Overview of the Financial System in Mozambique

Are Development Banks Really Necessary?

The creation of a development finance institution (DFI) ―or development bank― is being considered as a way to overcome the difficulty in accessing finance in Mozambique.  However, creation of the DFI will not adequately address constraints in the financial system in Mozambique which prevents private sector banks from taking risks, reducing interest rates and making finance more readily accessible.  Instead, efforts should focus on (a) improving the legal and regulatory environment in the finance sector and (b) encouraging market-focused tools for improving access to finance.

Background

Donors and the World Bank in particular, promoted specialized banks in the 1960s and 1970s. Most of these banks, whether devoted to industrial or agricultural development, encountered serious difficulties and many failed.  As Gerard Caprio and Ash Demirguc-Kunt recount,
Attempts to cure the alleged scarcity of long-term credit in developing countries have been plentiful and expensive. By the early 1980s many DFIs were experiencing significant portfolio problems. A 1974 World Bank study of delinquency rates in agricultural credit institutions reported that the average arrears rate was 41 percent. A 1983 report indicated that 39 percent of all DFIs had serious portfolio problems, many of which became more severe in the late 1980s and resulted in a wave of failures of DFIs. Long-term directed credit failed to reach the intended beneficiaries. Once these directed credit programs were established, governments found it politically difficult to reduce support for them, regardless of their cost and efficiency.

Acting as a second-tier institution, a DFI in Mozambique would guarantee bank loans to the private sector.  Outlined in the Agenda 2025: The Nation’s Visions and Strategies, which created by a group which includes high officers of the two largest Portuguese banks, the proposal calls for a fund to be provided on a concessional basis that would guarantee medium- and long- term loans primarily for the agricultural sector
.  The recommendations contained in the Agenda were part of the election manifesto of the newly elected President.

Creating a new DFI is risky and, as has been demonstrated by past failures of DFIs throughout the world, DFIs generally have a poor record of success.  DFIs usually require a substantial amount of start-up funds for operating capital and to secure and guarantee loans.  There is also usually a steep learning curve for staff and management as they learn how to manage the new institution.  And the threat that the new institution will be captured by rent seekers is a threat that needs to be seriously considered before establishing a DFI in Mozambique.
Improving the Legal and Regulatory Environment for Finance
Legal and regulatory constraints impede finance and reduce financial institutions’ tolerance for risk.  Addressing the following legal and regulatory constraints may help make finance more accessible.
· Limited types of usable collateral – Land cannot be privately owned and the transfer of leases requires bureaucratic clearance. Houses and structures are frequently used as collateral, but there are limitations given the land tenure situation. Regulations and attitudes constrain the use of accounts receivable finance.

· Slow and inefficient courts – particularly in enforcing contracts, payment obligations, and handling bankruptcy. The culture of non-repayment is reflected in the low rankings granted Mozambique by international raters.

· Poor system credit information – credit information is not well organized or well used. The central bank has an efficient information center for checking loan applicants and assessing risk, and a reasonably accessible loan register contains 98 percent of eligible loans. But neither the center nor the register is linked with other sources of credit information (e.g., court records, utility companies) or is generally accessible to non-bank credit givers, or to those providing credit information services. 

· High interest rates offered by the Government – Partly because of the money the government had to borrow for recapitalization of looted banks, rates of interest on government debt are high, and banks thus often prefer to invest in government paper.  The government is acting to lower these rates and to address the “crowding out” effect of government borrowing.

· Appreciation of the Metical – Rapid appreciation of the Mozambican metical and the South Africa rand against the US dollar has distorted trade and financial markets. 

Encouraging market-focused tools for improving access to finance
The effective provision of credit depends on identifying (1) creditworthy borrowers and (2) funds that can be lent, including from the government budget. Extending the scope of lending through new financial instruments—new ways of providing credit—requires a foundation of prudence as well as new forms of collateral that enable lenders to feel secure. Instead of creating a DFI in Mozambique to guarantee bank loans, focusing on innovative market mechanisms to access finance may return more favorable results.  Efforts might focus on
:  
· Promoting a packaging facility/organization – Such an organization would receive proposed projects from entrepreneurs and/or potential financiers that require work to be done on them.  The Organization would assess the project’s viability and likelihood of obtaining financing and decide if the project has potential.  If the packager decides that the project has potential, the packager will then work with the entrepreneur/ sponsor to develop the business plan into a bankable proposal. 
· Using “framework agreements,” – Framework Agreements would involve financial institutions working in public-private partnerships to increase the availability of financing to enterprises, especially, but not exclusively, to SMEs engaged in trade and trade-related activities.
· Gathering and disseminating credit information more efficiently – better credit information should increase the flow of and decrease the cost of credit.  Lenders should be able to avoid “lemons,” borrowers who have not paid in the past and are thus unlikely to do so in the future.  Information was still partial – it does not include data from key credit givers like the utilities, it does not include positive data like average checking balances.  The development of a better, more comprehensive and integrated, but more accessible credit information systems for Mozambique should be encouraged.
· Encouraging new entrants in banking, insurance, and non-bank financing – USAID should in general try to keep apprised of new entrants and in collaboration with the US Embassy assist them in overcoming regulatory constraints to entry if they occur.  Even when the entities are foreign (e.g. Mauritian) corporations there are typically significant US equity and commercial interests involved as well as benefits to the Mozambique financial system.
· Improving Insurance Services for Trade – Banks in developed economies use insurance products to structure transactions thereby mitigating risk and making difficult transactions more viable to finance.  This is especially the case in agriculture, a sector that holds great potential for exports and job creation. While banks in Mozambique have started to use insurance products on a limited basis to structure transactions, insurance products are not well integrated in bank financing, to the detriment of many transactions.  As insurance could play a role in increasing access to finance among SMEs involved in trade and trade-related activities, insurance should not be overlooked as a component that may contribute to greater access to finance.  Donors may consider investigating the fee structure of insurance products in Mozambique, to determine if (non-market distorting) measures could be taken to lower the cost of insurance.  In addition, to increase capacity and strengthen the insurance sector in Mozambique, donors might provide some technical assistance programs specifically for the insurance sector in Mozambique and study regulatory and monitoring practices of the regulatory authority, to strengthen the sector and ensure that insurance companies are sound.  
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� More details on the recommendations can be found in the final report of the Nathan/TSG Report on the Financial System in Mozambique, sponsored by the USAID Southern Africa Global Competitiveness Hub.





