is now being adopted by some banks,
such as in Nigeria, which are launching their agent-banking networks to offer
digital financial services.

Challenges of Developing Fintech in Africa

The proliferation of mobile payment services indicates fintech’s potential to
broaden further financial inclusion in sub-Saharan Africa. Despite this success,
challenges to the development of fintech beyond mobile payments persist. These
include:

* Low electricity and internet connectivity: Although about 78 percent of
urban populations have access to electricity in the region, the share is only
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28 percent of the region’s rural population (2019, World Bank data). A
traditional cellular network is still not available in some rural areas. Greater
investment is needed for more reliable and affordable electricity and internet
connections, especially in the rural areas. The low provision of electricity
and penetration of cellular and internet networks (World Bank data indi-
cates that 50.6 and 36 percent of the population has access to electricity and
internet, respectively, in sub-Saharan Africa compared with 100 percent and
more than 73.5 percent, respectively, in China), particularly in rural Africa
(https://www.worldbank.org/en/news/press-release/2019/10/17/achieving-
broadband-access-for-all-in-africa-comes-with-a-100-billion-price-tag),
suggest that fintech still has significant growth potential. Amid low fiscal
revenues, governments will have to explore development finance options,
including development banks and public-private partnerships.

Slower mobile technology: Most mobile payments still rely on slow cellular
networks (such as 2G and 3G), feature phones rather than smartphones,
and SMS messaging, unlike in China where smartphones and internet
access are ubiquitous. Cell towers are often far from the fiber cable network
and cannot transmit a stronger and faster signal. Expanding the digital eco-
system and linking mobile payments to other services such as e-commerce
will necessitate a higher provision of faster and reliable mobile and internet
services, as well as the use of smartphones. It is interesting that Chinese
phones are the most used in sub-Saharan Africa because manufacturers have
tailored them to the region as they are of low cost but with practical func-
tions. Affordable feature phones with basic features and multiple SIM card
slots allow customers to arbitrage between different mobile network opera-
tors. Chinese company Transsion is reported to control 44.3 percent of the
African market and another Chinese firm, Oppo, accounts for 8.3 percent.**

Low literacy rates: With about 66 percent of the population (ages 15 and
above) in sub-Saharan Africa able to read and write, the success of mobile
payments has been driven by active communication campaigns, as in
Mozambique, and adapted technology. For instance, networks of agents
help improve financial literacy and applications with SMS and vocal mes-
saging are relatively easy to use.

Gender gap: Identifying the drivers of the gender gap in financial inclusion,
including in mobile money accounts would help guide policymakers. Data
from the Findex Global Database indicate that although the gender gap in
account ownership has decreased globally from 2001 to 2021, the reverse
has been observed in the sub-Saharan Africa where the gap rose to 12 per-
cent from 5 percent over the decade, triple the global average and double
that of other developing regions. However, this trend masks important
country differences with countries such as South Africa, where women have

* For more information, see hetps://www.scmp.com/news/china/article/3138003/chinese-telecoms-
firms-dial-africa-last-big-growth-market-phones.


https://www.worldbank.org/en/news/press-release/2019/10/17/achieving-broadband-access-for-all-in-africa-comes-with-a-100-billion-price-tag
https://www.worldbank.org/en/news/press-release/2019/10/17/achieving-broadband-access-for-all-in-africa-comes-with-a-100-billion-price-tag
https://www.scmp.com/news/china/article/3138003/chinese-telecoms-firms-dial-africa-last-big-growth-market-phones
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more financial accounts than men, and others where the gap is above 20
percent. There are also encouraging developments recently, and during
2017-21, the growth in mobile money account ownership and usage was
higher among women compared with the men in sub-Saharan Africa. Still,
women in the region lag behind men in using their accounts for other ser-
vices than person-to-person transactions such as saving, merchant pay-
ments, and utility payments.”

* Narrow scope: So far, the use of mobile money is still concentrated on per-
son-to-person payments. Person-to-business, business-to-business, and
government-to-business payments are rarely transferred through mobile
money. For instance, governments can benefit from the use of mobile
money as a tool for tax collection. Digital payments of tax can also have
benefits in helping reduce the perception of corruption (Ouedraogo and Sy
2022).

* Operational risks: The growth of mobile payments and of other types of
fintech has put to the fore the existence of associated risks such as fraud and
more generally of cybercrime. For instance, mobile money companies can
be vulnerable to data breaches because of improperly encrypted communi-
cations.

¢ Identification systems: Identification systems are required for AML/CFT
reasons in order to open mobile money accounts. The region is also relying
on the deployment of mobile technology to establish or improve national
identification systems. Countries that have introduced such systems, such as
India and Peru, where they cover 99 percent of the adult population, have
found them to offer an affordable tool to provide benefits in areas such as
financial inclusion, social protection, migration, and coping with natural
disasters (World Bank 2017). Skeptics, however, point to privacy concerns
and subsequent uses beyond their original purposes.

e Taxation: In sub-Saharan Africa, taxes on mobile transactions and on the
telecom sector have been proliferating in recent years because policymakers
are attempting to increase domestic revenue mobilization and because the
sector is profitable and growing (Gupta and others, 2017). These include
customs duties on capital equipment and handsets, diverse regulatory fees,
high corporate income tax, and value-added tax rates, or telephone call
excises. The increased fiscal revenues need to be weighed against the costs of
constraining the growth of the fintech sector and the associated financial
inclusion benefits.

* Regulation: Because sub-Saharan Africa is dominated by small value pay-
ments, proportionality—the balancing of risks and benefits against costs of
regulation and supervision—is important and regulators can focus on specific

» For more information, see Majorie Chalwe-Mulenga and Gerhard Coetzee (2021), hteps://www.
cgap.org/blog/findex-2021-insights-boosting-financial-inclusion-in-africa.


https://www.cgap.org/blog/findex-2021-insights-boosting-financial-inclusion-in-africa
https://www.cgap.org/blog/findex-2021-insights-boosting-financial-inclusion-in-africa
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challenges such as price and financial stability, consumer protection frame-
works, cyber-risk, agent transparency, increasing financial literacy, and improv-
ing financial integrity. In AML/CFT, efforts are needed to encourage proper

application of preventive measures (for example, customer due diligence).

Central Bank Digital Currencies in Africa

African countries such as in Ghana, Nigeria, and South Africa are increasingly
paying attention to CBDCs.”

Nigeria’s eNaira

The Central Bank of Nigeria officially launched the eNaira on October 25, 2021.
The eNaira, just like cash, is a liability of the central bank. It is a digital form of
the Nigerian national currency, the Naira, to which it is pegged at parity. It is
stored in digital wallets and can be used for payment transactions and transferred
digitally to other eNaira wallets.

The expected benefits of the eNaira, according to the central bank, include (1)
broader financial inclusion, (2) the facilitation of remittances at reduced cost, and
(3) increased formalization of the Nigerian economy.”’

The retail wallet downloads initially surged for a few weeks before tapering off.
As of the end of November 2021, the total number of retail eNaira wallets
amounted to about 860,000, equivalent to 0.8 percent of Nigerias active bank
accounts. Merchant wallet downloads reached about 100,000 at the end of June,
equivalent to about one-eleventh of the number of merchants with point-of-sale
terminals. However, most wallets appear to remain inactive except for a limited
window of weeks of surging activity. The average value of an eNaira transaction

was 923 million naira per week—0.0018 percent of the average amount of M3 as
of the end of November 2021 (Ree 2023).

Ghana'’s e-Cedi*®

In August 2021, Ghana signed an agreement with its chosen technology partner,
G+D, for its pilot project, which was expected to conclude at the end of 2021. Its
statement announced that this forms part of the “Digital Ghana Agenda,” seeking
to digitize government services in the country. The e-Cedi forms part of an agen-
da to reduce the use of physical cash while “ensuring a secure and robust payment
infrastructure.”

Ghana’s pilot study will aim to consider user experiences, security, legal
aspects, and effects on monetary policy and existing payment systems. Another

* A forthcoming IMF paper will focus on central bank digiral currency and digital payments in Africa.

” For more information, see J. Ree (2021), https://www.imf.org/en/News/Articles/2021/11/15/
nal11621-five-observations-on-nigerias-central-bank-digital-currency.

* For more information, see https://www.bog.gov.gh/wp-content/uploads/2021/08/CBDC-Joint-
Press-Release-BoG-GD-3.pdf.
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https://www.bog.gov.gh/wp-content/uploads/2021/08/CBDC-Joint-Press-Release-BoG-GD-3.pdf
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priority is likely to be financial inclusion, within Ghana’s previously stated aim of
an “ambitious infrastructure development program for the ICT Sector,” with
Ghana’s Ministry of Communications having pledged back in 2017 to develop “a
national broadband infrastructure and total connectivity for the unserved and
underserved.”

The pilot has been divided into three phases: “design, implementation, and
pilot.” The pilot program will test e-Cedi using diverse social and demographic
groups while using multiple vehicles including mobile apps and smart cards.

South Africa

South Africa does not have near-term plans to launch a CBDC, and it started its
feasibility study in May 2021, seeking “to investigate if it would be feasible,
appropriate, and desirable for the South African Reserve Bank to issue a CBDC
to be used for retail purposes.” Findings will help determine “whether to pursue
the issuance of a South African CBDC.” Even if the study suggests that CBDC
may be “feasible and/or desirable,” it does “not necessarily imply that it will be
pursued.”

In addition, the South African Reserve Bank is participating in “Project
Dunbar,” an initiative sponsored by Bank for International Settlements Innovation
Hub, together with the Reserve Bank of Australia, Bank Negara Malaysia, and the
Monetary Authority of Singapore. This initiative is testing the use of CBDCs for
cross-border payments using a common platform. This is supposed to eliminate
the need for intermediaries and reduce the time and cost of transactions.

CONCLUSION

By drawing out lessons from the experiences of fintech development in Africa and
China, this chapter synthesizes lessons for countries when they consider promot-
ing fintech development.

Fintech firms can stimulate the supply of new payment services and function-
alities and create business opportunities, but they can also create new sources of
risks, such as financial and operational risks. The development of fintech in Africa
and China benefited from a combination of factors: harnessing various digital
technologies, targeting clear use cases, developing sustainable business models,
and complying with regulatory and legal requirements. The development of fin-
tech in Africa and China has also resulted in new challenges, such as liquidity and
credit risks, data security and privacy protection, and data silos and market
dominance.

Fintech firms should meet the requirements of legal and regulatory policies on
licensing, management of customer funds, and AML/CFT and data security.
Innovations in these three areas should work together to provide room for move-
ment along the indifference curve and payment technology frontier to the reach
risk—cost efficiency frontier (Figure 7.7).
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Figure 7.7. Risks, Costs, and Efficiency of Fintech Development
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sum of risks, and the horizontal axis measures a weighted sum of costs borne by all the parties. The convex
shape of risks and costs reflects the usual assumption of diminishing marginal returns-as risks get lower
and lower (moving toward the horizontal axis), the marginal costs of further reductions in risks increase.

Country authorities in Africa and China, and more broadly in other regions,
could work with fintech firms to promote technological, financial, and regulatory
innovations, as well as manage risk and cost. Under this framework, improve-
ments in digital technology can help move the payment technology frontier for
processing payments, reducing costs, and speeding settlement to reduce risks.
Financial innovation can help evaluate credit and liquidity risks and reduce costs.
Regulatory policies can diminish risks and costs and ensure long-run efficiency by
preventing crises.
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ANNEX 7.1.

EMPIRICAL EVIDENCE FROM MOBILE MONEY
USAGE IN AFRICA: MOBILE MONEY CAN
GENERATE FINANCIAL RESILIENCE

A growing body of research is emerging with a consistent finding: households can
better respond to unforeseen difficulties when they have access to mobile money.
When an unexpected negative event—such as a flood or a child falling ill—
occurs, households with mobile money can rely on the easy and affordable trans-
fer of money from family and friends, even if they are living far away.

In Kenya, a study (Suri and Jack 2016) that uses a difference-in-difference
technique has shown that the effect of mobile money on a household’s resilience
can be sizable. Houscholds that had access to M-PESA (Kenya’s mobile money
platform) during a negative event—such as unexpected extreme weather condi-
tions or illness in the family—were better able to respond and did not have to
reduce their spending on food and related goods in response to the event. This is
because mobile money helps risk-sharing among the community or family irre-
spective of location, strengthening these informal insurance networks.

In related work (https://www.pnas.org/content/109/26/10257) that also uses
a difference-in-difference methodology (Suri, Jack, and Stoker 2012), researchers
looked at the effects of a health shock and found houscholds that used M-PESA
were able to spend more on health-related expenses while also keeping up with
other household payments. Households that did not use M-PESA financed their
health-related expenses by cutting down on nonfood expenses, including with-
drawing their children from school. Similar results have been found in other
contexts using randomized control trials in Mozambique (Batista and Vicente
2021) and Uganda (Wieser and others 2019), where difference-in-difference and
instrumental variable estimation strategies were used, respectively.

Mobile Money Can Facilitate Higher Savings for
Households

Mobile money can also be helpful for financial resilience because it facilitates
saving. In Kenya, researchers used instrumental variables to find (https://blogs.
worldbank.org/en/impactevaluations/does-mobile-money-mobilize-savings-yes-
guest-post-alev-gurbuz) that mobile money usage led households to save more.
Households with mobile money accounts were 16-22 percent more likely to save
and their average household savings increased by 15-21 percent, the equivalent

of $2.7 to $3.7 per month (Gurbuz 2017).

Mobile Money Facilitates Transparency and
Formalization

Mobile money electronically records all transactions, which improves the security
of payments as well as their transparency, the consequences of which could be
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far-reaching on the economy. Greater transparency of earnings, transactions, and
remittances could greatly improve tax collection. A mature mobile money system
could also foster formalization of the economy (https://voxeu.org/article/eco-
nomics-mobile-money), integrating informal sector users into formal banking
and insurance, and allowing for stronger links to the government through social
protection schemes, tax collection, and other government programs (Aron and

Muellbauer 2019).

In the Long Term, Mobile Money Can Affect Occupation
Decisions

Mobile money and the ability to receive money easily and safely from social net-
works at a distance have been found to change the way that individuals within
households make decisions around their occupation. In Kenya, researchers (Suri
and Jack 2016) used a difference-in-difference methodology to examine the long-
run effects of M-PESA usage and found that higher access to mobile money
changed occupation choices, especially among women. The study estimated that
approximately 185,000 women moved from agriculture to small-scale retail
thanks to access to M-PESA.

Similarly, access to mobile money led to a shift from farm-based work to
self-employment in Uganda (Wieser and others 2019) and migration from rural
to urban areas where the income is higher in Mozambique (Batista and Vicente
2018). The latter was because mobile money increased individuals’ trust that they
could easily and safely remit money to their families in the rural areas.

Long-Term Effects on Poverty and Women

Research from Kenya (Suri and Jack 2016) found that access to mobile money
increased per capita household consumption and savings and therefore reduced
the rate of poverty. This increased consumption translated to a movement of
196,000 households out of extreme poverty—equivalent to 2 percent of all
households in Kenya. Long-term effects are examined in this study by running a
follow-up survey in 2014 for houscholds that saw relatively large increases in
agent access between 2008 and 2010. The effects were largest in female-headed
households, which highlight how the effect can be amplified when technology is
given to female household leaders. The researchers posit that mobile money could
give women in male-headed households, who are also usually secondary income
earners, more financial independence. Agent density—the number of agents
operating in a specific area—played a key role. Increased agent density was linked
to 3 percent of women in both female- and male-headed households taking up
business or retail occupations over farming,.
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CHAPTER 8

Strengthening Policy
Frameworks and Capacity:
International Experience and
Toolboxes

Alfred Schipke and Ling Hui Tang

INTRODUCTION

Several global economic shocks have increased vulnerabilities, leaving countries
with high debt levels and high gross financing needs. Some nations have already
undertaken debt restructurings. As of September 2024, about 50 percent of the
68 low-income countries (LICs) globally were classified as at high risk of debt
distress or in debt distress, according to the IMF—World Bank Debt Sustainability
Framework for Low-Income Countries. Given that 18 of those LICs are in
sub-Saharan Africa, these challenges are significant for the economic relationship
between Africa and China (see also Chapter 6). At the same time, these issues
underscore the importance of strengthening policy frameworks and fostering
capacity development. President Xi Jinping had already emphasized this at the
second Belt and Road Forum in April 2019, noting that an overarching frame-
work requires high project quality, fiscal sustainability, governance standards,
open procurement, and private sector participation.'

The IMF has developed several toolkits that are useful for countries aiming
to strengthen policy frameworks to maximize the benefits of investments and
financing, while minimizing risks. The following section provides an overview
of relevant frameworks. Global shocks (for example, sharp and prolonged
movements in commodity prices or pandemics) can adversely affect the debt
sustainability of LICs. Also, because investment decisions are made about an
uncertain future, they can lead to debt overhangs. Hence, it is important to

This chapter benefited from inputs and comments from the IMF’s Strategy and Policy Review
Department (SPR). Particular thanks go to Guillaume Chabert and Mark Flanagan. It also reflects
inputs and helpful comments from Debra Adams, Virginia Alonso, Cigdem Aslan, Dora Benedek,
Hamid Davoodi, Dan Devlin, Michael Hardy, Robert Kokoli, Waikei Raphael Lam, Anamaria
Maftei, Mario Mansour, Tewodaj Mogues, Clement Ncuti, Ian Parry, Graham Prentice, Fazeer
Rahim, Michelle Stone from the IMF Fiscal Affairs Department as well as Hui He from the
Institute for Capacity Development.

" Speech at the Belt and Road Forum for International Cooperation in April 2019.
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have frameworks in place that consider such adverse outcomes and, if neces-
sary, allow for orderly and speedy resolutions. Here, good practices and inter-
national experience can be useful for Africa and China. In this chapter, the
second section provides an overview of relevant IMF fiscal frameworks, where-
as the third section presents some international experiences with lending
abroad, including issues related to collateralized transactions. The fourth sec-
tion highlights the importance of capacity development, and the fifth section
concludes.

USEFUL FRAMEWORKS

Ensuring that investments and financing contribute to growth and job creation
requires supportive macroeconomic policy frameworks. Here, fiscal policy and
debt sustainability are critical for reducing risks for both African countries and
China. In addition, international experience offers guidance on good lending
policies.

Fiscal Framework

Strong fiscal frameworks can ensure that African countries get the best “bang for
the buck” and minimize fiscal risks. Fiscal reforms have been underway for
decades in many African countries, with many benefiting from IMF technical
assistance in these areas (see IMF 2018a). These reform efforts should be contin-
ued and, in several areas, accelerated, especially in public financial management
institutions, risk management, revenue policy and administration, and the use of
fiscal rules.” Here, it is also important to assess the spending needs to reach the
Sustainable Development Goals (SDGs).

Public Financial Management Institutions

Budgetary institutions, particularly public investment management institutions,
are critically important because they can improve the effective allocation and
efficiency of public investment (Dabla-Norris and others 2013; Fainboim, Last,
and Tandberg 2013; IMF 2015). Policies and capacity-building efforts should
aim to strengthen the credibility, unity, and comprehensiveness of the budget
(Box 8.1).

Sound policymaking requires fiscal transparency and good governance. The
principles embedded in the IMF Fiscal Transparency Code can be a useful guide,

*Other important areas include transparency and accountability, strong analytical and policy-design

capacity at ministries of finance and line ministries, strong budget execution systems (including I'T
systems), and adoption of international standards for fiscal reporting.
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Box 8.1. Key Principles for Effective Budgetary Institutions

* Budget comprehensiveness ensures that governments take a holis-
tic view of their expenditures. This approach means that all expen-
diture decisions, including investment, are considered together,
leading to better prioritization among competing items regardless of
the funding channel (for example, public—private partnerships). In
addition, public investment is authorized by the legislature and
disclosed in the budget documentation, thereby enabling adequate
oversight.

e Budget unity ensures that decisions about individual investment
projects take into account both immediate capital outlays and future
operating and maintenance costs.

o Safeguarding investment ensures sufficient appropriations to cover
the total project cost, avoiding any ad hoc diversions by the executive
and costly project overruns because of inadequate funding.

* Multiyear budgeting keeps capital spending transparent and predict-
able over the medium term.

Source: IMF Manual on Fiscal Transparency—Chapter I11. Open Budget Preparation, Execution,
and Reporting (https://www.imf.org/external/np/fad/trans/manual/sec03a.htm).

focusing on clearly defining the roles and responsibilities of different government
entities, making information on fiscal accounts publicly available, and ensuring
data integrity.’

Countries should adopt and implement sound medium-term budgetary
frameworks (MTBFs) with realistic and targeted expenditure policies, fully
aligned with resource envelopes (Allen and others 2017). The design of the
MTBF should be tailored to rationalize the size and horizon of scaled-up public
investment and its financing, given the available fiscal space. A well-developed
MTBF would help improve the predictability of resources and provide budget
managers at different levels with adequate planning certainty.

Strong public investment management institutions can enhance the efficiency
and productivity of public investment (Presbitero 2016; Gonguet and Jin 2017;
Weisfeld 2017). Public investment institutions are a subset of the broader
framework of budget institutions that govern the public financial management

? The IMF’s Fiscal Transparency Code is the international standard for disclosure of information about
public finances. The Code comprises a set of principles built around four pillars: (1) fiscal reporting,
(2) fiscal forecasting and budgeting, (3) fiscal risk analysis and management, and (4) resource revenue
management. See https://www.imf.org/external/np/fad/trans/Code2019.pdf.
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process. Priorities vary across country groups but generally involve the

following:

Ensuring fiscal sustainability and effective coordination (for example, phas-
ing in investment gradually commensurate with countries’ absorptive capac-
ity) to guide sustainable and adequate levels of public investment.
Ensuring the allocation of capital spending to the most productive sectors
and projects through careful cost—benefit analysis and risk assessment, with
a clear pipeline of approved projects.

Strengthening project implementation through transparent budget execu-
tion and procurement processes.

Ensuring accountability and integrity in project management to ensure
value for money.

Systematically strengthening the management of public—private partnerships
(PPPs) to contain related fiscal risks IMF 2016).

Box 8.2 outines the key components of the IMF Public Investment
Management Assessment (PIMA) Framework.

Box 8.2. Public Investment Management Assessment (PIMA)
Framework

The PIMA Framework assesses public investment management practices.
The key components include the following:

* Institutions assessment: Evaluates 15 institutions or practices involved
in the three key stages of the public investment cycle—planning,
allocation, and implementation. It also assesses three cross-cutting
institutions: the legal framework, IT systems, and staff capacity.

e Institutional design and effectiveness: Focuses on assessing both the
institutional design (“what is on paper”) and effectiveness (“what is in
practice”) of public investment management practices.

* Assessment process: Involves conducting a thorough assessment based
on data requirements, conducting meetings with key stakeholders,
analyzing dimensions, and preparing a detailed report outlining find-
ings and recommendations for reform.

e Action plan for reform: The PIMA Framework aims to identify key
bottlenecks in public investment management and develop an action
plan for reform to enhance the efficiency and effectiveness of public
investment practices.

Hence, the PIMA Framework provides a structured approach to evalu-

ating and improving public investment management systems, with a focus

on enhancing transparency, accountability, and the optimal use of resources
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in the public sector. In 2021, the PIMA climate-focused module was intro-
duced to highlight the climate-responsive dimension of the PIMA.

Source: PIMA Handbook: Public Investment Management Assessment, Ist Edition (https://www
.imf.org/en/Publications/Books/Issues/2022/07/12/PIMA-Handbook-Public-Investment-
Management-Assessment-1st-Edition-50166)  (imf.org) and Policy Paper Strengthening
Infrastructure Governance for Climate-Responsive Public Investment (https://www.imf.org/

en/Publications/Policy-Papers/Issues/2021/12/22/Strengthening-Infrastructure-Governance-
for-Climate-Responsive-Public-Investment-511258).

Risk Management

Sound fiscal risk-management practices can help limit the fiscal risks associated
with large-scale investment, thereby safeguarding macroeconomic stability. A
better understanding of these risks would not only allow governments to curb
their exposures but also enable them to take mitigating measures and allocate
budget provisions when appropriate (IMF 2016). Moreover, greater transparency
and effective risk-management practices can underpin credibility and market
confidence, which in turn could attract more trade and investment.

African countries with limited disclosure of risks should prioritize monitor-
ing and the development of macro-fiscal sensitivity analysis, especially to
understand the fiscal implications of indicative shocks and the scaling-up of
public investment (Weisfeld 2017). For resource-rich countries, a careful and
realistic assessment of the implications of major swings in commodity prices is
critical. Efforts should also be made to construct a basic financial balance sheet,
initially focusing on debt liabilities and liquid financial assets, with progressive
recognition of other financial assets and liabilities. These countries generally
need to improve their understanding and disclosure of major contingent liabil-
ities such as guarantees, PPPs, and disaster insurance schemes. Because coun-
tries collect more information on sources of risk and build their analytical
capacity, it is useful to construct alternative macro-fiscal scenarios based on
plausible shocks to a range of macroeconomic variables underpinning their
fiscal forecasts, using more advanced techniques, including probabilistic fore-
casting methods (IMF 2016).

African countries would benefit from expanding their toolkits for fiscal risk
management and adopting instruments to transfer, share, or provision for risk.
Priorities will depend on the country’s level of development and capacity, specific
exposures, and the cost—benefit trade-off of mitigation measures. Reporting and
accounting for all investment projects, including commitments and actual flows,
should be the first step. In general, LICs can benefit most from stronger direct
controls over exposures, including legally binding limits and centralized authori-
zation of guarantees, PPPs, subnational and state-owned enterprise borrowing,
and other explicit contingent liabilities. African frontier and emerging market
economies with basic risk management in place could make more effective use of
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risk mitigation and transfer tools such as partial guarantees, risk-based fees, disas-
ter reinsurance, and hedging instruments to incentivize better risk management
and reduce their exposure when risks materialize.

To accomplish this, it is important to introduce institutional arrangements to
support an integrated fiscal risk-management system. The appropriate organiza-
tional setup would depend on country-specific factors, but Box 8.3 lists some
good practices.

Box 8.3. Good Practices of Institutional Arrangements for Fiscal
Risk Management'

* Establishing a central risk oversight body. For low-income and
emerging market countries, centralizing the monitoring and manage-
ment of overall fiscal risk in a single body is advantageous (Cebotari
2008). This allows for an assessment of aggregate risk exposures across
the government and the identification of any systemic relationships
and interactions between risks. It also facilitates the examination of
whether risks from various sources offset each other (and therefore
may not require mitigation). This role can be assigned to a specific
unit or a high-level oversight committee.

¢ Establishing central controls over major risks. A central authoriz-
ing entity (for example, Ministry of Finance or a cabinet committee)
should approve contracts that expose the government to various fiscal
risks, particularly when a decision is made to cap exposure to specific
risks. These risk exposures (for example, guarantees) should be bench-
marked against traditional policy instruments and accounted for in

the budget.

* Defining clear accountabilities. Individual departments and line
ministries should be accountable for identifying, estimating, analyz-
ing, and monitoring specific fiscal risks within their functions.
Opversight functions, such as the oversight of the subnational govern-
ments, state-owned enterprises, public—private partnerships, and any
other sources of significant risk, should be centralized under the
Ministry of Finance.

Source: IMF Fiscal Risk Management (https://www.imf.org/en/Topics/fiscal-policies/Fiscal-
Risks).

! Governments can outline the preconditions to take on specific fiscal risks (such as loans, guaran-
tees, public—private partnerships, and so on). For example, the sponsoring public entities should

demonstrate the investment project cannot be financed on reasonable terms without government
loans or guarantee.
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Comprehensive, reliable, and timely fiscal data covering all public entities,
stocks, and flows are important to strengthen the oversight of the broader public
sector. The central government should require quarterly financial statements and
audited year-end statements from public entities whenever possible and monitor
performance against these financial targets. Monitoring these fiscal risks enables
the government to take corrective measures against unsustainable policies under-
taken by units outside the central government, in a manner consistent with
transparency, governance, and accountability arrangements.

The management of PPPs is an integral part of the overall public investment
management framework. PPPs and traditionally procured projects follow a similar
three-stage cycle (planning, allocation, and implementation) and share common
management features. To ensure PPPs deliver efficiency gains for African countries
while keeping their fiscal costs and risks under control, an effective regulatory frame-
work is important. This framework should include several key elements (Box 8.4).

Box 8.4. Key Elements for an Effective Public—Private Partnership
Regulatory Framework

* Good projects. All public investment projects, whether public—private
partnership (PPP) or traditional procurement, should go through a two-
step process. First, there should be a clear investment strategy to select
public investment projects based on national priorities and cost-benefit
analysis. Second, once the projects are selected, it should be determined
whether a PPP or traditional public procurement is more efficient, that
is, provides better value for money. Spending decisions should be con-
sistent with budgetary restrictions to ensure fiscal sustainability and take
into account the long-term fiscal implications of investment projects.

* Good institutions. It is essential that the Ministry of Finance man-
ages a “gateway process’ for PPPs that gives it sufficient control over
PPPs at each stage of the process, including contract renegotiation. At
any point in the process, the Ministry of Finance should be able to
stop projects that are fiscally unaffordable. A dedicated PPP unit, with
specialized and capable staff, can be helpful in managing this process.
It can also be useful for the Ministry of Finance to establish ceilings
on both the stocks and flows of PPPs to help control fiscal risks.

* Good laws. Preferably, a PPP law should be adopted to provide a
clear, fair, and predictable legal environment for the private sector.
The legal framework should also clarify the roles and responsibilities
of all relevant parties in PPP transactions. A dedicated PPP law can
be helpful in this regard because it has been associated with lower
rates of contract renegotiation (Guasch 2004).
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* Good budgeting, accounting, and reporting practices. These
should aim to achieve full and transparent disclosure of all future
budgetary costs and fiscal risks from PPPs. The effect of PPPs on
future government outlays should be incorporated into debt sustain-
ability analysis and the medium-term fiscal framework. The use of
commitment appropriations in the budgetary process, which autho-
rize governments to commit public resources for future years, can also
be helpful in drawing attention to the future costs of PPPs.

The IMF-World Bank PPP Fiscal Risk Assessment Model (PFRAM) is
a useful tool to analyze government costs and risks in individual PPP proj-
ects for China and African countries. PFRAM is an Excel-based analytical
tool that assesses the potential fiscal costs and risks arising from PPP proj-
ects based on international accounting and statistics standards, including
International Public Sector Accounting Standards 32 and the IMF
Government Finance Statistics Manual 2014. Tt generates standardized out-
comes based on project-specific and macroeconomic data, which include:
project cash flows; fiscal tables/charts on a cash and accrual basis; debt
sustainability analysis with and without the PPP project; sensitivity analysis
of main fiscal aggregates to changes in macroeconomic and project-specific
parameters; and a summary risk matrix of the project.

The Excel template and user manual can be downloaded from the
Infrastructure Governance site (http://www.imf.org/external/np/fad/
publicinvestment).

Source: IMF 2006.

Revenue Policy and Administration

Robust revenue policies and administration are essential for African countries to
mobilize revenues, enabling necessary spending while ensuring fiscal
sustainability.

Tax competition among African countries can ultimately lead to revenue losses
in all countries, theoretically prompting scope for tax coordination. However,
experience from other regions suggests significant obstacles to agreements on tax
levels, such as tax rates, because of differing interests and preferences among
countries (see Keen and Konrad [2013]).* In the case of the West African
Economic and Monetary Union, taxation policies of companies, value-added
taxes, and excises are already coordinated through regional directives with floors

“Beyond interests and preferences, countries also face constraints, such as (1) different tax systems

and regulations that are hard to harmonize, (2) political considerations (or geopolitical tensions) that
lead to restrained or volatile decision making, (3) limited resources that hinder the implementation
and enforcement of complex agreements, and so on.
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on tax rates. Agreements to limit the scope for international tax planning are
easier to reach,’ as are agreements that restrict the use of tax incentives.’®

To address some of these issues, the Belt and Road Initiative Tax Administration
Cooperation Mechanism,” a multilateral tax cooperation mechanism under the
Belt and Road Initiative, was established in April 2019. It includes tax authorities
from about 36 countries and regions, including African countries. Its objective is
to facilitate cross-border trade and investment and help resolve tax disputes
(Box 8.5). Another platform for coordinating taxes in Africa is the African Tax
Administration Forum.

Box 8.5. The Belt and Road Initiative Tax Administration
Cooperation Mechanism (BRITACOM)

BRITACOM consists of the Council, the Secretariat, the BRI Tax Admin-
istration Cooperation Forum (BRITACOF), the BRI Tax Administration
Capacity Enhancement Group, and the Advisory Board. The permanent
secretariat is in Beijing. The head of the Revenue Service of Georgia is
currently the chair of the BRITACOM Council,’ and Mr. Wang Daoshu,
deputy commissioner of the State Taxation Administration (STA) of
China, is currently the executive secretary of the BRITACOM Secretariat.”

BRITACOM holds annual BRITACOF conferences. The first
BRITACOF conference was held in Wuzhen, China, in April 2019 and
produced the so-called Wuzhen Action Plan organized along six themes:
(1) annual BRITACOF conference together with a Business and Industry
Tax Dialogue, (2) rule of law and tax certainty, (3) tax dispute resolution,
(4) building tax administration capacity, (5) streamlining tax compliance,
and (6) digitalization of tax administration. Subsequent conferences took
place in 2021, 2022, and 2023.
'Formoreinformation,seehttps://www.britacom.org/xw_7086/jzdt/202309/t20230911_1129744
heml.

*For more information, see https://www.britacom.org/jzgk/secretariat.

>The G20/Organisation for Economic Co-operation and Development Inclusive Framework on Base
Erosion and Profit Shifting initiative, for example, already covers many Belt and Road Initiative
countries as members.

%In the European Union, for example, State Aid rules that limit subsidies also apply to certain benefi-
cial tax provisions. Moreover, there is a voluntary agreement to abstain from certain practices deemed
as harmful tax competition (https://www.consilium.europa.eu/en/council-eu/preparatory-bodies/
code-conduct-group). Tax agreements also help in (1) fighting tax avoidance/evasion (information
exchange, anti-abuse rules, and so on); (2) preventing double taxation (allocating taxing rights);
(3) enhancing legal stability for taxpayers; and (4) avoiding discrimination (equitable treatment for
cross-border activities).

7 For more information, see https://www.britacom.org/jzgk/council.
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In general, establishing anti-avoidance rules and addressing cross-country tax
mismatches might be important. For instance, countries lacking strong transfer
pricing regulations and thin capitalization rules could benefit from their intro-
duction or strengthening. Such measures can reduce the risk and scope of revenue
losses from international tax planning. Although international coordination on
these issues is useful, countries can also implement many of them unilaterally.
However, it will be important to consider interactions with any existing double
taxation agreements.

Many countries will need to strengthen their tax administrations (see also IMF
and World Bank 2023). These reforms align with the reform programs that many
countries should pursue regardless of China’s engagement, but investment and
financing flows from China provide an additional incentive (see Box 8.6).

Box 8.6. Priority Tax Administration Reforms

 Undertake an objective diagnostic assessment of the capability of the
tax administration against international good practices, such as with
the Tax Administration Diagnostic Assessment Tool' instrument, to
prioritize and guide the scope of reforms. Make use of international
capacity development support” in implementing the reforms.

e Understand trends in the country’s tax gap. Tools are available to
estimate the overall tax gap, the compliance gap, the policy gap, and
their subcomponents.’

e Strengthen headquarters capacity to ensure it has the analytical capac-
ity to assess risks to the tax system and guide the organizational
responses to them. This requires assigning sufficient resources and
developing the capacity to develop segment- and function-based risk
compliance management strategies, especially where China will bring
new types of cross-country investment.

* Amend legislation to ensure that tax administrations have the powers
to access information and deal with more sophisticated types of trans-
actions.

e Expand information gathering and sharing, especially between tax
and customs administrations. If tax incentives are provided, their
costs should be accounted for (as “tax expenditures”) and taxpayers
should be required to report their use to the tax administration, so
that the cost of these incentives can be assessed against the economic
benefits gained from providing them.

e Establish (or strengthen) large-taxpayer offices to manage the most
sophisticated taxpayers that will engage in the most complex
cross-border transactions.
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* Consider establishing medium-taxpayer offices to manage those tax-
payers that are smaller than large taxpayers but still significant in
terms of revenue. Many importers and exporters involved with trans-
actions generated by the Belt and Road Initiative will be in this seg-
ment.

* Bolster information technology to improve efficiency of processing,
reduce the compliance burden on taxpayers, and provide the informa-
tion needed to identify risks and assess responses.

* Increase the capability of staff to adopt modern tax administration
approaches.*

'See TADAT. org.

2 Including from the Belt and Road Initiative, through Virtual Training to Advance Revenue
Administration  (VITARA—Organization  https://www.imf.org/en/Capacity-Development/
Training/ICDTC/Courses/ VITARA-ORG), or other international capacity develop-
ment resources.

? See the IMF’s Revenue Administration—Gap Analysis Program for Value-Added Tax: hrtps:/
www.imf.org/en/Publications/ TNM/Issues/2017/04/07/The-Revenue-AdministrationGap-
Analysis-Program-Model-and-Methodology-for-Value-Added-Tax-Gap-44715.

“VITARA is a series of online training modules supporting tax administrators around the world
to build their knowledge and understanding of critical features of modern tax administration.
VITARA is a joint initiative of Inter-American Center of Tax Administrations, Intra-European
Organisation of Tax Administrations, IMF, and Organisation for Economic Co-operation
and Development. See: https://www.imf.org/en/Capacity-Development/Training/ICDTC/
Search?sortby=Relevancy&sortdir=Descending&keywords=VITARA.

A major challenge for customs administrations is ensuring effectiveness and
efficiency, balancing between controls undertaken at the borders and inland,
the balancing of enforcement with trade facilitation, and the need for modern
transit procedures. This will require improvements to customs staffing and
infrastructure to:

* Reduce processing times: Customs administration procedures should be mod-
ernized, predictable, fast, cost-effective, easily accessible, and understand-
able, based on international standards and good practices. Customs controls
should be fair, effective, and efficient, based on risks assessed using intelli-
gence from various sources, and selective by mode of transport and reliabil-
ity of economic operators.

* Prioritize border controls: To ensure the fast passage of goods and means of
transport across the borders, only essential controls should be performed at
the borders. All other controls, including financial (revenue related) con-
trols, should be undertaken at inland clearance facilities to eliminate unnec-
essary and expensive waiting times at the borders.’

¥In addition to inland clearance, a formal post-clearance audit operation is key because this is a
fundamental part of the customs’ compliance mechanisms.
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* Facilitate transit: Customs transit procedures cover both goods and means of
transport proceeding from the national borders to an inland clearance facil-
ity (inland/national transit) and goods proceeding from one external border
station to another one. The former is normally a national procedure, where-
as the latter can be national or based on bilateral or a wider, international
arrangement.9 A regional arrangement is more desirable, creating standard
procedures and opportunities to lower both administrative burdens and
clearance time.

Many African countries would benefit from organizing their tax system reform
efforts under the umbrella of a medium-term revenue strategy (see IMF 2019).
The core elements of a medium-term revenue strategy are shown in Box 8.7 (IME

OECD, United Nations, and World Bank 2016).

Fiscal Rules

Fiscal rules, if properly calibrated and implemented, can help correct a deficit bias
prevailing in many African countries and ensure fiscal sustainability by imposing
a long-lasting constraint on fiscal policy. The rules can create room for predictable

Box 8.7. Core Elements of a Medium-Term Revenue Strategy

Developing a broad consensus on medium-term revenue goals should be a
government-led effort that reflects societies” expectations of public sector
and expenditure needs. It should be an inclusive process that is ideally
reflected in a medium-term budget and formal documents—including the
medium-term revenue strategy document.

Reform of the tax system through a carefully sequenced overhaul of key
elements. This includes a redesign of tax policy settings, a reform of the
revenue agencies, and strengthening of the legal framework.

Governments must lead the tax system reform—a country-owned
objective—from the highest level. Most success factors depend on govern-
ment decisions: strategic goals, governance, political support, timeframe of
effort, reform management process, communication, and
institutionalization.

External support is often needed to help formulate and implement the
medium-term revenue strategy. The other Belt and Road Initiative partici-
pants and existing donors and technical assistance providers could provide
support for countries with lower capacity.

Source: IMF 2019.

? Adopting the Customs Convention on the International Transport of Goods under Cover of TIR
Carnets (TIR Convention) might be useful. They provide international transit arrangements and
guarantees, but so far, few African countries have ratified them.
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levels of investment by limiting policymakers’ discretion and anchoring expecta-
tions (Balassone and Franco 2000; Schaechter and others 2012; Eyraud and
others 2018). Best practices in designing and implementing fiscal rules are out-
lined in Box 8.8.

Assessing the Spending Needs for the Sustainable
Development Goals

Achieving the SDGs in African countries aligns closely with broader objectives
of strengthening inclusive and sustainable economic growth. Fiscal policy can
serve key goals, such as macroeconomic stability and long-term development
objectives, and integrating the attainment of the SDGs into policy frameworks

Box 8.8. Best Practices for Fiscal Rules

Best practices for fiscal rules foster effective economic governance and sus-
tainable public finances. They include:

o Feasible and stable fiscal plans: Fiscal rules should be linked to feasible
and stable fiscal plans that guide government spending and revenue
decisions.

o Flexibility in response to shocks: Fiscal rules should incorporate flexibil-
ity mechanisms to allow for adjustments in response to unexpected
economic shocks or crises.

o Transparent fiscal anchors: Clear and transparent fiscal anchors should
be established to provide guidance on the government’s fiscal policy
objectives and constraints.

* Risk-based rules: Implementation of risk-based rules that ensure a path
to debt sustainability and the accumulation of fiscal buffers to miti-
gate risks associated with fiscal policy decisions.

o Checks and balances: Establishment of checks and balances within the
fiscal framework to promote accountability, transparency, and over-
sight of government fiscal decisions.

* Quality of government finance statistics: Improving the quality of gov-
ernment finance statistics, including enhancing fiscal reporting,
adopting accrual accounting methods, and moving toward a compre-
hensive public sector balance sheet approach for better monitoring of
government actions and risk exposures.

Incorporating these best practices into fiscal rule design and implementa-
tion can enhance the government’s effectiveness of its fiscal frameworks,
promote fiscal discipline, and ensure sustainable public finances in the long
term.

Source: Caselli and others 2022.
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contributes to the latter objective. This dual focus of fiscal policy is essential in
an environment in which African countries are navigating the challenges of high
debt levels, large financing needs, and an imperative for sustainable growth.

The IMF SDG Costing Tool estimates the additional spending required to
achieve SDGs by 2030 that are critical for human and physical capital develop-
ment and for which expenditure policy plays a large role (Gaspar and others
2019; Carapella and others 2023). These include spending in social sectors and
infrastructure. The analytical tool also provides guidance on the key cost drivers
that need to be adjusted to make progress in the SDGs. This analysis can serve
as input for macro-fiscal policy and as the basis for African countries’ assess-
ments on the needed revenue mobilization, financing, and expenditure efficien-
cy gains to achieve core medium-term development objectives. Box 8.9 outlines
the key approach to estimate the additional expenditure for the SDGs and the
central findings.

Box 8.9. Assessing the Additional Spending Required for
Sustainable Development Goals

* The IMF Sustainable Development Goal (SDG) Costing Tools latest
(third) edition (Carapella and others 2023) contains estimates for the
additional spending needs for SDG3 (health), SDG4 (education),
and targets within SDG6 (water and sanitation), SDG7 (electricity),
and SDGY (road infrastructure) for 173 countries, including 45 from
sub-Saharan Africa.

* In the SDG costing methodology, the target performance in 2030 for
a given country is determined by a combination of absolute targets
derived from SDG indicators, and the use of values from income
peers with the highest SDG outcomes. For example, in education, the
student—teacher ratio to be achieved in 2030 by a country is the aver-
age student—teacher ratio of high-SDG4 countries among the income
peers, whereas the target gross enrollment rate is 80 percent for all
countries based on SDG4 targets.

¢ Globally, additional spending needed to achieve a strong performance
in the selected SDGs in 2030 amounts to $3 trillion (3.4 percent of
2030 world GDP). Estimated at 16.1 percent of 2030 LIDC GDP,
the average additional SDG cost of this income group is significantly
higher than in Emerging Market Economies, who face additional
spending amounting to 4.8 percentage points of their GDP in 2030.

 Sub-Saharan Africa is the region with by far the largest additional
expenditure burden—at 19.4 percentage points of GDP—to achieve
a good performance in the SDGs.
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* The amounts the world will need to spend in addition to meet
human versus physical capital development needs are about equal—
1.7 percentage points of GDP in each case. Sub-Saharan Africa will
need to spend 9.9 and 9.5 percent of the region’s GDP on human and
physical capital development, respectively.

FINANCING STRATEGIES

Another important aspect of bolstering macroeconomic stability is to ensure
sound public financing strategies. Pre-existing debt vulnerabilities and countries’
exposure to shocks need to be carefully accounted for in designing financing
strategies. For governments with limited fiscal space beyond their baseline fiscal
plans, a couple of possibilities could be explored:

* Highly concessional support: Combined with well-targeted and efficient
investment that would boost growth, financing on highly concessional
terms would have a lower effect on debt burden indicators. It is important
to note that LICs under an IMF-supported program that are rated at high
risk of debt distress or in distress cannot borrow on non-concessional terms
(with some limited exceptions for priority projects), and the same applies for
countries subject to the World Bank’s sustainable development finance pol-
icy (see, for example, IMF 2021).

o Foreign direct investment rather than lending: This would have the advantage
of not adding to countries' debt burdens while supporting economic
growth. At the same time, to the extent that such direct investment was to
come in the form of PPPs with a Chinese-backed entity taking the role of
the private investor, care should be taken to ensure that financial risks for
host governments are fully understood and contained, because PPPs are
already a source of rising debt risks in LICs (IMF 2018a).

e Other financial arrangements: To reduce reliance on public sector funding,
flexible and innovative financial arrangements could be encouraged to
attract institutional investors for better risk sharing and improved project
selection and execution. In particular, project equity contribution by the
public sector could support syndicated bank loans and project bond issu-
ance. Equity contribution from the host country may align incentives prop-
erly to reduce sovereign risks. Such equity contributions can both lower the
risk of impairment and increase project quality control.

For African countries with some fiscal space, a careful examination would be
needed to understand how the proposed borrowing would affect their debt
burden indicators, taking into account the beneficial macroeconomic effects of
the investment being financed. Financing should be structured to avoid creat-
ing or exacerbating debt vulnerabilities. Loan amounts could be calibrated to
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avoid breaching debt stock thresholds" (taking account of the beneficial mac-
roeconomic effects of the investment), whereas grace periods and maturities can
be structured to not add to debt-service requirements, or gross financing needs,
in years where such requirements from outstanding debt are high already. For
countries with a moderate risk of debt distress rating and under an IMF pro-
gram, there may be limits on the total amount of concessional and non-conces-
sional borrowing (to prevent debt from being pushed into a high-risk region)."

Because many African countries are highly exposed to a variety of shocks, there
is a strong case for adding state-contingent features to new debt contracts.'” By
linking a country’s debt-service payments to its ability to pay, state-contingent
official loans can help enhance sovereign resilience when there is high uncertainty
in returns on the investments being financed and the country is vulnerable to
large exogenous shocks (IMF 2017b). This, in turn, increases fiscal space. State-
contingent bonds could also be attractive for China—for instance, commodi-
ty-linked bonds would provide a natural hedge for China, which tends to be a net
importer of commodities.

There are several options for state-contingent features. Commodity-exporting
African countries exhibit highly volatile growth-interest rate differentials and
primary balances. If loans to these countries could include a provision to reduce
debt payments when commodity prices fall (and raise payments when commod-
ity prices rise), this volatility could diminish. Similarly for low-income African
countries with a volatile debt-to-GDP ratio, linking interest payments to GDP
could help stabilize fiscal policy and provide much needed relief in times of
stress. More generally, for other small open economies, debt payments could be
linked to variables such as exports, trading partner GDE, bond spreads, or global
volatility index. In the event of a large adverse shock, the automatic relief imbed-
ded in the instrument would reduce the probability of sovereign default, which
can be costly for both debtors and creditors.” In addition, given the increase of
climate-related shocks, Climate Resilient Debt Clauses—as reflected, for exam-
ple, in the initiative led by the United Kingdom in 2023—can provide countries
with additional fiscal space at the time of the crises (see United Kingdom
Government 2023).

"In the debt sustainability analyses for both market-access countries and low-income countries, debt
burden indicators such as the ratio of debt to GDP are compared with thresholds. If an indicator
is less favorable than the threshold, this is interpreted as a sign of heightened risk of debt distress.

"' See Public Debt Limits in IMF-Supported Programs (http://www.imf.org/external/np/spr/2015/conc/
index.htm).

"> Some official bilateral creditors have already been extending loans with such features: Agence
Francaise de Développement has, in the recent years, extended to seven African countries “counter-
cyclical loans” in which the maturity period extends in the face of a large export shock. For a review
of this experience, see Commonwealth Secretariat (2016).

" Maturity extension triggers could also be set as an export fall of, say, 10 percent; a decline in com-
modity prices of 20 percent; a natural disaster of given intensity (akin to the “hurricane clause” in

Grenada’s 2015 exchange bonds).


http://www.imf.org/external/np/spr/2015/conc/index.htm
http://www.imf.org/external/np/spr/2015/conc/index.htm
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Box 8.10. Techniques Used by Chinese Lenders to Reduce
Project Finance Risks

Chinese banks use different techniques to help reduce project risks:

e Chinese infrastructure funds, such as the Silk Road Fund, may pro-
vide equity stakes to reduce the banks’ exposure.

e The China Export and Credit Insurance Corporation (Sinosure)
may provide insurance for risky projects at a premium (typically 2-5
percent). Credit guarantees from project sponsors (for example, large
Chinese state-owned enterprises) are sometimes provided to the
lenders.

e Collateral arrangements such as concessions offered to lenders in the
form of operating the infrastructure assets or providing commodity
exports as collateral may be used. Chinese policy banks typically go
together with the project sponsors (for example, Chinese companies)
to bid for overseas projects in African countries, leveraging the knowl-
edge and experience of these private firms.

The following risk mitigation techniques are reportedly used by Chinese
policy banks:

Instruments, contract design, collateral arrangement, and pricing

Select the viable project  Thorough due diligence to ensure high-quality projects and

and price the risk prop-  price the loan based on project risk

erly

Equity cushion from Government-owned infrastructure fund; economic cooperation

public sector fund between China and Association of Southeast Asian Nations
(ASEAN) , United Arab Emirates (UAE), Eurasia

Credit insurance Sinosure

Credit guarantee Guarantee provided by project sponsors

Collateral Commodity output (for example, oil or minerals), land leasing,

right to operate the ports/highway/power stations
Contract design Incentive-compatible equity ownership for better risk sharing

Source: IMF staff.

At the project level, many Chinese lenders have reportedly used different tech-
niques to help reduce project finance risks (Box 8.10).

COLLATERALIZED TRANSACTIONS

An important question relates to the use of collateralized financing. The IMF and
the World Bank suggest that collateralized lending can be beneficial to a develop-
ing country, but there are also pitfalls. Specifically, collateralized financing of
projects where future revenue streams are directly linked to repayment under
adequate disclosures that mitigate the risk of mispricing for both unsecured and
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secured creditors has the highest potential for benefiting the borrower and pro-
tecting the longer-term development relationship with creditors. In contrast,
collateralized financing, even if related to a project, can cause more harm than
good when one or more of the following criteria are met: (1) it does not improve
borrowing terms, (2) it weakens debt sustainability, (3) it is not disclosed, and (4)
it does not respect negative pledge clauses. Hence, it is important for both public
lenders and borrowers to undertake a careful assessment when considering collat-
eralization. For lenders, this would imply aligning decisions about collateralized
transactions with existing G20 Operational Guidelines on Sustainable Financing
(see IMF and World Bank 2023)."

GOOD PRACTICES FOR LENDING ABROAD

As discussed in the previous section, prudent and sustainable financing practices
are vital for African countries to support macroeconomic and debt sustainability.
For borrowers, prudent borrowing would fund investment toward a higher
growth rate, thus helping them toward achieving the SDGs; excessive borrowing
in turn could lead to debt distress, disrupting their development process. For
China, prudent lending practices allow China’s savings to be deployed in high-
er-return projects, while reducing the risks associated with such lending.

As international experience shows, there is not one single model for lending
frameworks. At the same time, the international experience suggests that strong
lending frameworks are critical. Frameworks can generally be organized along
different dimensions and comprise (1) the governance and oversight of lending
agencies, (2) procedures for internal risk assessments and controls, and (3) mon-
itoring and reporting provisions (and transparency).

Debt Transparency

Debr transparency is essential to foster sustainable financing."” Without transpar-
ency about a borrower’s exposures, creditors are less likely to make the right
decisions, more likely to lend beyond a country’s capacity to bear debt, and thus
more likely to face debt resolution situations. Although each individual creditor
may have an incentive not to reveal its exposure (“commercial interest”), collec-
tively all are better off if transparency and accuracy of debt data are secured.
Several practices can promote strong transparency and accuracy of debt data.
These include publishing information on exposures in a timely manner'® (or at
least sharing information with International Financial Institutions); regularly
reconciling data between borrowers and creditors; publishing information on
contractual clauses (for example, on the existence of collateral); and conducting a
regular dialogue with other creditors (for instance, through the Paris Club). To

" See also G20 (2020).
" On debt transparency, see also IMF 2022.

'In line, for example, with data provision to the IMF for surveillance purposes.
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accomplish these practices, a country first needs procedures for aggregating infor-
mation from individual official creditor agencies (including delegation to an
agency to do this).

Based on a 2019 IMF-World Bank survey of creditors, many have already
achieved sound and strong practices in this area.'” About half of the countries
self-reported to have at least sound practices in terms of sharing information on
existing and new lending. About one-third were assessed to have strong practices,
reporting all aspects of terms as per Organization for Economic Cooperation and
Development requirements and providing information for all lending agencies
consolidated in one website.

Lenders’ Internal Risk Assessment and Risk Management/
Control

There are several important dimensions to risk analysis and control on the side of
lenders. Risk analysis has both a microelement (what return will the project yield
based on some assumptions) and a macroelement (whether the country generates
enough foreign exchange to repay). Both need to be considered because it is pos-
sible to get the analysis at the project level perfectly right and still face a repay-
ment problem because of a shock to a country’s terms of trade. This could be a
macro shock such as a sudden drop in oil prices or an increase in global risk
aversion leading to higher interest rates or even capital outflows. In any of these
cases, a country could be short of the foreign exchange needed to repay the loans.
Risk control refers to how decisions are taken based on the risk analysis, how
lending terms and decisions are related to the risk analysis, and how risks are
managed on lenders” balance sheets.
Several practices/approaches can assist with effective risk control:

* Layered decision making. Setting the right controls on lenders can be crit-
ical. At a high level, this should cover: (1) defining the types of lending
activities allowed and (2) overall and country exposure limits. In the context
of individual loans, this involves setting procedures to determine when
decisions are delegated. One good practice involves requiring all transac-
tions above a certain size/risk threshold to be approved at a higher level in
the governance structure (for example, the supervising ministry, instead of
the lenders’ Board of Directors).

* Tying terms and conditions to the level of risk. Usually, higher risk should
lead to a higher interest rate to protect lenders from losses. However, to
support development in LICs and mitigate debt crisis risks, many lenders
have agreed to refrain from lending non-concessionally to countries at high

G20 Operational Guidelines for Sustainable Financing—Survey Results and Policy Recommendations,
Joint paper by the IMF and the World Bank, May 31, 2019. The survey had extensive participation
by creditors, including by non-G20 members, with a total of 15 G20 members (covering 37 lending
agencies) and 5 non-members of the G20 (covering 12 agencies) responded.
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risk of distress.'® This puts a focus on offering rates below market and longer
grace and repayment periods. Of course, other terms and conditions also
matter (including collateral, which can be highly problematic for borrowers).

* Provisioning requirements. Requiring a set aside for potential losses can
prove a powerful tool to discourage risky lending (because it consumes
lender resources). This entails the use of risk analysis matched to some
methodology for determining loss-given default. On the latter, it is import-
ant to note that the IMF and World Bank have published guidance on how
to calibrate a sustainable debt sustainability analysis for an LIC from an
unsustainable starting point (IMF 2017a).” Guidelines on loss-given
default should account for this.

Most sovereign creditors have strong practices for effective risk control. Based
on the results of the G20 survey of country practices, more than 70 percent of the
respondents appear to also have at least sound practices in terms of debt sustain-
ability analysis guiding lending volumes and terms. An option used by one major
creditor is to have lending agencies use a single interagency country risk-assess-
ment system to inform lending decisions and terms while allowing each agency
to have its own provisioning policy.

Creditor-Debtor Engagement (Debt Resolution
Procedures)

The adoption of good information sharing as well as risk-assessment and
risk-management/control practices is necessary but is not sufficient to ensure
success. As history, however, reveals, it is also important to have frameworks in
place to deal with potential debt distress issues.

Good lending practices should also encompass what to do when borrowers get
into trouble and cannot repay. In such cases, timely resolution is of the essence,
and it reduces costs borne by both the debtors and creditors. However, there is a
well-documented tendency among lenders in these circumstances to address the
situation—"“too little and too late.””" This, in turn, damages the borrowers and
impairs both the borrowers” development and their overall capacity to repay
creditors.

' Recommendation of the Council on Sustainable Lending Practices and Officially Supported Export
Credits, Organization for Economic Co-operation and Development, November 2016 (http://www.

oecd.org/officialdocuments/publicdisplaydocumentpdf/2cote=tad/ecg(2016) 14&docLanguage=En).

" Guidance Note on the Bank-Fund Debt Sustainability Framework for Low Income Countries, Joint
paper by the IMF and the World Bank, February 2018 (https://www.imf.org/en/Publications/Pol-
icy-Papers/Issues/2018/02/14/pp122617guidance-note-on-lic-dsf). In particular, see the section on
Assessing Sustainability (pp. 46-47) for guidance to debt sustainability analysis for users in construct-
ing a sustainable scenario from an “in distress” starting point.

* Sovereign Debt Restructuring—Recent Developments and Implications for the Fund’s Legal and Policy
Framework, April 2013 (https://www.imf.org/~/media/Websites/IMF/imported-full-text-pdf/exter-
nal/np/pp/eng/2013/_042613.ashx).


http://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=tad/ecg(2016)14&docLanguage=En
http://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=tad/ecg(2016)14&docLanguage=En
https://www.imf.org/en/Publications/Policy-Papers/Issues/2018/02/14/pp122617guidance-note-on-lic-dsf
https://www.imf.org/en/Publications/Policy-Papers/Issues/2018/02/14/pp122617guidance-note-on-lic-dsf
https://www.imf.org/~/media/Websites/IMF/imported-full-text-pdf/external/np/pp/eng/2013/_042613.ashx
https://www.imf.org/~/media/Websites/IMF/imported-full-text-pdf/external/np/pp/eng/2013/_042613.ashx
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To correctly orient and incentivize lenders in debt-resolution situations and
facilitate sustainable outcomes, several key practices are necessary:

* Defined procedures for covering losses. In part, this relates to lenders’ pro-
visioning practices, but it also needs to cover circumstances where provision-
ing proves inadequate and a budgetary appropriation is needed (not an
uncommon outcome because LICs are subject to large shocks and risks can
shift quickly).

o Internal coordination procedures (covering lending agencies). This is a
necessary condition for external coordination. Official lenders in a country
need to speak with one voice in a restructuring process. This involves defin-
ing who is the negotiating authority and procedures to establish “red lines”
for the negotiators to respect.

* Procedures for coordination with other external creditors. Coordination
is critical in speeding up to reach agreement with every official creditor. It
also minimizes holdout problems. Several approaches are possible.

* Where available, using the G20 Common Framework for Debt Treatment.
This coordination mechanism ensures that all official bilateral creditors are
organized in one single pool, share information among themselves, and can
enforce comparability of treatment from other creditors, in particular pri-

. 21
vate creditors.

* Ad hoc coordination with the Paris Club (the approach initially taken by
Korea and Brazil). Although membership has advantages which could be
considered over time, these advantages can also be realized by participating
in individual club treatments on an ad hoc basis. A key benefit is close coor-
dination with IMF policies to achieve comparability of treatment for any
non-participating creditors.

* Coordination can also be achieved by relying on debt advisors (for exam-
ple, hired by the borrower). However, difficult issues such as trust between
creditors, funding of legal and administrative costs of the advisor, and influ-
ence over potential holdout creditors would need to be satisfactorily
addressed to secure success.

* Taking a leading role in organizing creditors. This raises the same issues
as relying on advisors, especially in terms of managing holdouts. Moreover,
it lacks some of the advantages of ad hoc cooperation with the Paris Club,
particularly facilitating comparability of treatment (because IMF policies are
not as well defined with respect to treatment of holdouts in this instance).

* Procedures for determining repayment capacity and securing adjustment
by the borrowing country. Generally, debt resolution requires a careful

*'In 2020, the G20 and Paris Club agreed to coordinate and cooperate on debt treatments for up to
73 low-income countries under the Common Framework for Debt Treatments. The framework aims
to address sovereign debt sustainability and liquidity issues (see https://www.imf.org/-/media/Files/
News/news-articles/english-extraordinary-g20-fmcbg-statement-november-13.ashx).
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assessment of the macroeconomic outlook, and then involves a mixture of
adjustment by the borrowing country and restructuring of loans by lenders
to restore sustainability. Lenders have a very strong interest in seeing a fea-
sible adjustment realized, because without it, their losses will be higher. The
usual way is to both define the macro envelope and ensure that adjustment
is implemented in an IMF program (for example, the Paris Club and the
G20 Common Framework require this for a treatment). Alternative models
of restructuring outside IMF programs have been prone to failure and can
lead to repeat restructurings (for example, Belize).

CAPACITY DEVELOPMENT

Focusing on upgrading policy frameworks and adopting good international prac-
tices will ensure that resources are channeled to the most productive sectors and
that risks are minimized. Strengthening policy frameworks, however, needs to go
hand in hand with capacity development.

The IMF has been working with many countries in Africa and China—and
stands ready to further increase its engagement—through technical assistance and
training from six regional capacity centers in Africa,” the Africa Training
Institute, the China—IMF Capacity Development Center (see Box 8.11), as well
as technical assistance from the IMF Fiscal Affairs, Monetary and Capital
Markets, the Strategy and Policy Review,” Legal and Statistics Departments, and
the Institute for Capacity Development.

Box 8.11. The China-IMF Capacity Development Center

The China—IMF Capacity Development Center (CICDC) was established
by the IMF and the People’s Bank of China during the first Belt and Road
Forum in May 2017 and formally inaugurated a year later at the joint
People’s Bank of China—IMF high-level conference on Macroeconomic and
Financial Frameworks for the Successful Implementation of the Belt and
Road Initiative. As part of the IMF’s global network of regional capacity
development centers, the CICDC provides IMF training to support gov-
ernment officials from China and countries associated with the Belt and
Road Initiative (BRI) and beyond in effective institution-building and
policymaking.

*The centers are Central Africa Regional Technical Assistance Center; East Africa Regional Technical
Assistance Center, South Africa Regional Technical Assistance Center, West Africa Regional Technical
Assistance Center (AFW), and West Africa II Regional Technical Assistance Center (AFW2).

* For example, the IMF worked closely with the Chinese Ministry of Finance on the development of
the Belt and Road Initiative debt sustainability framework. See Chinese Ministry of Finance (2019).
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As of January 2024, CICDC has conducted 96 courses/workshops for
China and BRI countries, including 13 outside China in collaboration with
IMEF regional training centers/programs in Mauritius, Georgia, Austria,
Central America, and the Caribbean. These included a workshop on the
low-income countries debt sustainability framework and IMF policies for a
group of BRI country officials and Chinese state lending agencies, and a
workshop on sustainable infrastructure jointly delivered by staff from the
IMEF and the European Bank for Reconstruction and Development (EBRD).
In its first five years of operation, the CICDC trained a total of 3,115 gov-
ernment officials, of which 672 came from 108 countries mainly in Africa,
Asia, Central Asia, and Europe. Inside China, the CICDC trained 2,794
officials, of which 2,443 are from China and 352 are from BRI countries.

CONCLUSION

Several global shocks have increased vulnerabilities, and many countries in Africa
face high debt levels and high gross financing needs. Looking ahead, policymak-
ing will become even more challenging, especially because continued investments
are necessary to foster growth and reduce poverty. These vulnerabilities and
potential exposures to shocks must be carefully considered in designing future
financing strategies. African countries with limited fiscal space would benefit
from highly concessional support; foreign direct investment rather than lending;
and other flexible, innovative, and transparent financial arrangements to reduce
risks and reliance on public sector funding. The current challenges, however, also
provide a unique opportunity to redouble efforts to strengthen policy frameworks
to maximize the benefits of investments while minimizing risks.

Regarding fiscal policy frameworks, the IMF has developed several fiscal tool-
boxes and principles aimed at reducing vulnerabilities and improving the alloca-
tion of resources, which could be useful for African countries. These cover effec-
tive public financial management institutions, public investment management
assessment frameworks, institutional arrangements for fiscal risk management,
effective PPP regulatory frameworks, tax administration cooperation mechanisms,
tax administration reforms, medium-term revenue strategies, and fiscal rules.

When it comes to good practices for lending abroad, there is no single model,
but international experience suggests that strong lending frameworks are critical,
especially concerning governance and oversight of lending agencies, procedures
for internal risk assessment and controls, and monitoring and reporting. In the
case of collateralized transactions, the G20 Operational Guidelines and a 2023
joint IMF—World Bank note also highlight that improved governance frameworks
and enhanced technical capacity are critical to ensure that the benefits of collat-
eralized transactions outweigh costs.”*

*Please see G20 Operational Guidelines for Sustainable Financing—Survey Results and Policy Recommendations,
Joint paper by the IMF and the World Bank, May 31, 2019.
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At a time of heightened vulnerabilities, strengthening policy frameworks and
institutions combined with capacity development is more important than ever.
IMF practices and international experience provide guidance regarding Africa—
China relationships, and in many areas, the IMF has been working with author-
ities in African countries and China through technical assistance and training
from IMF Headquarters as well as through six regional capacity development
centers in Africa, the Africa Training Institute, and the China—IMF Capacity
Development Center and stands ready to increase its engagement.
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"Business is at the heart of the Africa-China engagement. This new collection,
from a team of well-informed insiders, explores the risks, opportunities, and
past performance across multiple sectors. It offers valuable guidance on
skillfully navigating the global economic and financial challenges of our time.”
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Research Initiative (CARI), Johns Hopkins University

"This book is timely and informative for understanding the nature, potential
contributions, and challenges of Africa's development in the context

of African countries' cooperation with China. It is a must-read for anyone
concerned about Africa's development and China's role in the region."
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of Development, Peking University

“This timely book contributes to the literature on Africa-China economic
engagement, broadening the policy debate beyond the recent fixation
on debt. Through rigorous analysis, it provides crucial insights into
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in the global economy.”

DR. ZAINAB USMAN - Director of the Africa Program at the Carnegie Endowment
for International Peace in Washington, DC

PUBLICATIONS

—
K ) ISBN: 979-8-40023-918-2
ONE L
AFRICA-CHINA LINKAGES
82

Building Deeper and Broader Connections 9779840072391




