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ABSTRACT

This article examines the development and implications of local currency
bond markets (LCBMs) in African countries in the context of international
financial subordination (IFS). Despite the promotion of LCBMs as a solu-
tion to debt vulnerability, there is a dearth of research that offers a systematic
empirical examination of their actual benefits along with conceptual explan-
ations as to when and why such benefits may or may not materialize. This is
especially true for countries at the bottom of the global economic hierarchy.
To explore how the subordination in global production and financial systems
shapes LCBM development, the article offers an empirical analysis of selec-
ted African countries that combines interviews with policy makers, officials
and experts with statistical data. The findings suggest that while LCBMs of-
fer some benefits, such as mitigating risks associated with foreign currency
debt, their potential is limited by the structural processes created by IFS, such
as their dependence on the global financial cycle, the relatively higher costs
of this debt and the sustained constraint on macroeconomic policy making.
However, there are also domestic factors which shape how these structural
constraints are mediated in the context of LCBM development — in particu-
lar, historically developed financial structures of developing countries, the
political economy of the state and the structure of production. This study
thus contributes to the debate about the developmental benefits of domestic
debt market development and the emerging research agenda on IFS.

INTRODUCTION

Over 25 years after the international community launched the Heavily
Indebted Poor Countries Initiative in 1996, followed by the Multilateral
Debt Relief Initiative launched in 2005, to address the debt crisis in the
global South, many developing countries such as Ghana, Sri Lanka and
Zambia are again experiencing debt crises or facing high risks of crises.
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The COVID-19 pandemic and Russia’s war in Ukraine exacerbated
vulnerabilities that have been building up since the 2010s, when investing in
developing countries’ debt became more attractive due to low global interest
rates and due to growth prospects in developing countries benefiting from
high commodity prices. While much of the policy and academic work on
the current wave of debt distress in the global South has focused on external
debt and on short-term policy solutions, less attention has been given to the
role of local currency domestic debt and how debt accumulation in countries
in the periphery is shaped by their structural subordination in the global
economy. Since the mid-1990s, the share of local currency debt in total debt
for low-income countries has grown from around 19 per cent to reach 35
per cent by the end of 2021 (Chuku et al., 2023: 21). This increase in local
currency debt — which is held largely by private creditors — raises serious
challenges for debt resolution. This study, therefore, focuses specifically on
the role of local currency debt, both in shaping emerging debt vulnerabilities
and as a conduit for sustainable development finance in African countries.

Governments across the global South have long made efforts to
develop local currency bond markets (LCBMs). Yet, after international
financial institutions (IFIs) and donor countries put LCBM development
on their agenda, as reflected by the 2007 ‘G8 Action Plan for Developing
Local Bond Markets in Emerging Market Economies and Developing Econ-
omies’, there was an increasing emphasis on opening LCBMs up for foreign
investors, and in many countries their size expanded drastically. LCBMs
were presented as a technical fix to many of the risks associated with ex-
ternal, particularly foreign currency, borrowing. Principally, four main bene-
fits were advanced. First, LCBMs were seen to attract additional financial
resources, especially if opened to foreign capital. Second, they were expec-
ted to contribute to the development and deepening of domestic financial
markets, including the development of a corporate bond market and patient
domestic capital such as domestic pension and insurance funds. Third, the
expansion of local currency debt markets was expected to reduce financial
fragility and external vulnerability as destabilizing currency mismatches in
domestic balance sheets would be removed, and countries would no longer
need to accumulate foreign exchange for debt service. Finally, it was antici-
pated that LCBM development would increase the efficiency of monetary
policy making, widen the domestic macroeconomic policy space and reduce
the need to hold ‘wasteful” foreign exchange reserves.

In this contribution, we investigate whether, and under what circum-
stances, LCBMs can fulfil these promises in African countries that are
financially subordinated in the global economy. To do so we draw on the
recently developed framework of international financial subordination (IFS)
(Alami et al., 2022). Within this framework, IFS is understood as a relation
of domination, inferiority and subjugation between different spaces across
the world market, expressed in and through money and finance (see also
Bonizzi et al., 2020; Koddenbrock et al., 2022). This relationship penalizes
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actors in the global South disproportionally, as is evident in their vulnerabil-
ity to volatile global financial cycles, limited space to pursue policies that
violate the interests of international financial agents and, quite broadly, in
the fact that their economic development is dependent upon the dynamics in
countries located at the top of global economic hierarchies.

The empirical manifestations of IFS in the global South, such as global
investors’ search for short-term yields (Akyliz, 2017; Goda et al., 2013),
volatile capital flows driving financial crises (Arestis and Glickman, 2002;
Kregel, 1998) and sharp exchange rate swings driven by conditions in
international financial markets (Naqvi, 2019; Prebisch, 1939) have long
been observed.! The added value of IFS as a critical framework for ap-
proaching uneven financial and economic development in the global South
is its systematic integration of these empirical and theoretical insights, and
the identification of particular factors (axes) that mediate IFS in the specific
domestic context, and might help to inform future research on IFS.

This article builds on these recent attempts to develop a more system-
atic understanding of developing countries’ subordinate integration into
global money and financial markets to analyse the developmental poten-
tial of LCBMs. While the developmental potential of LCBMs has become
a dominant view in IFIs and many donor institutions, there has been sur-
prisingly little empirical examination of whether and to what extent LCBMs
actually fulfil their promise in the context of countries that are subordinated
in hierarchical global economic and financial systems. We fill this gap by
examining selected LCBMs in Africa, including Egypt, Ethiopia, Ghana,
Kenya, Nigeria, South Africa and Uganda. We focus on these countries be-
cause policy makers within IFIs and on the continent have promoted LCBMs
for these economies with great enthusiasm, expanding these markets in re-
cent years (see Figure 1). In addition, by focusing on countries that differ
with respect to the degree and nature of LCBM development, we can ex-
plore how specific domestic factors shape the developmental outcomes of
LCBM development within global structures of subordination.

Two key insights from an IFS research agenda are particularly relevant
for obtaining a more nuanced understanding of LCBM development. The
first concerns the need to consider the ways in which financial systems in
the global South are impacted by, integrated into and subordinated within
the hierarchic international monetary and financial system (Alami et al.,
2022). The second pertains to the domestic factors which shape the way IFS

1. An important insight for the IFS research agenda came from the Latin American structur-
alist Raul Prebisch (1939), who argued that a hierarchical and uneven global economy led
to peripheral economies’ financial sector dependence on global liquidity and global busi-
ness cycles. Since then, contributions exploring the limits and potential of financial systems
in the global South have come from many traditions, including structuralism (e.g. Lampa,
2021; Tavares, 1985), regulationism (Becker et al., 2010), Marxism (e.g. Amin, 1974; Pat-
naik and Patnaik, 2021; Reis and Antunes de Oliveira, 2023), and post-Keynesianism (Dow,
1999; Levy-Orlik, 2022; Prates and Andrade, 2013).
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Figure 1. Local Currency Public Debt as a Share of GDP (%)
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Source:  Authors’ elaboration based on Arslanalp and Tsuda (2014) and Fitch Connect
(www.imf.org/en/Publications/WP/Issues/2016/12/31/Tracking- Global- Demand- for- Emerging-Market-
Sovereign-Debt-41399; and www.fitchsolutions.com/fitch-connect).

is mediated in a specific context and thus its concrete outcomes. Drawing on
six axes identified in the IFS literature (ibid.), we find that in the context of
LCBM development in Africa, it may be fruitful to pay particular attention
to: the historical evolution of domestic financial structures, the political
economy of the state, and the nature of domestic productive structures
(Dafe, 2020; Karwowski, 2022; Koddenbrock et al., 2022). As the research
agenda on IFS still lacks systematic, comparative empirical analyses of IFS
and its potential variation within the global South, this article provides some
evidence of cross-national differences in LCBM development and suggests
how they relate to variations in the forms and manifestations of IFS.

Our analysis is based on two types of data. First, we have primary data
from interviews with policy makers, senior officials from aid agencies and
development finance institutions, and experts from private financial institu-
tions.? These interviews were carried out in two rounds: the first took place
in December 2019—March 2020, and the second in December 2022—January
2023. While the first round of interviews focused on getting a better under-
standing of the political and economic drivers of LCBM development, the
second round concentrated on its potential costs and benefits in the context
of IFS. Second, we used statistical data from debt management offices and

2. See Appendix for an overview of interviews conducted.
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ministries of finance, and datasets from the International Monetary Fund
(IMF).

Our analysis suggests that although LCBMs might provide some bene-
fits for countries in the global South — in particular, vis-a-vis the risks
associated with foreign currency debt — these benefits are fundamentally
circumscribed by the countries’ subordinate position within global product,
money and financial markets. Specifically, with regard to the ability to
garner additional funding, our results show that the availability of local cur-
rency funding depends essentially on global liquidity conditions as global
investors seek alternative, high-yielding assets. For African economies,
these funds have come at a significant financial cost in the form of high
interest rate payments. In addition, we find that the countries that have
more weakly developed productive sectors, and financial systems lacking
more long-term oriented domestic investors, are less likely to reap benefits
in terms of domestic financial sector development. We show that LCBMs
so far have contributed little to deepening corporate debt markets and do
not seem to have significantly altered existing domestic financial systems,
which remain, with some exceptions such as Nigeria and South Africa,
concentrated in a few banks. While this provides some stable demand for
sovereign bonds, the concentration of local currency bonds (LCBs) in do-
mestic banks might reduce private credit availability. In these contexts, the
existence of more long-term oriented domestic investors, such as pension
and insurance funds, might constitute another important source of domestic
demand for public LCBMs.

Another increasingly important holder of LCBs in some African countries
are non-resident investors. In contrast to what was expected by IFIs, foreign
investors have done little to provide stable financial resources to African
economies and have tied domestic financial markets even more closely to
the global financial cycle. This has also meant that African central banks
have gained little additional autonomy in monetary policy making, which
has remained dominated by international monetary conditions and pres-
sures to accommodate non-resident investors. While this is an outcome of
a common history and trajectory of IFS, we also observe important differ-
ences here. Whereas some countries with more diversified financial systems
and productive structures, notably Nigeria, attempted to increase monetary
autonomy through foreign exchange and capital controls, other countries
such as Ghana and Egypt were more accommodating to non-resident in-
vestors.

The next section will give a brief overview of the drivers of LCBM de-
velopment in Africa. In line with the IFS research agenda, our focus is on
both the global drivers, which have pushed for LCBMs in Africa, and the
domestic factors which can cause differences within those global pressures.
The section that follows engages critically with the four potential benefits of
LCBM development from an IFS perspective. The final section concludes
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6 Florence Dafe et al.

with some critical reflections on the role LCBMs play in supporting devel-
opmental goals and policies.

THE DRIVE FOR AFRICAN LOCAL CURRENCY BOND MARKETS

The drivers of LCBM development across the African continent are com-
plex. The dominant trend in the mainstream economic literature is to focus
on domestic economic and institutional drivers of LCBM development, with
main variables being the size of the economy (measured in terms of GDP
and country area size), the ‘stage’ of economic development (measured in
terms of GDP per capita) and various indicators of policy openness and in-
stitutional arrangements, including legal origin.’ Regarding economic size,
the argument goes that larger economies have greater availability of po-
tential buyers and sellers, which leads to the development of deeper and
more efficient bond markets that are also thought to attract multinational
corporations and other large potential foreign investors, which in turn lead
to further development of these markets (Claessens et al., 2007, Eichen-
green and Luengnaruemitchai, 2004). In terms of the impact of the level
of economic development, typically measured as GDP per capita, many
economists have both theoretically and empirically established a positive
relationship between the developmental ‘stage’ of an economy and its bond
market development (Berensmann et al., 2015, Calderon and Liu, 2003,
Levine, 2005). Higher stages of economic development are associated with
more stable institutions and less volatile economic conditions, enhancing
investor confidence and reducing bond financing costs (Eichengreen and
Luengnaruemitchai, 2004, 2008). Finally, a central tenet of financial eco-
nomics is that bond markets thrive in more open economies because of the
exposure to international competition and market discipline, which would
make domestic investors more confident and interested in bonds (Claessens
et al., 2007). In addition, capital account openness has been identified as an
important factor for attracting foreign investment, especially for an economy
with relatively large domestic demand (Christensen, 2005).

From the perspective of an IFS research agenda, when analysing the
drivers of LCBM development, the mainstream literature fails to consider
the fundamental role of the structural subordination of developing econ-
omies. Moreover, little is said about the global and domestic political
economy factors, the relationship between financial systems and structures
of production, and how colonial histories have shaped financial markets.
Although it is beyond the scope of this article to cover all these issues, we
will discuss some alternative ways of understanding the drivers of LCBM
development in the next section.

3. See Essers et al. (2016) for a full overview of relevant variables considered in the literature.
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Debate: Resilience and Subordination in African Bond Markets 7
Understanding African LCBMs in the Context of IFS

Domestic and external political-economic factors are fundamentally con-
nected, but here we attempt to separate them for analytical purposes. We
first delve into the external before considering domestic political economy
factors. The former will be our main emphasis given the considerable ex-
tent to which African countries are susceptible and vulnerable to external
dynamics reflecting their IFS.

External Political Economy Factors

While the development of LCBMs may be in the interest of global in-
vestors, who may also be lobbying intensively for it, the official push for
LCBMs and the deepening of capital markets seems to come from public or
semi-public institutions such as the IFIs, the UK’s (former) Department of
International Development (DFID), Germany’s Credit Institute for Recon-
struction — Kreditanstalt fiir Wiederaufbau (KfW) — and their offshoots.
These actors all influence each other and do not operate independently, but
we have tried to distil the key interests and actions that are relevant for each
group of actors. Here we will consider the role of foreign investors first,
before exploring the role of international and bilateral institutions. Many of
our insights draw from interviews with development finance institutions and
bilateral donors.

Given the structural subordination of African economies within the inter-
national financial system, global conditions are crucial for investors’ interest
in African debt markets (Bonizzi et al., 2019; Gevorkyan and Kvangraven,
2016). Monetary policy decisions in centre economies are particularly in-
fluential in this regard (Berensmann et al., 2015; OECD, 2015). For ex-
ample, following the 2008 financial crisis and the European debt crisis, very
low interest rates induced by loose monetary policies in centre economies
led investors to search for higher yields in riskier assets to finance long-
term obligations (Bonizzi, 2017; Miiller, 2016). What’s more, private in-
vestors competing for higher-than-average returns have increasingly looked
to invest in ‘frontier markets’, including several African bond markets, in
a search for higher-yielding assets (Coulibaly et al., 2019; SOMO, 2019).
This has been the case for local currency bonds too (Polychronopoulos and
Binstock, 2013: 4). The drivers of local currency bonds were thus partly
based on the demand for securities generated by international investors,
including hedge funds, asset managers, insurance companies and multina-
tional corporations (Gabor, 2018a). This private demand encouraged IFIs to
push for the development of domestic bond markets (Miiller, 2016). IFIs —
mainly the IMF and World Bank and to a certain extent the Bank for Inter-
national Settlements, as well as regional financial institutions, particularly
the African Development Bank — have played an important role in opening
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8 Florence Dafe et al.

the markets for foreign issuers, the provision of technical assistance and re-
search and the direct issuances of local currency bonds. A justification put
forward by the IFIs for their push to get global South governments to de-
velop LCBMs has been ‘to get private finance to fund development, social
and environmental initiatives’ (Sundaram and Mah Hui, 2019). As these au-
thors put it, the message ‘has shifted from “working on finance”, to try to
ensure more resilient and robust development despite international financial
volatility and instability, to “working with finance™” (ibid.; see also Miiller,
2016).

While the development of LCBMs had already become an important
agenda item in international financial reform circles in the 1990s (Hardie
and Rethel, 2018), in the early 2000s, economists and policy makers look-
ing at Asian countries which had large banking sectors, and often embryonic
bond markets, started ‘promoting the idea of developing and deepening local
currency bond markets’, both as a solution to currency mismatch issues,
and ‘as a means to recycle growing regional foreign currency reserves’
(UNCTAD, 2012: 25, with reference to Park and Park, 2003). Then, with
the aforementioned G8 Action Plan of 2007, the argument was forcefully
made that deeper securities markets would improve the ability of countries
in the global South to withstand volatile capital inflows and reduce their
dependence on external financing. The World Bank committed to setting
up the Global Fund for Emerging Markets Local Currency Bonds, intend-
ing to transform local bond markets into a mainstream asset class (Gabor,
2018a: 407), and to accompany it, a private global index was constructed
to measure the attractiveness of these bond markets for foreign investors.
Since then, IFIs have promoted LCBMs as a tool for financial deepening
that can lead to growth and stability. The IMF et al. (2013) identify an in-
crease in such bonds as important for a sustainable market-oriented debt
management strategy and as an important generator of economic growth.
Furthermore, the Local Currency Bond Market Initiative, designed by the
World Bank and the IMF at the request of the G20 in 2011, encourages
countries in the global South to develop liquid local currency securities
markets that can attract foreign investors (Gabor, 2018b). With the G20 ac-
tion plan to develop LCBMs launched at the G20 Cannes Summit in 2011,
the African Local Currency Bond Fund was established by KfW and the
German government to promote corporate local currency bond markets as a
viable source of funding in Africa.

Interviews with development finance institutions (DFIs) based in London
reveal that the actions of these institutions reflect the interests of donors
and/or private capital. For example, a London-based DFI, whose mission
is ‘very much about developing local capital markets and mobilizing local
currency to finance infrastructure’, sought to develop a partnership with the
London Stock Exchange (LSE) because they saw that there were ‘a lot of
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Debate: Resilience and Subordination in African Bond Markets 9

investors, large pools of capital, sitting here in London, New York’.* While
this is not necessarily in contradiction with their mission, it demonstrates
that connecting African capital markets to global markets also benefits idle
capital and its holders in London and New York. Indeed, it was the LSE
that reached out to that same DFI a couple of years ago to set up the ‘inter-
national securities markets’,> as it corresponded to political objectives at
DFID (DFID, 2018). One of the reasons for the creation of a Dutch devel-
opment finance institution was the low interest rate environment.® The fund,
which was created by four governments, development banks and a number
of impact investors, helped investors sitting on hard currency who wanted
to secure local currency returns in emerging economies. Moreover, bilat-
eral economic interests of donors, such as forging political and economic
alliances, at least partially informed decisions of development finance insti-
tutions about which countries to focus their efforts on.’

Overall, this provides some support to the argument that the development
of market-based finance in Africa has been shaped in large part by the de-
mand for high-yielding securities among international investors, and that it
is to some extent determined by conditions in the North (Gabor, 2018a). This
suggests that it is precisely the internationally subordinate financial pos-
ition of these countries that is driving some investors to those markets, and
not necessarily developmentalist motivations.

Domestic Political Economy Factors

The IFS research agenda does not only locate peripheral economies within
an unequally structured global economy, but also calls for investigating and
understanding the differences in the form that IFS assumes in different coun-
tries. One key element of the IFS research agenda involves examining how
IFS has historically evolved and mutated in its concrete forms and vari-
ations, and how different configurations of IFS are thus a product of spe-
cific histories. Drawing on the axes identified in IFS research (Alami et al.,
2022), we conduct this examination with reference to three factors which
might shape the outcomes of LCBMs.

The first concerns the historical evolution of domestic financial systems
and how their subordination has been shaped and changed over time (Amin,
1976; Bernards, 2020; Koddenbrock et al., 2022; Nkrumah, 1965; Ouma,
2016). In keeping with the way that most colonial financial systems were
constructed, financial systems in Africa have remained largely bank-based,
with sectors like the pension fund and insurance industry growing only

4. Interview, chief executive officer of a UK-based DFI, London, December 2019.

5. Ibid.

6. Interview, chief executive officer of a Netherlands-based DFI, London, December 2019.
7. Interview, senior vice president of a Netherlands-based DFI, online, April 2020.
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10 Florence Dafe et al.

slowly in a few countries over the past decade, supported by a growing
middle class and more developed corporate sectors. Banks have historically
focused on short-term lending to a few prime borrowers including large cor-
porations and the state (Brownbridge and Harvey, 1998). Especially colonies
that were set up as trading economies, such as Ghana or Uganda, developed
banking systems in which banks were designed primarily to settle the ac-
counts of the colonial economy, given their extractive nature (Koddenbrock
et al., 2022; Mkandawire, 1999). However, countries with different colonial
histories, for example, settler territories such as South Africa and Kenya,
are more likely to have developed deeper financial sectors relative to trad-
ing economies, given that the banking systems were also meant to serve the
colonial settler population (Bernards, 2020). Even in Nigeria, which has a
large financial sector compared to other countries on the continent, banks’
provision of credit to the (non-oil) real economy — in line with Nigeria’s his-
tory of oil extraction — remains limited, as risk-adjusted profits are higher
in areas such as foreign exchange speculation than in lending to productive
sectors.

Structures established during colonialism had a negative impact on many
African banking sectors even after formal independence (Amin, 1976; Nk-
rumah, 1965). Reforms to liberalize financial sectors, often imposed by
IFIs when African countries experienced economic crises in the late 1980s
and 1990s, frequently led to a reduction in the volume of lending to
the real economy (Jones, 2020; Lewis and Stein, 1997; Nissanke, 2001).
In many African countries, frustration with the banking sector’s limited
role in providing long-term funding for the state and businesses, and the
perceived need to gain financial independence from donors and foreign
countries and create space to fund national development initiatives, all con-
tributed to the efforts to reach out to investors in sovereign bond markets
(Dafe, 2020; Zeitz, 2022).

The second factor highlighted by the IFS framework concerns the role
of the state in capitalist society (Alami et al., 2022). Interrogating the role
of the state entails going beyond recognizing that all states are disciplined
by the structural power of finance, to ask how IFS influences this relation-
ship and how IFS, in turn, shapes the ways in which these states attempt to
manage class relations and foster capital accumulation within their national
territories. Notably, the African state was reconfigured in many ways from
the 1980s onwards, with high finance acquiring a more prominent role as the
state rolled out policy packages based on deregulation and privatization (De-
sai, 2019). While some scholars argue that the peripheral state plays an im-
portant role in sustaining relations of dependence through its management
of the monetary and financial sphere (Musthaq, 2021a), others see the state
as a possible agent of resistance to global capital through policies ranging
from management of class and financial relations to more radical projects of
delinking (Cardoso and Faletto, 1979; Marini, 1973; Pérez, 2021). In coun-
tries where the state plays a limited role in the provision of social security,

IPUOD PUe SWIB | 8L} 88S *[£202/0T/LT] U0 ARiqI8uluo AB|IM ‘ARiqiT uoBUI0Ig 8Y L SPSBT JO AVSIBAIUN AQ £6/2T YoBP/TTTT OT/I0PALI0D"A3| 1M ARIq1BUI|UO//SANY W1} pAPeoumoq ‘0 ‘099..9%T

fom:

6UBD1T SUOWILIOD 3AERID 3|gedi [dde ay) Aq pauseAob ae sapie YO 88N JO 3|1 10 AeiqiT BUIUO A3]1M\ UO (SUORIPUOD-pI



Debate: Resilience and Subordination in African Bond Markets 11

key services such as pension finance are often outsourced to the private sec-
tor. The investors that are nurtured through these developments might create
a demand for local currency bonds, and thus spur LCBM development.

In addition, the political economy underpinning the state’s approach to the
governance of the economy might also shape the characteristics of LCBMs.
In some countries, states pursue a market-led approach, limiting themselves
to providing an ‘enabling environment’ for the growth of LCBMs and for
attracting investors. In other countries, they pursue a state-led approach, in
which they are more proactive and seek to intervene in financial markets in
ways that might even antagonize investors when this is considered to serve
other developmental goals (Dafe, 2020). As such, in the context of IFS, his-
torical (global) class structures may have implications for the extent to and
ways in which state actors may be able to shape LCBMs and the institutional
structures such as capital controls governing them.

The third factor highlighted by the IFS framework concerns the symbi-
otic relationship between financial subordination and countries’ structures
of production. A relatively stronger productive base may help to retain space
for less financialized development paths, limiting vulnerability to the in-
terests of (foreign) investors and creditors (Dafe and Rethel, 2022; Massoc,
2022; Naqvi, 2021). Moreover, a stronger productive sector tends to be as-
sociated with stronger financial development which in turn contributes to
LCBM development as the domestic financial sector may be an important,
relatively patient investor base (Hardie, 2011).

The largely global drivers underpinning the push for LCBMs in Africa
can therefore be summarized as abundant global liquidity and low returns
in developed economies which spurred a hunt for yield in new asset classes,
reflecting these countries’ subordinate position in global financial markets.
However, the IFS framework also highlights the role of domestic factors
which might shape the developmental implications of LCBMs, namely his-
torical financial structures, the political economy of the state and domestic
production structures. It is these developmental implications — and their
potential differences — that we turn to next.

INTERNATIONAL FINANCIAL SUBORDINATION AND DEVELOPMENTAL
IMPLICATIONS OF LCBMs IN AFRICA

Proponents of LCBM development have highlighted the generation of
additional resources, domestic financial market development, financial
system resilience and monetary policy effectiveness as important develop-
mental benefits of LCBMs. Before we probe each of these assumptions and
examine how IFS shapes the costs and benefits of LCBMs, it is useful to
address the question of how important debt in local currency has become in
African countries.
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Figure 2. Local Currency Public Debt as a Share of Total Public Debt (%)
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Source: Authors’ elaboration based on Fitch Connect (www.fitchsolutions.com/fitch-connect).

Over the past three decades, African governments have expanded and de-
veloped local currency debt markets (Dafe et al., 2018: 3320), epitomizing
the trend of low-income countries which, as a group, almost doubled their
share of local currency debt as a share of total public debt (Chuku et al.,
2023). Since 2007, local debt has amounted to around half of the total debt,
though there is some variation. As Figure 2 shows, in South Africa, Nigeria
and Egypt, for instance, over 60 per cent of public debt is in the local cur-
rency.® In the other selected countries, Ghana, Kenya and Uganda, 40-50
per cent of public debt is in the local currency.’

Generation of Additional Resources or Costly Debt Build-up?

In the global South, LCBMs are often seen to offer a new source of (long-
term) funding for critical investments such as infrastructure and struc-
tural transformations required for climate mitigation and adaptation (Mezui,
2017). This has become an important potential funding alternative in the
context of falling aid and concessionary lending to many lower-middle-
income countries in Africa. Moreover, in theory, the availability of a well-
functioning market for domestic debt could provide domestic savers with

8. This share is affected by changes in the exchange rate, as shown by the case of Egypt after
2016.

9. The countries included in the different Figures are subject to change given the available
data.
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Figure 3. Interest Payments on Domestic Debt as a Percentage of GDP
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Source: Authors’ elaboration based on data from national Ministries of Finance and Treasuries (www.mofed.
gov.et/resources/bulletin/; opentreasury.gov.ng/; mof.gov.eg/; www.treasury.go.ke/; www.finance.go.ug/).

an alternative to investing abroad or in the informal economy, thus reducing
capital flight, widening the tax base and increasing the depth of the domestic
financial system (Abbas and Christensen, 2007; Fabella and Madhur, 2003;
Vajs, 2014).

In practice, the development of LCBMs can have negative repercussions
for fiscal and debt sustainability. This is particularly the case for LCBMs in
Africa, which are characterized by high interest rates. Figure 3 shows that
the interest burden of domestic debt over the past few years has absorbed a
significant share of national income in Egypt and is on an increasing trend
in Kenya. In Ghana the interest on domestic debt accounts for around three-
quarters of total interest costs.'? As discussed above, high interest burdens
reflect at least partly the subordinated position of African countries in the
global financial system, where investors are able to demand compensation
for the risks they associate with investing in countries at the bottom of the
global economic hierarchy (Brooks et al., 2015; Olabisi and Stein, 2015).
These higher debt-servicing expenditures, however, reduce the amount
available for states to directly invest in infrastructure and public services
(Fosu, 2009). Moreover, even if LCBMs have the potential to stimulate
investments in infrastructure and structural transformation, it is important
to note that it is difficult to trace where the money actually goes given the
fungibility of finance raised through (non-earmarked) government bonds.

10. Interview, senior credit research analyst, online, January 2023.
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Figure 4. Stock of Short-term Debt as a Percentage of Domestic Public Debt
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Source: Authors’ elaboration based on national data from national Ministries of Finance and
Treasuries (www.mofed.gov.et/resources/bulletin/; www.treasury.gov.za/; opentreasury.gov.ng/; mof.gov.eg/;
mofep.gov.gh/; www.treasury.go.ke/; www.finance.go.ug/).

The potential concerns regarding debt sustainability are further aggra-
vated by significant roll-over risks in the case of short-term debt issuances.
Policy makers on the continent have been successful in lengthening the
tenors of LCBs. Indeed, as Figure 4 shows, there has been a decline in the
proportion of domestic debt that is short-term in the last five years for some
countries, such as Nigeria, Ghana and Ethiopia, which have been able to
issue 10-, 20- and 30-year local currency bonds.'! Despite this positive
development, there is little room for complacency since a much higher per-
centage of short-term debt is domestic rather than external. We also observe
some significant differences. For example, while the share of short-term
domestic debt has decreased in Ghana and Nigeria, it has increased in Egypt.

Finally, reflecting the subordination of LCBMs to international financial
market conditions, every country in our sample had to seek IMF financing
in the wake of the COVID-19 pandemic. For these countries, being at
the bottom of the global economic and financial hierarchy meant that
borrowing on international financial markets in the local currency became
prohibitively costly when global liquidity conditions tightened and IFIs
became the only funding option. However, there were differences in terms
of how much leverage the IFIs had over different governments. In some

11. Interview, senior debt management official, Nigeria, online, 9 December 2022; Interview,
former policy official, online, January 2023.
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cases, such as Ghana, this came with full-fledged IMF programmes and
policy conditionalities, restricting government policy space, while in other
cases, such as Nigeria, a withdrawal from the Rapid Credit Facility — a
funding channel from the IMF that provides fast concessional financial
assistance to developing countries facing an urgent balance of payments
need and does not come with any policy conditionalities — was sufficient.

Domestic Financial Market Development and its Limits

The second major benefit of LCBM development that has been advanced
is that as local currency bond markets develop, other elements of domestic
financial markets, such as the corporate bond market or the pension fund and
insurance industry, which are potential long-term investors, do so as well
(IMF, 2013; Mehrotra et al., 2012; Mu et al., 2013). While a diversified,
patient investor base in LCBMs that is not reliant on foreign investment
might be central to providing steady demand for domestic local currency
bonds, thus enhancing the developmental contribution of LCBMs, in many
African countries the situation is quite different.

Apart from a few exceptions such as South Africa, as LCBMs have de-
veloped, financial sectors have largely stayed on their historical trajectories
and remained quite concentrated, with a large share of the assets controlled
by a few institutions, mainly banks, and have contributed only to a limited
extent to financing the real economy. The adoption of international finan-
cial standards such as Basel I and I1'? has provided incentives for banks to
increase the holdings of government securities rather than extending credit
to underserved segments of the economy (Jones, 2020). Thus, the ‘divorce’
between the financial system and the real economy has endured long after
the colonial period (Koddenbrock et al., 2022).

In line with this divorce, sovereign LCBM development has so far had
little impact on supporting funding for the productive sector through spur-
ring corporate LCBM development, as IFIs and donors have argued (IMF,
2013)."3 So far, corporate bond markets in Africa are, with a few excep-
tions such as Egypt, South Africa and Nigeria, at a nascent stage. Part of
the reason seems to be the limited private sector development in general,
and the limited productive sector development in particular, that character-
ize many African countries. Another reason, as one credit analyst argues,
is that in the event of corporate bond default, institutional procedures are
less developed compared to those of sovereign LCBMs, reducing investor

12. Basel I and II represent a set of international banking regulations first released by the Basel
Committee on Banking Supervision in 1988 and 2004 respectively.
13. Interview, UK-based DFI, London, December 2019.
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Figure 5. Holders of Domestic Debt, 2021
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Note: There may be differences in the definition of domestic debt between countries.
Source: Authors’ elaboration based on data from national Ministries of Finance and Treasuries (Www.
treasury.gov.za/; mofep.gov.gh/; www.treasury.go.ke/; www.finance.go.ug/).

demand.'* In countries where corporate bond markets are more developed,
banks are often major issuers given limited productive sector development.'>

Another consequence of LCBM development in the context of weak
financial sectors is that the investor base has remained narrow. In many
countries, including Ghana, Kenya and Uganda, the main holders of sov-
ereign LCBs continue to be commercial banks (see Figure 5). Other types
of investors such as asset managers, pension funds, or the insurance in-
dustry have only become more important in recent years, and only in more
developed African economies such as Egypt, Nigeria and South Africa
(Irving, 2020).'° In Nigeria, for instance, pension funds and the rapidly
growing insurance industry jointly requested the issuance of a 30-year
sovereign bond in 2017, arguing that their liabilities were long-term in
nature and that they needed to match their assets and liabilities.'”

There may be some advantages to having a narrow investor base in which
domestic banks dominate given that, to the extent that they have strong in-
centives to invest their local funds in relatively risk-free instruments, do-
mestic banks constitute a captive investor base. These investors are pa-
tient, in that they do not exit easily in the face of a short- or medium-term

14. Interview, senior credit research analyst, online, January 2023.

15. Ibid.

16. Interview, senior credit research analyst, online, January 2023.

17. Interview, senior debt management official, Nigeria, online, December 2022.
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downturn of the economy or when the sovereign faces financial difficulties
(Hardie, 2011).'® In addition, given their knowledge of the market, and that
they do not incur any exchange rate risk when holding LCBs, banks might be
more willing to continue providing funding in the face of economic down-
turns. For the same reason, they might also demand a lower risk premium as
they invest in sovereign LCBs, lowering the costs of borrowing. For coun-
tries that are financially subordinated in the global economy and thus suf-
fer from external volatility and the associated capital flight (see also next
section), such a patient, domestic investor base might bring developmental
benefits.

That said, considerable developmental costs may be incurred in a situation
where LCBMs have an investor base in which the dominant banks have
historically provided little credit to the real economy. LCBM development
might further encourage the misallocation of resources that has historically
taken place in Africa, where banks have focused on prime borrowers such as
the government to generate relatively high, and low-risk, returns (Adelegan
and Radzewicz-Bak, 2008; Beaugrand et al., 2002). This risk is likely to
be higher in countries that have weaker domestic financial and productive
systems since sovereign LCBMs provide banks with greater incentives to
invest in relatively high-yielding, low-risk government securities.'’

In addition, where LCBMs are developed in contexts with a weak pen-
sion fund industry and banks remain the dominant investors, pension funds
have difficulties in acting as a source of state financing in times of economic
crisis. In Nigeria, for instance, pension funds increased their investments
in LCBs issued by Nigerian public institutions in the wake of the COVID-
19 pandemic (Adegboyega, 2021). The fact that the assets of Nigerian pen-
sion funds under management are, in keeping with government requirements
which stand in contrast to many other developing countries, almost exclu-
sively held in domestic as opposed to foreign asset classes, supported the
investment of pensions funds in the Nigerian LCBM during the pandemic
(Irving, 2020). Meanwhile, governments in other countries with less diver-
sified financial systems such as Ghana and Kenya also turned to pension
funds and insurers to help provide fiscal support, including by accepting a
temporary reduction in yields from their holdings of government securities
and reinvesting interest payments, but pension funds strongly opposed such
efforts. This opposition is not surprising given that the financial scope to
support governments in these countries is more limited than in Nigeria, as
industry is less developed, the amount of assets managed is smaller and re-
liance on the interest payments from government securities is considerable
(Irving, 2020: 4-5).

18. Interview, former policy official, online, January 2023.
19. Interview, senior debt management official, Nigeria, online, December 2022.
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Resilience, Financial Fragility and External Vulnerability

A third potential advantage of LCBMs is their contribution to financial
stability and reduced external vulnerability. As highlighted in BIS (2007),
heavy dependence on foreign currency debt has played a key role in virtually
every major financial crisis affecting emerging and developing economies
since the early 1980s. The main reason for this is the vulnerability to
currency depreciation arising from the currency mismatch between foreign
borrowing and domestic currency income, and the need to generate foreign
exchange to repay the debt. The development of LCBMs — ideally with the
participation of non-resident investors to complement low domestic savings
and lengthen yield curves — was expected to address this issue. As a senior
government official from Nigeria explains, non-resident investor particip-
ation is often welcomed because it is considered important to enhance
competition in LCBMs and thereby reduce the costs of borrowing.?’ At
the same time, as highlighted by the same interviewee, local bond markets
can become an important funding alternative if liquidity on international
financial markets dries up or becomes inaccessible. As Figure 5 shows, by
2021,%! there was a heterogeneous participation of non-resident investors in
our sample, reflecting the overall pattern on the continent. At one end of the
scale, there are countries like Uganda and Kenya,??> where foreign investor
participation is low. At the other, there are countries like South Africa and
Ghana where non-resident investors are among the main creditors.

The 2008 global financial crisis, and the recent COVID-19 shock, showed
that strong participation of foreign investors in developing LCBMs does not
necessarily stabilize financial markets. Indeed, large non-resident investor
participation in domestic financial markets ties those markets closer to inter-
national liquidity conditions and might even exacerbate rather than reduce
external vulnerability, resulting in large exchange rate fluctuations (Berens-
mann et al., 2015, Gabor, 2018b; Hofman et al., 2020; Kaltenbrunner and
Painceira, 2015).

These dynamics are particularly likely in thin financial markets — where
a few or even one foreign investor might be able to influence financial asset
prices or exchange rates — and in markets where foreign inflows are largely
motivated by high interest rates and profitable exchange rate movements
(the carry trade). Both conditions apply to African countries.”®> Additionally,
economies primarily exporting commodities and with weaker global value

20. Interview, senior debt management official, Nigeria, online, December 2022.

21. The distribution of debt holders in 2021 is similar to the average of previous years.

22. However, while foreign participation is limited in some countries, the behaviour of foreign-
owned resident investors might be more sensitive to foreign conditions. This is particularly
important in sub-Saharan Africa, where foreign ownership of the banking system is sig-
nificant (Stein, 2010).

23. Interview, international fund manager, online, November 2021; Interview, international
fund manager, online, January 2023.
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Figure 6. Cumulative Liability Portfolio Flows (4 Quarters) over 2018 GDP
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Notes: Data for Kenya not available for the period.
Source: Authors’ elaboration based on the IMF International Financial Statistics database (https://data.imf.
org/ifs).

chain integration are more susceptible to negative global financial shocks,
such as an appreciation of the US dollar (Carrera et al., 2023; Shousha,
2019). Okot et al. (2022) show that, for African countries, productive factors
have a strong influence on exchange rate volatility. In that sense, countries
with less diversified productive structures might be more sensitive to the det-
rimental implications of IFS, such as the high volatility of foreign investor
participation.

Figure 6 shows the substantial short-term portfolio flows (comprising
both bond and equity flows) for most countries before the COVID-19 shock
in the first quarter of 2020. Flows to South Africa and Ghana were particu-
larly strong between 2008 and 2016 and flows to Egypt and Nigeria picked
up substantially in 2017. As several interviewees noted, these large portfolio
flows were predominantly driven by record-low interest rates in advanced
economies which pushed financial flows into higher yielding assets, includ-
ing African LCBs. It is interesting to note that it is also those economies
with the highest share of non-resident investments which faced the largest
outflows during the COVID-19 shock (Egypt, South Africa and indeed
Nigeria). Interestingly, Ghana continued to receive sustained inflows
throughout that period.?* Recovery from the COVID-19 sudden stop was

24. Largely due to a Eurobond issuance early in 2020.
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Figure 7. Percentual Cumulative Change in the Exchange Rate (Local
Currency—US Dollar)
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Source: Authors’ elaboration based on the IMF International Financial Statistics database (https://data.imf.
org/ifs).

quickest in Egypt, where foreign portfolio flows had already turned positive
again in the third quarter of 2020.%

Figure 7 shows the impact of these private foreign financial flow dynamics
on exchange rates during three episodes of global financial instability: the
global financial crisis of 2008, the taper tantrum in 2013, and the COVID-
19 shock in March 2020. There are strong, and very sudden, exchange rate
depreciations in the context of the global financial crisis. Most currencies
also depreciated during the taper tantrum of 2013, and again at the time of
the COVID-19 shock of 2020. During the COVID-19 pandemic, the largest
depreciations were experienced by South Africa, Nigeria and Egypt — all
three countries characterized by a relatively high share of non-resident in-
vestor participation in LCBMs. However, whereas the South African rand
recovered quickly and started to appreciate again, the Nigerian naira and

25. The swift recovery in portfolio flows, and international financial conditions more generally,
was largely related to the quick and decisive actions by the US Federal Reserve which
provided dollar liquidity to global financial markets.

26. Taper tantrum refers to the increase in the US Treasury yields during 2013 after the Federal
Reserve announced that its quantitative easing policy would be reversed in the future.
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Figure 8. African Sovereign Debt — Local Currency Prices and US Interest
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Source: Authors’ elaboration based on data from Federal Reserve Economic Data (FRED), Federal Reserve
Bank of St. Louis and Bloomberg (fred.stlouisfed.org). AFMI African Bond Index Bloomberg ticker: BADB.

especially the Egyptian shilling continued their downward trend (interest-
ingly despite the quick reversal of capital flows).?’

The substantial co-movement between international market conditions
and local currency assets is also observed in Figure 8, which shows the rela-
tion between US interest rates, the spread between US sovereign and credit
risk as an indicator of international risk aversion, and African local currency
sovereign debt prices. The price index of African local currency sovereign
bonds has been inverted, that is, a higher value means a fall in prices and an
increase in yields. The data show that whilst higher yields in the US are gen-
erally accompanied by higher yields in Africa, this relationship breaks down
during moments of market turmoil.?® Indeed, during the COVID-19 shock,
as international risk aversion and funding costs increased (reflected in the

27. It is important to note that we cannot identify precisely the role of portfolio flows for
currency movements. As discussed by Fischer (2015), drawing on the classic structural-
ist argument, peripheral countries tend to experience pro-cyclical dynamics across various
dimensions (trade, exchange rates, various financial flows, interest rates).

28. Exchange rate movements can also explain the periods of lower correlation. For instance,
the sharp increase in 2016 is driven by Egyptian yields, while the general increase in the
period might be associated with the deterioration of commodity prices.
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increase in US corporate spreads), interest rates on US treasuries declined
whereas the prices of African bonds collapsed, and yields surged.

Another potential implication of LCBM development for financial stabil-
ity is the repercussions that a default or restructuring might have for the do-
mestic financial system. Although debt restructuring or default on domestic
debt might appear legally more feasible than on foreign debt, practical chal-
lenges arise due to domestic political economy considerations and financial
stability concerns. To illustrate, an interviewee highlighted that in recent
debt negotiations in Zambia, the possibility of domestic debt restructuring
was excluded from the outset.?’ This underscores the potential impact of
LCBM development on financial stability, as the significant concentration
of sovereign local currency bond holdings within the domestic banking sys-
tem could readily trigger a severe banking crisis, as noted by Panizza (2008).

Ghana serves as an example of how international financial subordination
might leave these economies with no other choice than to also default on
their domestic debt. As the above-mentioned interviewee pointed out, one
of the conditions to obtain IMF assistance in 2023 was to agree to a restruc-
turing of domestic debt.> While to many this seemed irrational given that
domestic creditors would resist it, an analyst working for a global bank with
a base in Ghana®! said, ‘The government agreed because basically it had no
option’, and ‘the government wanted to really show that it is doing some-
thing better and it also has no option but to go to the IMF in order to restore
investor confidence’.*?

In summary, LCBM development in Africa in the context of IFS is accom-
panied by sustained risks and vulnerabilities for these economies. As Gabor
(2018b) observes, a contradiction might arise as this kind of development of
local financial systems actually requires a substantial increase in state cap-
acity to manage the economy’s integration in global financial cycles through
macroeconomic policies (e.g. exchange rate management and reserve accu-
mulation) and financial sector measures (e.g. macro-prudential regulations
and/or capital controls). This is the focus of the next and final section.

Monetary Policy Effectiveness and Macroeconomic Policy Autonomy

In addition to reducing external vulnerability and promoting financial sta-
bility, LCBMs are also seen to play a crucial role in supporting monetary
policy implementation and effectiveness, including in times of crisis. Ac-
cording to the literature, this can be achieved through three channels. First,

29. Interview, senior credit research analyst, online, January 2023.

30. Ibid.

31. Interview, analyst in Ghana branch of a European development bank, online, January 2023.

32. Another argument was that Ghana had no choice given the surge in domestic debt from 58.3
per cent of GDP in 2019 to 88.8 per cent in 2022.
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Figure 9. Monetary Policy Rates during the COVID Shock
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Source: Authors’ elaboration based on the IMF International Financial Statistics database for the fourth
quarter of 2019 and the third quarter of 2020 (https://data.imf.org/ifs).

the existence of government securities can be a vital instrument for the con-
duct of open market operations aimed at regulating liquidity in the domestic
banking system, with the ultimate goal of maintaining the central bank target
policy rate. This means central banks can rely less on ‘non-market-based’
direct controls, such as credit ceilings, interest rate controls and high reserve
requirements, which are seen to distort financial sector decisions (Guide
and Pattillo, 2006). Second, by reducing currency mismatches, the substitu-
tion of foreign for domestic debt might allow for countercyclical monetary
policy and the implementation of floating exchange rate regimes (Mehro-
tra et al., 2012). Third, by providing an avenue for domestic funding of the
government, domestic bond markets may reduce the need for government
monetary financing.

Opposing this positive view of LCBM development, several recent
contributions highlight the political and economic costs and persistence
of constraints on macroeconomic policy autonomy among governments
and central banks in the context of IFS (e.g. Dutt, 2021; Kaltenbrunner
and Painceira, 2020; Musthaq, 2021b). Our analysis of monetary policy in
selected African countries — especially during the COVID-19 pandemic
— resonates with this critical literature. Empirical evidence shows that, as
in other developing and emerging economies and in contrast to previous
international shocks, African central banks not only intervened actively
to stabilize markets, but also applied countercyclical policies during the
risk-off period (Rentsendoru and Schellhase, 2020). Despite strong sub-
stantial capital outflows (as discussed above), African central banks lowered
their interest rates (see Figure 9), touching historical lows in many African
economies (Adam et al., 2022).

IPUOD PUe SWB | 8Y} 885 *[£202/0T/LT] U0 Areiqi auliuO A3|IM ‘Ariq1 uopayI0Ig 8Y L Spsa JO AISRAIUN AQ £6/2T4oBP/TTTT OT/I0P/W0D A8 | 1M Areiq puljuo//SdRy Woi papeojumod ‘0 ‘0992.97T

fom:

el

6UBD1T SUOWILLIOD 3AER1D 3|gedt [dde ay) Aq peusenob ae sapie YO 88N JO 3|1 0 Aig1T uIjuO A3|IM UO (S


https://data.imf.org/ifs

24 Florence Dafe et al.

In addition, several African central banks lowered reserve and capital re-
quirements to reduce their operational and leverage costs and avoid a deteri-
oration in credit conditions (Rentsendoru and Schellhase, 2020). African
central banks also implemented liquidity support measures such as loan
guarantees (in Ghana and South Africa, for instance), extended special lend-
ing lines to commercial banks and granted debt moratoria (for instance, in
Egypt and Nigeria).

This seems to indicate that LCB issuances might have created some
additional space for African monetary policy authorities to conduct
countercyclical policies. That said, interest rate reductions were still less
common in Africa than in other emerging economies. Moreover, interest
rate reductions were largely made possible by the rapid and decisive policy
responses in advanced economies, particularly by the US Federal Reserve.
The lowering of interest rates in those economies not only lowered the
cost of funding for their residents, but also the cost of external funding for
developing countries. Thus, while there has been a wider policy response
in comparison to previous crises, the cross-country differences remain. The
size of interventions in African economies was not only substantially lower
than in advanced economies, but also lower than in emerging economies.

With regard to the financial policies, it is important to note that policy
responses were implemented in several African economies, and not only
in those which increased the size of their local currency debt markets.
As Figure 10 shows, there was no clear pattern between the level of local
currency denomination in sovereign debt markets, or the participation of
non-residents in these markets, and the magnitude of the monetary policy
rate reduction. The countries that were most restricted when it came to re-
laxing local financial conditions were those with the greatest dependence on
primary goods exports and imported inputs (Schanz, 2019). The significant
constraints imposed by IFS — manifest in, among other things, the new
risks created by non-resident participation in LCBMs — are particularly
reflected in significant exchange rate interventions by African central banks
(where feasible). Indeed, in contrast to the expectation that African central
banks could intervene less in foreign exchange markets, exchange rate
inter-ventions were particularly important on the African continent during
the COVID-19 shock, even in comparison with other emerging market econ-
omies (Adam et al., 2022; Rentsendoru and Schellhase, 2020). According
to Adam et al. (2022), the focus of these interventions was more closely
related to avoiding excessive depreciations, rather than providing liquidity
in foreign currency to financial institutions.>?

33. In order to support local financial institutions’ lending in foreign currency operating
smoothly during stress periods, central banks provide temporary liquidity lines in foreign
currencies to these institutions, without assuming any foreign exchange risk. Rather, for-
eign exchange interventions, if not reversed, decrease the foreign assets holdings of central
banks permanently.
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Figure 10. Emerging Markets’ Monetary Policy Rate Changes between
December 2019 and July 2020 and (a) Local Currency Participation in
Sovereign Debt and (b) Non-residents’ Participation in Local Currency in
Sovereign Debt
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Source: Authors’ elaboration based on the Sovereign Debt Investor Base for Emerging Markets and Develop-
ing Economies database from Arslanalp and Tsuda (2014) and on the central bank policy rates database of the
Bank for International Settlements (www.imf.org/en/Publications/WP/Issues/2016/12/31/Tracking-Global-
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One way to interpret these operations during the COVID-19 pandemic is
that rather than supporting domestic financial institutions, African central
banks spent scarce foreign exchange reserves on providing an exit oppor-
tunity for non-resident investors. Indeed, as pointed out by one frontier asset
manager, in these economies, given extremely illiquid and seasonal foreign
exchange market liquidity, the central bank remains the main — and of-
ten only — provider of foreign exchange liquidity.>* This interpretation was
also echoed by another international asset manager. He argued that ‘Egypt
would allow everyone to sell their positions, have all the foreign investors. ..
leave the market ... before they devalue their currency .... They did that in
2020 ... they did that in the early 2022 ... so they allowed all the capital
outflows, all the portfolio flows to go out’.>> According to the same inter-
viewee, these non-resident investor friendly interventions by the Egyptian
central bank also explained why financial flows returned so quickly to the
country after the COVID-19 shock (see Figure 6).

34. Interview, international fund manager, online, November 2021.
35. Interview, international fund manager, online, January 2023.
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Figure 11. Foreign Exchange Reserves as a Percentage of GDP

30%
25%

20%

15%

SN

10%
5%

0%
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Egypt e Ethiopia Ghana Kenya Nigeria === South Africa

Source: Authors’ elaboration based on the IMF International Financial Statistics database (https://data.imf.
org/ifs).

The attempt to stabilize LCBM — and potentially reduce losses to non-
resident investors — was also reflected in central bank operations in primary
and, for the first time, in secondary bond markets. Adam et al. (2022) show
that the increase in central bank balance sheets was driven particularly by
claims on central bank governments and other claims, with an average size
of around 2 per cent of GDP. Based on survey data from central banks, the
authors indicate that the main objective of these policy interventions was to
facilitate market functioning (Adam et al., 2022). Indeed, as Arslan et al.
(2020) note, central bank interventions in secondary government bond mar-
kets in developing and emerging economies were not so much motivated
by supporting private credit for firms, assuring bond market stability and
providing assistance to monetary policy. Rather, ‘they address market dis-
locations arising from investor risk aversion. By launching them, central
banks in emerging markets signal that they are taking the role of dealers and
buyers of last resort in the bond market, to reassure investors’ (ibid.: 2).

These central bank interventions show that LCBM development — with
the participation of non-resident investors — might not alleviate the con-
straints imposed by IFS, as countries remain at the mercy of developments
in international financial markets and need to intervene heavily to stabilize
currencies and domestic financial markets. In order to be able to fulfil
this stabilizing function, central banks need to accumulate costly foreign
exchange reserves. As shown in Figure 11, before the COVID-19 shock,
international reserve assets in our selected countries were on average twice
as large as they were just before the 2008 global financial crisis.
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However, again we see differences between the countries. For instance,
while countries like Ghana that pursue a more market-led approach to
LCBMs are reluctant to introduce capital controls to avoid an exchange rate
depreciation when foreign investors exit local bond markets, countries with
more state-led approaches like Nigeria are less reluctant. For example, when
oil prices declined in 2014, the Nigerian government introduced restrictions
on foreign exchange transactions to deal with foreign exchange shortages.
Due to the foreign exchange controls, JP Morgan Chase & Co and Barclays
Bank PLC excluded Nigeria from their indices in 2015 and 2016 respect-
ively. As a result, foreign investors exited, with their share declining from
15 per cent in 2013 to 3 per cent in 2015. The story of foreign exchange
controls and a subsequent flight of foreign investors in federal government
LCBMs repeated itself in Nigeria in 2018 when non-resident investor par-
ticipation declined from 11 per cent in 2018 to 4 per cent in 2019 due to
foreign exchange controls, and when the government increased foreign ex-
change controls in the wake of the COVID-19 pandemic. Arguably, the abil-
ity of Nigeria to take this action also reflects its more diversified and de-
veloped domestic investor base, which acted as a ‘spare tyre’ during global
financial shocks and allowed Nigeria to take a less accommodative approach
towards non-resident investors.

CONCLUSION

Despite the increasing significance of LCBMs in Africa, very little research
has been carried out on their developmental implications and the associ-
ated risks, and the little research that has been done has tended to neglect
structural constraints and/or political economy analyses. What is out there
is dominated by technical assessments of IFIs and neoclassical economists
who, whilst acknowledging some of the potential risks of LCBMs, do not
fundamentally question their developmental potential. This article takes a
different approach. Building on recent work on IFS, we have explored the
developmental benefits of LCBMs in Africa, considering these countries’
distinct productive and financial structures shaped by their colonial past,
and their subordinate position in international money, product and finan-
cial markets. We addressed this issue by critically engaging with the four
main benefits of LCBM development put forward by the literature: their
potential to mobilize resources for long-term structural change and devel-
opment; their contribution to (and interaction with) financial sector devel-
opment; their ability to reduce financial fragility and external vulnerability;
and finally, their ability to create increased autonomy for macroeconomic
and monetary policy making.

The article shows that while LCBMs may hold developmental potential in
certain contexts, their promotion within economies shaped and constrained
by IFS entails substantial risks. Our evidence suggests that LCBMs so far
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have failed to raise significant financial resources, and in many cases have
contributed to substantial interest rate payments which have weighed on
social and productive expenditures. With regards to financial development,
concentrated domestic financial structures with little diversity have meant
that LCBM holdings are either dominated by domestic banks — which
can have a negative effect on productive sector bank lending — or by non-
resident investors. The latter, the article has shown, have potentially exacer-
bated, rather than reduced financial fragility and external vulnerability. This
increased external vulnerability, in turn, has continued to constrain macro-
economic policy autonomy in the region, which is skewed towards
‘de-risking’ financial returns for non-resident investors (e.g. through reserve
accumulation and foreign exchange interventions) at the expense of dir-
ecting monetary policy towards domestic economic policy goals and using
foreign exchange reserves to ease severe balance of payments constraints.

Moreover, the article showed that whilst in theory LCBMs might create
more room for issuer countries to default, in practice domestic political
economy and financial stability considerations (especially in concentrated
financial structures), as well as the constraints imposed by IFS, might make
policy makers reluctant to do this. In the current debt crisis, this means that
rather than debt resolutions or reductions, we are likely to see protracted
debt negotiations and attempts to ensure debt payments through austerity
and reductions in social, and indeed productive, fiscal expenditures.

However, it is not all bad news. Our findings have also shown — par-
ticularly the example of Nigeria — how countries with a slightly more di-
versified financial and productive structure, including the presence of more
long-term domestic financial institutions such as pension and insurance
funds, as well as more active state interventions, can potentially harness
the financing potential of LCBMs. This is important not only for financing
productive structural change, but also to enable countries to pursue a more
autonomous developmental path and mitigate the constraints imposed by
IFS.

Finally, analysing LCBMs through an IFS lens allows us to see how
constrained governments in the global South are by their subordinate
position in the global economy, which ultimately hampers these economies’
capacities to take full advantage of any potential benefits LCBMs may
have. As such, policy lessons must go beyond simply acknowledging the
need for diversified financial structures and the need to finance structural
transformation, to also include identifying and challenging the conditions
that constrain these possibilities. For example, economies most in need
of capital controls to protect them from global financial cycles are also
those least likely to be able to implement such controls because of their
economic and political subordination in the global economy. Ultimately,
the promotion of LCBMs for development must be accompanied by a
rebalancing of global economic rules and norms to allow for more policy
space within countries at the bottom of the global economic hierarchy.
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APPENDIX
Table Al. Interviews Conducted.
Type of
Institution Date Interview
Interview 1 Netherlands-based development finance December 2019 Face-to-face
institution (DFI)
Interview 2 Chief executive officer in UK-based DFI December 2019 Face-to-face
Interview 3 Managing director in UK-based DFI December 2019 Face-to-face
Interview 4 Ghana branch of a European development bank January 2023 Online
Interview 5 Senior credit research analyst January 2023 Online
Interview 6 International fund manager January 2023 Online
Interview 7 Netherlands-based DFI April 2020 Online
Interview 8 Ghanaian Bank March 2020 Online
Interview 9 European aid institution based in Ghana March 2020 Online
Interview 10 Debt management office Nigeria 9 December 2022 Online
Interview 11~ Former policy official January 2023 Online
Interview 12 International fund manager November 2021 Online
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