CHAPTER

1 Introduction

Sub-Saharan African countries are facing an unprecedented health and economic
crisis that is likely to severely hurt credit quality and raise nonperforming loans
[from already high levels. Banks have a critical role to play not only during the
crisis by providing temporarily relief to businesses and households, but also during
the recovery by supporting economic activity and facilitating the structural trans-
Jformations engaged by the pandemic.

Deterioration of Banks’ Asset Quality during the Pandemic

The COVID-19 pandemic has triggered an unprecedented health and eco-
nomic crisis in sub-Saharan Africa (SSA). The health shock has precipitated
an economic crisis and upended the livelihoods of already-vulnerable groups
(October 2020 Regional Economic Outlook: Sub-Saharan Africa). Contain-
ment and mitigation measures needed to slow the spread of the virus have
severely impacted economic activity in 2020 and will continue to do so in
2021. Spillovers from a rapidly deteriorating external environment are com-
pounding these economic challenges, with external demand plummeting due
to a sharp growth slowdown among trading partners. Tighter global financial
conditions have reduced investment flows and added to external pressures.
Finally, a sharp decline in commodity prices in 2020, especially oil, has exac-
erbated challenges in the region’s resource-intensive economies.

SSA GDP is estimated to have contracted in 2020—the worst reading on
record in the region’s history. Although the effect differs across countries,
depending on factors such as the extent of economic diversification and
dependence on tourism, no country in SSA has been spared during the pan-
demic. The economic recovery is projected to be very gradual, beginning in

2021. Permanent output per capita losses are expected in the medium term,
relative to the pre-COVID outlook.
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The COVID-19 crisis is beginning to impact financial systems across the
region and deteriorate the quality of banks’ balance sheets. The largest threat
to banks comes from their loan portfolios because many borrowers have
faced a collapse in their income and therefore have difficulty repaying their
obligations as they come due. This is likely to lead to a sharp increase in
nonperforming loans (NPLs) in the near future. In addition, some authorities
have announced or incentivized loan repayment moratoria and other forms
of loan restructuring, with the expectation that borrowers’ repayment inca-
pacity would be temporary. These measures could also contribute to further
NPL increases, even though loans covered by the restructuring arrangements
should not systematically be reclassified as nonperforming merely for the sus-
pension or changes in the principal and interest payments (see Chapter 5).

The risk of an NPL surge is particularly elevated in the SSA region. Many
SSA governments lack the fiscal space or access to funding necessary to pro-
vide sufficient support to the real sector. Furthermore, banks™ asset and risk
management practices are not as sophisticated as those of advanced econo-
mies, while weak banks may be unable to absorb even temporary repayment
difficulties of their borrowers. Finally, about half of SSA countries are com-
modity exporters (including of agricultural products), and large parts of their
economy depend directly or indirectly on commodity prices. For all these
reasons, the COVID-19 shock is likely to aggravate the already high level

of NPLs in SSA.

The Role of Banks during and after the Crisis

Credit institutions have an important countercyclical role to play to mitigate
the impact of the COVID-19 crisis on firms and households. In all countries,
banks are called to provide temporary relief to their customers by waiving
interest payments, temporarily postponing repayments due, or reducing their
amounts. In this process, lenders might exhaust their capital buffers, while
experiencing a significant deterioration in asset quality. To help banks, most
SSA supervisors have taken actions to temporarily relax certain requirements,
for example, on the use of buffers, reporting, or treatment of past-due loans.

Credit institutions will also be instrumental in supporting the economy
during the recovery phase. As the immediate health emergency is contained,
banks will have to supply fresh credit for private and public investments that
will power a job-rich recovery and allocate investment toward new drivers

of growth. Companies need credit to ramp up production and hiring. The
shock will also lead to some transformation and restructuring of economies,
creating fresh opportunities for entrepreneurs (for example, digital commerce,
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green economy). Thus, financial support from banks will be vital to enable
banks’ clients to rebound as rapidly as possible.

A balance needs to be found between these two roles, by allowing the imme-
diate countercyclical role, while strengthening the banks’ resilience to secure
a strong recovery. Although easing financial conditions, preventing a credit
crunch, and exercising some regulatory forbearance might be necessary as
long as conditions remain difhicult, this might have negative implications

on financial sector stability in the medium term and undermine the banks’
future ability to support the economy. Policy trade-offs may emerge. If banks
are too severely hit by the crisis, this may compromise their actions in the
recovery phase. This paper discusses ways to alleviate these trade-offs by tim-
ing and sequencing reforms appropriately.

Scope and Purpose of the Paper

This paper analyzes NPLs in SSA from both positive and normative perspec-
tives. At the positive level, the paper analyzes the evolution of NPLs in SSA
in the past decades. It identifies countries and banks wherein NPL ratios have
been the highest. Various empirical analyses are conducted to identify the
main drivers and channels of transmission of NPLs. At the normative level,
the paper offers guidance on how to handle NPLs both during and after

the crisis, separating various time horizons and distinguishing between NPL
management, resolution, and prevention.

NPLs are defined and reported differently across countries. There is no
international standard of definition. In countries reporting financial sound-
ness indicators (ESIs) to the IME the FSI Compilation Guide recommends
recording loans as nonperforming when (1) payments of interest or principal
are past due by 90 days or more; or (2) interest payments equal to 90 days
or more have been capitalized (reinvested into the principal amount), refi-
nanced, or rolled over (payment delayed by agreement); or (3) evidence exists
to reclassify them as nonperforming even in the absence of a 90-day past
due payment, such as when the debtor files for bankruptcy or there are other
signs of significant financial difficulty of the borrower (IMF 2019a). Once a
loan is classified as nonperforming, it should remain classified as such until
payments are received, or the principal is written off on this or subsequent
loans that replace the original. Nonetheless, despite this broad guidance,
important differences and discretion remain in the criteria and their imple-
mentation, making it difficult to compare NPL levels across countries and
even among banks in the same country. Thus, cross-country and cross-region
comparisons should be interpreted with caution, as countries may use dif-
ferent definitions and accounting norms. To the extent possible, this paper
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Figure 1. NPL Ratios: Availability of FSIs for Sub-Saharan

Africa
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soundness indicators.

considers an unpaid loan in excess
of 90 days to be nonperforming.

This paper collects data on NPLs
in SSA from various sources.

The two main data sources are
country-level IMF FSIs and

Fitch Connect bank-level data.
The authors’ country-level data

set covers 2000—19 for 41 SSA
countries. The data set augments
the FSI (27 countries since 2005)
with information received from
country authorities and Article

IV reports to fill missing data (for
example, for WAEMU countries)
as well as inputs from World Bank
FinStats 2019. For bank-level data,
the paper combines a quarterly
10-year repository (from Banks-
cope) with the annual 2008-18
Fitch Connect database. This
allows using financial statements

data for 617 banks from 43 SSA countries during 1994-2018.

Nonetheless, important gaps remain in terms of data availability and qual-
ity. Only 27 out of the 45 SSA countries report NPL data to the IMF FSI
database on a regular basis, sometimes with a lag exceeding one year. At the
time of completing this report in January 2021, five countries (of these 27)
had not reported NPL data for the end of 2019 and 13 countries for the
end of June 2020. Moreover, the time coverage differs significantly across
countries, with NPL data dating back to 2005 in some countries, while
most started reporting in the 2010s (Figure 1). There are also concerns about
data accuracy and cross-country consistency, which implies that the data
may not be direcly comparable across countries. To start with, although the
databases used in this paper try to harmonize the definition of NPLs, some
countries are still reporting data to the IMF with their national definitions.
Consistency problems also affect the measurement of provisions. For exam-
ple, the reported amount of specific provisions is unrealistically high in some
countries, perhaps because specific and general provisions are not properly
separated. Spurious numbers are occasionally observed, including zero pro-
visions and very low values for gross loan stocks. Bank-level datasets are not
immune to problems either. For instance, the Fitch Connect data set has a
large disparity in its data coverage. Some countries, such as Kenya, Nigeria,
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or Tanzania have a relatively comprehensive coverage of their banking sectors,
but others report data for only a few banks over the period. For instance, 11
countries had fewer than 20 observations (bank-year) for NPL ratios during
1994-2018, while 10 countries had more than 100 observations. Finally,
none of the international databases report NPLs by type of loans (for exam-
ple, corporate and household NPLs).

The paper is structured into six chapters that explore the causes and conse-
quences of NPLs, as well as policies to address them. Chapter 2 provides a
comprehensive picture of NPLs in SSA and recent developments. Chapter 3
estimates the impact of NPLs on credit and other macroeconomic indicators.
Chapter 4 examines the sources of NPLs. Chapter 5 discusses NPL manage-

ment, resolution, and prevention options. Chapter 6 presents conclusions.
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CHAPTER

2

Some Facts on Problem Loans
in Sub-Saharan Africa

SSA as a region has the highest and most volatile NPL ratios in the world;
however, some heterogeneity exists, with higher ratios among countries that are
commodity exporters, fragile states, and currency union members. The evolution of
NPLs in SSA can be considered in two distinct waves throughout recent history,
with a possible third wave on the horizon because of the COVID-19 crisis.

NPLs in Africa: Where Are They the Highest?

NPLs are high in SSA compared to other regions in the world. Using
2018—the latest year in which data were widely available across a majority
of countries in the FSI database—the median NPL ratio in SSA (11.7 per-
cent) was more than double that of other regions, the sole exception being
South Asia (8 percent) (Figure 2).! Given that most SSA countries are either
lower middle-income countries (LMICs) or low-income countries (LICs), the
fact that the median NPL ratio in SSA exceeded those of all income groups
(including those with its peers: LMICs, 9.3 percent and LICs, 11.1 percent)
underscores just how elevated NPLs are in the SSA region (Figure 3).2 In
nominal terms, NPLs amounted to $34.8 billion in 2018, using FSI data
available for 25 SSA countries, which corresponds to a median of about

2 percent of GDP in this sample.

LAll the comparisons carried out in this section rely on 2018 data from the FSI database and country author-
ities, covering 41 countries. At the time of drafting this paper, the authors’ country-level data set included only
31 countries for 2019. Preliminary calculations using the 2019 series confirm the validity of all the stylized
facts presented in this section.

2The acronyms used in the regional groupings are LAC (Latin America and the Caribbean), MENA (Middle
East and North Africa) and SSA (sub-Saharan Africa). The acronyms used in Figure 3 (from left to right) are
HIC (high-income country), UMIC (upper middle-income country), EMDE (emerging market and develop-
ing economy), LMIC (lower middle-income country), and LIC (low-income country).

7
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Figure 2. NPL Ratios by Region, 2018
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UMIC = upper-middle income countries.

The volatility of NPLs in SSA is also relatively high. On average across
countries, the amplitude of NPLs ratios seems higher in SSA, where the
median minimum-maximum spread is the largest (12.1 percent) among all
regions during 2005-18 (Figure 4). The average volatility in SSA is roughly
twice that of Europe and Central Asia, South Asia, and MENA and more
than quadruple the average volatility in other regions. However, some
extreme values/outliers are recorded in Europe and Central Asia, and South
Asia implying that total volatility, looking at the regions as a whole, is still
higher in those two regions than in SSA—Iargely due to specific episodes
of financial crises in the aftermath of the GFC (Figure 5). In any case, the
volatility (average and total) in SSA ranks within the top three regions for
high volatility.

Within SSA, NPLs tend to be more elevated in commodity exporters, fragile
states, and currency union members. While NPLs in SSA are problematic
throughout the region, some country groups present a higher incidence
(Figure 6). Commodity exporters are countries that generate a larger share
(more than half) of their export revenue from primary commodities such

as oil, gold, and precious metals. Within this group of SSA countries, the
median NPL ratio was 12.4 percent in 2018, with the highest ratios generally
observed in the Central African Republic and Ghana. On the other hand, the
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Figure 4. Average Volatility in NPL Ratios by Region, 2005-18 Figure 5. Total Volatility in NPL Ratios by Region, 2005-18
(Spread between maximum and minimum ratios, percent, group median)  (Spread between maximum and minimum ratios, percent)
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Note: The volatility is measured by calculating the spread between the maximum  ngte: The volatility is measured by pooling the NPL ratios over 2005-18 of all
and minimum ratios for each country and then taking the median across countries.  ountries in the region and then calculating the spread between the maximum and
minimum and ratios.

median NPL ratio among commodity importers was 9.3 percent. Countries in
fragile situations are generally understood to be those with the lowest capac-
ity and development outcomes. The median NPL ratio in SSA fragile states
was 13.8 percent, among which Guinea-Bissau, Chad, Sao Tomé and Prin-
cipe, and Central African Republic had particularly high ratios. Conversely,
the median NPL ratio in non-fragile states was 10.4 percent in 2018. SSA
has two currency unions, the Central African Economic and Monetary Com-
munity (CEMAC) and West African Economic and Monetary Union (WAE-
MU).? The median NPL ratio within SSA currency union members was

16.3 percent compared to the median NPL ratio of 9.3 percent in unitary
states, a difference of 7 percentage points and the widest gap among qualifier
groups. Within CEMAC, the highest ratios appeared for Equatorial Guinea,
Chad, and Central African Republic (all resource-rich countries as well).
Among WAEMU member states, Guinea-Bissau and Togo had the highest
NPL ratios. Some currency union member states have repeatedly featured
among the top five highest NPL ratios in SSA: Senegal and Céte d’Ivoire
(pre-2010); Mali (2007-13); Central African Republic and Sierra Leone

3CEMAC members are Cameroon, Chad, Central African Republic, Gabon, Equatorial Guinea, and
Republic of Congo. WAEMU comprises Benin, Burkina Faso, Cote d’Ivoire, Guinea-Bissau, Mali, Niger,
Senegal, and Togo.
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Figure 6. Sub-Saharan Africa: NPL Ratios Figure 7. Sub-Saharan Africa: NPL Ratios
(Percent, group median, 2018) (Percent, 2018)
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Sources: Country authorities; and IMF, Financial Soundness Indicators. Note: Excludes South Sudan; 2017 ratio is used for Burundi.

(since 2013). Geographically, SSA countries with the highest NPL ratios are
primarily clustered in western and central Africa, consistent with the obser-

vation that the currency union members (WAEMU and CEMAC countries)
tended to have higher NPL ratios (Figure 7).

Turning to individual institutions, NPL ratios tend to be higher in trading
and investment banks as well as development banks. Using data from Fitch
Connect with financial statement data for 617 institutions from 43 countries
in SSA during 1994-2018, the samples across the entire time period as well
as 20174 show that trading and investment banks have the highest median
NPL ratio, followed by development banks (Table 1).5 The data classification
by bank type shows that universal commercial banks are the most dominant
in SSA with median NPL ratios of 67 percent. About 40 percent of the

bank data points are subsidiaries of foreign-owned banks.

In terms of characteristics, banks with high NPL ratios tend to accord to
International Financial Reporting Standards (IFRS) accounting rules and
be relatively small. High NPL ratios in 2017 were prevalent (with a median
NPL ratio of 8.4 percent) among banks that follow the principles-based

#The bank-level analysis focuses on 2017 because the number of observations was too limited for 2018 at the
time of drafting this paper.

>Although available as a separate category in the data set, bank holding companies were dropped from the
comparison because they are a legal organization form that has no direct correlation with the NPL ratio.
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Table 1. NPL Ratio by Bank Type
(Percent, group median)

2017 1994-2018

Median No. of Median No. of
Market Sector NPL ratio observations NPL ratio observations
Trading and investment banks 29.5 5 12.5 59
Development banks 18.7 7 11.5 141
Islamic banks 11.4 1 3.0 5)
Retail and consumer banks 10.8 19 7.5 270
Universal commercial banks 7.3 215 6.3 3,457
Private banks 6.1 2 6.9 27

Source: Fitch Connect.
Note: 2017 is used for the cross-section comparison as the number of observations in 2018 is limited. The NPL
ratio is defined, at bank level, as nonperforming loans in percent of total gross loans.

Table 2. NPL Ratio by Accounting System
(Percent, group median)

2017 1994-2018
Median No. of Median No. of
Accounting System NPL ratio observations NPL ratio observations
IFRS 8.4 211 6.1 2,376
IAS 7.5 17 7.2 361
Local GAAP 6.9 34 7.6 1,321
US GAAP - - 19.0 8

Source: Fitch Connect.

Note: 2017 is used for the cross-section comparison, as the number of observations in 2018 is limited.

GAAP = generally accepted accounting principles; IAS = International Accounting Standards; IFRS = International
Financial Reporting Standards.

IFRS, which are the commonly used accounting standards in the SSA region
(Table 2). During the entire period (1994-2018), banks that accorded with
the rules-based US generally accepted accounting principles (GAAP) seemed
to report a median NPL ratio (19 percent) that was more than double the
median ratio for banks that followed local GAAP, the International Account-
ing Standards (IAS), or IFRS—although the result should be interpreted
with caution, given that the number of observations is very small. In addi-
tion, higher NPL ratios, both in the full time series (1994-2018) and in the
year 2017, are more common among smaller banks—most often within the
second and third deciles on bank size distribution (Figure 8). This correlation
may be due to the likelihood that smaller banks have fewer resources to allow
them to address information asymmetries and handle credit risks efficiently
(Curak, Pepur, and Poposki 2013).

Finally, banks that have high NPLs tend to display performance indicators
denoting lower profitability and capital, and higher funding costs and provi-
sions. These correlations, presented in Table 3, can reflect two-way relation-
ships between NPLs and other financial indicators. On the one hand, a larger
portfolio of NPLs can result into lower interest income, higher provisions,
and higher funding costs, which should impact negatively on banks™ profit-

11
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Figure 8. NPL Ratios by Bank Size Decile
(Percent, group median)
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Sources: Fitch Connect; and IMF staff calculations.
Note: 2017 is used for the cross-section comparison, as the number of
observations in 2018 is limited.

Table 3. Bank Financial Indicators by NPL Ratio Level
(Percent, group median)

2017 1994-2018
NPL ratio NPL ratio NPL ratio NPL ratio
Indicator below median above median below median above median
NPL to total gross loans 45 14.8 3.0 13.6
Operating ROA 29 0.9 3.0 1.8
Funding cost' 3.4 5.0 3.7 4.1
Loan loss provisions/gross loans 0.9 2.7 1.0 2.3
Tier 1 regulatory capital ratio 20.2 16.4 171 171
Total regulatory capital ratio 21.3 18.6 19.0 18.8

Source: Fitch Connect.

Note: The table shows the median of the various financial indicators in two groups of banks with NPL ratios above
or below the median. 2017 is used for the cross-section comparison as the number of observations in 2018 is
limited. ROA = return on assets.

TCalculated as total interest expense/total deposits * 100.

ability and capital.® On the other hand, lower-performing banks are more
exposed to moral hazard issues because managers face incentives to pursue
risky loans in the hope of extra profits from additional credit risk, which may
translate into higher NPLs. Chapters 3 and 4 examine these causal relation-
ships in greater detail through econometric analyses.

®Funding costs are often higher for banks with high NPL ratios because these banks are perceived as riskier.
Increased provisions are usually required by the regulator for rising NPLs.
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Past Evolution of NPLs

Available information on NPLs dates to the early 1990s. NPL surges in
SSA have often followed credit booms and busts, as well as shocks—such as
oil price crash, war, disease, pestilence, and adverse climate events. Broadly
speaking, two distinct waves of rising NPL ratios are apparent in the 1990s
and the 2010s, while a third wave could be expected following the COVID-

19 crisis.

The first wave of rising NPLs occurred in the early 1990s. During the 1990s,
NPLs had increased significantly in SSA and peaked in 1993 with an NPL
ratio for the region of about 30 percent of total loans (Fofack 2005). Back
then, it was reported that NPLs rose because of failed investment in specula-
tive real estate and infrastructure projects, as well as defaults on credit facili-
ties for trade and direct investment, which went bad when countries were hit
by a sharp decline in commodity prices. Deterioration in the terms of trade
and falling commodity prices led to economic and banking crises because
banks had accumulated a significant share of impaired loans to agricultural
and export sectors (for example, coffee and cocoa exporters) as credit facilities
for trade and direct investment. Beyond the commodity price shock, other
factors explain the rise in NPLs in the 1990s, including structurally weak fis-
cal positions (which translated into NPLs owed by public entities to banks)”
and maturity mismatches between banks’ assets and liabilities (as banks had
to resort to expensive short-term funding and charge clients prohibitively
high loan rates). However, by the early 2000s, the SSA median NPL ratio
had fallen back to a more manageable level of 10-15 percent and continued
to fall to about 8 percent in the latter years of the 2000s.

A second wave of soaring NPLs occurred in the years following the GFC,
with average NPL ratios exceeding 10 percent in the second half of the
2010s. The 2008 GFC marked a break in the trend of decline in NPLs ratios
observed since the mid-1990s (Figure 9). Some countries, such as Ghana and
Madagascar, saw their average NPL ratios increase in the wake of the GFC
when demand softened and exports (including travel and tourism-related
ancillary services) and commodity prices fell, affecting major industries

and, as a result, the banking sector. NPLs continued to rise in later years
from the middle of the decade until 2017, particularly in countries with
already-elevated ratios (for example, CEMAC, Ghana). A principal driver of
this evolution was the legacy of the oil price collapse of 2014—15. NPL ratios
increased very significantly in resource-intensive countries, wherein weak
economic activity translated into a decline in credit quality, for instance in
Angola, Mozambique, and Republic of Congo, although weak risk manage-

7In the 1980s and 1990s, commercial banks were largely involved in the financing of government fiscal defi-
cits and loss-making public enterprises in SSA countries.
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Figure 9. Sub-Saharan Africa: Evolution of NPL Ratios
(Percent, group median)

Figure 10. Sub-Saharan Africa: Evolution of NPL Ratios
(Percent)
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Note: The figure uses a smaller sample of 20 countries for which the second

quarter of 2020 data are available. The orange area excludes the top and bottom
quartiles of the distribution. May 2020 data are used for Cameroon, Central African

Republic, Chad, Republic of Congo, and Gabon.

ment practices and government arrears to suppliers also played a role in other
countries (October 2019 Regional Economic Outlook: Sub-Saharan Africa).®
Preliminary data suggest that the average NPL ratio declined markedly in
2018 and 2019 before the beginning of the COVID-19 pandemic.

The COVID-19 economic and health crisis may trigger a third wave of NPL
increases. Economic restrictions and other disruptions (including lockdowns,
curfews, and physical distancing measures) that were put in place to stem the
spread of the virus have led to lower demand, higher costs of doing busi-
ness, and income losses, which have resulted in some firms and households
defaulting on loan repayments. It is still too early to get a full picture of the
NPL evolution since the onset of the pandemic, because many supervisory
authorities do not report these indicators more frequently than quarterly or
semi-annually. Preliminary data for the end of June 2020 suggest that NPL
ratios have marginally increased in most SSA countries in the first months
of the crisis (Figure 10). This is not surprising as it typically takes 90 days

8At the same time, NPLs in non-resource-intensive countries, which were beneficiaries of the oil price
shock, went down in the second half of the decade. However, this was not enough to offset the general trend

of NPL increase.
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for delinquent loans to be reclassified as NPLs. In addition, loan repayment
deferral schemes and other financial sector regulatory policy responses may
have delayed reclassification of distressed assets for some time.” Another mit-
igating effect could have been the large increase in fiscal deficits that coun-
tries experienced in 2020.1% All in all, widespread increases in NPL ratios
may not be immediately evident, even if credit quality has deteriorated. The
econometric results presented in Chapter 4 suggest that the economic growth
collapse observed in 2020 could have lasting and protracted effects on NPL
ratios throughout the region.

9Some central banks in the region have allowed commercial banks to relax some regulatory norms—for
example, by extending the loan reclassification period—and permit debt moratoria or arrange for debt restruc-
turing. Regulatory forbearance, including allowing banks to keep loans as performing, suggests that a wide-
spread increase in NPL ratios may not be immediately evident, even if credit quality has deteriorated. See
also Chapter 5 and Box 2.

19The combination of countercyclical fiscal policy and ample external financing may have supported credit
quality at the onset of the crisis, as governments are likely to have remained current on their payments to sup-
pliers (which are clients of banks).
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CHAPTER

3

Why Do NPLs Matter: Impact of
NPLs on Bank Lending

NPLs are a burden for banks and their customers. They have a negative effect
on both credit supply and demand. This chapter estimates the effect of NPLs
on banks’ lending activity, using country- and institution-level data. The main
finding is that NPLs weigh significantly on credit in SSA countries. The principal
channels of transmission are the increase in capital charges as well as the reduc-
tion in banks income and capital accumulation.

Legacy of Problem Loans and New Credit: Fraternal Enemies?

High levels of NPLs tend to be associated with lower credit to the private
sector in SSA. Although it has doubled since early 2000s, credit to the private
sector in SSA is relatively shallow compared to other regions, with a median
of 15.9 percent of GDP in 2018. Countries with a high level of NPLs tend
in general to display lower credit to GDP ratios.! The correlation is about
—0.3 with some heterogeneity between commodity exporters and noncom-
modity exporters, the former country group showing higher correlation (Fig-
ure 11). Similarly, episodes of deterioration of asset quality in SSA coincide
with a drop in the credit to GDP ratio (Figure 12).

Given endogeneity problems, further analysis is needed to test the causal-
ity from NPLs to credit. By itself, the strong correlation between the two
variables means little as both dynamics could be driven by worsening eco-
nomic activity (for example, demand effect) or pure accounting factors (with
new credit raising the denominator of the NPL ratio faster than it raises

the numerator, at least in the short term). It is therefore critical to identify

'The preliminary median value for 2019 is close to 20 percent of GDP but based on an incomplete sam-
ple of countries (36 out of 41). Using the same 36 country sample, the median ratio was 18.3 percent
of GDP in 2018.
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Figure 11. Sub-Saharan Africa: NPLs and Credit-to-GDP Ratio
(Percent, 2005-19, country average)

NPLs to total loans

Sources: Country authorities; and IMF, Financial Soundness Indicators.
Note: For each country, only years with both NPL ratio and credit-to-GDP available
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(Percent, group median)

Credit-to-GDP ratio
Sources: Country authorities; and IMF, Financial Soundness Indicators.

with a smaller sample.

are included in the average calculation; credit refers to credit to the private sector.

exogenous shocks to NPLs to measure the effect of changes in asset quality
on credit supply.? To solve the identification problem, this paper, like sev-
eral other studies for other groups of countries such as Espinoza and Prasad
(2010), Nkusu (2011) and Klein (2013), uses a panel vector autoregres-

sion (VAR) model on country-level data, allowing for dynamic interactions
between variables, with Cholesky decomposition to isolate structural shocks.
To the authors’ knowledge, this is the first time that this methodology is used
to assess the effect of NPLs in SSA countries.

A panel VAR confirms that NPLs have a relatively strong and persistent
negative effect on credit supply in SSA. The VAR analysis, described in
further details in Annex 1, estimates the empirical relationships between the
NPL ratio, GDP growth, inflation, and credit to the private sector (percent
of GDP), with data covering 200118 for 41 SSA countries. The impulse
response functions point to a statistically significant effect of NPLs on
credit to the private sector (Figure 13). Specifically, a 1 percent unexpected
increase of the NPL ratio reduces private credit to GDP by about 1/4 per-
centage point in the medium term, with the maximum effect reached after

2Exogeneous shocks to NPLs could be due to changes in regulation and/or definition, stricter enforcement of
the regulation (for example, asset quality reviews), or resolution measures such as write-offs.
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Why Do NPLs Matter: Impact of NPLs on Bank Lending

Figure 13. Responses of Credit-to-GDP to a One Standard Figure 14. Responses of Real GDP Growth to a One

Deviation Shock to NPL Ratio Standard Deviation Shock to NPL Ratio
95% confidence interval - 95% confidence interval g

0.0 F — Orthogonalized impulse response function | — Orthogonalized impulse response function
-0.5¢+ L |
-1.0k B
-1.5L -

0 2 4 6 8 10 0 2 4 6 8 10

Year Year

Source: IMF staff estimates.
Note: A one standard deviation in the NPL ratio is equal to 4.1 percentage points in the sample.

four years.?> For a median SSA country exposed to an increase in its NPL
ratio by one-third (equivalent to 4 percentage points)—a realistic order of
magnitude as discussed in Chapter 4, this means that the credit ratio would
decline by 1-1% percentage points in the medium term. This is a significant
effect, given that the median private credit ratio stood at 16 percent of GDP
in 2018. In addition, the variance decomposition shows that the NPL shock
explains 30 percent of the credit-to-GDP variance.

NPLs also affect broader economic outcomes. The same model is also used to
estimate the impact on GDP (Figure 14). It shows that a 4 percentage point
increase in the NPL ratio (an increase by one-third for the NPL ratio of the
median SSA country) would lead to lower economic growth by 0.5-0.6 per-
centage point a year, in the next two years following the shock. The effect is
slightly larger and more protracted for non-oil GDP growth (0.6-0.7 percent
per year), as the value added of the oil sector is less dependent on domestic
financing and the soundness of the local banking sector. In both cases, the
magnitude of the contractionary effect of NPLs is lower in SSA than in more
advanced economies, which could be imputed to the lack of financial depth

3An alternative specification, based on credit growth rather than the credit ratio, shows that a 1 percentage
point increase in the NPL ratio leads to a 1 percent drop in private credit growth after two years (relative to
baseline) and by 2 percent cumulatively over 10 years.
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RESOLVING NONPERFORMING LOANS IN SUB-SAHARAN AFRICA

Figure 15. Impact of NPLs on Capital Adequacy and Credit Supply

Risk-weighted assets (= K) go up (except if NPLs
fully provisioned or collateralized)

K /K goes down Lower credit

(1) Higher provisions;
(2) lower interest income
on loans; (3) higher
operating/legal costs;
(4) higher funding costs

Lower
accumulated
income and,

thus, K

Source: IMF staff.

or misallocation of credit in SSA economies (see, for instance, Klein [2013]
on Central, Eastern, and Southeastern European countries).

Why NPLs Impair Bank Credit: Investigating the Channels of
Transmission

The effect of NPLs on credit can be attributed to various channels. To sim-
plify, NPLs can affect banks’ supply of credit through two main transmission
mechanisms—profitability and capital requirements.# By reducing the capital
adequacy ratio from the numerator and denominator sides, NPLs impact the
ability of banks to provide new credit (Figure 15):

® NPLs can reduce banks’ profitability in the following ways: (1) NPLs

require banks to raise provisions, which lowers net income (since provisions
are an expense in the income statement); (2) NPLs carried on banks’ books
do not generate income streams comparable to performing assets; (3) a
deteriorating balance sheet may raise banks’ funding costs because of lower
expected revenue streams and, hence, heightened risk perception on the
part of investors; (4) a large NPL portfolio absorbs human and operational
resources, which the bank could use instead to support more profitable
lending; and (5) there are legal costs to complete bankruptcy and foreclo-

4NPLs can also negatively affect the demand for credit, for instance, when banks try to recoup their losses on
NPLs by raising the marginal lending rate on new loans.
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Why Do NPLs Matter: Impact of NPLs on Bank Lending

sure procedures. In turn, lower profitability translates into slower capital
accumulation, which reduces the numerator of the capital adequacy ratio.

e NPLs, net of provisions, may also tie up larger amounts of regulatory
capital due to higher risk weights on impaired assets under Basel 11/
III. For instance, for banks using standardized methods under Basel 11/
I1I, a performing loan has a risk weight in the range of 75-100 percent,
while a higher risk weight (100—150 percent) is required on NPLs for
the portion of NPLs that is not provisioned or collateralized. In turn,
higher capital requirements deteriorate the capital adequacy ratio from the
denominator side.

An econometric analysis is conducted on bank-level data to assess the rele-
vance of these various channels. The analysis relies on a sample of 617 banks
in 43 SSA countries (from Fitch Connect database) and covers 1994-2018.
To estimate the impact of NPLs on the different transmission channels, the
system generalized method of moments (GMM) estimator of Blundell and
Bond (1998) is employed. This empirical strategy helps address endogeneity
issues resulting from reverse causality, measurement errors, and omission of
variables. The estimation, which combines both micro and macro deter-
minants, also controls for the traditional determinants of bank lending,
including real economic growth, terms of trade, real effective exchange rate,
inflation, the fiscal balance, the quality of institutions, and bank deposits.
Detailed results are presented in Annex 1.

The results show that NPLs reduce bank lending through both higher
risk-weighted assets and lower capital. According to the bank-level analysis,
an increase in a banks’ NPL ratio (measured as the ratio of its NPLs to total
loans) by 1 percentage point is associated with a decline in bank lending
growth by about 3 percent, relative to baseline (Figure 16).> The model high-
lights that higher NPLs translate into both a fall in banks’ capital, resulting
from the loss of income as well as an increase in risk-weighted assets, as the
share of riskier loans increases. The results also point to a reduction in banks’
operating profits, which is due to lower net interest income, higher adminis-
trative and staffing costs (proxied by non-interest expenses), as well as higher
provisions. Quantitatively, an increase in the NPL ratio by 1 percentage
point would increase risk-weighted assets by about 6.9 percent, while reduc-
ing banks’ capital by 6.5 percent, all else being held constant. Consequently,
the banks capital adequacy ratios decline. However, the impact of NPLs on
funding costs is not found to be statistically significant. This result could be
due to the fact that interest rates on retail funding (deposits), which represent

The effect on credit growth based on the bank-level analysis is stronger than the similar effect estimated in
the previous section using macroeconomic data. A possible reason for this: at the macroeconomic level, some
offsetting factors are at play, which dampen the negative impact of NPLs on credit, such as supportive policies
by the central bank or the supervisor.
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Figure 16. Estimated Impact of 1 Percentage Point Increase a large source of banks’ liabilities

in NPL Ratio in SSA, may be less sensitive to the

| quality of banks” balance sheets.

Risk-weighted assets growth
Capital adequacy ratio
Operating profit over equity
Net income growth

Loans growth

Capital growth

Source: IMF staff estimates.
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CHAPTER

4 Understanding the Main Sources
of NPLs in Sub-Saharan Africa

A thorough diagnosis of NPLs root causes is a prerequisite for designing effective
remedial plans. This chapter combines statistical estimations with a forensic anal-
ysis of past NPL surges to identify the main drivers of NPLs in the SSA context.
Although some factors are outside the control of the authorities and the banks, sev-
eral policy levers can have a material impact on the size and trajectory of NPLs,
including bank supervision and regulation that promote sound bank risk manage-
ment and good governance, as well as prudent fiscal policy and debt management
to reduce the occurrence of government arrears.

An Empirical Analysis of Macro and Micro Determinants of NPLs

Although the empirical literature on determinants of NPLs is quite abundant
for advanced and emerging market economies, few studies have focused on
Africa. Investigating the leading causes of NPLs in SSA during the economic
and banking crises of the 1990s, Fofack (2005) finds a strong causality from
macroeconomic volatility to NPLs, reflecting the vulnerability of undiver-
sified African economies to external shocks. Mpofu and Nikolaidou (2019)
examine the macroeconomic determinants of credit risk in the banking
system of SSA economies over 2000—16 and show that a deterioration in

the economic environment leads to higher credit risk in the banking sector
in the region. Using bank-level data over 200015, Brei and others (2018)
study the impact of bank competition in SSA on NPLs and find that they
are not only related to macroeconomic variables (growth, public debt, eco-
nomic diversification, and financial deepening and inclusion) but also to the
regulatory environment: bank competition may spur efficiency gains and
thus translate into sounder bank credit portfolios with better credit quality;
however, excessive competition can lead to higher NPLs, by eroding interest
revenues (due to lower loan rates), increasing the likelihood of risk-taking
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behaviors by banks, and making it more difficult for them to create enough
buffers over the business cycle.

NPL determinants are both macroeconomic and microeconomic. In a recent
review of this large literature, Manz (2019) distinguishes two broad categories
of NPL determinants: macroeconomic factors and bank-specific variables.
Macroeconomic factors encompass variables such as GDP growth, monetary
aspects, price levels, and terms of trade. Bank-specific determinants include
cost efficiency, capitalization, lending behavior, the economics of information
(moral hazard, agency problems), and corporate governance. The rest of the
section identifies and estimates the impact of these two sets of determinants
using two econometric approaches (see Annex 2 for more detailed results).

Macroeconomic Determinants

A macro-econometric analysis is conducted to identify the main driv-

ers of NPLs in a sample of 41 SSA countries over 2001-18. To account
for persistence in NPLs, the authors run dynamic panel regressions using
country-level data, as in De Bock and Demyanets (2012), where the NPL
ratio depends on its lagged value and a vector of contemporaneous and
lagged macroeconomic and financial variables, including GDP growth,
inflation, credit growth, export deflator growth, change in the lending rate,
and change in public debt to GDP ratio. The estimations use the system
GMM estimator developed by Arellano and Bover (1995) and Blundell and
Bond (1998) to address dynamic panel bias and endogeneity. The authors
check for possible time variation by estimating the same equation over the
2010-18 subsample.

The macroeconomic environment, banks’ lending behavior, and the
sovereign-bank nexus are found to affect significantly SSA countries’ NPL
ratios. At the country level, the aggregate NPL ratio is determined by a
few key variables:

e A deteriorated macroeconomic environment is associated with lower asset
quality. Specifically, a 1 percentage point decline in economic growth
reduces the borrowers’ capacity to service debt, increasing instantaneously
the country NPL ratio by 0.2 percentage point at impact, and 0.4-0.6 per-
centage point in the medium term. The export deflator growth is also
found to have a significant impact.

e Bank’s lending behavior is also an important determinant of NPLs in SSA
countries. In particular, a tightening of lending conditions in the form of
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a 100 basis point increase in banks’ average lending rates! (for example,
following a monetary policy shock) has an immediate effect on systemwide
NPL ratios (+0.2 percentage point). The effect is relatively large and could
be due to the fact that a large part of credit to the private sector in SSA

is at variable interest rates. Rapid credit growth, possibly reflecting banks’
risk-taking behavior, is also found to be associated with a rise in NPLs with
a one-year lag.

e An increase in public debt is found to lead to higher NPLs. This may be
because higher public debt increases the sovereign risk premium, affecting
banks’ funding costs and lending rates. High debt could also increase the
probability of government arrears accumulation, which would translate into
NPLs. The effect is not statistically significant over the whole period. How-
ever, when the sample is shortened to 2010-18, the sovereign-bank nexus
becomes stronger and statistically significant, while the coefficients asso-
ciated with lending rates and credit become nonsignificant. This could be
because financial deepening has strengthened the sovereign-financial nexus.
Another explanation is that the crowding-out effect (which raises borrow-
ing costs for the private sector and increases the likelihood of borrower’s
default) has been stronger over the more recent period, since many SSA
banks had to face a decline in their excess liquidity after the commodity
price shock of the mid-2010s.

e Finally, results point to a high persistence of NPLs with first-order auto-
correlation of about 0.6, suggesting that a shock to systemwide NPLs
takes time to fade.

The empirical analysis suggests that the COVID-19 crisis could have a sig-
nificant effect on NPL ratios in SSA if there is no adequate policy response.
Although point estimates should be treated with caution, they provide an
order of magnitude of the broad correlations between series. The growth
elasticity is particularly informative. A 1 percentage point growth slowdown
is expected to cause the NPL ratio to increase first by 0.2 percentage points,
with this impact rising over time up to 0.4-0.6 percentage points after five
years given the persistent effect. On this basis, the drop in real GDP growth
rate by about 6-7 percentage point experienced, on average, in SSA coun-
tries in 2020 (relative to 2019) would imply an increase in the NPL ratio
of 3—4 percentage points in the medium term, which corresponds to a rise
in the NPL ratio by one-quarter to one-third in an average SSA country,
compared to precrisis.? This analysis, which focuses on the impact of the
2020 growth shock, considers all other factors are held constant relative to
the baseline, including economic policies, the evolution of economic growth

2At the time of drafting the paper, the median NPL ratio was 11.7 percent in 2018 and, based on an incom-
plete country sample, 9.6 percent in 2019.
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after the shock, and other economic factors. Future measures taken to address
NPLs could reduce the size and duration of the crisis effects.

Bank-level Determinants

To better understand the role of the banks’ lending behavior in NPL dynam-
ics, a micro-econometric analysis is carried out to identify bank characteris-
tics that are highly correlated with the prevalence of NPLs. The bank-level
analysis is based on financial statements data for 617 banks from 43 countries
in SSA during the period 1994-2018 for which NPL data are available.? The
authors use the system GMM of Arellano and Bover (1995) and Blundell
and Bond (1998) to address endogeneity problems, including reverse causal-
ity. The estimates also control for several macroeconomic variables.

At the level of individual SSA banks, indicators of risk-taking and risk-man-
agement seem to be key predictors of the quality of balance sheets. Besides
the persistence effect, the level of NPLs in SSA banks tends to be linked to
microeconomic determinants that are directly or indirectly related to their
attitudes toward risk:

o Lfficiency and profitability. Inefficient banks, as measured with profitability
indicators such as the return on assets (ROA), the return on equity (ROE)
or the net interest margins, tend to have higher NPL ratios, probably
because they are poorly managed and unable to properly screen risks. On
the contrary, banks evolving in more competitive environments, as mea-
sured by an adjusted Lerner Index, have lower NPLs, suggesting that bank
competition may lower credit risk, as a result of more prudent risk man-
agement and efficiency gains that help lower the cost of credit for borrow-
ers (Koetter, Kolari, and Spierdijk 2012; Brei, Jacolin, and Noah 2018).
However, bank competition is found to have a nonlinear effect: beyond a
certain threshold, competition increases NPL ratios, because the efficiency
gains of more competition may be outweighed by financial instability
effects.

® Bank lending and moral hazard. Banks with higher average interest rates on
loans (measured as the ratio of interest income to gross loans) have higher
NPL ratios, probably because of customers” difficulty in repaying more
expensive loans and adverse selection effects. In addition, highly leveraged
banks, as captured by the loan-to-deposit ratio, have higher NPL ratios,
perhaps because they tend to take more risks.

3The data set includes several types of deposit-taking institutions, with the vast majority being commercial
banks. About 40 percent of the bank data points are subsidiaries of foreign-owned banks.
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o Capital buffers. More capitalized banks, as measured with the capital
adequacy ratio (CAR), tend to have lower NPL ratios. While the reverse
relationship is well understood (due to the effect of NPLs on provisions),
the causal effect from banks’ buffers to NPLs is less straightforward. This
could be because lower capital buffers create risk-taking incentives, which
would translate into higher NPLs.

o Governance. Bank NPLs seem to be positively linked to the degree of finan-
cial development and the quality of supervisory mechanisms, as measured
by the IMF Financial Development Index* and the Regulatory Quality
variable of the World Bank’s Worldwide Governance Indicators.

Looking Back at the History of Past NPL Surges in Sub-Saharan Africa

To complement the econometric analysis and add more granularity, this
section performs a study of NPL surges in the past 15 years. The analysis
covers 41 SSA countries since mid-2000s. Strong increases in the annual
NPL time series are identified using a dual criterion based on both nominal
NPL growth (above 20 percent) and NPL ratio (above 5 percentage points).>
About one-third of the observations (country-year data points) displayed
NPL growth rates exceeding 20 percent in the sample excluding NPL ratios
below 5 percent (Figure 17). This corresponds to 137 episodes of surges

out of 366 observations. Fourteen countries experienced a doubling of the
nominal level of NPLs or more in a particular year during the period. While
the median annual growth rate of nominal NPLs was 13.0 percent during
2006-19, the median maximum growth rate per country stood at 75.7 per-
cent (Figure 18).°

Several root causes of these surges can then be distinguished. IMF country
reports are used to pinpoint the sources of the identified episodes. These
causes can be loosely grouped into (1) adverse macro-financial shocks, (2)
poorly conceived macroeconomic policies, (3) problems originating in the
banking sector itself. and (4) other structural issues. In several countries more
than one factor was perceived as having caused the run-up in NPLs.

#The IMF Financial Development Index Database contains annual data on depth, access, and efficiency of
financial institutions and markets in 183 jurisdictions from 1980 to 2018. It is updated annually, building on
data from the World Bank FinStats, IMF Financial Access Survey, BIS debt securities database, and Dealogic
corporate debt database (see Svirydzenka 2016).

SEpisodes of NPL surges were identified as an annual increase in the amount of NPLs (in nominal terms)
by at least 20 percent and, at the same time, an end-year NPL ratio of at least 5 percent. The second criterion
eliminates cases wherein large nominal increases reflect merely a base effect. Several countries did not report
NPL figures for the entire period. Two consecutive increases are treated as two separate episodes. When nom-
inal values are unavailable, NPL levels are estimated by multiplying the NPL ratio by total bank claims data
from the IMF International Financial Statistics.

6Based on the sample that excludes cases wherein NPL ratios are below 5 percent, as in Figures 17 and 18.
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Figure 17. Sub-Saharan Africa: Distribution of Annual Growth

in NPLs, 2006-2019

Figure 18. Sub-Saharan Africa: Maximum Annual Growth in

NPLs, 2006-2019
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Note: The figure shows the distribution of annual NPL growth rates, with each
case denoting one country, one year. For instance, 131 cases had an NPL growth
rate of 1-20 percent from 2006 to 2019. The sample excludes cases where NPL

ratios are below 5 percent.
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calculations.
Note: The sample excludes cases where NPL ratios are below 5 percent.

NPLs frequently originate from exogenous macro-financial shocks. Banks’
performance can be impaired by either negative domestic shocks or external
shocks to export volumes and prices that filter through the domestic econ-
omy. First, negative spillovers from abroad, such as depressed exports and a

fall in commodity prices, have been particularly relevant in countries with
large export sectors—as illustrated by the NPL surges in the episodes of
Cameroon-2016, Gabon-2016, Guinea-Bissau-2012 and 2014, Nigeria-2016,
and Republic of Congo-2017. Second, weak domestic economies and fragile
businesses have led to insufficient cashflows and, consequently, to corpo-

rate payment arrears with banks—with the difficulties sometimes concen-
trated in specific economic sectors (Cabo Verde 2011-13, Ghana 2009

and 2016, Tanzania 2015; Figure 19). Shortages of foreign exchange have
occasionally impacted loan servicing, as in the case of Nigeria-2016. Finally,
weather-related shocks impacted the macroeconomic situation and deteriorated

credit quality in Malawi-2016.

Even in the absence of exogeneous shocks, banks can be affected by mac-
roeconomic policies that are either misguided or have negative side effects.
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Figure 19. Sub-Saharan Africa: NPLs and Real GDP Growth,
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Database; and IMF, World Economic Outlook.

These policies can be adopted by the government or the monetary and finan-
cial authorities. Government arrears and other fiscal issues led to NPL surges
in some countries, at times through suppliers to government entities no

longer able to service their bank debt (see examples of Burundi-2015, Central

African Republic-2013, Chad-2015, Equatorial Guinea-2013, Eswatini-2010,
Gabon-2016, Mozambique-2017, the Republic of Congo-2017 and 2018,
and Uganda-2015-16; Figure 20).” Prudential actions also caused an

increase in measured NPLs, such as a harmonization of the NPL definition
(Burundi-2014), tighter regulation on NPLs (Cameroon-2016, Kenya-2017),
enhanced credit risk supervision (Mozambique-2017), a reassessment of
collateral values affecting the perception of credit quality (Mali-2005), a
reclassification of watchlist loans® to NPL categories (Seychelles-2010), and

a rescheduling of loans guaranteed by the central bank (Guinea-2016). More
generally, the recent move to International Financial Reporting Standard

9 (IFRSY) accounting, starting in 2018, has also impacted NPL levels in
many countries. Although these prudential actions do not change the level
of NPLs in the economic sense, they impact official statistics by improving

"For more on the origins and consequences of domestic and government arrears, see Chapter 3

in IMF (2019¢).

8Watchlist loans are one loan classification category below normal loans and one above substandard loans.
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the accuracy of reporting. Finally, tight monetary policy, leading to excessively
high interest rates, was flagged to be the cause of high NPLs in the case of
Malawi-2012-13.

In addition, several NPL surges originated primarily in the banking sector
itself. Bank-specific factors are related to two main developments. First,
credit booms, often fueled by excessively loose lending standards, can even-
tually result in bust episodes marked by strongly rising NPLs (see, for
instance, Comoros-2012, Equatorial Guinea-2013, and Mauritius-2015). In
Nigeria-2009, the NPL surge was related to a credit-financed stock market
boom that was followed by a bust. Second, mismanagement at banks such
as weak risk management and, more generally, poor governance were cited
as the cause of high NPLs among other issues in multiple episodes (see, for
instance, the cases of Ghana-2009, Mauritius-2015, The Gambia-2008,
Togo-2017, Uganda-2015-16, and Zimbabwe-2012).

Lastly, several other idiosyncratic factors have impacted NPL dynamics.
Health crises have led to high NPLs, such as the Ebola outbreak stymying
economic activity in parts of West Africa—as shown by outbreaks in Guinea,
Liberia, and Sierra Leone in 2014-15. Political crises and conflicts, such as a
coup d’état, have also crippled economic activity and thus increased NPLs
(Guinea-Bissau-2012, for instance).
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CHAPTER

5 A Strategy to Deal with NPLs
in Sub-Saharan Africa

This chapter proposes to address the high and rising level of NPLs in SSA through
a three-pronged sequential strategy focusing on managing, resolving, and prevent-
ing NPLs. Regarding resolution, the authors estimate that removing 1 dollar of
NPLs from the banks balance sheets in the region would create, on average, space
for about 50 cents of new loans, although some policy measures could significantly
increase the leverage effect.

Past Experience of Sub-Saharan African Countries

SSA countries have used a wide range of measures to tackle NPLs. These
measures can be classified as either preventive (ex ante) to forestall the emer-
gence of new NPLs, or remedial (ex post) to resolve existing NPLs.! This
section reviews the experience of SSA countries with such measures in the
past decade, using information collected from IMF staff reports and other
sources (see Annex 3).

While the use of preventive actions in the region seems relatively new and
limited, remedial actions have been more prevalent, focusing primarily on
accelerated write-offs and sales to public AMCs in addition to standard recov-
ery practices. Curbing NPLs typically starts at the loan origination phase.
Over time, SSA banks have improved their credit risk assessment capabilities
(credit underwriting and portfolio monitoring), including with the use of Al/
machine learning and other innovations (Sy and others 2019). The adoption
of enhanced bank supervision has led to increased transparency and proper
recognition of NPLs, while Basel III capital and liquidity regulations, IFRS9,
and macroprudential tools may help prevent NPL surges. Nonetheless, most

'There are various ways to classify the main policy options. For alternative typologies, see Baudino and Yun
(2017) and ECB (2017).
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of the preventive measures remain either relatively new or partially imple-
mented across the SSA region. In their absence, and faced with NPLs build-
ups, SSA countries have resorted more systematically to active NPL reduction
strategies ex post. In addition to standard recovery practices, common strat-
egies have proven to be accelerated write-offs of defaulted loans and setting
up AMCs—which are legally separated entities, typically public, entrusted
with purchasing, managing, and disposing distressed assets from commercial
banks. Other employed strategies have included clearing government arrears
(to banks’ clients) as well as bank restructuring/resolution, especially in the
case of state-owned banks.? Also, especially during the COVID-19 crisis,
banks in SSA countries have worked with affected borrowers to renegotiate
and soften the terms of their loans—actions that have been encouraged by
supervisors in several countries (see next section).

The track record of these NPL measures in SSA has been mixed. This is not
overly surprising in view of specific legal and financial constraints that coun-
tries are facing. Although accelerated write-offs and NPL transfers to AMCs
have helped lower NPL ratios in several countries, these strategies may not
eliminate completely the asset quality problem; they merely change its mani-
festation. After the NPL is written off and the collateral is repossessed by the
bank (instead of being immediately sold), the bank ends up owing a fixed
asset in lieu of the NPL; the bank would typically try to sell the collateral at
some point, which, in the absence of liquid market, may entail another loss.
Transfer of defaulted assets to AMCs does lower the NPL ratio on impact but
has turned out to generate losses to the AMCs or high fiscal costs for keeping
them afloat (for example, in Angola, Nigeria, Togo, Zimbabwe).3 Problems
with these AMC companies have also included inefficiencies in debt col-
lection systems, legal obstacles to enforce creditor rights, insufficient finan-
cial and human resources, imperfect information about the level of banks’
exposures to troubled assets, difficulties in establishing the transfer price
from market observations, and lack of independence (Ingves, Seelig, and He
2004). Clearance of government arrears to suppliers can lower NPLs, assum-
ing authorities have the fiscal space to make repayments on a larger scale.
The remaining measures, while still potentially effective, typically require
more time to gain traction due to necessary legal and organizational changes,
which argue for pursuing them before NPLs reach critical levels. A particular
problem surrounds bank restructuring and resolution, which have been polit-
ically contentious issues and present multiple obstacles—including political

2The primary purpose of bank resolution/restructuring is not to reduce NPLs. The NPL reduction can be
seen as a byproduct of these actions.

30ften, the transfer of NPLs may prove to be costly due to asset transfers at excessive prices and lack of
limitations on the types of assets and the lifetime of the AMC (for example, Nigeria's AMC has received airline
companies; Cameroon’s AMC has existed for about 30 years).
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cost, issues with banks too-big- or too-influential-to-fail, hesitant supervisors,
and legal and regulatory shortcomings.

A few countries in SSA have developed broader NPL management “strat-
egies” or are in the process of doing so. These countries include Cam-
eroon, Gabon, Ghana, Mali, Sao Tomé and Principe, and Tanzania.
Typically, NPL resolution strategies are multipronged, specifying a range
of measures to reduce existing NPLs and prevent new NPLs from aris-
ing. A few NPL strategies stand out because of their comprehensive
approach (see Box 1 for a description of the strategies implemented in
Ghana and Tanzania).

Options to Manage, Resolve, and Prevent NPLs in the Context of the
COVID-19 Crisis

This section outlines a general strategy for dealing with NPLs that may
emerge during the COVID-19 crisis. In practice, policy priorities will vary
considerably across countries and depend on the source of NPLs, the extent
to which borrowers are impacted by the pandemic, as well as the available
policy space (including at the budgetary level) to respond to the economic
downturn. A primary message of this chapter is that NPL strategies should be
carefully designed and sequenced—focusing first on managing and accommo-
dating the expected increase, then shifting to resolution, and finally empha-
sizing preventive measures to mitigate the risk of another round of NPL
pickup. This section builds on various notes and papers prepared by the IMF
Monetary and Capital Markets Department, including Monaghan and Saca
Saca (2016), Awad and others (2020), Kongsamut, Monaghan, and Riedweg
(2021), and Nelmes and others (2021).

Managing the Deterioration in Credit Quality during the Crisis

In the short term, the priority for banks is to handle the diminished ability
of their customers to repay debt. Resolving NPLs is not the most pressing
matter, as the situation is still very uncertain, and some difficulties faced by
borrowers may be temporary. Once the exceptional relief measures are lifted,
the economic outlook stabilizes, and a thorough diagnostic of banks’ loan
portfolios is conducted, the impact of the crisis on NPLs will become more
apparent and comprehensive resolution strategies could be contemplated.
Box 2 describes some measures taken by SSA countries during the crisis in
response to the difficulties encountered by borrowers and banks.

First, banks should recognize the deterioration of their assets” quality by
applying loan classification and provisioning rules in force. These rules should
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not be relaxed during the crisis. Prudent loan classification and provisioning
are at the core of banks’ risk management and asset valuation processes. As
asset quality deteriorates, having adequate provisions set aside will be essen-
tial to allow banks to proactively engage in NPL resolution. Proper loan loss
provisioning ensures transparency and reduces moral hazard, which sup-
ports market trust and thus banks’ ability to raise fresh private capital and
continue to lend.

Second, supervisors could encourage prudent loan restructuring to sectors

or firms temporarily impacted by the crisis. By adjusting the terms of the
contract, banks can help viable borrowers manage the temporary impact of
the pandemic on their business and minimize their own losses. Restructuring
can take the form of renegotiated terms (maturity, interest rates, fees), mora-
torium policies or grace periods. Irrespective of whether the loans are restruc-
tured or not, banks should follow the standard prudential requirements
related to problem loans and classify them properly according to the revised
likeliness of the borrower to pay.

Third, banks with growing or high NPLs could be subject to more over-
sight. During the crisis, banks should closely monitor their credit portfolios
for signs of distress, irrespective of possible relief measures, and supervisors
should receive full reporting on the temporary arrangements granted to
customers and their impact on banks’ balance sheets. In the case of banks
most impacted or more fragile, additional measures could be contemplated,
including more frequent and detailed regulatory reporting for NPL portfo-
lios, intensified on-site supervision, careful monitoring of bank capital and
profitability, enhanced regulation, and guidance.

Fourth, supervisors should use the flexibility allowed by bank regulatory and
accounting frameworks to accommodate the negative impact on banks’ cap-
ital. The increase in NPLs may hurt the banks’ capital position, as a result of
the loss of net income. If this is the case and excess capital (above the mini-
mum plus buffers) has been exhausted, capital buffers should be used, where
they are in place. Banks could draw down on their capital conservation buffer
to absorb the impact of those losses. In SSA countries transitioning toward
the Basel III standards, a more gradual path for complying with capital
requirements could also be envisaged.

Banks, where NPLs have increased significantly leading them to fall below
capital requirements, should design capital restoration plans. These plans
should be monitored by supervisors. Where banks are unable to submit a
credible capital restoration plan and where the confidence in the banking

4Restructured loans should not be reclassified as NPLs merely because of the change or temporary suspension
of principal or interest payments. Any reclassification should be based on evidence of permanent diminished
ability to repay and reduced net present value of the claim.
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system would be severely impaired and resolution cannot be effectively imple-
mented, national authorities may need to consider providing public support
in systemic cases (Dobler, Moretti, and Piris 2020).

Overall, a wide range of exceptional measures can help contain the negative
impact of the pandemic on firms, households, and banks. Unprecedented
actions are warranted by the severity and uncertainty of the crisis, but these
measures could have distortionary effects if used over a prolonged period of
time, undermining credit quality and resulting in a misallocation of resources
(if unviable firms are kept on life support). Thus, as the impact of the crisis
becomes clearer and the economic recovery takes hold, these measures should
be progressively withdrawn, as discussed in detail in Kongsamut, Monaghan,
and Riedweg (2021). Exit strategies could initially focus on replacing blanket
support with more targeted and timebound measures. For instance, blanket
freezes on debt repayments should be replaced with temporary support to
distressed but viable borrowers. Exit should also be gradual with a sufficiently
long transition period allowing economic agents to anticipate and adapt. The
pace of exit, which depends on the specific measure considered and country
circumstances, should strike the right balance between avoiding a premature
lifting of the measures and mitigating the risk of long-term adverse impacts
on financial stability if measures are kept in place for too long,.

Resolving Legacy NPLs and Cleaning up Banks’ Balance Sheets
during the Recovery

SSA countries will need to implement comprehensive NPL resolution strate-
gies when their economies stabilize. Once forbearance and other exceptional
measures expire and economies recover, the impact of the crisis on banks’
loan books and the related capitalization needs will become more apparent.
A systemwide diagnostic can then be undertaken by the supervisors and

the banks. This diagnostic, which estimates the extent of the credit quality
deterioration, the factors behind the increase in NPLs, and policy priorities,
is a prerequisite to comprehensive resolution strategies being undertaken.
Where possible, conducting an asset quality review could also help establish a
truthful picture of fundamental credit quality after the pandemic. The abil-
ity to conduct such assessments hinges on the quality of information avail-
able to supervisors. In this regard, the SSA region still faces important data
quality challenges, as discussed in Chapter 1. SSA authorities should con-
tinue improving both data definitions and data availability for the purpose
of strengthening financial system oversight. Access to information by NPL
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segment is particularly important since legal instruments for resolution differ
across types of loan.

The responsibility of NPL resolution lies primarily with banks, which should
have plans and adequate processes to tackle their problem loans. Although
handling moderate volumes of NPLs is part of normal banking business,
dealing with very large NPL portfolios is not a common core competency of
banks or their managers, and it requires specialist skills. Strong asset manage-
ment practices should involve separating NPL management from performing
loans management; segmenting the NPL portfolio with specific strategies

for each segment; adopting adequate I'T systems; conducting organizational
changes to achieve a clear governance structure, including clear responsibility
at executive and board levels; and setting detailed operational targets aimed
at increasing capacity and reducing NPLs (for example, by half) over the
medium term (3-5 years).

Supervisory oversight and regulation should incentivize banks to reduce the
size of their NPL portfolios. Authorities could start with forming a national
committee with the mandate of undertaking a detailed assessment of the
obstacles to effective NPL resolution and subsequently preparing a priori-
tized, coordinated, and timebound action plan (see Nelmes and others 2021).
As part of this plan, supervisory measures could aim at fostering bank pro-
visioning and more conservative valuation of collateral, introducing higher
capital charges for impaired assets, and enhancing transparency and reporting
requirements for NPL portfolios. Regulation, similar to that of the WAEMU,
can force banks to write off long-defaulted loans (for example, after 3—5 years
in default). A code of conduct to formalize borrower/lender interaction is
often needed to foster negotiated solutions particularly with consumers and
SME:s, while other instruments are necessary for large corporate debtors, such
as guidelines for multi-creditor workouts. In some cases, supervisors could
agree with banks on ambitious quantitative targets on operational metrics,
such as cash collection, loan restructures, hiring special servicers and collec-
tion firms, signing joint ventures with specialist AMCs, and outright asset
sales. Supervisors should challenge the credibility of banks’ NPL reduction
strategies, including through benchmarking against other banks, and closely
monitoring performance against those targets. Finally, authorities can also
take steps to ensure that the full bank resolution toolkit is in place, with solu-
tions that are transparent, rapid, cost-effective, fair, and legally robust.

In addition, effective and prompt NPL resolution requires legal reforms to
upgrade debt enforcement regimes and insolvency frameworks, which are still

5Separate information should be available on corporate and household NPLs, and, if possible, also SMEs,
mortgage loans and consumer debt. Within broad categories, such as corporate NPLs, it is also important to
distinguish between secured and unsecured loans.
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inefficient in many SSA countries. Well-functioning legal, regulatory, and
institutional frameworks are crucial for commercial banks to resolve NPLs,
facilitate business exit and reorganization, settle commercial disputes, and
collect debts. Countries experiencing high levels of NPLs should conduct

a diagnostic of the legal tools that are available or necessary, with a view to
tailoring solutions to their specific circumstances. Key reforms can include
developing specialized commercial courts and judges; training legal profes-
sionals; and reducing legal procedure costs. Insolvency practice tends to be
marginal in African countries.® Thus, countries should primarily concen-
trate their efforts on improving debt enforcement, including in-court and
out-of-court procedures, and the judicial infrastructure. The introduction of
out-of-court workouts (informal negotiations framed by guidelines set by the
central bank or banking associations) could help avoid the costs, slow pace,
and complexity associated with legal proceedings (Baudino and Yun 2017).

In some cases, tax obstacles to NPL resolution should also be lifted. The tax
regime should not penalize debt write-offs by making it excessively difficult
for creditors to obtain tax relief or by imposing high tax burden on debtors.

Developing a market for distressed assets is an important but perhaps
longer-term objective for SSA countries. Third-party private firms special-
ized in debt collection play a key role in recovering NPLs in some advanced
economies, such as the United States. But they are mostly inexistent or
marginal in low- and middle-income countries, although there are ongoing
efforts supported by the IFC to create distressed assets in emerging econo-
mies through the DARP initiative (Cerrutti and others 2019; IFC 2020).

To develop a market for distressed assets, a precondition is to facilitate the
establishment and entry of these specialists. Measures could include creating
a licensing and regulation framework for nonbanks that allows specialists to
own and service NPLs; addressing issues with securitization, tax and debtor
notification/approval rules to facilitate cost-effective disposal and transfer of
NPLs; and overcoming information asymmetries between buyers of NPL and
banks through the development of credit bureaus and other forms of stan-
dardization of information. State-sponsored AMCs can also help jump-start
the market for distressed assets (Aiyar and others 2015). AMCs can indeed
provide economies of scale by consolidating creditor claims and scarce exper-
tise. They can also set benchmark prices and establish standard procedures for
workouts and asset sales. But these companies should be carefully designed
to mitigate fiscal costs and risks. In fact, public AMCs, which exist and

have been used in some SSA countries, have had a mixed track record in the
region, as discussed in the first part of this chapter.

¢The main reason is the reduced availability of credit to enterprises. Insolvency is a collective debt enforce-
ment procedure, which is essential in cases where enterprises have multiple creditors.
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Preventing the Re-accumulation of New NPLs Postcrisis

Controlling NPL levels entails not only dealing with the existing NPL stock
but also containing future flows. Banks will need to develop procedures

to better manage their loan portfolios after the crisis. This is a long-term
endeavor, which requires actions on both the bank and the customer sides.

Developing more robust bank underwriting criteria, policies, and proce-
dures is essential to improving SSA banks’ risk exposure. These criteria could
include thresholds and limits around riskier lending, such as loan-to-value
ratios (at the individual exposure and segment levels), leverage ratios, as well
as sector, geographic, and product limits. Criteria, models, policies, and
procedures need to be continuously reviewed and updated based on actual
performance and adapted to economic conditions. In addition, the devel-
opment of banks’ early warning systems can help control future NPL flows.
These systems identify individual exposures and risk segments in the portfolio
for immediate attention and remediation, with the aim of preventing these
loans from deteriorating into NPLs. Finally, improving the quality of debtor
information (through land cadasters, asset registers, tax registers, and credit
bureaus) and making these repositories electronically accessible to all credit
institutions can support responsible lending and reduce credit losses. For cor-
porate and SME loans, financial statements are the most important source of
information, and there is ample work to be done to improve accounting and
auditing practices in African countries.

Supervisors and regulators should support and encourage banks’ efforts to
improve their risk management practices. Actions should target the structural
weaknesses that underly NPL accumulation. Instruments like the Basel I11
capital and liquidity regulations that constrain banks’ ability to grant loans
(for example, additional capital buffers, liquidity coverage ratio) and other
macroprudential tools (loan-to-value and debt-to-income limits) may help
contain NPLs. Much remains to be done in this area in SSA. The latest IMF
survey of macroprudential measures shows that the SSA region has the lowest
number of household sector tools per country and among the lowest number
for corporate sector tools (IMF 2018b). There are some exceptions—Nigeria,
Rwanda, Tanzania, and Uganda have relatively extensive macroprudential
frameworks. Supervisors also need to keep up with changes in banking
practices and business models in order to identify possible NPL triggers and
adjust supervisory intensity and modalities accordingly. Incentives for bank-
ing sector consolidation (for example, by raising the statutory minimum level
of capital per bank) could be provided where overbanking has been a prob-
lem causing loan quality to deteriorate. Finally, regulatory and supervisory
changes could also be considered whenever permissive and easy-to-circumvent
regulatory requirements have proven to be a driver of NPLs.
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In addition to enhancing banks’ asset management practices, measures should
also be taken on the borrowers” side to address vulnerabilities that lead to
NPLs. Maintaining a sustainable fiscal position and adopting sound public
financial management practices (including in debt and cash management)
can prevent the occurrence of government arrears to individuals, suppliers,
and banks. For resource-rich countries, economic diversification, combined
with a transparent, fair and efficient management of resource wealth (for
instance, by establishing funds accumulating financial asset buffers and
tailored fiscal rules), could contribute to lowering the exposure of economies
to commodity price shocks. Strengthening corporate balance sheets is also
important to ensure that the private sector can withstand the ups and downs
of the business cycle without defaulting on its debt.

Bang for the Buck: How Much Fresh Credit to Expect from Cleaning Up
Banks’ Balance Sheets?

A simple model is used to assess the impact of NPL disposal strategies on credit
supply in SSA.” The purpose of the analysis is to quantify the space created

by NPL sales and identify policy instruments that magnify the effect of NPL
disposal on credit. The model, described in Annex 4 and in greater detail in
Bunda, Eyraud, and Wang (How-To Note 2021/006), builds and expands on
the work done by Jobst, Portier, and Sanfilippo (2015) on European banks.

The mechanism at the center of the model is the capital released following an
NPL disposal operation. When NPLs are sold or written off, two main effects
are at play. The first channel is the “capital requirement effect.” NPLs tie up
the banks capital resources since bad assets have higher risk weights than
cash. Thus, the disposal of NPLs should reduce the regulatory capital charge,
freeing up resources that can subsequently be used to provide new loans. The
second channel is the “capital resource effect.” The NPL sale can reduce or
increase the banks’ capital depending on how the sale price compares to the
value at which NPLs are recorded in the bank’s balance sheet. If the NPL
sale price is below the net book value,® this “haircut” translates into a capital
loss. On the other hand, if a bank sells NPLs at a price higher than what is
accounted for in its balance sheet, there is a capital gain. All in all, the ability
to free up capital depends on the combination of these two channels. If
haircuts are small or inexistent, the first effect dominates, the capital relief is
positive, and there could be a relatively strong impact on new credit. On the

7This section uses the term “NPL disposal” to refer to the various ways a bank can remove NPLs from its
balance sheet. The model used in this section is based on sales. The write-off is considered a special case of sale
where the sale price is zero.

8The net book value is the gross book value of the NPL minus the stock of provisions accumulated
against this loan.
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contrary, if there are large positive haircuts, the second effect can possibly off-
set the first one, which means that capital falls more than risk-weighted assets
and the capital relief becomes negative. In this case, the ability of the bank to
grant loans may decrease following the NPL resolution.’

Results should be treated as illustrative. Some caveats and limitations should
be noted. First, the model simulates a specific NPL management strategy,
which is the sale, but other options are available to manage NPLs, including
ex ante measures—as discussed in the previous sections. Second, the model
focuses on one key channel, which is the capital relief, but cleaning up banks’
balance sheets can have other beneficial effects on credit, due, for instance, to
higher efficiency or better profitability. Third, the analysis is conducted at the
country level, which means that it is more relevant to describe systemwide
strategies in response to financial crises. Finally, results are highly sensitive to
calibration and model specification, although alternative parametrizations are
used to assess the robustness of the findings.

The model is applied to all SSA countries and calibrated on the latest avail-
able year in the database, which is 2018.1° The baseline simulations assume
that there is no haircut; thus, the effect on credit is solely caused by the
decrease in capital requirements related to the disposal of bad assets. Alter-
native simulations account for haircut ratios, which are either set in an ad
hoc way (for example, 10 percent of the value of net NPL sold) or based on
key structural parameters (cost and length of resolution proceedings, share of
NPLs that is collateralized, discount rates, etc.). Annex 4 gives an overview of
the approach adopted to model haircut ratios.

On average, removing 1 dollar of NPLs from the banks’ balance sheets in
SSA is estimated to create space for about 50 cents of new loans. Depend-
ing on the risk weight on NPLs, the average effect ranges between 40 and

60 percent (Figures 21 and 22).!! The multiplier’s value is below 100 percent,
because the capital relief is based on net NPLs, meaning NPLs net of loan
loss reserves, in line with Basel rules. Net NPLs are significantly smaller than
gross NPLs in SSA countries, where provisions cover on average two-thirds
of NPLs. There is, nonetheless, some volatility across countries: the leverage
effect increases to 80—120 percent in countries at the top of the distribution.

9A third case is the possibility of negative haircut, meaning that banks sell the NPLs at a price that is above
their net book value. Then, the two effects compound each other and the capital relief is even larger than under
a zero-haircut scenario.

19A¢ the time of drafting the paper, 2018 was the last year available with comprehensive data on NPLs. The
country sample for 2019 and the first half of 2020 was much smaller.

UThe risk weights used in the simulations for NPLs range between 100 and 150 percent, compared to
100 percent for performing loans. Baseline simulations assume no haircut. Results report median effects, but
the findings do not change much when using simple averages.
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Figure 21. Sub-Saharan Africa: Ratio of New Loans to Gross  Figure 22. Sub-Saharan Africa: Ratio of New Loans to Gross
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On the other hand, a 10 percent haircut rate would lower the estimated
effect to 5-25 percent, on awerage.12

To simulate the effect of a systemwide NPL disposal strategy, the authors
consider a scenario wherein SSA countries’ NPL ratios would decline by half
compared to their 2018 levels. Although a decline by half may seem quite
high, it is not uncommon over a period of 2—6 years (Table 4). Since the
mid-2010s, 29 episodes of large reductions in NPL ratios—defined as reduc-
tions of the ratio exceeding a third from peak to trough—have occurred in
23 SSA countries. Across these episodes, the median reduction of the ratios
was close to 60 percent and the median duration was 4 years. Large contin-
uous declines were observed in all parts of the continent, although Southeast
Africa recorded more episodes.!3

12The haircut rate is defined as the difference between the net book value of the loan and sale price, in per-
cent of the net book value. The 5-25 percent interval refers to the range of median effects when the NPL risk
weight varies between 100 and 150 percent.

B¢ is possible that some episodes of NPL decline reflect, in part, positive credit cycles leading to a faster
increase in total assets than bad loans.
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Table 4. Large Declines in NPL Ratios in SSA Countries since the 2000s

(Percent)
Duration Average annual reduction  Total reduction
Country Years (years) Peak Trough (percent of peak) (percent)
Botswana 200712 5 6.1 2.6 11 57
Burkina Faso 2008-14 6 19.0 8.6 9 55
Central African Republic 2015-19 4 30.9 12.6 15 59
Cote d'lvoire 2010-16 6 17.1 9.1 8 47
Gambia 2013-15 2 19.1 6.5 33 66
2016-18 2 9.3 3.2 33 66
Ghana 2005-07 2 13.0 6.4 25 51
2010-14 4 18.1 11.3 9 38
Guinea 2005-07 2 27.8 11.0 30 60
Guinea-Bissau 2005-07 2 12.8 6.6 24 48
201415 1 43.4 8.4 81 81
Kenya 2006-11 5 194 4.4 16 77
Liberia 2006-07 1 42.4 16.4 61 61
Madagascar 2013-18 5 11.6 7.2 17 38
Malawi 2013-15 2 15.4 7.3 26 53
2016-18 2 10.3 2.8 33 73
Mali 2016-19 3 16.7 10.4 19 38
Nigeria 2009-14 5 37.3 3.0 19 92
201719 2 14.8 6.0 30 59
Rwanda 2005-12 7 29.0 5.1 12 82
Seychelles 201719 2 8.1 35 28 57
Sierra Leone 2007-12 5 31.7 14.7 11 54
201418 4 334 12.7 16 62
South Africa 2009-17 8 5.9 2.8 7 52
South Sudan 2010-15 5 14.0 5.1 13 64
Togo 2005-11 6 335 10.9 11 67
Uganda 2016-18 2 10.4 34 33 67
Zambia 2010-14 4 14.8 6.1 15 59
Zimbabwe 201417 3 16.3 74 19 57
Median 4 16.7 6.6 19% 59%

Source: Country authorities; IMF, Financial Soundness Indicators; and IMF staff calculations.
Note: First year is the peak year.

This comprehensive NPL disposal strategy would create about half a per-
cent of GDP of new credit, on average in SSA countries. Halving aggregate
NPL ratios (using 2018 as the starting point) would generate 2 to 3 percent
of new loans (relative to the initial performing loan portfolio), equivalent

to 0.4-0.5 percent of GDP for a median SSA country, depending on the
value of NPL risk weights (Figures 23 and 24). The impact remains relatively
moderate not only because NPLs are highly provisioned, as explained ear-
lier, but also because the simple model does not capture all beneficial effects
of NPL disposal on credit. There is significant dispersion across countries.
Countries in the upper bracket could expect additional loans in the range of
5-10 percent of their performing loan portfolio, corresponding broadly to
0.7-1.3 percent of GDP.

Some policy measures could significantly raise the effect of NPL disposal on

new credit. Three policy experiments are carried out using the template of
Bunda, Eyraud, and Wang (How-To Note 2021/006). All results reported
below describe the amount of additional new loans, coming on top of those

42

©lnternational Monetary Fund. Not for Redistribution



A Strategy to Deal with NPLs in Sub-Saharan Africa

Figure 23. Sub-Saharan Africa: New Loans Created from

Halving 2018 NPL Ratio
(Assuming 100% risk weight on NPLs; no haircut)
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Sources: Country authorities; IMF, Financial Soundness Indicators; and IMF staff
calculations.

Note: Data labels in the figure use International Organization for Standardization
(ISO) country codes.
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Figure 24. Sub-Saharan Africa: New Loans Created from

Halving 2018 NPL Ratio
(Assuming 150% risk weight on NPLs; no haircut)
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Sources: Country authorities; IMF, Financial Soundness Indicators; and IMF staff
calculations.

Note: Data labels in the figure use International Organization for Standardization
(ISO) country codes.

already generated under the baseline scenario (that is, a range of 0.4-0.5 per-

cent of GDP)!4;

e The first experiment assumes an ad hoc 10 percent negative haircut,!®
meaning that the sale price of NPLs would exceed their net book value
by 10 percent. This outcome could be triggered by two types of policies:
(1) measures that improve the market value of NPL portfolios, such as
developing a market for distressed assets, improving collateral valuation
and registry, and establishing specialized NPL collection agencies that
boost repayment prospects; and (2) public support provided to systemically
important banks in situations wherein their liquidation could threaten
financial stability.’® In this scenario, the effect on new credit would
increase, on average, by 0.3 percent of GDP relative to the baseline.

14The shock continues to be a decline in countries’ NPL ratios by half compared to 2018 levels.

5Haircut ratios are expressed in percent of net NPL sold.

16Use of public resources to recapitalize a private bank should be a last-resort measure, used exclusively when
financial stability is threatened. It should occur only after loss absorption by the bank’s owners and alongside
time-bound restructuring plans that address the bank’s underlying weaknesses and help restore its long-term

viability (Dobler and others 2020).
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e The second experiment simulates reforms of the legal system that reduce
enforcement costs and duration. The model finds a stronger effect of
measures that tackle costs rather than duration, probably because the time
to enforce is not significantly longer in SSA than in other comparator
regions.!” For instance, if enforcement costs were halved, this would gener-
ate an additional two-thirds of a percent of GDP in new loans, relative to
the baseline scenario. Furthermore, aligning the costs with best performers
in the region would add another quarter of a percent of GDP (that is,
together a total of almost 1 percent of GDP relative to baseline).

e The third experiment conducts a more targeted NPL resolution strategy
by selling as a priority legacy (loss) loans first, then turning to more recent
(doubtful) loans when the stock of loss NPLs is exhausted and, if there
are still NPLs to sell, cover the residual with substandard NPLs. The effect
on new credit is, in principle, ambiguous. On the one hand, the higher
provisioning rates on legacy loans should reduce the amount of net NPLs
sold and thus the capital released by the disposal strategy. On the other
hand, higher provisioning reduces the likelihood and size of positive hair-
cuts: net NPLs are already valued at close to zero on banks’ balance sheets,
increasing the chance of windfall when these loans are sold.!® Overall, the
model finds a positive impact on new credit, averaging up to half a percent
of GDP (relative to baseline)—although results are very sensitive to the
assumption made on the collateralization of these loans.!?

17According to World Bank (2019), the time to enforce contracts in courts was, on average, 655 days in SSA,
compared to 496 days in Europe and Central Asia, 581 days in East Asia and Pacific, 622 days in Middle East
and North Africa, 768 days in Latin America and Caribbean, and 1,102 days in South Asia in 2018.

18This could even lead to negative haircuts.

YAnnex 4 provides the parameter calibration used for the targeted NPL disposal strategy.
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Box 1. NPL Management Strategies in Ghana and Tanzania

Ghana and Tanzania are among the SSA countries with elaborated comprehensive NPL
resolution and prevention strategies. These two national strategies focus on both dealing
with legacy NPLs and reducing the inflow of new NPLs. To this end, they prescribe a
variety of actions that banks need to take to lower their NPLs significantly (in the case
of Tanzania to a recommended threshold of 5 percent of total loans in the medium
term). Many of these measures conform broadly to best international practices as laid
out by the BCBS (2017) and the ECB (2017), although a few of them are somewhat

less stringent in comparison.

Ghana’s strategy has three pillars: strengthening and enforcing the supervisory frame-
work, strengthening the credit infrastructure, and facilitating loan and collateral recov-
ery. The first pillar of the 2018 strategy document includes better enforcement of the
existing write-off requirements (including banks developing and disclosing their pol-
icies); implementation of regulation on single obligor limits and related party trans-
actions to promote prudent underwriting practices as well as application of directives
on good governance and risk management; and the requirement for banks to establish
dedicated loan recovery units. The second pillar consists of changes to acts aimed at
improving loan recovery and reporting to the credit bureau as well as developing a
market for distressed debt, including, possibly, private AMCs. The third pillar aims at
facilitating debt workouts and enforcement of creditor rights through insolvency and
debt enforcement reforms (as well as a more efficient court system). These measures
were supplemented by a consolidation of failed banks into a bridge bank following an
asset quality review, also helping to reduce NPLs (Verkoren 2019).

Tanzania’s strategy is similarly broad-based but its orientation differs somewhat from
Ghana’s. The 2018 circular also requires banks to establish loan workout units, engage
in prudent credit risk management, write off loss loans more quickly, and make better
use of the credit bureau, but it puts special emphasis on developing NPL management
policies, including NPL monitoring, debt recovery, resolution of syndicated NPLs, and
an early warning policy (BoT 2018). Consistent with the stated 5 percent target for the
NPL ratio, the strategy also requires banks to establish key performance indicators for
recovery and to submit progress reports on the implementation of the strategy. Another
focus is on providing regulatory relief concerning NPL classification, notably doubling
the number of times a loan can be restructured, permitting renewal of overdue over-
draft facilities while capitalizing unpaid interest, and granting quick reclassification of
restructured loans to performing status, which deviates from best international practice
(World Bank 2018a). However, this strategy is still lacking more structural reforms that
would facilitate NPL reduction, like the insolvency reform or modalities of accelerated
NPL workout, among others (IMF 2018a).
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Box 1. NPL Management Strategies in Ghana and Tanzania (continued)

Both strategies would benefit from including some specific measures, and their success
in reducing NPLs has been uneven. Ghanas strategy could profit from the closer mon-
itoring features in Tanzania’s strategy, while the latter could focus more on measures to
deal with legacy NPLs. In Ghana, the system’s NPL ratio fell from above 20 percent

in mid-2018 to 13.9 percent at the end of 2019, with additional write-offs accounting
for about 3 percentage points according to the Bank of Ghana (2018). However, in
Tanzania, the NPL ratio has declined only moderately in the short term, from 11%2
percent in March 2018 to 9.6 percent at the end of 2019, as banks have struggled with
containing NPLs. This illustrates that while such strategies should be a cornerstone of
NPL resolution, they are not a panacea, because other external factors continue to affect
credit risk and increase incoming NPLs—notwithstanding the authorities’ and banks’
best intentions.
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Box 2. Selected Measures Taken by SSA Countries during the COVID-19 Crisis

This box describes some measures taken in 2020 and in the first quarter of 2021 to
address the worsening in credit quality—both from the lenders’ and borrowers” perspec-
tives. The information is collected from the IMF COVID-19 policy tracker, which has

a broader focus and lists all the measures taken in response to the crisis.!

Moratorium on debt repayments for exposed firms or individuals (Angola, Cabo
Verde, Lesotho, Malawi, Mauritius, Namibia, Sao Tomé, The Seychelles, WAEMU).
For instance, the Central Bank of the West African Economic and Monetary Union
(BCEAO) set up a framework inviting banks and microfinance institutions to accom-
modate demands from customers with COVID-related repayment difficulties to
postpone for a three-month renewable period debt service falling due. In Mauritius,
commercial banks provided a six-month moratorium on capital repayment for existing
commercial loans of households and economic operators affected by the pandemic,
with the central bank subsidizing the interest payments for low-income households.

Encouragement of banks to restructure loans, especially for small and
medium-sized enterprises (Congo DRC, Malawi, Mozambique, Nigeria, Tanzania,
Uganda, Zambia).? For instance, in Zambia, financial service providers were encouraged
to renegotiate the terms of credit facilities with borrowers affected by the pandemic. In
Mozambique, the central bank encouraged prudent loan restructuring by introducing

a foreign currency credit line for institutions participating in foreign exchange markets
for a period of nine months and waiving the constitution of additional provisions by
credit institutions and financial companies in cases of renegotiations of the terms and
conditions of loans for affected clients.

Easing of prudential norms on capital (Botswana, Congo DRC, Guinea, Lesotho,
Sao Tomé and Principe, South Africa, WAEMU). For example, the WAEMU author-
ities extended by one year the five-year period initiated in 2018 for the transition to
Basel II/III bank prudential requirements. In Congo DRC, the central bank postponed
the adoption of new minimum capital requirements. In Botswana, the adoption of

the 25 percent single borrower limit and concentration risk limit was postponed. In
South Africa, a temporary relief on bank capital requirements was put in place, while
the liquidity coverage ratio was reduced from 100 to 80 percent to provide additional
liquidity and counter financial system risks.

'The tracker is available at https://www.imf.org/en/Topics/imf-and-covid19/Policy
-Responses-to-COVID-19.

2Restructuring of loans involves a negotiation and a modification of contractual terms (typically, to
extend maturities), whereas a moratorium is a public decision that affects the repayment of debts (which
does not involve a change in terms beyond the flexibility provided under the moratorium).
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Box 2. Selected Measures Taken by SSA Countries during the COVID-19 Crisis (continued)

Use of capital buffers (CEMAC, Ghana, Namibia). In the CEMAC, for instance,
banks were informed that they could use their capital conservation buffers of 2.5 per-
cent to absorb pandemic-related losses. In Ghana, the central bank lowered the capital
conservation buffer from 3 to 1.5 percent. In Namibia, it was reduced to 0 percent for
at least 24 months to support banking institutions to supply credit.

Easing of supervisory guidelines on handling credit impairments, by revising or
suspending provisioning and classification rules for specific loan categories (Ghana,
Guinea, Mozambique). For example, in Guinea, the central bank announced flexibility
to banks regarding loan classification and provisioning for loans that were performing
before the pandemic struck but were restructured due to the pandemic. In Mozam-
bique, the constitution of additional provisions by credit institutions and financial com-
panies was waived in cases of renegotiations of the terms and conditions of the loans,
before their maturity, for affected clients.

Suspension of negative credit information. For instance, in Kenya this suspension
affected borrowers whose loans became nonperforming after April 1, 2020, for a
six-month period.

Issue guidance on dividend and cash bonuses distribution to ensure bank capital
preservation (CEMAC, South Africa, Uganda, WAEMU). In South Africa, for instance,
banks were directed to defer dividend payments and bonuses for at least 90 days

to ensure capital adequacy. CEMAC banks were prohibited from distributing divi-
dends for the three-year period 2019-21. In December 2020, the BCEAO instructed
WAEMU banks to refrain from distributing dividends with a view to strengthening
their capital buffers in anticipation of the impact of the crisis on asset quality.

Credit support by encouraging banks to continue to lend to the private sector
(through public guarantees on bank loans or the provision of term funding to banks
that provide credit to businesses) and by allowing public institutions such as central
banks or development banks to lend directly to the private sector (Angola, CEMAC,
DRC, Kenya, Lesotho, Mauritius, Niger, Uganda, WAEMU, Zambia). In Lesotho, for
example, the authorities have expanded their credit guarantee facilities during the crisis.
In DRC, the Central Bank has created a new collateralized long-term funding facility
for commercial banks to support the provision of new credit for import and produc-
tion of food and other basic goods. The Development Bank of Mauritius provided
Rs10.2 billion (2.3 percent of GDP) in credit to distressed enterprises and cooperatives.
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CHAPTER

6 Conclusion

High NPLs have been a lingering problem for banks in SSA, exceeding

10 percent on average since the mid-2010s. Historically, NPL ratios have
been particularly elevated in commodity producers and fragile states. The
structurally high level of NPLs in the region is explained by various factors,
including macroeconomic volatility, a legacy of problem loans that are not
written off, government arrears, and poor credit risk management practices.

The COVID-19 crisis is likely to aggravate the NPL problem even further.
Although the effect may not be immediately noticeable due to regulatory for-
bearance and other exceptional support measures, the quality of banks’ port-
folios is bound to deteriorate during the crisis because many borrowers have
faced a collapse in their income. This paper estimates that the 2020 growth
collapse could raise the aggregate NPL ratio in SSA by up to one-third in the
medium term, holding other factors constant.

High system NPLs could jeopardize the economic recovery. Empirical evi-
dence shows that NPLs have a negative impact on credit volumes and loan
pricing, as banks tighten their credit supply and raise lending rates to off-
set credit losses, while overleveraged borrowers tend to postpone their new
credit applications. These dynamics can trigger a vicious cycle, wherein an
adverse economic shock lowers banks asset quality, eroding their profitabil-
ity, and, in turn, hampering their capacity to provide new loans and kick-
start the economy.

Dealing with the deterioration of credit quality during the COVID-19 crisis
entails a sequential strategy focused on managing, resolving, and preventing
problem loans. In the short term, the priority should be for banks to deal
with the diminished capacity of customers to repay, including by recognizing
possible losses and restructuring loans. Supervisors should use the flexibility
allowed by bank regulatory and accounting frameworks to accommodate the
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likely decline in banks’ capital. SSA authorities should also continue improv-
ing both data definitions and data availability to strengthen financial system
oversight. When the recovery firmly takes hold, it will become possible to
assess the full impact of the crisis on banks’ portfolios. Temporary measures
will need to be gradually unwound and SSA countries should embark on
comprehensive NPL resolution strategies. Experience of SSA countries with
NPL resolution measures has been mixed, partly because of legal and finan-
cial constraints, inefficiencies in debt collection of AMCs, regulatory capture,
and political economy reasons.

Expectations should be realistic about the NPL reduction targets and their
payoff in terms of new credit. The task of cleaning up banks’ balance sheets
is a difficult one. Although episodes of rapid reductions have occurred in
the past, NPL ratios in SSA are generally highly persistent and slow moving.
Large reductions have usually been achieved over several years in the con-
text of accelerated write-offs, NPL sales to public AMCs, and other forms of
bank restructuring operations. Simulations suggest that removing 1 dollar of
NPLs from the banks’ balance sheets in the region would create on average
space for about 50 cents of new loans. Some policy measures can improve
the leverage effect of NPL resolution strategies, such as targeted approaches
focusing on legacy NPLs, reforms of the legal system to reduce the cost and
duration of enforcing contracts, or better-designed rules for bank restructur-
ing and resolution.
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