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 ―Improving the effectiveness of developing countries‘ tax systems is the new 

frontier in development policy‖.  (OECD Secretary-General Angel Gurría - April 2009) 

A. EXECUTIVE SUMMARY 

Taxation is central to the current economic development agenda. It provides a stable flow 

of revenue to finance development priorities, such as strengthening physical 

infrastructure, and is interwoven with numerous other policy areas, from good 

governance and formalizing the economy, to spurring growth. Fundamentally, tax policy 

shapes the environment in which international trade and investment take place. Thus, a 

core challenge for African countries is finding the optimal balance between a tax regime 

that is business and investment friendly, and one which can leverage enough revenue for 

public service delivery to enhance the attractiveness of the economy. 

 A significant share of the tax revenue increase in Africa stems from natural resource 

taxes, while non-resource-related revenue has increased by less than 1% of GDP over 25 

years.
1
 This disparity becomes even more challenging against the backdrop of the global 

economic crisis (with economic growth in Africa expected to decline from 5.7% in 2008 

to 2.8% in 2009)
2
 and the decrease in commodity prices. To achieve an optimal tax 

policy, African policymakers are challenged by the need to balance the following 

imperatives: 

 Mobilising domestic resources and broadening the tax base to secure steady 

revenue streams for development financing and to diversify the revenue sources, 

especially in a context of tariff liberalisation that impacts strongly on tax revenue; 

 Fighting Tax evasion, spurred by tax havens, regulatory weaknesses, and some 

corporate practices; 

 Improving the investment climate for enterprise development, largely shaped by 

the tax regime; and 

 Promoting good governance, underpinned by effective taxation that promotes the 

accountability of governments to citizens and the investment community. 

The OECD can support African countries in addressing these challenges in various ways, 

from leading global efforts to countering cross-border tax evasion, to working closely 

with the African Tax Administration Forum (ATAF). The OECD also encourages deeper 

dialogue with development agencies and donors to transform widespread recognition of 

the central importance of taxation into effective action.   

 
 

                                                      
1
 http://imf.org/external/pubs/ft/fandd/2008/09/gupta.htm: 13 

2
 OECD Policy Brief, Measuring the pulse of Africa in times of crisis in Africa, May 2009. 

http://www.oecd.org/dataoecd/20/50/42656057.pdf: 3 

http://imf.org/external/pubs/ft/fandd/2008/09/gupta.htm
http://www.oecd.org/dataoecd/20/50/42656057.pdf
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 B. TAXATION FOR INVESTMENT AND DEVELOPMENT 

I. Introduction 

1. Taxation is an integral part of countries‘ development policies, interwoven with 

numerous other areas, from good governance and formalising the economy, to spurring 

growth through, for example, promoting small and medium sized enterprises (SMEs) and 

stimulating export activities.  Among other things, taxation: 

 Provides governments with the funding required to build the infrastructure on which 

economic development and growth are based; 

 Creates an environment in which business is conducted and wealth is created;  

 Shapes the way government activities are undertaken; and 

 Plays a central role in domestic resource mobilisation.  

2. Taxation provides a predictable and stable flow of revenue to finance 

development objectives. In fact, the 2002 Monterrey Consensus recognised taxation‘s 

key role in domestic resource mobilisation, an acknowledgement sentiment echoed at the 

2008 United Nations Doha conference on Financing for Development.   

3. Indeed, taxation shapes the environment in which international trade and 

investment take place. Certainty and consistency of tax treatment, the avoidance of 

double taxation, and efficient tax administration are all important considerations for 

business.  

How is taxation central to Africa’s development?  

4. Taxation plays a key role in helping African countries to reach their Millennium 

Development Goals (MDGs). African governments aim to use taxation to: 

 Finance their social and physical infrastructure needs;  

 Provide a stable and predictable fiscal environment to promote economic growth and 

investment;  

 Promote good governance and accountability by strengthening the relationship between 

government and citizens; and 

 Ensure that the costs and benefits of development are fairly shared.  

5. But the role of taxation goes further than promoting economic growth. Tax 

evasion and the siphoning of funds to tax havens deprive African countries of the fiscal 

benefits of growth. The development of effective tax responses to counter these 

challenges is also central to Africa‘s development agenda.    

 

6. While this overview note considers issues of social development in Africa, it 

also focuses on the tax policy challenges with regards to promoting a business and 

investment friendly climate on the continent. It therefore considers the following issues 
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to be addressed to make tax work in favour of investment and development:  

 Domestic resource mobilisation and broadening the tax base; 

 Tax evasion; 

 Investment climate and enterprise development; and   

 Good governance. 

7. Finally, this note will highlight how the OECD can support African countries in 

tackling these challenges. 

II. Current challenges for tax policy in Africa 

The African context 

8. African countries are facing a series of challenges when it comes to optimising 

taxation while aiming to reach development targets. Perhaps the most inherently difficult 

challenge is how to find the optimal balance between a tax regime that is business and 

investment friendly, while at the same time leveraging enough revenue for public service 

delivery (which, in turn, makes economies more attractive to investors). 

9. After a period of flat growth between the early 1990s and early 2000s, total 

government revenue as a share of GDP has steadily increased in most African countries. 

Domestic revenue — defined as tax and non-tax public revenues excluding grants — 

increased by almost four percentage points of GDP between 2002 and 2007, reaching an 

average of over 25% in 2007 for the whole of sub-Saharan Africa. Excluding Nigeria and 

South Africa, government revenue as a share of GDP rose even more in the continent, 

increasing from an average of 18.8% for 1997-2002 to 25.4% in 2007.
3
  

10. However, a significant share of the increase in tax revenue in the region came 

from natural resource taxes. This included income from production sharing, royalties, 

and corporate income tax on oil and mining companies. Non-resource related revenue 

increased by less than 1% of GDP over 25 years.
4
 This becomes even more concerning 

when one considers the impact the crisis has had on the continent, with economic growth

in Africa expected to be only 2.8% in 2009, less than half of the 5.7% estimated for 2008 

(Figure 1), and an important drop of export revenues, as well as a slowdown of 

investment in oil and mineral production.
5
 Overall, when compared to the 36% of tax-to-

GDP ratio of the OECD countries (2006 un-weighted average)
6
, it is evident that African 

governments suffer from a large revenue gap.  

                                                      
3
 P. 13, OECD, Development Financing in Africa, from Monterrey to Doha, 2008 

 www.africapartnershipforum.org/dataoecd/63/17/41656352.pdf 

4
 P.13, http://imf.org/external/pubs/ft/fandd/2008/09/gupta.htm 

5
 P.3, OECD Policy Brief, Measuring the pulse of Africa in times of crisis in Africa, May 2009. 

http://www.oecd.org/dataoecd/20/50/42656057.pdf 

6
 OECD tax database, 2006, 

http://www.oecd.org/document/60/0,3343,en_2649_34533_1942460_1_1_1_1,00.html#trs 
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Figure 1: Real GDP Growth 

 

Domestic resource mobilisation and broadening the tax base 

11. For tax policy makers, it is essential to strike the right balance between 

designing an attractive tax regime for investment and growth, and securing the necessary 

revenues for public spending. Tax policy is central to domestic resource mobilisation. 

When transparently and effectively designed and implemented, it provides an essential 

financial platform for sustainable development.  

12. As mentioned earlier, the ratio of tax to GDP in poor countries is only about 

half of what it is in the developed world. Developing countries typically have a narrow 

tax base, with a relatively small part of the population subject to personal income tax. 

Tax reform needs to be promoted to widen the tax base and bring a larger part of the 

population into the formal economy. 

13. Also, effective taxation reduces excessive reliance on aid and mineral rents and 

offers a path away from unsustainable revenue streams for many African economies. One 

of the most pressing challenges facing the continent is to embark on a path to free 

African countries from an over-dependence on external and volatile capital inflows, such 

as foreign assistance. In order to do so, African governments need to strengthen their 

capacities to mobilise domestic resources. Because of its sustainability, domestic revenue 

should be one of the main sources for fiscal space expansion, thereby reducing 

dependence on donor assistance. 
7
  

14. Furthermore, many African countries rely on tariffs for an important share of 

government revenue. While opening up trade is expected to bolster long-term economic 

growth, countries participating in trade negotiations, such as the Doha Round and the 

Economic Partnership Agreements (EPAs), are required to cut their tariffs and are thus 

likely to collect less revenue. Today, in some African countries, up to 30% of non-

resource tax revenue (4% of GDP) is raised through tariffs and trade related taxes. 

Losing this source as a result of trade liberalisation is likely to have significant budgetary 

                                                      
7
 OECD database, http://www.oecd.org/dataoecd/1/33/41227692.pdf: 2 

http://www.oecd.org/dataoecd/1/33/41227692.pdf
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consequences.
8
  As Figure 2 below illustrates, recent trends of decreases in revenues 

from trade taxes could be indicative of such trade liberalisation effects. This obviously 

presents a major challenge to maintaining current revenue bases, let alone increasing 

them. Alternative revenue sources need to be available before tariffs are phased out. This 

is especially true for Africa in the context of the EPAs with the European Union, as 

exchanges with the latter traditionally represent roughly two-thirds of African external 

trade. Cross border trade with neighbouring countries is much less significant, as intra-

regional trade only amounts to 10% of Africa‘s total external trade. 

Figure 2: Trade tax in Africa as % of GDP 

 
Source: OECD Development Centre 

15. There are avenues for expanding the tax base, which go beyond traditional 

structural reforms in tax policy. For instance, the growing mobile telephone sector in 

many African countries presents an opportunity for increasing revenue and broadening 

the tax base for governments. In fact, a review of 15 countries (Figure 3) shows mobile 

operators contributed more than 8% of government tax revenues in seven of the 

countries, with Chad providing about 11%.
9
 The revenue comes from licensing and 

taxing communication services. These capital streams can be used to improve basic 

backbone infrastructure for the ICT industry. The same reasoning applies to other 

infrastructure sub-sectors as well. 

 

 

 

 

                                                      
8
 http://taxjustice.blogspot.com/2008/08/in-africa-pay-more-attention-to-tax-imf.html 

9
 OECD, African Economic Outlook 2009, http://www.africaneconomicoutlook.org/en/in-depth/innovation-

and-ict-in-africa/the-policy-legal-regulatory-lessons/ 
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Figure 3: Mobile operators’ contributions to government tax revenues (in %) 

 

16. It is clear that expanding the tax base as an avenue for increasing revenue 

collection, and hence domestic resource mobilisation, is a difficult challenge. Issues such 

as formalising the economy rely on numerous measures that have to be co-ordinated and 

sequenced to ensure that it is actually worthwhile for businesses and individuals to leave 

the informal sector. Just as important are measures that tackle tax evasion and which can 

limit capital flight from Africa. 

Tax evasion 

17. In 2008, a US senate subcommittee issued a report highlighting that banks 

located in tax havens cost US taxpayers some USD 100 billion a year in lost revenue. 

This leakage occurred despite solid US laws, institutions and other mechanisms to help 

control tax evasion. If such capital flight is occurring with regulatory frameworks 

commonly perceived as sound, one can imagine how many more opportunities exist for 

evasive practices in countries with weak regulatory and legal environments. 

18. Developing countries lose vital revenue through tax evasion and the siphoning 

of money to tax havens.  According to the World Bank, illicit flows of cash from 

developing countries amount to between USD 500 - 800 billion a year. These are funds 

that could otherwise have been used to fund development priorities. Countering the loss 

of revenue caused by tax havens is a vital element of the G20‘s and G8‘s global 

responses to the current economic crisis.  Hundreds of billions of dollars per year have 

left the African continent between 1991 and 2004. These outflows are estimated at 

7.6% of the annual GDP of the region and, in effect, make African countries net 

creditors of donor countries.10 They also undermine African countries‘ tax bases.  

                                                      
10

 Pretoria Communique, http://www.oecd.org/dataoecd/1/33/41227692.pdf: 2 

http://www.oecd.org/dataoecd/1/33/41227692.pdf
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19. There are some areas of taxation, such as exports of crude oil, which are 

particularly susceptible to tax abuse. Indeed, tax evasion for these areas often involves 

multiple dummy companies as well as the use of tax havens. Similarly, rent-sharing in 

the minerals sector is influenced by multinational enterprises‘ (MNEs) accounting 

practices, financial behaviour and possible transfer-pricing activities. By handling 

transactions that are internal to them, MNEs may, to some extent, choose where to 

declare profits to minimise their tax burden. 

20. Many developing countries are failing to collect their fair share of the rewards 

from mineral extraction.  Best practices need to be encouraged and shared – especially 

transparency – in the design and administration of mineral taxation policy. Initiatives that 

encourage the publication of expenses such as the Extractive Industries Transparency 

Initiative (EITI) are a useful complement to tax policy in this respect. 

21. For Africa, tax evasion is more than just a contributor to the current economic 

crisis – it is one of the main impediments to expanding the tax base and mobilising 

domestic resources. For instance, it is obvious that the continent‘s wealth of extractive 

resources has not translated into a sustainable increase in financial resources for 

development. 

Investment climate and enterprise development  

22. The economic growth and investment dynamics of a country are largely 

affected by taxation. Both foreign investors (critical for new technology, corporate know-

how and capital) and small businesses (engines for local growth, employment and 

innovation) require clarity when dealing with tax issues so they can operate and grow. 

Developing countries often have complex tax structures, which dampen the business 

climate, and present hurdles to growth prospects. 

23. A number of studies, including those conducted by the OECD, suggest that 

raising the overall tax burden can reduce growth.
11

 All in all, sound tax policy improves 

the environment in which business is carried out – it encourages international trade and 

investment and promotes economic growth. This encompasses a whole range of 

measures that are often difficult to sequence and implement.  

24. African economies are engaged in a fierce competition over corporate income 

tax (CIT) in view of attracting foreign investment. Compared to the 1980s, tax incentives 

in sub-Saharan Africa are now more widely used, as more than two-thirds of African 

countries offer tax holidays to attract investment. The establishment of export zones 

offering tax holidays has also increased. The IMF notes that developing countries 

frequently apply tax incentives schemes, which do not necessarily succeed in increasing 

the investment rate if they are not well coordinated with other policies aimed at 

improving the business climate, such as infrastructure or education policies.
12

  

                                                      
11

 An increase of about one percentage point in the tax-to-GDP ratio could be associated with a direct 

 reduction of about 0.3% in output per capita in the long run. If the investment effect is taken into account, 

 the overall reduction would be between 0.6% and 0.7% (Bassanini and Scarpetta, 2001).  

12
 Chai and Goyal, 2008, http://www.imf.org/external/pubs/ft/wp/2008/wp08257.pdf 

 

http://www.imf.org/external/pubs/ft/wp/2008/wp08257.pdf
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25. The likely response of FDI to host country tax reform very much depends on a 

wider range of host country conditions.
13

  In fact, on the issue of low taxes as a tool for 

investment attraction, some studies reveal that ―taxes are somewhat less important as a 

location factor … than infrastructure.‖
14

 One should emphasise that tax incentives, 

financial subsidies and regulatory exemptions directed at attracting foreign investors are 

no substitute for pursuing the appropriate general policy measures, and focusing on the 

broader objective of encouraging investment for development regardless of source.
15

  

26. In this light, the way forward should be to avoid relying heavily on indirect 

taxation
16

 (e.g. tariffs, VATs and taxes on exports and royalties). Figure 4 illustrates that 

indirect taxes make up the majority of tax revenue in a selected number of low-income 

African countries. To improve tax administration and collection, African countries could 

consider simplifying their tax structure with a flat tax rate, such as the 20 per cent flat 

corporate tax rate adopted by Egypt, as well as reducing the number of incentives. This 

goes hand-in-hand with the recent reforms in improving efficiency in other areas of the 

business climate, as showcased by Mauritius and Rwanda. Simplified tax structures can 

also help to clarify the corporate investment calculations. 

Figure 4: Share of tax types in total tax revenues 

 
Source: OECD Development Centre 

27. Despite recent reforms, many developing countries‘ tax systems remain 

complex. In some countries, tax laws are unclear and consulting manuals nonexistent, 

leaving too much discretionary power to tax enforcers. Tax officials may, for instance, 

                                                      
13

 OECD Policy Framework for Investment (PFI) Toolkit, p. 29, ―Draft user guidance for the PFI tax policy 

questions‖, http://www.oecd.org/dataoecd/46/53/41890309.pdf 

14
 Vale Columbia Center on Sustainable International Investment, June 3, 2009  

15
 OECD, GUIDING PRINCIPLES FOR POLICIES TOWARD ATTRACTING FOREIGN DIRECT 

INVESTMENT, http://www.oecd.org/dataoecd/45/21/2506900.pdf: 9 

16
 One has to mention though, that direct taxes on income and wealth are important revenue bases in some  

poor countries. For instance, in Malawi and Tanzania direct taxes generated almost 40% of total tax 

revenues in 2000. Of these, corporate income taxes are most important, followed by pay-as-you-earn 

(PAYE) taxes on formal sector employees. 

http://www.oecd.org/dataoecd/45/21/2506900.pdf
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have discretion over important decisions, such as those related to the provision of tax 

exemptions, determination of tax liabilities, selection of audits, and litigation.
17

  

28. In Kenya, for example, the Single Business Permit (SBP) introduced in 1999 

was aimed at reducing the tax burden on both formal and informal business. In practice, 

although it quickly contributed to 17% of local revenues (compared to the 7% recorded 

by more complex business licenses pre-SBP) the reform initially heightened the burden 

on formal businesses as local officials arbitrarily applied the progressive bands of the 

SBP. Recent reforms to streamline the SBP are geared towards reducing the associated 

costs on businesses by an estimated USD 11 million annually.
18

 This illustrates that 

ultimately, administrative feasibility remains a core factor in any tax policy measure. 

29. Botswana, on the other hand, has one of the simplest and most comprehensive 

tax regimes in the world. Corporate tax rates in Botswana are the lowest in the SADC 

region − 15% for all manufacturing activities and all companies operating within the 

jurisdiction of the Botswana International Financial Service Centre (BIFSC). At the same 

time, a tax rate of 25% is applied to non-manufacturing activities. The VAT is imposed 

comprehensively on an end-user basis.
19

 

30. Formalizing the economy usually falls within the reach of any tax policy. The 

informal sector makes up a large part of African economies. Fifty percent of the non-

agricultural employment in Africa is in the informal sector
20

. Being outside the ―tax net‖ 

prevents the bulk of Africa‘s small business community, (vital for growth and 

innovation) from accessing formal business funding and credit schemes. The high 

threshold value for a VAT registration is a hurdle for the formalisation of African SMEs. 

Taxation becomes efficient if it can fuel the provision of public infrastructure for 

business development in exchange for formalisation. For small businesses, the choice of 

whether or not they pay taxes (and hence whether they remain in the informal sector) is 

thus driven by a simple-cost benefit analysis.  

31. Taxation is a core pillar of a country‘s regulatory framework for investment 

and growth. It features prominently in investment decision-making motivated by profit 

maximisation, while also spurring local enterprise development if properly designed. To 

date, countries like Botswana and Rwanda offer promising examples, but overall, Sub-

Saharan African economies are still characterised by complex tax regimes, which deter 

domestic and foreign investment and offer loopholes for tax evasion. 

 

 

 

 

                                                      
17

  Fjeldstad, Rakner, 2003: v. 
 
18

 IFC, April 2009; 

http://www.ifc.org/ifcext/fias.nsf/AttachmentsByTitle/InPracticenote5/$FILE/LocalTax5.pdf: 6 

 
19

 Botswana Export Development & Investment Authority (BEDIA), 

http://www.bedia.co.bw/article.php?id_mnu=44 

20
 www.unevoc.unesco.org/southernafrica/.../MAR-Munbodh-Informal.doc - 

http://www.ifc.org/ifcext/fias.nsf/AttachmentsByTitle/InPracticenote5/$FILE/LocalTax5.pdf
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Good governance 

32. Effective taxation underpins effective governance, especially as taxation 

presents an avenue to promote the accountability of governments to citizens.  A key 

component of a capable state is the existence of an efficient and effective tax 

administration. A solid taxation system also encourages good governance.  

33. A fair and transparent tax system – one which is free from corruption and 

which applies the rule of law – provides a benchmark for governance more generally. 

Also, co-ordination between the central and local authorities is crucial in administering 

tax policies. In fact, improvement in co-ordination between central and local authorities 

in tax policy matters (as a cornerstone of good economy policy) would have positive 

spillovers for other policy areas – another reason why taxation should be treated as an 

integral part of the development policy framework.  

 

34. As seen in section 2.4, taxation can serve to integrate citizens into the formal 

economy, enabling the provision of state benefits such as pensions or unemployment 

insurance and the protection of workers. This is a particularly important challenge for 

Africa as the narrowness of the fiscal basis impacts badly on the level of taxation 

imposed on the relatively thin formal sector. Expanding tax policy reach while providing 

new infrastructure (as well as other public services) in exchange is an important frontier 

for African policy makers. 

35. Some developing countries have tax administrations that suffer from 

corruption, poorly-trained and underpaid officials and a weak administrative structure. 

Improving revenue performance will require a major improvement in tax administration 

through: better service delivery; taxpayer education; effective use of automated systems; 

better co-operation between tax administrations to counter tax evasion and aggressive tax 

planning; and strengthening audit and human resource management capability.
21

 

36. To fight the existing deficits, there has been a considerable degree of 

privatisation of revenue collection at the local government level in Africa in recent years. 

Most notable among these measures is the outsourcing of the right to collect fees (and in 

some cases also property taxes) from market traders. Donor countries have also helped 

fund the privatisation of tax collection. Commonly-cited examples are the contracting out 

of customs tax collection to British company Crown Agents in Mozambique (1997–

2005) and Angola (since 2001).
22

 

37. Over the past two decades, more than 20 developing countries (mostly from 

anglophone Africa) have established revenue authorities whereby the tax administration 

is moved out of the Ministry of Finance and placed under the jurisdiction of a semi-

autonomous entity.  An example of this is the South African Revenue Service (SARS) – 

see Box 1. Underlying motivations for such a structural move include improving the 

performance of revenue collection, increasing efficiency, fighting corruption and tax 

evasion, and opening the door for more widespread tax administration reforms that donor 

                                                      
21

 OECD, African Economic Outlook 2009: 54 

22
 Fjeldstad, 2009: 3 
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countries often encourage.
23

  

38. This structural reform has many potential impacts:  it signals policy autonomy; 

creates managerial autonomy; and facilitates tax administration reform generally. 

However, the degree to which this reform succeeds varies. Indeed, there is evidence that 

governments can influence semi-autonomous tax authorities.  Even when corruption 

charges are placed, there are often few dismissals. This suggests that corruption remains 

a big challenge. Generally, the annual turnover of staff in tax authorities is also low. In 

the Lesotho Revenue Authority, for example, turnover is around 1–2% per year. 
24

  

39. On a more positive note, the Rwandan Revenue Authority, with strong 

international support, carried out changes to strengthen internal organisational structures 

and training, as well as improve relationships with local government. The result was a 

sharp increase in domestic revenue from 9% of GDP in 1998 to nearly 15% in 2005 in 

what has been one of Africa‘s better performing economies. In fact, the recent Doing 

Business Report of the World Bank ranked Rwanda as the world‘s fastest reformer.
25

  

Box 1: South African Revenue Service 26 
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 Fjeldstad, 2005 

 
24

 Ibid: 8 

25
 Doing Business 2010, World Bank, www.doingbusiness.org 

26
 SARS, http://www.sars.gov.za/home.asp?pid=208 

The South African Revenue Service (SARS) was established to collect revenue and ensure 
compliance with tax law. Its mission statement highlights that it acts beyond collecting taxes to 
playing a pivotal role in enhancing economic growth and social development in South Africa. In 
terms of structure, it is an autonomous organ of the state, assuming a semi-public role (South 
African Revenue Service Act 34 of 1997). Thus, South Africa's tax regime is set by the National 
Treasury, but managed by SARS. 

In addition to the traditional role of revenue collection, SARS advises the Ministry of 
Finance on all revenue matters and facilitates trade by acting as the customs focal point. The 
service negotiates free-trade agreements, such as with the South African Customs Union, the 
European Union and the Southern African Development Community.  

SARS also serves as a knowledge platform by offering information on different taxes, 
legislation, international treaties and legal judgments. It also hosts a comprehensive set of 
statistics on revenue collection and trade. On the operational aspects, it hosts a computerised 
system of tax filing and payments, coupled with call center contacts and corruption hotlines.  

It is clear that SARS embodies an innovative revenue authority, which collects revenue for 
the government, promotes business and trade, is a source of economic intelligence and acts as 
the interface between the public and the South African Government.  
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40. It is fair to state that, in general, tax administration capacity on the continent 

needs to be strengthened at both human and technical level. In many developing 

countries, governments can use the opportunity to reform tax systems as a way to 

advance on the governance perception scales used by domestic and foreign investors, 

peer governments and the international community. In fact, taxation is one of the key 

factors in the commonly used Corruption Perceptions Index (CPI) compiled by 

Transparency International. 

III. Conclusion 

41. This note has provided an overview of the main issues shaping the political 

economy of taxation on the African continent. The numerous challenges faced can only 

be tackled in a sequenced and co-ordinated manner, while considering the realities of 

growth generation and investment decision making.    

42. It is worth mentioning that, in general, tax policies now recommended for 

developing countries are much the same as those which are advocated for industrial 

countries. In most cases this involves the introduction of measures to broaden the tax 

base while simultaneously flattening the tax rates, as seen earlier. The following trends in 

taxation reforms can be clearly seen: 

 Introduction of the value-added tax; 

 Lower personal and corporate income taxes; 

 Broadening of the tax bases; 

 Reduction of import duties and simplification of the rate structure;  

 Abolition of export taxes; and 

 Avoiding excessive reliance on special tax incentives for investors. 

43. Improving taxation in Africa goes beyond reaching competitive tax rates. It 

requires governments to strike a balance between providing solid taxation governance 

structures and improving domestic resource mobilisation. In this way, governments can 

attract investors while being able to offer public provisions financed through tax 

revenues and promote Africa on the development ladder. 
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Box 2: What is the OECD doing and what does it offer to Africa? 

          The OECD is spearheading the global efforts to counter cross-border tax evasion. For over a decade the OECD 
has been leading the fight against tax havens by encouraging higher standards of transparency and exchange of 
information in tax matters. The OECD standards have achieved global endorsement from the G20 and the UN, and 
those standards will form the foundation of the work of the new Global Forum on Transparency and Exchange of 
Information, whose main focus will be to improve tax transparency and exchange of information so that countries can 
fully enforce tax laws to protect their tax base. 
The OECD is working closely with the African Tax Administration Forum to identify the needs of African tax 
administrations and to develop and deliver responses tailored to their current priorities.  Focusing on capacity building 
in African tax administrations will help governments meet their Monterrey commitments.

27
Through the African Tax 

Administration Forum, the OECD’s Centre for Tax Policy and Administration (CTPA) is supporting African-led initiatives 
to: 
 
 Strengthen democratic institutions and processes in Africa through improving the relationship between states and citizens; 
 

 Bolster the ability of countries to collect sufficient revenues to develop their own infrastructure and avoid aid dependency or 

single resource reliance. 
 
          Through OECD’s Committee of Fiscal Affairs (CFA) and its Global Relations Programme, OECD countries and 
non-OECD economies share experience and expertise to promote globally recognised standards in taxation policy and 
administration. This year the OECD is building on the existing programme of about 70 events to develop specific 
events for African tax administrations on the practical implementation of transfer pricing, the taxation of mineral 
resources and the taxation of financial markets.  
 
           In addition, the 2010 edition of the African Economic Outlook, ―Public Resource Mobilisation and Aid‖, produced 
in partnership with the African Development Bank, UNECA, and a range of African think-tanks will review the state of 
public resource mobilisation across the African continent. 
 
          The OECD is developing new events to promote international dialogue aimed at strengthening the tax 
administration of developing countries. Specific tax administration workshops allow tax administrators to share 
experiences, expertise and best practice in all aspects of tax administration, including organisational structure, 
governance, management, taxpayer service, compliance processes and countering corruption. 
 
          The OECD’s CTPA is also working in partnership with the OECD’s Development Centre on the 2009 Global 
Forum on Development. Through the International Tax Dialogue (ITD), it co-ordinates with other international 
organisations and regional organisations. The ITD is a collaborative initiative with the European Commission, the Inter-
American Development Bank, the IMF and the World Bank.  
 

          The OECD is encouraging a deeper dialogue with development agencies and donors to take the current 

widespread recognition of the central importance of taxation and turn it into a programme of effective action.  Donors 

can do more to support revenue-raising efforts in partner countries. Of the USD 7.1 billion spent in 2005 on bilateral aid 

for government administration, economic policy and public-sector financial management, only 1.7 per cent was 

directed to tax-related assistance. In 2006, less than 1% of aid went into the tax area. If development is to take off, this 

ratio will have to be dramatically increased. Development partners need to demonstrate to donors that assisting 

developing countries build effect tax systems is a vital and central part of the development process.
28
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28
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 A. EXECUTIVE SUMMARY 

While well regulated financial systems are essential for macro-economic stability, as 

demonstrated by the international Crisis, vibrant financial markets also play a critical role 

in channelling resources into productive investment and fostering growth. The purpose of 

this paper is to provide an overview of the state of financial markets in Africa, identify 

the main impediments to their development and give further recommendations for 

African governments and the international community on how to reconcile the need for 

increased flexibility with the necessary safeguard measures. 

What are the main obstacles to efficient financial markets in many African 

countries? 

 An inadequate regulatory framework which makes for a highly concentrated banking 

sector, very low intermediation rates, and inefficient collateral registry systems that 

further impede businesses and individuals‘ access to credit. 

 A banking sector that fails to exercise its role of intermediation due to very high 

interest rate spreads which make credit expensive. Moreover, deposits are poorly 

remunerated.  

 Underdeveloped capital markets that remain narrow and illiquid, thereby limiting 

access to long-term financing and hindering countries‘ capacities for local debt 

financing.  

 A lack of innovative financial instruments, notably those geared towards Small and 

Medium Enterprises, which constitute a majority of the businesses on the continent but 

remain too often confined to the informal sector due to inadequate financial services.  

What policies can be implemented to establish well functioning and inclusive 

financial markets?  

 Address regulatory bottlenecks by putting in place and enforcing laws aimed at 

fostering confidence in investors and banks through the creation of credit bureaus that 

oversee repayment records.  

 Reorganise the banking system through opening the sector to competition, reviewing 

prudential ratios and putting in place innovative savings and borrowing instruments 

adapted to local needs. 

 Develop capital markets and particularly bond markets for long-term financing needs 

by setting up adequate guarantee schemes against currency and other types of risks. 

 Bridge the gap between the informal and formal financial sectors by formalising 

microfinance institutions to help them scale up activities while developing financial 

products geared towards Small and Medium Enterprises (SMEs).  Innovative financial 

tools that use technology such as mobile banking can also help leapfrog traditional 

finance services and reach a larger population.  
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B. DEEPENING AFRICAN FINANCIAL MARKETS FOR GROWTH AND 

INVESTMENT 

I. Introduction  

1. When the financial crisis hit Africa in 2008, the Continent was on the rise. It 

had registered a growth rate of over 5% between 2003 and 2007, systematically 

outstripping the world average. This growth, stimulated by an important set of reforms, 

was also both the consequence and the driver of historically high levels of inflows and 

domestic resources. 

2. Financial flows to Africa have recorded unprecedented levels of growth over 

the past few years. Thanks to the surge of commodity prices, African exports have almost 

doubled between 2000 and 2006, from USD 159 billion to USD 290 billion. Meanwhile, 

ODA to the continent has tripled, reaching an all time high of USD 43.4 billion in 2006. 

Capital flows including Foreign Direct Investment (FDI), portfolio equity and loans have 

registered a fivefold increase over the period and exceeded USD 60 billion. And while 

FDI has reached a historical peak at USD 36 billion, portfolio equity has grown from 

virtually nothing in 2003 to USD 13.5 billion in 2006. Bank debt and bond flows have 

also increased substantially, to reach USD10 and USD 3 billion respectively. Finally, 

estimates put 2006 remittances to Africa at USD 22 billion. 

3. On the eve of the crisis, there were also more domestic resources available for 

African governments and private entrepreneurs than ever before. Total government 

revenue as a share of GDP increased from an average of 21% to over 26% between 2001 

and 2006 for Sub-Saharan Africa as a whole – reaching a total of USD 185 billion, which 

represents nearly six times the volume of ODA to the sub-continent. In addition, between 

2002 and 2007, the capitalisation of African stock markets increased from USD 250 

billion to more than a trillion. 

4. Notwithstanding these positive developments, African growth had not yet 

proven to be sustainable and fully inclusive, even before the crisis. While GDP growth 

and macro-economic stabilisation have reassured and encouraged private investors, they 

still largely depend on commodity prices, leaving the continent extremely vulnerable to a 

downturn. This has been illustrated by the Crisis, whose main transmission channel in the 

continent was the collapse of export revenues following the decline of the world demand 

for mineral and fossil resources. Therefore, one of the most pressing issues for Africa is 

to channel existing resources into productive investment so that they can stimulate 

productivity, create employment, provide individuals and enterprises with basic utilities, 

and contribute to efficient natural resource management. 

5. Financial markets can play a critical role in this respect. The savings-

investment-growth link remains central to the question of financial sector development 

and the ability of financial institutions to fully play their intermediary role. Putting in 

place well-functioning infrastructure in the banking sector and capital markets is crucial 

for catalysing domestic and foreign resources for growth and investment. 

6. Given this context, this  paper focuses on how developing financial markets can 

serve to make the most of African resources to elevate the potential growth rate of the 

continent. The paper first identifies the main impediments to financial deepening on the 

continent before proposing policy recommendations to further develop financial markets. 
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II. Critical bottlenecks to the development of African financial markets 

7. Financial systems represent a cornerstone of economic development. To ensure 

that resources are efficiently mobilised and allocated among different actors, financial 

systems must be adequately regulated and also expanded to offer a wide range of 

instruments and services.  

Weak regulatory frameworks 

8. Some prerequisites for a well-functioning financial system are: macroeconomic 

stability diversified financial products, effective enforcement of laws and regulations as 

well as functioning registration systems for assets. Transparency and availability of 

information are also key to reducing screening costs and preventing adverse selection. 

9. The institutional framework remains central to the smooth functioning of 

financial systems in the sense that well-established property rights, together with an 

efficient judicial system, foster investors‘ confidence while lowering screening and 

monitoring costs. In most African countries, institutional capacity tends to be lacking 

when it comes to property rights, cadastral systems and contract enforcement.  

10. According to the World Bank
1
, the number one reason why individuals do not 

apply for or are denied loans is insufficient collateral, which is the result of both an 

inefficient registration system for moveable assets and the lack of adequate 

documentation for ownership claims. In fact, collateral requirements in Africa are 

extremely high in comparison with other regions. According to the Africa 

Competitiveness Report 2009
2
, it is the second highest in the world at 137% of the value 

of the loan.  

11. On the supply side, banks tend to favour large enterprises and government 

assets to minimise risk. By the same token, because of the lack of information on 

creditors and the perceived default risk, there is a fragmentation of the financial system 

with a large part of the population lacking access to formal financial institutions.  

12. Despite the size of the informal sector in most African economies, formal 

financial institutions tend to operate only on a fraction of the market and often do not 

take into account the informal sector. This is attributable to the fact that since those firms 

are not registered, it becomes that much more difficult for contracts to be enforced and 

thus more costly for banks in terms of monitoring and screening costs.  

13. Strengthening judicial systems and the enforcement of regulations are thus 

central to deepening financial systems. Protecting creditors‘ and borrowers‘ rights, 

enforcing contracts and putting in place transparent information sharing mechanisms are 

also prerequisites for financial deepening.  

                                                      
1
  Making Finance Work for Africa, 2006 

 
2
  The Africa Competitiveness Report 2009. Publication. World Economic Forum, World Bank, African 

Development Bank. Web. 

<http://www.afdb.org/fileadmin/uploads/afdb/Documents/Publications/Africa%20Competitiveness%20Re

port%202009.pdf>. 
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14. According to the IMF, financial intermediation has progressed in countries with 

solid legal institutions while it has remained low for the others despite substantial 

liberalisation reforms.
3
 

Figure 1: Bank credit to the private sector to GDP ratio (percent)  

 1983-87 1993-97 2000-04 1990-99 2000-04 

All SSA countries 15.6 13.2 15.1 13.7 15.1 

Twelve top performers 13.7 21.6 29.8 21.1 29.8 

Three countries with recent 

improvement 

10.0 8.9 13.5 10.0 13.5 

Remaining SSA countries 17.2 9.7 8.7 10.7 8.7 
Source: McDonald, Calvin and Liliana Schumacher 

15. Therefore, there appears to be a clear correlation between increased financial 

intermediation and the quality of the legal and regulatory framework.   

Lack of access to the banking sector 

16. A typical characteristic of most African countries‘ banking sectors is the high 

concentration ratio with a large share of assets held by the top 3 largest banks
4
, which 

leads to excess liquidity and risk aversion. At an aggregate level, the World Bank 

estimates that the average market share of the three largest banks is about 73 percent
5
 in 

Africa. Such an oligopolistic banking sector has negative consequences, among which 

are high interest rate spreads which crowd out credit to the private sector by making 

loans too costly. In this context, banks tend to favour government assets, thus resulting in 

low intermediation rates and a smaller share of credit allocated to the private sector. 

Figure 2: Average interest rate spread and interest rate differential in African countries6 

Period Deposit rate 
(%) 

Lending rate 
(%) 

Spread (%) Differential with 
USA (%) 

1980-84 8.3 13.5 5.2 -19.3 

1985-89 10.7 16.1 5.4 -26.5 

1990-94 15.4 23.3 7.9 -8.9 

1995-99 12.8 23.4 10.6 -0.9 

2000-03 10.6 22.4 11.8  4.9 

 

                                                      
3
  McDonald, Calvin, and Liliana Schumacher. Financial Deepening in Sub-Saharan Africa: Empirical 

Evidence on the role of Creditor Rights Protection and Information Sharing. Working paper no. 203. 

Washington: International Monetary Fund, 2007 

4
  According to the 2006 Economic Report on Africa, in many African countries, ―three leading banks 

account for over 70% of deposits, loans and assets, and the market share of the top four banks is as high as 

75% in a few countries‖ 
5
      Making Finance Work for Africa 

6
   United Nations Economic Commission for Africa. Economic Report on Africa 2006.  
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17. These interest rate spreads reflect the high cost of credit in Africa. This 

originates from a number of factors among which is the limited market size. In effect, 

African economies are caught in a vicious circle where low incomes and difficulties 

accessing credit hinder growth, thereby lowering household savings which, in turn, 

depresses investment and domestic resource mobilisation.   

18. The lack of financial depth in Africa is exemplified by the highly liquid and yet 

narrow banking sectors which are ―smaller than a mid-sized bank in continental Europe‖ 

with less than USD 1 billion in assets (see figure 3).
7
   

Figure 3: Banking Systems are Liquid but Lack Depth
8
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                      
7
   Africa Competitiveness Report 2009 

             
8
    Gulde, Anne-Marie, and Catherine Patillo. "Adding Depth." Finance and Development 43 (June 2006). 
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19. There is, however, some noteworthy progress, namely increased financial 

coverage in many SSA countries and high profitability of banks. Indeed, according to the 

Africa Competitiveness Report 2009, foreign banks‘ subsidiaries in Africa are more 

profitable than their counterparts in other regions (although higher profitability might be 

caused by a majority of risk-free government assets), while the concentration ratios are 

dropping – indicating increased competition in the sector.  

Figure 4: Bank Profit Comparisons, 2000–04 

 Return on assets (%) Return on equity (%) 

Africa  2.1 20.1 

Foreign banks in Africa  2.8 26.7 

Subsample of foreign banks in Africa  4.7 43.2 

Rest of world  0.6 8.5 

Foreign banks in rest of world  0.9 8.6 

Subsample of foreign banks in rest of 

world  

0.7 9.7 

Source:  Making Finance Work for Africa 
http://siteresources.worldbank.org/AFRICAEXT/Resources/Africa_Finance_report.pdf 

20. Nevertheless, there is still a lack of strong financial institutions that can provide 

long-term financing to support the African economy.  

Narrow and Illiquid Capital Markets 

21. In conjuction with the banking sector, capital markets are a central component 

of efficient financial markets. However, they remain largely underdeveloped in Africa 

and therefore further discourage investors. In this regard, the development of efficient 

capital markets is essential if governments want to increase investment opportunities for 

both domestic and foreign investors.  

Characteristics  

22. African capital markets are traditionally narrow and illiquid. This can be 

explained by a combination of factors that hamper their development such as : low 

income levels, ineffective collateral registration systems, weak judicial institutions 

(particularly in terms of contract enforcement and commercial regulations), exposure to 

external shocks and, most importantly, a scarcity of human capital and financial 

infrastructure. In addition, the dearth of domestic investment opportunities prevents the 

development of dynamic stock exchanges that stem from local demand rather than 

external influence.
9
 The small number of portfolio options (property, deposits, equities, 

bonds etc.) also hinders the growth of capital markets. These, in turn, are affected by 

non-transparent monetary policy, the lack of secondary markets in the local banking 

                                                      
9
  The UNECA 2006 report cites the example of the Mozambiquan stock exchange where the only company 

listed is the national brewery. The listing was done in order to facilitate the privatisation of the brewery. As 

the UNECA report asserts : ―To the extent that the establishment of stock exchanges was driven by outside 

influences — rather than emerging from a realistic need felt in the market, whether by investors or by 

issuers — it is perhaps unsurprising that many have so far struggled to reach an effective scale and activity 

level‖. 
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10

 

Progress in Strengthening Capital Markets  

23. Although they remain remain relatively small and illiquid, African capital 

markets have developed steadily over the years with some 20 stock exchanges and a 

regional entity (Bourse Regionale des Valeurs Mobilieres, BRVM) covering the 

countries of the West African Economic and Monetary Union (WAEMU).
11

 South 

Africa, as an African economic powerhouse, is an exception in the sense that its financial 

markets are substantially more developped with, for example, highly liquid nominal 

government bonds. 

Regional Integration 

24. Despite recent progress in market capitalisation, value traded, and companies 

listed, capital markets in Africa tend to be small and fragmented. While it is true that they 

remain profitable – with an average equity return of 34 per cent according to 

UNECA,
12

national capital markets cannot be effectively sustained in the long-term given 

the small size of a majority of African economies. Regional integration could contribute 

to more efficient capital markets; yet,  limited intra-regional trade, underdeveloped 

financial infratructure and lack of regulatory capacities remain major constraints.
13

 In 

order to compensate for these shortcomings, regional integration can be useful, 

particularly in terms of economies of scale, to: 

 Increase market size; 

 Integrate information systems to reduce monitoring and screening costs and mitigate 

risk; 

 Pool resources for high-cost, long-term investments (e.g. in infrastructure); 

 Reduce regulatory burdens by harmonising financial laws and processes; 

 Reduce exposure to external shocks; and 

 Attract international capital flows. 

25. There are a few examples of regional financial integration on the continent 

which build on existing Regional Economic Communities, the most noteworthy being the 

BRVM. 

Shortage of Innovative Financial Instruments  

26. Given the specific nature of African economies, formal financial institutions 

need to adapt their products to local demands (particularly those designed for poor 

populations). The emergence of microfinance as a tool for financing the informal 

economy coincides with the growing understanding between NGOs, development experts 

and policymakers that a large fraction of the population in low-income countries has no 

                                                      
10

  Blommestein, Hans, and Greg Horman. "Government Debt Management and Bond Markets in Africa." 

OECD (2007). Web. 

11
  United Nations Economic Commission for Africa. Economic Report on Africa 2006. 

12
  United Nations Economic Commission for Africa. Economic Report on Africa 2006. 

13
  Regional Financial Integration: Its Potential Contribution to Financial Sector Growth and Development in 

Sub-Saharan Africa. Rep. Washington: International Monetary Fund, 2008. 
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access to financial services. Microfinance, which at first seemed to be a panacea, has 

demonstrated its limitations in scaling-up operations and satisfying the growing client 

needs. Indeed today, fewer people have an account with a Micro Finance Institution 

(MFI) than with a commercial bank, as illustrated in Figure 5 below. 

Figure 5: The limitations of microfinance
14

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

27. However, formal credit remains inaccessible to most households because many 

Africans hold their assets (such as livestock, commodity stocks or property) without 

proof of ownership (title deeds). As a result, they struggle to provide collateral to 

financial institutions. 

III. Proposed Solutions 

Institutional and Regulatory Framework 

28. A well-functioning financial system requires strong institutions and a sound 

legal framework. Consumer and property rights protection, contract enforcement laws 

and corporate governance are key elements for increasing the depth of financial markets 

and creating an enabling business environment.  

Registration systems for assets  

29. One of the major impediments to credit and other types of borrowing in Africa 

is the lack of collateral, not because of insufficient assets but rather due to inefficient 

registration systems. Effective cadastre systems and land title transfers as well as credit 

registries are critical to the functionning of financial intermediaries, particularly when it 

comes to Small and Medium Enterprises (SMEs). A well-organised registration system 

for moveable and immoveable assets or property requires a strong legal framework to 

                                                      
14

  Christensen, Jakob, Anne-Marie Gulde, and Catherine Patillo. "Bankable Assets." Finance and 

Development 43 (December 2006). International Monetary Fund. 1 July 2009 

<http://www.imf.org/external/pubs/ft/fandd/2006/12/christen.htm>. 
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increase transparency and facilitate the obtention of information on those assets. This is 

particularly true for the cadastre system. African governments should strive to increase 

the comprehensiveness of their cadastre systems which should include information on the 

ownership, location, dimensions and value of a given parcel of land. In addition, they 

should make this information as widely accessible as possible in order to increase firms‘ 

access to bank finance and decrease the cost of monitoring for banks, thereby lowering 

the cost of credit.  

Credit guarantees for specific borrowers 

30. Small and Medium Enterprises constitute the bulk of economic operators in 

Africa. However, they are also the most deprived of finance. Thus, governments should 

look for ways to further expand their access to credit. One way of doing this would be for 

governments, development banks or business associations  to provide partial loan 

guarantees to commercial banks that lend to SMEs. This approach would be particularly 

useful in sectors such as agriculture, for which credit is difficult to access  due to lack of 

collateral and important climate risk.  

Law enforcement and regulatory capacities  

31. According to the Africa Competitiveness Report 2009, despite recent progress, 

Africa still lags behind other regions in the quality of the regulatory environment and the 

cost of doing business. Against this background, governments should focus on 

facilitating the creation of credit bureaus in charge of providing repayment records and 

other information to financial institutions. 

32. In terms of consumer rights and private property protection, the legal 

framework is also of great importance. According to the Doing Business Report 2008, 

taking a claim to the courts costs African firms on average half the value of the claim. 

and in some extreme cases, it even exceeds the value of the claim itself. According to 

Christensen et. al, to enforce a commercial contract, creditors in SSA must ―go through 

35 steps, wait 15 months and pay 43 percent of country per capita income‖ .
15

 In the 

same way, the cost of  liquidation procedures for failing businesses represents a large 

share of company assets. Therefore, African governments should aim to reduce the legal 

and regulatory hurdles that hamper the conduct of business while also striving to enforce 

procedures that facilitate it. They can protect creditor rights and private property by: 

 Creating  simple and transparent property registration systems; 

 Strengthening contract enforcement mechanisms; 

 Facilitating bankruptcy procedures; and 

 Establishing commercial courts. 

33. These measures would greatly improve the business environment as well as add 

to the depth of African financial markets. 

 

                                                      
15

  Christensen, Jakob, Anne-Marie Gulde, and Catherine Patillo. "Bankable Assets." Finance and 

Development 43 (December 2006). International Monetary Fund. 1 July 2009 

<http://www.imf.org/external/pubs/ft/fandd/2006/12/christen.htm>. 
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Banking System Reforms 

34. Access to external resources will never suffice to meet financing needs. As the 

recent Crisis has demonstrated, external shocks can have serious consequences on 

financial flows to the continent.  Therefore, mobilising domestic resources is critical to 

sustaining growth and investment. Banks, as the primary channels of financial 

intermediation, can play a key role in this regard. The African banking sector thus needs 

to be reformed to effectively accommodate the demand for credit from both the public 

and the private sector, so that savings and resources can be channelled towards 

productive investment. 

35. Banks in Sub-Saharan Africa have gone through a first set of reforms under the 

Financial Sectors Adjustment Programs (FSAPs)but there are still a number of additional 

reforms needed. These include the following:  

1.  African bankers should seek not only to provide SMEs with appropriate savings and 

borrowing instruments, but also to increase their staff‘s ability to cater to the different 

markets. As the market currently stands, the high liquidity of African banks reflects a 

failure to provide credit to the private sector. According to the World Bank, this is due to 

the lack of bankable projects, which can be attributed to the low financial literacy and 

managerial capacities of SMEs.  

2.  In order to reduce the risk of a systemic banking crisis, it is essential to regulate the banks‘ 

choices in terms of assets and also put in place regulatory measures regarding their 

capitalisation (Basel Accord). 

3.  Putting in place appropriate deposit insurance mechanisms could also help to foster the 

stability of financial institutions and develop clients‘ confidence in banks.  

4.  The availability of information on creditors and their projects is key. Putting in place credit 

bureaus and rating agencies responsible for providing banks with information on their 

clients would help reduce risk, thereby lowering interest rates and facilitating businesses‘ 

access to credit.     

Capital Markets Development 

36. Well-functioning capital markets play a great role in resource mobilisation and 

remain particularly important to countries long-term financing needs. African capital 

markets, however, tend to be narrow and illiquid. This limits the ability of countries to 

attract and efficiently direct domestic and foreign investments. 

37. There are several ways of addressing the main restrictions on capital markets 

development: 

1.  The narrowness of African capital markets could be overcome by increasing the number of 

actors through regionalisation. Pooling resources and investors at the regional level will 

also help to build economies of scale in terms of financial infrastructure and regulatory 

capacities while providing both domestic and foreign investors with a diversified set of 

investment opportunities.  

2.   The insufficient sophistication of financial instruments could be addressed through 

creating second-tier markets and increasing portfolio options. 

3.   Given the lack of investor confidence in local capital markets,  guarantee schemes against 
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currency risks should be developed, building on regional regulations and legal frameworks 

to enforce contracts. 

4.   Information scarcity – which contributes to poor ratings on international markets despite 

high returns – could be resolved by enforcing regulations and creating credit bureaus and 

rating agencies.  

5.   The shallowness of local capital markets can be partly overcome by providing firms with 

incentives to list their shares on local stock exchanges.   

Bond markets 

38. In light of the impact of the financial crisis on private flows to Africa, the 

development of sustainable bond markets is necessary to bridge the financing gap. 

According to the African Development Bank‘s Financial Markets Initiative, Africa will 

need USD 20 billion in infrastructure investment per year which can only be sustainably 

financed through long-term bonds.
16

  

39. Consequently, the development of local bond markets is essential in order to 

match local financing revenues with debt service. The expansion of local-currency bonds 

should decrease the cost of local-currency debt which remains expensive due to high 

domestic interest rates. Also, such markets are needed for enhanced financial stability, 

and better integration in the global financial landscape.
17

 

40. The development of maturity instruments thus remains crucial and local actors 

such as social security or pension funds, as well as insurance companies, should be 

encouraged to invest in domestic bond markets. To facilitate the activities of such private 

investors, governments need to disengage from statutory funds and put in place adequate 

legislation to encourage the emergence of private insurance and pension funds. Given the 

importance of local debt financing, several international firms have come up with 

innovative tools to build the capacity of local markets. 

Guarantee schemes  

41. Given the predominance of SMEs in Africa and the limited loans available to 

them from banks, it is essential to create systems to help enterprises overcome these 

constraints. Access to finance is critical to the development of SMEs and thus to 

developing countries‘ economic growth. It is therefore useful to put in place effective, 

reliable and practical guarantee schemes aimed at lowering banks‘ operating costs and 

the cost of credit, thereby encouraging financial institutions to lend to SMEs. 

42. Credit risk guarantees are also particularly useful for countries‘ long-term 

financing needs (for investment in infrastructure for example) specifically when issuing 

local-currency debt.  Most importantly, through domestic debt issuance, countries use 

and recycle their own savings towards their investment needs rather than increase their 

external debt. 

                                                      
16

  Mapping of Current Ongoing Initiatives related to Bond market Development in Africa. African 

Development Bank. 22 June 2009 http://www.afdb.org/en/news-events/article/donor-workshop-on-african-

bond-market-4443/ . 

17
  Blommestein, Hans, and Greg Horman. "Government Debt Management and Bond Markets in Africa." 

OECD (2007). Web. 

http://www.afdb.org/en/news-events/article/donor-workshop-on-african-bond-market-4443/
http://www.afdb.org/en/news-events/article/donor-workshop-on-african-bond-market-4443/
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43. In addition, the World Bank has pointed out the importance of equity markets 

specialised in exchanges between SMEs in order to provide capital for high-risk firms as 

well as increase investment opportunities for domestic investors. Although these markets 

mostly cater to high-tech or innovative firms in the developed world (the NASDAQ in 

the US is the most well-known), adapting the model to African markets could be useful 

given that SMEs represent a large proportion of the firms operating on the continent and 

may benefit from SME exchanges.  

Innovative Approaches to Finance and Domestic Resource Mobilisation 

Generalise access to informal banking services 

44. Given the importance of financial services in the economy and the reality that 

SMEs are not only less likely to access credit but to pay more for it – in terms of interest 

rates for example – it is essential for policy makers to create financial products geared 

towards SMEs.  

According to the Africa Competitiveness Report 2009, this can be done by providing: 

 
1.   Guarantees to commercial banks that lend to SMEs; 

2.   Excess collateral guarantees in order to share the burden with the SMEs that usually  have 

to post higher collateral than larger firms; and 

3.   Financial (and managerial) literacy training, particularly for micro-enterprises that would 

otherwise not have the ability to present a viable business plan to secure a loan. 

 

45. In Nigeria, for example, the Small and Medium Enterprises Equity Investment 

Scheme (SMEEIS)
18

 initiated by the Bankers Committee requires all banks to not only 

invest 10% of their profits after tax in eligible SMEs in the form of equity or loans in 

single digit interest rates, but also provide financial and managerial training.  The 

government is responsible for providing an enabling environment by cutting SMEs‘ taxes 

to 10% and offering a 5 year tax holiday to participating SMEs.  

46. In those SSA countries where such schemes do not exist, SMEs tend to turn to 

informal finance to access funds. Although Microfinance Institutions (MFIs) fill the 

financial gap created by the formal institutions‘ tendency to focus on large enterprises, 

they nonetheless face difficulties scaling-up and thus meeting the growing needs of 

SMEs for larger loans and diversified financial products. MFIs are also heavily donor 

dependent and are often run as non-profits by NGOs which greatly reduces their access 

to commercial financing for supporting their activities and broadening their product 

range. 

47. It is therefore necessary for MFIs to be integrated in the formal financial system 

in order to scale-up their activities while retaining their comparative advantage in their 

relatively lower interest rates. Several MFIs have sucessfully made the transition to 

formal financial institutions and now have access to local capital and debt markets to 

                                                      
18

  Africa Competitiveness Report 2009  and 

<http://www.cenbank.org/OUT/PUBLICATIONS/GUIDELINES/DFD/2005/SMALL%20AND%20MEDI

UM%20ENTERPRISES%20EQUITY%20INVESTMENT%20SCHEME.PDF> 
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19

 

48. One notable initiative is the recent establishment of a company
20

 that seeks to 

reduce the currency risk faced by microfinance institutions by providing them with 

hedging instruments as well as risk management and mitigation tools. The goal is to 

offset currency risks faced by MFIs (which often have to borrow in dollars or euros and 

lend in local currencies) through promotion of local currency loans, thus reducing MFIs‘ 

costs.  

Other examples of innovative tools 

49. Against the rising demand for financial services expressed by low-income 

populations, there has been a rapid development of financial products designed to satisfy 

the needs of ‗unbanked‘ populations in Africa. In Kenya for example, Equity Bank has 

specialised in providing small loans at low interest rates along with free savings accounts 

to rural populations and farmers who represent 75% of the working population. They 

now have over 3 million customers and are the third largest bank in the country.
21

 

50. In South Africa, the country‘s largest banks have agreed, under the Financial 

Sector Charter, to create a special bank account for poor households called the Msanzi 

account. This initiative has had tremendous success, with over 3.3 million account 

holders in the first 18 months.
22

 Customers can also use any of the participating banks‘ 

ATMs at no additional charge. 

51. In addition, access to finance can be made easy and affordable through using 

cell phones and doorstep banking. Mobile banking has revolutionised the way Africans 

use financial services with the rapid spread of mobile payment and transfer services 

throughout the continent. In an effort to lower transaction costs often associated with 

traditionnal banking services, mobile phone providers have successfully leap-frogged the 

formal banking sector by providing low-income, unbanked or under-banked populations 

with cheap and secure financial services. By doing so, they remove one of the major 

obstacles to accessing finance, namely velocity – smoothly transferring money from 

sender to receiver – which is often impeded by distance and cost. A case in point is South 

Africa‘s ‗virtual bank‘ Wizzit
23

 which has no physical branches but uses established 

banks as a network to make secure financial transactions from any operator and bank. 

Providing its customers with a debit card they can use at any ATM to withdraw cash, 

Wizzit also offers them the possibility to use their mobile phones to make payments and 

transfers, and buy prepaid airtime.   

                                                      

             
19

  Littlefield, Elizabeth, and Richard Rosenberg. "Microfinance and the Poor: Breaking down walls between 

microfinance and formal finance." Finance and Development (June 2004). International Monetary Fund. 

<http://www.imf.org/external/pubs/ft/fandd/2004/06/pdf/littlefi.pdf>. 

 20
  MFX Solutions. MFX Solutions Launches Service to Reduce Microfinance Currency Risk. The Currency          

  Exchange Fund. 7 July 2009. Web. <http://www.tcxfund.com/smartsite.dws?ch=TCX&id=1738>. 
21

  Alsop, Zoe. "Kenya banks on farmers: New business built on loans to small-scale agriculture." Global 

Post. 15 Jan. 2009. Web. 11 June 2009. <http://www.globalpost.com/print/31257>. 

22
  South Africa: The Good News. 3,3m Mzansi accounts in 18 months. 30 Aug. 2006. Web. 10 June 2009. 

<http://www.sagoodnews.co.za/index2.php?option=com_content&task=view&id=279>. 

23
  "Afrique du sud : la banque mobile Wizzit joue la proximité." L'Atelier BNP Paribas. 6 Feb. 2009. Web. 

15 June 2009. <http://www.atelier.fr>. 
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IV. Conclusion 

52. Innovation and a wide spread of public and private activities and partnerships 

can contribute significantly to the development of African financial markets. However, 

access to finance is still a challenge for most Africans. Overcoming this bottleneck is 

critical if Africa is to increase its investment rate and its growth potential, as financial 

intermediation is the key to channelling resources into productive activities. Making 

African financial markets work for investment and development will require significant 

efforts aimed at strengthening their legal and regulatory infrastructure, and lifting the 

quality and scale of their operations. Major possible reform areas include improving 

property rights‘ regimes, diversifying the supply of financial products and services in the 

banking sector and regionalizing financial markets through legal harmonisation and 

cross-listing at regional level. This will require intense cooperation among African 

governments and their partners from OECD countries and emerging economies as well as 

innovative solutions that have proven to be successful in Africa, alongside sound 

macroeconomic policy management.  
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 A. EXECUTIVE SUMMARY 

More than two-thirds of countries in Sub-Saharan Africa are currently experiencing a 

debilitating power crisis. The crisis is the result of many factors: strong economic 

growth, which has in turn led to the rapid increase in electricity consumption and 

urbanization; and poor planning for boosting generation and distribution capacity and 

maintaining infrastructure. The human and economic consequences are significant. There 

is an urgent need to address the problems plaguing the power sector, but a large gap 

exists between infrastructure needs and the availability of resources. An estimated      

USD 40.8 billion a year in investments are needed for Africa‘s power sector, but ODA 

and funding from the public sector are not sufficient to meet this need. Consequently, the 

private sector will need to play a significant role in closing the demand-resources gap by 

providing funds and expertise.  

This paper outlines three sets of factors that impede private sector investment in energy 

infrastructure, their associated risks, and how African governments and their 

development partners can tackle these impediments.  

Financial impediments include the high costs inherent to the energy sector, including 

project preparation, tenders and importing commodities such as crude oil and gas. 

Limited access to funding is also a problem. Most countries have poor or non-existent 

sovereign credit ratings, limiting their access to international credit markets, and 

domestic capital markets are narrow. Potentially valuable financial instruments like 

project bonds are generally not available. Financial risks include insufficient cost 

recovery, elastic demand, non-payment or inability to pay for services, and foreign 

exchange risk. Possible initiatives to overcome these difficulties entail investing in cost-

reducing technology; using syndicated loans; expanding pension funds and project 

bonds; increasing partial risk guarantees; using indexing for foreign currency risk; and 

investing in pre-payment meters. 

Regulatory impediments involve the lack of independent or impartial  

regulators in some countries; lack of competition or open access to transmission and 

distribution networks; one-off power purchase agreements (PPAs) rather than standard 

PPAs; weak procurement laws; inefficient or non-transparent tendering processes that 

result in cancelled, postponed or disputed tenders; poor contract laws; and tariffs that are 

set by the government with no provision for inflation or changes in cost. The regulatory 

risks are the breach of contracts, the partiality of regulators, and the inability to raise 

tariffs to cover costs.  Possible initiatives include setting multi-year tariffs with 

automatic adjustment clauses; unbundling utilities into different components to open up 

competition; setting renegotiation clauses in original contracts; and outlining 

performance targets for public authorities and private concessionaires. 

Capacity impediments include the lack of skills among public officials to manage 

Public Private Partnerships (PPPs); most local judicial systems do not have the capacity 

to handle complex contracts or disputes; and regional and sub-national regulatory 

frameworks are not harmonized, which poses problems for projects that cross borders. 

Capacity risks consist of bureaucratic procedures that effectively halt or delay a project; 

change in administrations and consequently different rules for investors; uneven policies 

in different countries; and nationalization or expropriation. Possible initiatives for 

tackling these impediments include streamlining public agencies to minimize 

bureaucracy; hiring and developing individuals who have experience in PPPs; and 

strengthening regional PPP capacity and cooperation. 
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  The 2008 IMF Regional Economic Outlook reports that Sub-Saharan countries spend 2.7% of GDP on 

average on power. They also report that public investment in power is an average of 0.7% of GDP. 
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B. INCREASING PRIVATE INVESTMENT IN AFRICAN ENERGY 

INFRASTRUCTURE 

I. Introduction 

The power crisis 

1. More than 30 of the 48 countries in Sub-Saharan Africa are currently facing a 

debilitating power crisis (IMF Regional Economic Outlook, 2008). The crisis is fuelled 

in part by growing demand for power, with electricity consumption expected to grow at a 

yearly rate of 2.6% (IEA International Energy Outlook). At the same time, rates of 

urbanization have been increasing at 3.5% a year (UNEP Africa Environment Outlook) 

and industrial and manufacturing sectors expanding, thus adding to the growing demand 

for power.  

2. At present, however, not enough electricity is generated to keep up with 

growing demand: since 1980 generation capacity has increased by an annual average of 

2.9% even though this rate should be equal to the economic growth rate for capacity to 

meet demand (Regional Economic Outlook, 2008). Transmission systems lack adequate 

backup lines and are not able to function fully due to lack of maintenance. Because of the 

deficiency in capacity, many countries have resorted to load shedding, or power 

rationing, in order to cope. Energy sources such as river basins are under-utilized, with 

only 20% of the total potential of hydropower plants under use (Kalitsi/ UN, 2003). 

Illegal connections are rampant, resulting in huge systems losses and hampering the 

transmission of electricity. Rural areas are too widely dispersed for grid lines to extend to 

them. And only 12% of rural households have access to electricity (Africa Infrastructure 

Country Diagnostic, 2009).  

3. African governments have not been able to amass the funds needed to invest in 

new generation capacity and maintain existing infrastructure. Between 1990 and 2004, 

most infrastructure investments were in the telecommunications sector (APRM, 2008). A 

total of USD 40.8 billion a year in investments is needed for Africa‘s power sector, with 

USD 26.72 billion for capital expenditure and USD 14.08 billion for operations and 

maintenance (Energy Week/ World Bank 2009).But power sector spending is 6.35% of 

overall GDP in SSA (World Bank Presentation, Forster et al)
1
. Investments from all 

multilateral sources to energy in Africa have amounted to 9.7% of total multilateral 

finance (See Appendix 3 for trends in energy investments). Utilities are badly managed 

and in many cases, still vertically integrated. Regulations are often weak and regulatory 

bodies are rarely independent or effective (Eberhard, 2008).  

Impact on the population and the economy 

4. With power outages occurring on average 56 days a year (ICA website), the 

impact on quality of life and economic activity is substantial. Seventy-seven% of 

households in SSA do not have access to electricity (ICA website). Businesses incur 

extra costs acquiring their own power source - 70% of firms in Kenya, for example, have 

their own generators (Ramachandran et al, 2009). For businesses in the informal sector, 

power cuts lead to losses of 6% of sales revenues (Regional Economic Outlook 2009).  
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          In a paper on capture and corruption in public utilities, for example, Emmanuelle Auriol and Aymeric       

Blanc point to empirical evidence that privatization tends to improve firms‘ performance, result in better   

asset management and a reduction in unpaid bills, payment delays and theft.  
3
                OECD Principles for Private Sector Participation in Infrastructure; OECD, 2007. The full text can be   

                 found at http://www.oecd.org/dataoecd/41/33/38309896.pdf 
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The cost to the economy as a whole because of load shedding is estimated at 2.1% of 

GDP on average (World Bank Factsheet). In addition, African consumers and small 

businesses spend USD 17 billion a year on kerosene lamps and candles (World Bank 

Factsheet). Hospitals cannot use medical equipment or store medicines, students cannot 

read at night, and stores lose their merchandise if their produce goes bad following a 

power cut. 

5. This paper will argue that if the power crisis is to be resolved, it will require 

increased funding, better regulations, and greater capacity within the public sector.  

Role of the private sector 

6. It is widely acknowledged that the private sector can play an important role in 

tackling Africa‘s power crisis.
2
 The OECD Principles for Private Sector Participation in 

Infrastructure
3
 detail the potential benefits of the private sector‘s involvement in 

infrastructure: filling the funding gap for projects; creating a more competitive 

environment; providing technological and managerial expertise. With its concern for 

maximizing profit, the private sector can also help reduce operating costs, which is 

essential for financial viability given current weak revenue flows.  Most private 

companies have a wealth of experience in different sectors and have worked in several 

countries and contexts, so they can bring this wealth of knowledge to power projects. 

Their penchant for sectoral management efficiency also stands to benefit power 

companies in Africa. Box 1 below summarizes the forms of private sector participation in 

power projects.  
Box 1: Forms of private sector participation 

 

7. All the same, there is a limit to the role the private sector can play. Private 

investors have neglected hydropower, preferring thermal generation instead. Indeed, 

some governments have stepped up to develop electricity projects after realizing that the 

private sector would not engage in them. Moreover, efforts at attracting the private sector 

to rural electrification projects are likely to be futile due to the low returns on investment 

(UNEP, 2006). Ultimately, because the needs are so great, the public sector and private 

Management and lease contracts – a private entity manages a state-owned enterprise. 
The government finances the investment and the enterprise remains in public hands. E.g. 
Mali and Tanzania 

Concession agreements - a private entity takes over a state-owned enterprise for a set 
period of time, assuming the investment risk and management responsibilities. The public 
sector resumes ownership of the enterprise at the end. e.g. Uganda 

Divestiture - a private entity buys an equity stake in a state owned enterprise through 
an asset sale, public offering or mass privatization project. 

Independent Power Producer (IPP)– An IPP operates a generation plant and sells 
power to the government-owned utility.e.g. Ghana and South Africa.  
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   Own calculations based on PPIAF database. 
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investors will need to collaborate to develop power projects and fight energy poverty in 

Africa.   

Impediments to private sector participation 

8. This paper looks at three main impediments to private sector participation in 

energy infrastructure in Africa: i) financial ii) regulatory and iii) capacity. The challenges 

are linked, and are exacerbated by significant risks. The Mmamabula Energy project in 

Botswana is an example of the interplay of challenges that private investors often face 

(see Fig. 1).  

Figure 1: Mmamabula Project in Botswana 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

II. Financial factors 

9. Financial impediments to investing in the energy sector:  Financial 

impediments to energy projects include the high costs of power projects in Africa and 

limited access to funding. There are also significant financial risks associated with 

energy investments. 

10. High costs inherent to energy projects: For potential private investors, the 

financial costs that are incurred throughout the lifespan of a project can be enormous. 

The average investment commitment for an energy project is USD 109 million.
4
 Before 

any energy project begins, feasibility studies need to take place. Tendering and 

environmental impact studies are also essential. In total, the costs of project preparation 

and tendering can be up to 4% of total investment costs (ICA, PPIAF, 2008). There are 

other high costs involved. For companies working on generation projects in landlocked 

countries, the costs of importing inputs like crude oil and coal can be exorbitant. They 

CAPACITY 
The government of Botswana issues 
exploration, mining and IPP licences 

to CIC Energy Corp. Parliament 
amends legislation to the Botswana 

Mines and Minerals Act and 
Electricity Supply Act, which 

facilitates the Mmamabula project. 

REGULATORY 
CIC Energy Corp negotiates a 
Power Purchase Agreement 
(PPA) with Eskom and the 

Botswana Power Corporation, for 
the sale of electricity from 

Mmamabula.  

FINANCIAL 
CIC Energy Corp secures debt and 
equity financing for the project. The 

debt financing comes from 
development finance institutions, 
export credit agencies, and local 

commercial banks. Some IPPs take 
part in the equity funding. 
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also need to use gas turbines, which can take up to three years to construct (Amobi, 

2007). Once generation is underway, the average operating costs for diesel-based 

generation run at USD 0.27/kWh, which is about three times the cost of generation in 

countries with larger-scale power systems (Regional Economic Outlook, 2008). All these 

factors tend to render power projects unbankable.  

Insufficient sources of finance:   

11. i) Weak local markets: High costs are exacerbated by narrow domestic capital 

markets and lack of sufficient funding for energy infrastructure projects. In a review of 

24 African countries, the World Bank found that infrastructure loans are a small 

proportion of total bank loans. In the leading country, Cape Verde, 24% of total loans 

were for infrastructure, followed by Niger at 20% and Benin at 18%. In most countries 

less than 10% of total loans went to infrastructure and in some, infrastructure loans are 

non-existent (Irving, Manroth, 2009). Where financing is available locally, it is often 

short-term with high interest rates, which is unsuitable for the long duration of most 

energy projects.  

12. ii) Lack of access to international markets: At the same time, most countries 

have poor or non-existent sovereign credit ratings, making it difficult to access 

international credit markets. Only South Africa, Botswana and Namibia have received 

investment-grade sovereign credit ratings of BBB or better, which indicate that they are 

unlikely to default on their sovereign debt. Because these ratings reflect a country‘s 

creditworthiness and investment climate, bad or non-existent scores increase the risk 

perception and the interest rates for project loans (Irving, Manroth 2009). 

13. iii) Undeveloped alternative financing: Innovative financial instruments such 

as project bonds are generally not well developed or not available. While African pension 

funds exist, in most cases, a very small share is directed towards infrastructure projects: 

in Cape Verde infrastructure is only 13% of the total assets, in Uganda 1.8% and in 

Tanzania 0.07% (Irving, Manroth 2009).  

Financial risks associated with energy investments 

14. Revenues won’t cover costs: The biggest risk is that revenues earned from a 

project will not be enough to cover the costs incurred. In 2005, the average operating 

costs for diesel-based power generation was USD 0.27/ kWh but average revenue was 

only USD 0.17/kWh (Regional Economic Outlook, 2008).This pattern may continue into 

the future.  

15. Low consumers’ incomes:  Revenues may not be high enough because many 

consumers in African countries are from low-income backgrounds and their demand for 

electricity is quite elastic. In Malawi, for example, a 25% increase in electricity prices led 

to a record use of charcoal, even though its production was illegal (Bayliss, McKinley 

2007). Non-payment for services and illegal connections are also big problems, with 52% 

of ―hidden costs‖ attributable to collection losses (Regional Economic Outlook, 2008).  

16. Currency exposure: Most private investors need to secure some, if not all, 

their debt in foreign currency but they earn their revenues in local currency. There is an 

exchange rate risk if the local currency is devalued: investors would get fewer returns 

when they convert their local earnings to foreign currency. This in turn significantly 
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increases their debt weight because there is less money available to service the foreign-

denominated debt. 

17. Inflation: In 2007, only 60 % of African countries had inflation rates greater 

than 5%. A year later, over 90 % of them did. The average inflation rate in 2008 was 10.7 

%, attributable to the rise of energy and food prices (UNECA Economic Report on 

Africa 2009). While this spike in inflation may be temporary given the prevailing 

financial crisis, there is a risk that inflation will continue to grow during the duration of 

an energy project.  

Suggestions to counter financial impediments and risks 

Improve local financing:  

18. i) Syndicated loans: One way to overcome weak local financing is through 

syndicated loans from several local banks, which have been successful in other sectors in 

Africa. For example, in 2006 eight local banks, Citibank, and the local affiliate of a West 

African regional bank all participated in the financing of Unicem, a Nigerian 

construction company. In that same year, Standard Bank, in conjunction with four 

Kenyan banks, pooled resources to fund Safaricom, a telecommunications firm in Kenya. 

The same model can be used for the energy sector. 

 

 

 

 

 

 

 

 

19. ii) Alternative financing sources: Some countries have pension funds that 

invest in infrastructure but these funds need to be scaled up. Other sources of funding, 

like municipal bonds, should also be considered. The same is true for infrastructure 

bonds, which Kenya, for example, launched in January 2009 for a 12-year period, valued 

at USD 200 million. South Africa, Ghana, Botswana and Nigeria have also issued similar 

infrastructure bonds. This could be replicated elsewhere on the continent. 

Box 2: Examples of Funding in Local Currency 

UNIT CONCERNED DETAILS EXAMPLE 

World Bank- IFC IFC offers local currency loans using derivatives Loans committed using 
guarantees in Ghanaian cedi, 
Kenyan shillings, Nigerian naira 
and Zambian kwacha. 

JBIC Facility for 
African Investment 

Lending in hard currency; equity investments; guarantees for 
the loans of private banks; local currency financing for 
projects  

7.5 billion yen financing for 
Eskom’s Northern Grid 
Transmission Project  

GuarantCo  Provides guarantees for local currency bonds or local 
currency loans for infrastructure projects; operates only in 
local currency; 

Celtel in Chad and Celtel in 
Kenya – both for 
telecommunications 

Emerging Africa 
Infrastructure Fund 
(sponsored by PIDG) 

Provides long-term loans denominated in US dollars or 
Euros on commercial terms for infrastructure projects in 
Africa 

Rabai Power Project in Kenya 

Source: NEPAD-OECD Africa Investment Initiative, compiled from various sources. 
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 20. Expand and strengthen instruments that mitigate risk: Box 3 outlines some 

risk mitigation instruments that are applicable to power investments in Sub-Saharan 

Africa.  

Box 3: Risk Mitigation Instruments Applicable to Energy Projects in Africa 

 

 
 
 
 
 
 
 
 
 
 
 

 

 

 

21. Reduce costs and losses: Investing in technological upgrades is a way to lower 

the costs of producing energy. For example, improvements in national gas turbine design 

have made gas more competitive vis-à-vis coal. Also, smart grids – an energy delivery 

network that uses digital technology to transmit power to consumers – have the potential 

to make energy flows more efficient by reducing power outages for example. Investing 

in smart grids, as Ghana is doing for example, is one of the ways to leverage the private 

sector‘s technical expertise for a more efficient power system. 

22. Pre-payment meters are a way to tackle non-payment for services. These pre-

payment meters and cards – which work much like ―airtime‖ cards for mobile phones, 

have worked well in Namibia. Landys+Gyr, a private company, also introduced them in 

South Africa. They allow power-deprived households to be connected to electricity and 

to control supply according to budget.  

III. Regulatory factors 

23. The problems besieging the power sector in Africa are not only financial, but 

regulatory. Regulations in the context of infrastructure means government-imposed 

―direct and indirect costs on the decisions or actions of enterprises‖. They comprise ―the 

setting, monitoring, and enforcing of maximum tariffs and of minimum service standard 

controls over tariff structures, quality-of-service standards, the use of automatic pass-

through and adjustment mechanisms, access conditions to networks, entry and exit 

conditions for participants, and investment obligations relative to existing and new 

customers.‖ (World Bank, Brown et al, 2006) Well-crafted rules governing the energy 

sector facilitate the work of private investors and forestall conflict between them and 

The World Bank provides Partial Risk Guarantees (PRGs) for interest payments in 
case a private investor defaults on, or delays, payment because of a regulator’s failure to 
comply with the terms of a contract. A PRG for the Azito project in Cote d’Ivoire covered a 
number of risks, including payment obligations by the government of Cote d’Ivoire to private 
concessionaires and foreign exchange availability and convertibility. 

IBRD offers weather risk management contracts, such as the one for Malawi to protect 
against the risk of severe drought. While these contracts have not been used for energy 
projects, they can be used to protect profits. 

TCX—a special purpose fund created by donors, development banks, and international 
banks provides currency and exchange rate risk-management products to investors active in 
emerging markets, such as basic currency and interest rate derivatives 

The World Bank and other development partners are utilizing the Global Index 
Insurance Facility (GIIF), a multi-donor trust fund linked with a specialized index-based 
reinsurance company that promotes index-based insurance in developing markets.  

Source: Concessional Finance and Global Partnerships, June 2009; World Bank; 
Gridlines, Sept. 2006 
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public entities. But the regulatory environment in many African countries can be an 

obstacle to private sector investment in the energy sector. 

24. By 2006, the reform process was underway, with many countries in Sub-

Saharan Africa enacting power sector reform laws, SOE corporatization, regulatory 

oversight, allowing IPPs to operate and vertical unbundling (AICD Power Sector 

Database). But various problems remain. In some countries, the Board and Directors of 

regulatory agencies are both appointed by, and answerable to, the Minister of Energy. 

The agencies are therefore not independent in action. Most state utilities remain 

vertically integrated, with a dominant share in the generation market. Potential investors, 

knowing all this, may be discouraged from investing in the power sector. 

Regulatory impediments to investing in the energy sector 

25. Tenders, contracts and licensing: It is quite common across the continent for 

calls for tenders to attract only a handful, or no, bids. This is true of Cameroon, which 

put its public utility, Sonel, up for a private concession, but the bidding process only 

attracted a single bid (Pineau, 2007).  There are also many instances of tenders getting 

cancelled or postponed, which is irksome for interested private actors because they spend 

time and money preparing their bids.  

26. Procurement and hiring: Some African countries put in place local 

procurement and hiring procedures that may hamper the operations of private companies. 

Procurement rules are often separate from the work of utilities and are often mandated by 

law.  

27. Tariffs: Some countries set tariffs at the onset of a project, making it very 

unattractive to investors because they are not given the flexibility to recover costs by 

changing tariffs if need be in the future. Some governments subsidize certain industries 

at the expense of private consumers. In some countries, certain industrial pay low prices 

for their electricity compared to domestic and business users. It may be difficult for a 

private operator to reverse such subsidies in order to recuperate costs.  

Risks associated with weak regulations 

28. Breach in contracts: A lot of the risks associated with weak regulations have 

to do with the upholding of contracts. By 2005, 47 % of the 30 contracts involving 

distribution businesses in Africa were no longer operational – it is 9% in other regions 

(Gridlines May 2007). Contracts are breached because utilities may not be able to keep 

their part of the agreement as circumstances change during the lifetime of a project. A 

private investor wants to be assured that they can raise tariffs in the event that costs 

increase, or change their procurement source if need be. Lastly, there is the risk of 

―regulatory creep‖, which arises when regulatory agencies overstep their formal mandate 

to assume more discretion over a private company‘s operations.  

Suggestions to counter weak regulatory environment 

29. Utilities reform: Unbundling – where generation, transmission and distribution 

are separated from each other - is a potentially effective way to increase opportunities for 

investment and pre-empt monopolies. Uganda fully unbundled its utility with great 

success. First, the government created a legal framework by establishing an Electricity 

Act, which removed the vertically integrated Uganda Electricity Board (UEB)‘s 
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monopoly and effectively unbundled it. Three new companies were created as a result, 

the Uganda Electricity Transmission Company (UETCL), the Uganda Electricity 

Generation Company (UEGCL) and the Uganda Electricity Distribution Company 

(UEDCL). The latter two were privatized through long-term concessions. The Electricity 

Regulatory Authority (ERA) was also established and was made responsible for issuing 

licenses, reviewing and approving tariffs, and establishing sector standards. Unbundling 

allows multiple players to make commercial decisions in a decentralised way and is an 

effective way to guard against discrimination by network operators in granting network 

access to third parties (OECD Infrastructure, 2007) 

30. Tariffs: Tariff setting, enforcement and revisions are some of the major 

problems that come up in energy sector PPPs. One way to counteract these issues is to 

use multi-year tariffs (MYTs) with automatic adjustment clauses factored in for inflation 

and changes in cost. Uganda has successfully adopted MYTs in a deal with Umeme, a 

private distribution company. These tariffs should be made publicly available through 

government gazettes, utility websites, annual reports, and other public fora. Some 

countries have different levels of tariffs – for domestic usage, low voltage usage and high 

voltage usage, as in Tanzania‘s case, or for distribution, generation, transmission, 

isolated grid and feed-in tariffs as Uganda does. Tariffs should also reflect an appropriate 

profit margin that both parties can agree on at the beginning. 

31. Subsidies: In order to address the tension between on the one hand keeping 

prices high enough to recover costs and on the other ensuring access to low-income 

consumers, governments may consider subsidies. There are several approaches: one is 

cross-subsidization, as in South Africa; another is giving subsidies directly to IPPs or 

utilities, as done in Ghana, Mali, Tanzania and Uganda; and a third option is ―lifeline‖ 

tariffs, whereby the government supplies a limited quantity of electricity at a subsidized 

rate. Ghana, South Africa, Tanzania and Uganda have used this approach (Clark et al, 

2005). 

32. Procurement tenders and licensing: Procurement includes calls for tenders 

and signing of Power Purchase Agreements. Measures for the procurement process 

should be as clear and transparent as possible. Such measures include specifying any 

procurement limits and criteria, or giving incentives for private companies to comply. 

Zambia, for example, has Citizens‘ Economic Empowerment scorecards for companies 

based on whether they use local labour or inputs. When presented as an incentive, rather 

than an imperative, these types of scorecards can help governments meet indigenous 

empowerment goals while giving investors flexibility in their procurements. Another 

procurement solution is forward-sale contracts, where the public and private entities 

agree on the buying and selling of assets at defined times in the future. Coverage targets 

should also be considered for the supplier. Publicly-owned utilities in Ghana, Kenya (see 

Box 4 below) and Zimbabwe have effectively used these kinds of coverage targets with 

private companies. 

Box 4: Kenya Power Contract  

 
 
 
 
 

Manitoba Hydro and Kenya Power and Lighting Company 
A two year management contract was signed between Manitoba Hydro, a Canadian-based 
private company, and the Kenyan utility, Kenta Power and Lighting Company (KPLC). The 
contract specified the roles and requirements of the private actor and the public utility: 
MIH would: 
i) have complete management authority         ii) provide key staff to the utility 
iii) carry out various studies to improve operations and technical capacity of the utility 
KPLC would: 
i) connect 300,000 new customers                    ii) reduce systems losses by 4% 

  iii) improve the quality of power supply to consumers 
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33. Power Purchase Arrangements: Tenders should be publicized and closed-

bids avoided to ensure transparency. A formal reporting system that allows private 

companies to track the progress of their bids should be put in place. As for Power 

Purchase Agreements (PPAs), they should define the quantity, schedule and conditions 

for delivery by the private entity and payment options and schedule by the government 

buyer. The agreement should similarly outline the consequences for missed targets. The 

metering system, and the sharing of responsibilities for installation and maintenance of 

the meters, must also be included in the PPAs.  

34. Off-take agreements: Off-take agreements are a potentially effective means of 

hedging against regulatory risk. The government agrees to buy electricity from private 

operators at pre-determined stipulations over a number of years. A strong off-take 

agreement includes a force majeure clause, which is a contractual provision outlining the 

consequences if performance becomes impossible, as a result of an event that the parties 

could not have anticipated or controlled, such as civil strife or extreme weather events. 

These agreements ensure that operators have enough money to service their debts and to 

operate their systems. 

IV. Capacity factors 

35. Weak Public Institutions: One of the problems with attracting private actors 

to the African energy sector is the weakness of public institutions. For example, recent 

econometric analysis by the World Bank showed that the likelihood of project 

cancellation increases by nine percentage points in Sub-Saharan Africa, and even more if 

a private foreign company is involved. The authors explain that project cancellation rates 

may be higher in SSA because of weak institutional capacity (Harris, Pratap, 2009) 

Indeed, many governments do not have much experience dealing with infrastructure 

projects or with PPPs, and the few institutions that do deal with energy investments often 

face many constraints. An energy project may cross multiple jurisdictions within the 

same country and many often cross borders but sub-national bodies and regional 

institutions are not systematically well coordinated. Appendix 1 shows the complexity of 

a typical PPP project.   

Capacity impediments  

36. Lack of skills: PPPs can be quite complex but few government officials and 

civil servants have the requisite skills for dealing with them. There is also a lack of skills 

in handling international competitive bids and negotiating and enforcing contracts. 

Having skilled and experienced government staff working on PPPs is important because 

private investors will feel more confident if there are people in the government who have 

experience working with the private sector, or who are experts in the energy 

infrastructure field. 

37. Bloated government structure: In some countries, there are multiple 

government bodies dealing with the energy sector. In addition to the Ministry of Energy, 

which deals with electricity policy, there may be regional power authorities, a regulatory 

commission, the state utility and component arms, an energy commission or an energy 

foundation. If all these institutions are not well coordinated, there is likely to be discord 

and unnecessary replication of functions. 
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38. Weak legal and judicial systems: Energy projects can be legally complex but 

in some countries, legal institutions and organizations are unable to handle such 

complexity, having little experience with such work or few lawyers with professional 

training in infrastructure or energy contracts and laws. Law enforcement is also quite 

weak. Utilities collect only 70% to 90% of billed revenues, and distribution losses from 

illegal connections can be as high as 40% of total losses. Vandalism is often unpunished, 

and the police forces do little to enforce any rules against it. 

39. Lack of political will: In a lot of African countries, the enthusiasm of the 

1990s for private sector reforms has waned. In some countries, there is little cognisance 

of the need for measures to tackle the energy capacity and funding gap. Some 

government departments do not pay their electric bills, which can undermine reform 

efforts for the power sector. There also needs to be a major effort to educate the public 

on the importance of conserving power and being responsible consumers. Unpaid 

municipal bills, for example, are a major problem in many countries. 

Capacity risks 

40.  Policy and expropriation risks: One capacity risk is that, because there is no 

long-term power sector planning within ministries, there is an element of unpredictability 

from ministries and national legislations, especially due to the lack of coordination 

among ministries and different bodies dealing with energy. Similarly, there is the risk of 

policy change from one government to another, or taxation or regulatory changes over oil 

and gas prices. The risk is heightened by the lack of a coherent policy framework, such 

as a White Paper for the power sector in most African countries. Nationalisation or 

expropriation represent another risk.  

Suggestions to enhance capacity 

41. Skills-building in public sector:  The South African Treasury Department has 

created a special PPP unit that provides technical assistance to local governments, 

districts and municipalities. For example, the unit has a project development facility 

which provides municipalities that lack the capacity to deal with PPPs with a paid project 

officer who manages the process on their behalf. The Treasury has also published a PPP 

Manual and Standardised PPP Provisions guide for PPP projects. Malawi also has a PPP 

unit, which is funded by the World Bank.  

42. Some governments do not have the means to create a PPP unit. In those cases, 

it is worthwhile to identify and retain individuals who have worked on PPP projects 

before so that they constitute a pool of specialists and skilled staff who can be asked to 

work on power projects as they arise. Regionally, the SADC Banking Association‘s PPP 

Capacity Building Programme is an example of how skills-building in the public sector 

can be coordinated across different countries (see Box 5). At the 2009 African 

Development Bank annual meeting in Senegal, the ICA agreed to establish a task force 

with project developers and legal experts to draft a model power-purchase agreement. 

(ICA Press Release, 13 May 2009) 
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  The IFC recommends setting out ―core principles (based on international best practice) in framework 

legislation and to use administrative rules to set out more detailed law that may respond in a logical and 

consultative way over time to inevitable changes in policy and the market.‖ (IFC, Attracting Investors to 

African PPP).  
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Box 5: SADC Banking Association  

 
 
 
 
 
 
 
 
 
 

 
 
 
43. Judicial initiatives: Instead of relying on local courts to adjudicate cases 

between private actors and public entities, it is possible to outsource dispute resolution to 

qualified legal professionals and energy experts who can form an expert panel. The panel 

can either replace the regulator to undertake price reviews for a period of time or serve as 

an appeals body for decisions made by the regulator. Ideally, the panel would have three 

members: a chairperson to manage the process; a technical member to handle operations 

of power companies, investment planning and costing; and a financial member to oversee 

financial modeling, accounting systems and project finance (Balance, Shugart 2005). 

Regional bodies must also incorporate dispute resolution into their power pools, as 

ECOWAS did for the West Africa Power Pool (Brainch, 2006). 

44. Outline policy: There needs to be clear energy policy and legislation outlining 

power sector planning and delineating responsibilities among government agencies for 

planning, bids, contracts, licensing and so on. Lagos state in Nigeria offers an example of 

how such policy can be crafted, with the Lagos State Roads, Bridges and Infrastructure 

Development Board Law (Private Sector Participation Law) in 2005, the first PPP law in 

Nigeria. Governments should come up with policy statements on PPPs and on the energy 

sector – some countries have released White Papers, for example South Africa, while 

Malawi has set out the National Energy Policy as part of the country‘s Vision 2020 and 

Poverty Reduction Strategy. One study recommends certain measures to include in 

power sector planning
5
 including: 

 Set a reliability standard for energy security; 

 Have detailed supply and demand forecasts; 

 Have a least-cost plan with alternative scenarios; 

 Clarify how new power generation will be split between the private and public sectors; 

 Outline bidding and procurement processes for new builds; 

 Vest procurement and planning in one empowered agency to facilitate implementation; 

and 

 Consider contingencies such as droughts (Eberhard, Gratwick 2008). 

The SADC Banking Association’s PPP Capacity Building Programme has 
carried out training in PPPs in Mozambique, Botswana, Tanzania and Mauritius. It 
also reviewed the institutional and regulatory environments with regards to PPPs in 
those countries. They organized a six-week online training programme on PPPs for 
both government officials and the private sector on designing and monitoring PPPs. 
The training programme covered project appraisals, feasibility studies, project 
finance, investment analysis, procurement processes, contract management and 
communication and stakeholder relations. They also conduct institutional and 
regulatory studies on a voluntary basis. However, capacity building services have not 
been extended to all members of the SADC Banking Association because they 
decided it was best to focus on potentially successful cases. Extending the service 
was also considered too capital intensive. The programme could consider scaling up 
and including other countries to increase its impact. 

Source: South African National Treasury; quoted in Working Together: 
Assessing Public-Private Partnerships in Africa 
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45. Better coordination among national and regional entities: Many projects 

cross borders or jurisdictions within a country. It is important to harmonize the legal and 

regulatory frameworks in these entities. If a project is multinational, the host government 

should offer to help with the legal complexities and processes. The host government 

should also handle any jurisdictional issues on behalf of the private actor. As for 

development partners, it might be worthwhile to establish regional PPP Facilitation Units 

in development finance institutions (DFIs). 

46. Strengthen guarantees against political risk: The World Bank and some 

national export credit agencies offer political risk guarantees. Some countries have 

offered sovereign guarantees, eg Tanzania for IPTL; Nigeria for AES Barge, Cote 

d‘Ivoire for Azito and Ghana for Takoradi II.  

47. Political support: Above all, it is important for political leaders and 

institutions to signal their support for private sector investment. This is especially 

important because for the most part, regulatory systems in Africa are still quite weak. 

Government agencies should pay their bills on time and in full to signal to investors their 

commitment to tackling problems in the power sector. Another form of political support 

is ethics codes. Benin adopted such a code in 1999, requiring government officials and 

private bidders to commit to abstain from corrupt practices such as paying or accepting 

bribes during the bidding process and the implementation of the contract thereafter.  

48. Internationally, at a meeting in Rome in May 2009, G8 energy ministers as well 

as ministers from Algeria, Egypt, Libya, Nigeria, Rwanda and South Africa among 

others, issued a statement recognizing that energy poverty is a problem in Africa. They 

called for the creation of an Expert-Level Working Group on energy poverty in Africa 

that would aim to increase policy-making capacity; focus on PPPs in the provision of 

energy to the poor; and build private sector clean energy business in Africa. The 

Working Group will include a broad range of stakeholders report on its activities at the 

next G8 summit in Muskoka, Canada, in 2010. 

V. Conclusion 

49. Energy infrastructure plays an important role in African economies and is 

critical for development. However, as this paper points out, there are many reasons why 

energy projects encounter problems. By implementing reforms and learning from best 

practices, African governments and their development partners can take solid steps 

towards resolving Africa‘s power crisis. Improving incentives for private investors 

should be a key part of any strategy for catalysing investment in the sector. These 

initiatives not only help to close the demand-resources gap and to improve the 

management of services in the energy sector. They also contribute towards long-term 

improvements in Africa‘s overall investment environment. 
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ANNEX 1: PPP PROJECT CYCLE 
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ANNEX 2: KEY PHASES OF THE PUBLIC PRIVATE  

PARTNERSHIPS PROJECT PROCESS 

 
Source: Attracting Private Investors to African PPPs 

ANNEX 3: ANALYSIS OF ECONOMIC AND  

PRODUCTION SECTOR ODA TO AFRICA SINCE 1990 
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AfDB   African Development Bank 

AMCEN   African Ministerial Conference on the Environment  

CDM   Clean Development Mechanism 

CERs   Certified Emission Reduction (credits) 

CSP   Concentrated Solar Power 

DNA   Designated National Authority 

DBSA   Development Bank of Southern Africa 

ECA   Export Credit Agency 

EUMENA  Europe and Middle East 

GWH   Giga Watt Hours 

IEA   International Energy Agency 

IPP   Independent Power Producer 

MDGs   Millennium Development Goals  

MIGA   Multilateral Investment Guarantee Agency 

NAMAs   Nationally Appropriate Mitigation Actions  

NERSA   National Energy Regulator of South Africa  

ODA   Official Development Assistance 

OECD   Organisation for Economic Co-operation and Development 

PPA   Power Purchase Agreement 

REC   Regional Economic Community 

UNDP   United Nations Development Programme 

UNEP   United Nations Environment Programme 

UNFCCC  United Nations Framework Convention on Climate Change 

VER   Voluntary Emission Reduction (credits) 

ZAR   South African Rands 
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 A. EXECUTIVE SUMMARY 

Carbon finance should be a ―win-win‖ opportunity for Africa and its investors: a way to 

promote new development initiatives, such as renewable energy projects, while reaping 

financial benefits and effectively responding to climate change. Indeed, the continent 

finds itself in a favourable position to benefit from investment opportunities linked to 

carbon finance. It possesses abundant natural resources suitable for sustainable energy 

production. The lack of existing energy infrastructure, particularly in Sub-Saharan 

Africa, makes it possible to leapfrog the emission-intensive stage of economic 

development to clean technologies. Last but not least, as climate change negotiations 

intensify in the lead up to Copenhagen in December 2009, carbon markets are likely to 

expand and increase incentives for investment throughout the continent. 

So why does Africa make such little use of the carbon finance mechanisms on offer for 

investment in the renewable energy sector? Where are the incentives for change and how 

can these measures be implemented? This paper investigates these questions, beginning 

with an analysis of available carbon finance instruments as they apply to the African 

energy sector. It shows how successful implementation of these mechanisms, particularly 

the Clean Development Mechanism (CDM) has been impaired by combination of 

financial and capacity barriers encountered by investors. These barriers range from high 

start-up costs of project development, to limited funding sources, to high risk perception. 

Finally, this paper offers concrete recommendations for how African governments and 

the international community can overcome these barriers and benefit from current carbon 

financing opportunities. The recommendations range from increasing the development of 

human resources and strengthening the role of national and regional regulatory bodies, to 

identifying new opportunities for South-South technology transfer and harnessing new 

sources of funding and risk mitigation instruments.  

Investing in renewable energy and accessing carbon finance is indeed challenging, but 

the stakes are high and the benefits great. By implementing strategies to overcome 

barriers, African countries stand to secure significant gains. 
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B. BOOSTING AFRICA’S ENERGY SECTOR THROUGH CARBON FINANCE 

1. Introduction 

1. In an era of climate change and fossil fuel depletion, governments and investors 

have a common interest in identifying the most efficient and reliable energy sources to 

sustain future growth. According to the International Energy Agency, most of the current 

world energy infrastructure will need to be replaced by 2030 (World Energy Outlook, 

2008). In global terms, it is anticipated that annual investments in renewable energy for 

electricity capacity will exceed those for fossil-fuel power plants in the projection period 

between 2007 and 2030 (World Energy Outlook, 2008).  Indeed, global investment in 

renewable power generation, amounting to about USD140 billion, topped investment in 

fossil fuel technologies for the first time in 2008 (UNEP Global Trends 2009). As 

renewable energy increases in importance, African governments and the International 

Community could take measures to boost investment in this area and increase technology 

transfer for renewable energy development.  

2. Stable energy supply is essential for strong economic growth and poverty 

reduction. Renewable energy is abundant and diverse and has the advantage of reducing 

reliance on finite or imported energy resources. It includes, but is not limited to biomass, 

solar power, wind power, hydropower, tide power and geothermal power. It can improve 

energy security, especially for non-oil producing countries, creates employment and 

helps fight poverty by improving energy accessibility, particularly for remote or rural 

populations. Furthermore, the market for clean energy technologies is profitable. 

Currently valued at USD155 billion, (Global Financial Crisis, 2009) it is expected to 

reach a global market size of USD1.9 trillion by 2020 (UNEP Finance Initiative CEO 

Briefing, 2004). 

Box 1: Summary of Barriers and Recommendations 

    
BARRIERS 
 

 STAKEHOLDER RECOMMENDATIONS CASE EXAMPLES 

 
 
 
 
 
 
 
 

CAPACITY 
BARRIERS 
 

Weak Human 
Capacity to Meet 
for Project Needs  

 
African governments 

Create vocational programs, 
training workshops, and 
supporting research 
institutions for skills-building 

Program in Ghana 
for training local 
wind turbine 
manufacturers 

 
 
 
 
 
Lack of Regional 
and Institutional 
Coordination 

 
 
 
African governments 
 
 

Design policy for renewable 
energy 
 
Strengthen the role of DNAs 
 
Create forums for 
experience sharing and 
creating common policies 
around projects and climate 
change strategies 

Renewable energy 
targets in Mali, 
South Africa and 
Egypt -Botswana-
Brazil Exchange 
 
Africa Carbon 
Forum 
 

 
 
International 
community 

Promote South-South 
Transfer 
 
Expand multilateral 
programs that boost 

CDM South-South 
Cooperation 
between China and 
other developing 
countries 
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 3. Yet Africa makes little use of carbon finance mechanisms for investment in the 

renewable energy sector.  While the continent is well endowed with renewable energy 

prospects, only a very small proportion of sources is currently exploited. Analysis of the 

International Energy Agency‘s most recent (2007) statistics shows that although 

renewable energy makes up 16 percent of all Africa‘s energy sources used for power 

generation, the vast majority comes from combustible renewables and waste. In addition, 

less than one percent of the total figure is made up of hydro electricity. Other forms of 

renewable energy in the continent (geothermal, solar, tide and wind) are negligible 

(World Energy Balances, 2009). Box 1 offers an overview of the impediments to 

expanding renewable energy and accessing carbon finance in Africa, as well as some 

recommendations to overcome these impediments. 

II. The Kyoto Protocol and Growing Carbon Markets 

4. Defining Kyoto Protocol Mechanisms: Carbon finance is a relatively recent 

and highly diverse set of international and national public and private schemes aimed at 

reducing the economic burden of mitigating climate change resulting from anthropogenic 

emissions of greenhouse gases (GHG). Based on voluntary and mandatory measures or 

incentives, carbon finance enables countries, the private sector and even individuals to 

reduce their GHG emissions in a cost effective manner (CIDA, Carbon Finance for 

Africa). There are a number of carbon finance mechanisms that can be used to invest in 

renewable energy, three of which have been well established by the Kyoto Protocol. For 

a more complete list of mechanisms and options for carbon finance under Kyoto as well 

as outside Kyoto, see Annex 1. 

5. i) Emissions trading: A market-based instrument that fosters the transition to a 

more sustainable economy through financial incentives for further emission reduction. It 

allows Annex B countries
1
 with unused emissions (as allocated under the Kyoto 

Protocol) to sell this excess capacity to countries that have surpassed their allocated 

targets. 

                                                      
1 
 Annex B countries are those with commitments under the Kyoto protocol 

capacity  
World Bank’s 
Carbon Finance 
Assist 

 
 
 
 
 

FINANCIAL 
BARRIERS 

 
High Start-Up 
Costs 

 
African governments 

Remove barriers to 
investment, e.g. high import 
duties for renewable 
technology 

 

Returns are 
Uncertain and 
Slow 

African governments Feed-in Tariffs South Africa, 
Algeria and 
Mauritius 

 
Limited Funding 
Sources 

 
International 
Community 

Boost international sources 
of funding from donors and 
organisations 

World Bank Carbon 
Finance Unit;  

High Perceived 
Risk 

International 
Community 

Risk Mitigation Facilities MIGA 

                                                                   Source: NEPAD-OECD Africa Investment Initiative, September 2009 
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6. ii) Joint Implementation (JI) Mechanism: A project-based mechanism, the JI 

is intended for use between Annex I countries in the United Nations Framework 

Convention on Climate Change
2
. It is the equivalent mechanism of the CDM for 

industrial countries and allows them to carry out cooperative projects. 

7. iii) Clean Development Mechanism (CDM): A project-based mechanism 

which encourages sustainable energy consumption and development by providing 

incentives for investment. The CDM is the most prominent market instrument involving 

developing countries. The overarching objective of the CDM is to encourage sustainable 

development in recipient countries (developing countries) while at the same time 

enabling Annex I countries to meet emission limitation and reduction requirements. The 

CDM delivers development dividends by providing credits and offering incentives for 

the diversifying and increasing reliability of energy supply, reducing dependence on 

fossil fuels; and increasing rural electrification, among others (Carbon Finance in 

Africa,). This paper will focus on the CDM, as it is the main driver of carbon finance and 

investment in renewable energy in developing countries and is the most relevant for 

African countries. 

8. The CDM can catalyse investment: The CDM is a project-based mechanism 

and generates Certified Emission Reduction credits (CERs). Credits may be gained 

through emissions reduction, such as through investments in renewable energy and 

energy efficiency. These credits may then be used to either achieve regulatory platforms 

or else traded on the international carbon market using the emissions trading mechanism. 

Both options lead to benefits for investors: in the former case, by avoiding fines and 

penalties; in the latter, through direct monetary gain. Parallel to CERs are Voluntary 

Emission Reduction (VER) credits for companies wishing to voluntarily reduce 

greenhouse gas emissions.
3
 Although not yet traded on the same carbon markets as 

CERs, both VERs and CERs are expected to become market compatible.  

9. Of all the existing mechanisms under the Kyoto Protocol, the CDM is the only 

one involving developing countries and constitutes the largest source of mitigation 

finance for developing countries to date (World Development Report 2010). The CDM 

has been operational since 2006. It is expected to lead to more than 2.7 billion tonnes of 

carbon dioxide equivalent in emissions reductions over the period 2008-2012 (the first 

commitment period of the Protol). This translates to around USD18 billion in revenues 

for leveraging investment in developing countries (World Development Report 2010). 

While the current financial crisis and dipping energy prices have caused fluctuations in 

the value of primary CDM transactions in 2008-2009, the volume of CDM transactions 

continues to grow (New Carbon Finance, 2009).  

10. The global carbon market is growing rapidly: The active creation of carbon 

finance funds and facilities by the international community has been an important factor 

                                                      
2 
 UNFCCC Annex I Parties include the industrialized countries that were members of the OECD in 1992, 

plus economies in transition (the EIT Parties), including the Russian Federation, the Baltic States, and 

several Central and Eastern European States. 

3 
 The main alternative to CDM for African project developers is the so-called voluntary market. The term 

―voluntary‖ refers to the fact that buyers in this market are not constrained by emissions targets or caps 

which force them to buy credits elsewhere. Rather, they are buying carbon credits voluntarily to offset their 

emissions as a gesture of corporate good governance to meet international targets for emissions reductions. 

Source: Pfeifer, G. and Stiles, G. ―Carbon Finance in Africa.‖ Africa Partnership Forum policy paper: 2. 

http://unfccc.int/parties_and_observers/parties/annex_i/items/2774.php
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in the expansion of carbon finance. These funds operate by either directly investing in 

projects and companies or by buying carbon credits outright, while the facilities help to 

fund initial project costs such as registration fees and impact assessment studies (State 

and Trends, 2008). In 2007, a global carbon finance pool of USD9.5 billion was under 

the management of about 58 public and private funds. A year later, this amount had 

grown to USD13.8 billion spread over 67 funds. In 2009, the World Bank Group alone is 

managing over USD 2.2 billion in funds (pledged by 19 governments and 66 firms) for 

its carbon funds and facilities (World Bank Group Database, 2009).  

11. In addition, numerous Annex 1 countries have created or plan to create their 

own instruments while a number of non-Annex 1 countries are examining options such 

as carbon taxes and cap and trade systems. For example, South Africa has plans for a 

carbon tax and a group of least developed countries are looking at various fuel levies 

(World Development Report 2010). Another mechanism – Nationally Appropriate 

Mitigation Actions (NAMAs) – has been discussed under the 2007 Bali Action Plan but 

its scope, scale and funding are yet to be properly defined (Kim et al, 2009). Some of 

these mechanisms may eventually surpass the CDM.
4
 

12. The ever-enlarging scope and size of these funds, combined with improved 

market access, increased market compatibility and clearly identified emission reduction 

targets, create a strong incentive for renewable energy investment. Moreover, interest in 

the voluntary market could sustain much of the carbon market growth. As shown by a 

Point Carbon survey analysis undertaken in 2009 (see Figure 1), renewable energy 

projects have a comparatively high exchange value on the voluntary carbon market 

compared to other projects (Carbon 2009). 

13. While the Kyoto Protocol will expire in 2012 if it is not amended, the 

international community (including non-members of the Protocol) has already 

commenced negotiations on a new agreement. The UNFCCC summit in Copenhagen in 

December 2009 endeavors to enlargethe number of countries committed to emission 

reduction targets. Most African countries have yet to create their own financial incentives 

for the carbon market – with good reason. The continent as a whole contributes less than 

3 percent of worldwide emissions making direct trading of credits on the carbon market 

less attractive. Providing these credits to other countries, however, is a market in itself.  

 

                                                      
4
  The report Carbon 2009 notes that in its first year of entering into force, the US Regional Greenhouse Gas 

Initiative volumes traded have already matched the total traded CDM market volume. 
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Figure 1: Grading Projects by the Voluntary Market 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 III. Africa context 

14. Little investment in renewables or use of carbon finance: While the 

continent is well endowed with renewable energy prospects, only a very small proportion 

of renewable energy sources for power generation is currently exploited. For example, as 

figure 2 shows, only 7% of hydroelectricity and less than 1% of geothermal potential is 

exploited (UNIDO International Conference, 2008). 

Figure 2: Natural resource potential 

 

15. Africa makes little use of carbon finance mechanisms for investment in the 

renewable energy sector. Although the CDM has proven effective in catalysing 

investment in emerging economies (including South Africa), Africa as a whole holds less 

In this voluntary market, each of the following project types is graded on a 1 to 5 scale in terms of value that they are able 

to attract the market (all else being equal). This graph was produced based on a survey of companies with emissions 

regulated under EGGI of offset project developer/aggregator in North American market N=63 

Grade 

 

Source: Carbon 2009, page 30, 17 March 2009 
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Uptake of 

carbon finance 
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projects in 

Africa is 

growing, but 

comparatively 

slowly. 

than 2 percent of registered CDM projects and an annual average of about 3 percent of 

CERs (UNFCCC, CDM Statistics, 2009). However, progress is being made. Several 

African countries have entered the pipeline of CDM projects (see Figure 3 and Box 2 for 

more details). Between January 2008 and March 2009, Cameroon, DR Congo, Ethiopia, 

Liberia, Madagascar, Rwanda, Swaziland and Zambia all joined (State and Trends, 

2009). 

Figure 3: CDM Projects in Africa 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Renewable 

energy has 

many benefits 

for Africa, 

including access 

to energy for 

rural 

populations and 

energy security. 

  

16. Great potential…and benefits: Africa is in a position to take advantage of 

carbon finance mechanisms to expand investment in (and access to) energy throughout 

the continent. The potential of renewable energy sources is great, with an estimated 

potential of 7,000MW from geothermal alone (UNEP Press Release, 2008). The World 

Bank estimates that Sub-Saharan African has the technical potential for more than 3,200 

CDM projects, which could add more than 170GW of power – more than twice the 

current installed generation capacity (State and Trends, 2009). Production costs are lower 

and existing infrastructure is often limited, opening the way for the continent to 

―leapfrog‖ over old technologies to new ones. 

17. Renewable energy also provides a unique opportunity to reach Africa‘s rural 

populations because project size is flexible and often independent of a centralized 

infrastructure. Small projects, for example hydropower from local rivers or isolated solar 

power systems, do not need to be connected to a regional or national power grid. 

Biomass and solar power can also provide a sustainable energy supply for remote 

villages in oil-importing landlocked countries with limited costs compared to fossil fuels. 

By comparison, many sites suitable for renewable energy in OECD countries are costly 

to exploit and face legislative challenges such as strict environmental regulations. 

Countries entered  
the pipeline of CDM projects 
after 2008 

Source: NEPAD-OECD Africa Investment Initiative 

After 2008 Before 2008 

Countries entered  
the pipeline of CDM projects 
before 2008 
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 18. Investing in renewable energy also helps to reduce poverty. The extent to which 

energy scarcity impacts the day-to-day survival of the severely impoverished has led the 

United Nations, through the Millennium Development Goals (MDG) framework for 

action, to directly link poverty reduction to increased energy capacity and distribution 

through renewable energy sources (see Box 3). 

Box 2: Sample of CDM Projects in Africa 

Host Country Project Type Activity 
Scale 

Sectorial Scope Reductio
n Amount 

Parties Involved Crediting Period 

United Republic 
of Tanzania 

Landfill gas 
recovery and 
electricity 
generation at 
―Mtoni 
Dumpsite‖, Dar 
Es Salaam  

Large Waste handling and 
disposal 

202,271 United republic 
of Tanzania 
Dar es Salaam 
City Council 
 
Consorzio Stable 
Globus 

01 Jul 07 – 30 Jun 17  
(Fixed) 

Uganda West Nile 
Electrification 
Projec t (WNEP) 

Small Energy industries 
(renewable – non-
renewable sources ) 

36,210 Uganda 
West Nile Rural 
Electrification 
Company Limited 
(WENRECo) 
 
The Prototype 
Carbon Fund, a 
private-public 
partnership 
operated by the 
World Bank. The 
PCF includes 
Finland, the 
Netherlands and 
Japan among 
others, as well as 
several private 
companies. 

01 Jan 05 – 31 Dec 11 
(Renewable) 

Cote d’Ivoire Abidjan 
Municipal Solid 
Waste-To-
Energy Project 

Large Energy industries 
(renewable – non-
renewable sources) 
Waste handling and 
disposal 

71,760 Cote d’Ivoire 
Sitrade 
 
Switzerland 
Green Hercules 
Trading Limited 
CO Cargill PLC 

24 Jun 09 – 23 Jun 16 
(Renewable) 

Kenya 35 MW Bagasse 
Based 
Cogeneration 
Project 

Large Energy industries 
(renewable – non-
renewable sources) 

129,591 Kenya 
Mumias Sugar 
Company Limited 
 
Japan 
Japan Carbon 
Finance Limited 

01 Oct 08 – 30 Sep 18  
(Fixed) 

Nigeria Efficient Fuel 
Wood Stoves 
 

Small Energy demand 31,309 Nigeria  
Developmental 
Association for 
Renewable 
Energies 
 
Germany 
Atmosfair gGmbH 
 
Lemen-Helfen-
Leben e.V. 

01 Aug 09 – 31 Jul 19  
(Fixed) 

Reduction measured in metric tonnes CO2 equivalent per annum 

Source: NEPAD-OECD Africa Investment Initiative, September 2009 
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The UNDP Millennium Development Goals Carbon Facility is one example of a one-stop mechanism that 
focuses on developing carbon finance mechanism projects. Specifically, the fund focuses on carbon finance 
projects with sustainable development benefits that make a significant contribution to the MDGs.  For example, 
renewable energy projects can increase energy supply such that health clinics can refrigerate vaccines and 
medicines, which would facilitate the realization of the 6th MDG: Combating  HIV/AIDS, malaria, and other 
diseases. Certain types of poverty reducing renewable energy projects are therefore eligible for funding. In 
addition, the projects that make the MDG grade and receive funding will be show cased, providing important 
host country examples to prospective investors. The facility strongly endorses private sector partnerships (i.e. 
Banking and financial institutions) because it recognizes the necessity of the private sector role in purchasing 
and marketing emission offsets.  

Prospective projects must meet several criterions such as carbon potential, technical feasibility, finance 
and legal restrictions, MDG and environmental contributions as well as country risk assessments. Projects are 
thoroughly screened for their ability to contribute to human development. Currently targeted renewable energy 
projects include grid connected electricity, off-grid electricity (for example solar PV, hydro, etc.), thermal solar 
and biomass energy. The UNDP provides due diligence, technical assistance as well as monitoring system 
establishment services. Fortis bank has been selected as the principal banking and financial service sector 
partner. 

Source : http://www.mdgcarbonfacility.org 

 

Box 3: Linking Renewable Energy to the Millennium Development Goals 
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 19. But this potential is currently not being met: Despite these significant 

comparative advantages, Africa‘s potential in the renewable energy sector is under-

exploited. To give a well-known example, only one percent of the Democratic Republic 

of Congo‘s 77,810 square kilometres of water is converted into hydropower while 94 

percent of the population goes without electricity (CIA World Factbook, 2009; World 

Energy Outlook, 2008). In terms of African wind energy, Egypt, Morocco and Tunisia 

account for 95% of the total installed capacity on the continent (World Wind Energy 

Report, 2009). Countries in western and eastern Africa, which could greatly benefit from 

wind energy to relieve pressure on hydropower during drought periods, have little or no 

access to wind energy.  

20. By comparison, South Asia, with a similar per capita income to Sub-Saharan 

Africa, has almost twice the generating capacity per million people. This was not always 

the case. In 1970, Sub-Saharan countries had nearly three times the generating capacity 

of South Asia. As shown by the graph below, Africa lags behind other developing 

regions with gaps widening each year. 

Figure 4: Africa’s Electricity Production in Comparison 

 

http://www.mdgcarbonfacility.org/
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IV. Navigating the obstacles: The way forward 

21. This section identifies individual bottlenecks and charts a way through them 

with recommendations for action, drawing on success stories. 

22. There are many reasons why Africa‘s use of carbon finance mechanisms is still 

relatively limited. These bottlenecks can be broken down into a) capacity barriers (lack 

of human capital and weak regional coordination) and b) financial barriers (high start-

up costs, insufficient domestic funding, and high perceived risk). For each barrier 

identified, this paper proposes actions on the part of relevant stakeholders, and highlights 

best practices to help overcome the bottlenecks. The Bethlehem Hydroelectric Project in 

South Africa (Box 4) is an example of how private developers can enter an otherwise 

challenging market and launch a successful CDM project. It also illustrates the capacity 

and financial barriers that this paper outlined, and how they can be resolved. 

Box 4: Bethlehem Hydroelectric Project, South Africa 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 V. Overcoming capacity barriers to Carbon Financing 

23. There are two related types of capacity barriers: those involving human 

capital and those related to institutional coordination.  

 

The Bethlehem project is the first hydropower project to be launched by an IPP in South Africa. Despite 
significant start-up challenges, such as licensing and cost competitiveness, the project has succeeded in 
improving access to electricity and supporting the local community. The project is comprised of 2 facilities in 
the town of Bethlehem and a transmission line linking to the national grid. It was financed mainly by the 
Development Bank of Southern Africa (DBSA, who provided 70% of the finance, and by local equity investors. 

The project developer, NuPlanet (Pty) Ltd, is a South African IPP, who owns, develops and operates 
hydro plants and is the first IPP to launch a hydropower project in South Africa. They entered a market with low 
tariffs for coal-based electricity, making it difficult to find customers willing to pay for higher prices. In the 
planning phase, the developer had to apply for IPP license from the national energy regulator and negotiate 
access to the grid. Moreover, they negotiated a PPA with the local municipality, which did not have the 
experience or knowledge of dealing with this kind of project. The long lead time to the start of the project (4 to 
5 years) and the slow response of the bank in releasing the funds all added to the costs and complexity of the 
project. 

Nevertheless, the developer overcame these challenges. Carbon credits and power off-take agreements 
were used as security against the loans; environmental assessments were undertaken to satisfy the 
prerequisites for licensing; and agreements were forged with local communities for land leases. 

The benefits of the project are substantial. Not only does the hydro plant contribute to the South African 
goal of 10,000 GWH by 2013 in renewable energy input into final energy consumption, but it is also 
responsible for injecting ZAR 60 million in investment into the poor and rural local community. The project has 
created 40 skilled and 100-160 unskilled jobs in the construction phase, as well as 3 permanent jobs 
thereafter.  

The experience gained through the Bethlehem project has allowed NuPlanet to provide valuable support 
and expertise to other projects in the region. A recent example is that of the Zengamina small, non-profit hydro 
power project in rural Zambia that Bethlehem Hydro assisted in terms of finding carbon financing in the 
voluntary market. 

 
Source: UNEP Finance Initiative: Environment and Social Responsibility Observatory; Project Document 15 July 2009; 
Contributors: Anton-Lewis Olivier, NuPlanet and Charles Rea, North West Zambia Development Trust (NWZDT) 
http://www.nwzdt.org/; Bethlehem Hydro Project and Development Bank of Southern Africa.  

http://www.nwzdt.org/
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24.  Human capital insufficient to respond to project-specific needs: In Africa 

there is in general a lack of knowledge and skills for operating and maintaining 

renewable energy plants. Some projects, especially those for cogeneration, require skills 

for technology operations – such as for operating and maintaining high-pressure, high-

temperature boilers used in bagasse projects.
5
 Project developers are also facing a 

shortage of local skills in relation to wind power technology – the machinery used often 

has to be assembled on site, presenting an opportunity for technology transfer, but local 

workers may not know how to do so. Other CDM related tasks, such as conducting 

financial appraisals, determining baselines of anthropogenic emissions, and the process 

of validation, verification and monitoring, can be skill-intensive; but because of the 

dearth of local knowledge, developers often have to hire foreigners to do the job. 

25. Lack of regional coordination undercuts potential projects: Currently, each 

host country has discretion over sustainability criteria – the myriad of factors countries 

consider in assessing whether a proposed CDM project complements their sustainable 

development priorities and national regulations. There is a lack of consistency in regional 

or sector-specific sustainability criteria, resulting in increased project development costs 

and obstacles in project duplication in different countries.   

26. A current project that is being planned under the initiative of the Club of Rome 

is DESERTEC, a 400 billion euro initiative to exploit the solar resources in the Sahara 

desert to produce electricity through Concentrated Solar Power (CSP) technologies that 

can then be exported to Europe, the Middle East and North Africa. The project stands to 

have an enormous impact on the EUMENA region: it would meet 15 percent of Europe‘s 

energy demands by 2050 and the heat generated from CSP can be used for desalination, 

thus improving the amount of potable water available for the region. The revenue earned 

from the project could spearhead economic development.  But the DESERTEC project 

illustrates the importance of coordination among all the countries involved if the project 

is to succeed. Egypt, Jordan and Morocco have converged somewhat in their energy law 

reforms, but this kind of coordination has not extended to other EUMENA countries. 

Moreover, countries need to harmonize policy frameworks to remove barriers: high 

import duties, low coal-based electricity prices, and high taxes on capital investments 

could hinder against the use of solar energy in the region. Without such harmonization, it 

will also be more difficult for countries to access the carbon finance market and benefit 

in that way. 

How African Governments can overcome capacity impediments  

27. Develop human resources and expertise: Carbon financing is still a novelty 

to many African countries but the growing importance of investing in renewable energy 

and tapping into financing options like the CDM necessitate new skills among those 

dealing with energy and climate change issues. Governments should create policy 

frameworks that facilitate the creation of pools of experts and retain individuals who 

have worked on CDM projects in the past. Governments should support research 

institutions such as universities by providing grants for skills-based courses and seminars 

relevant to climate change and carbon financing. Vocational programs focused on 

renewable energy projects are a good way of building skills in a sustainable way, 

especially if these programs are supported with financing and teaching staff over time.  

                                                      
5
  As a project design paper for a biomass CDM project in Kenya points out. Source: 35 MW Bagasse Based 

Cogeneration project by Mumias Sugar Company Limited (MSCL); Project 1404, UNFCCC database 
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28. In Ghana, a domestic company, Rural Energy and Environmental Systems 

(REES) and Scoraig Wind Electric, a British company, co-delevoped a wind power 

project. Scoraig launched a training programme for technicians from local enterprises in 

the design, construction, manufacture and installation of the wind turbines using locally 

sources materials. As a result, the first local wind turbine was manufactured by the 

trainees of this programme. The success of this particular training programme is 

encouraging, but training should extend beyond individual projects to a more national 

scale if it is to be sustainable. Similarly, establishing training programs within relevant 

ministries, including environment, energy and finance, will boost human capacity in 

public service. These programs should extend to local authorities, who are the most 

involved in the maintenance of power plants and need to learn the relevant management 

skills to carry out this task. 

29.  Design policy for renewable energy: Proper policy design and 

implementation on the part of African governments is critical for the success of 

renewable energy projects. For instance, Mali has formulated the Action Plan for 

Renewable Energy Promotion, a policy plan which sets a target of increasing the 

contribution of renewable energy to total energy supply from less than 1% in 2002 to 

15% by 2020. South Africa and Egypt also have national targets for renewable energy 

production (Renewables Global Status Report, 2007). In addition, African governments 

would benefit from better definition of the mitigation actions that could function as 

Nationally Appropriate Mitigation Actions (NAMAs). As UNFCCC Executive Secretary 

Yvo de Boer pointed out at a recent meeting of African Environment Ministers, NAMAs 

can potentially provide great benefits for African countries in improving access to energy 

and driving economic development (De Boer, 2009). 

30. Strengthen the role of Designated National Authorities (DNAs): Designated 

National Authorities (DNAs), the bodies that oversee the approval and registration of 

CDM projects, deserve special attention from governments because of their position as 

the nexus of all CDM issues. While DNAs are quite prevalent in Africa – with 41 on the 

continent - (see Annex 2), governments should strengthen the regulatory, promotional, 

and coordinating roles the DNAs play (see Box 5).  

Box 5: The Role of DNAs 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

DNAs serve a number of functions: regulatory, promotional, and coordinative. On the 
regulatory side, DNAs facilitate the process of registering CDM projects. They harmonize 
standards for technological developments and facilitate trade between African and international 
partners. On the promotional side, DNAs can be a vehicle for creating a knowledge platform for 
the CDM, by managing a joint database at regional level for highlighting projects and investment 
opportunities and sharing methodologies and best practices for different aspects of the CDM. On 
the coordination part, DNAs can bring together various agencies working on environmental 
issues or renewable energy projects. They can do so while housed in a specific ministry or in a 
specially-created inter-ministerial structure comprised of several different agencies. DNAs can 
also coordinate domestic efforts with those of other countries working on similar projects. A 
recent example to this type of coordination was a South-South capacity exchange between the 
DNAs of Botswana and Brazil. As part of a capacity-building initiative, the DNA of Botswana sent 
a six-member delegation to visit Brazil for two weeks in August 2008. The delegation visited 
many pioneering projects throughout Brazil and exchanged ideas and perspectives with their 
Brazilian colleagues. Upon returning to Botswana, the delegation was able to share its findings 
with other government officials, which resulted in subsequent adjustments concerning the way in 
which the DNA operated. Both Botswana and Brazil DNAs maintain strong communication links 
and regularly consult one another on relevant issues.  

Source: Balisi Gopolang; 17 September 2009; Department of Meteorological Services – DNA of the Republic 
of Botswana 
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31. Improve regional coordination: As renewable energy becomes more 

important, and the debates around climate change more salient, African governments 

should coordinate among themselves to find common policies and a vision for the future. 

A good example is the recent nomination of Prime Minister Zenawi of Ethiopia to lead a 

team of African environment ministers for a common African position at the UNFCCC 

negotiations to be held in Copenhagen in December 2009 (APF Report, 2009). But to 

make such coordination sustainable, there needs to be an institutional framework at 

regional level for issues of common concern.The Inter-Agency Nairobi Framework for 

Capacity for Carbon Market Development in Sub-Saharan Africa (Nairobi Framework) 

provides capacity building resources through a regrouping of the UNDP, UNEP, the 

World Bank Group, AfDB and UNFCCC. There should also be more meetings for 

experience sharing such as the Africa Carbon Forum, which was held in September 2008 

under the aegis of the Nairobi Framework and organized by the International Emissions 

Trading Association (IETA) and the UNFCCC Secretariat. It presented an opportunity 

for African countries to present their CDM projects at a carbon investment trade fair; 

allowed DNAs to share their experiences; and brought together project developers, 

financial firms, and key policymakers. More forums should be held and existing ones 

expanded to encompass all stakeholders. 

How the International Community can overcome capacity impediments 

32. Promote south-south transfer: A South-South transfer of capacity would 

encourage and foster the transfer of expertise and experience between countries that 

stand to gain the most from the use of carbon finance mechanisms for renewable energy 

investment. This can be done on an intergovernmental level through DNAs or regionally. 

The launch of the CDM South-South Cooperation between China and Other Developing 

Countries in May 2009 is an example. The initiative is a way for China, which has 

enjoyed tremendous success with CDM projects, to share its experiences with developing 

countries, including those from Africa, Asia, Central Asia and the Middle East. 

Regionally, the South African DNA has hosted delegates from African countries such as 

Mozambique and Zambia, whose DNA officials made visits to the South African DNA in 

2009. 

33. Expand multilateral programs for boosting capacity: The development 

community can make an important contribution to building capacity in African countries. 

Another example is the World Bank‘s Carbon Finance Assist Programme (see Box 6). In 

addition, at the 2009 International Energy Agency (IEA) Ministerial meeting, Ministers 

committed to engaging with developing countries to promote the deployment of 

renewable energy technologies and to support policy development. This encompasses the 

creation of a new training and capacity building programme with regional organizations 

including the African Union (IEA Communique, 2009).  

Box 6: World Bank’s Carbon Finance Assist 

 

 

 

 

 

 

 

Carbon Finance-Assist supports country programs, delivers training modules and takes 
part in knowledge-sharing events in developing regions. In 2006, Carbon Finance-Assist 
launched a sub-program for Africa to address the substantial challenges that African countries 
face. The WB team delivered a program in Senegal on carbon financing opportunities for rural 
electrification to delegations from rural electrification agencies in 19 Africa countries. As a result: 
3 new DNAs have been established (Botswana, Sierra Leone, and the Gambia) 
11 country programs have been implemented 
65 carbon finance projects have been identified 
16 national training workshops and 4 regional workshops have been held. 

 
Source: World Bank Carbon Finance Assist website; accessed 14 September 2009 
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VI. Overcoming financial barriers to carbon finance 

34. High start-up costs of investments: Renewable energy projects in Africa 

carry massive start-up costs: transaction costs for small, decentralized renewable energy 

facilities, for example, can make projects very capital intensive (World Bank Toolkit, 

2008). Equipment such as photo-voltaic panels, wind turbines, and connectors are all 

expensive. In the planning phase, a developer would have to pay for: permits (health and 

safety); environmental licenses; technical feasibility studies; contracts for technology and 

fuel supplies; and equipment for the power plant. These costs can run into the hundreds 

of thousands of dollars in the planning phase. In the construction phase, where the largest 

costs are incurred, a relatively small engineering project can cost many millions of 

dollars.  Moreover, financial institutions require feasibility studies (technical, 

environmental and financial) to be conducted before a project is considered for funding, 

further adding to the financial challenges for developers.  

35. Returns take a long time: Carbon financing is typically paid only after 

delivery of the emission reductions, so investors need to commit significant costs at the 

beginning of a project but without seeing returns for some time. Carbon financing is 

therefore most useful in improving the cash-flow once a project is up and running.  

36. Funding sources are limited: Financing for large infrastructure projects is not 

easy to obtain in Africa, even in countries where financial markets are well developed 

and mature. This trend is notable in sectors that require or make use of new technology. 

The funding for renewable energy projects is often insufficient and carbon finance 

provides only a portion of the required funding, compelling developers to find other 

sources of funding. There are examples, where financial mechanisms exist for an 

advance payment for CERs to be delivered in the future. All the same, supplementary 

multilateral financing resources and government resources are not enough to satisfy 

investment needs. As a consequence, the funding gap must be met by other forms of 

investment, namely private sector participation.  

37. High perceived risk: With the exception of a few cases, most African 

countries do not have sovereign credit ratings, which are important for boosting investor 

confidence. High investment risk may result in undervalued CERs and reduced financial 

incentives for the investor. There is in fact also a high probability that the necessary 

permits for a project will not be issued and the project cannot continue. Added to this, 

inadequate policy frameworks in host countries are a major impediment to predictability. 

Some of the policies that can discourage renewable energy investment through carbon 

finance range from high levels of taxation and interest rates, to lack of support for foreign 

direct investment and unstable fiscal policy.  

How African Governments can overcome financial impediments 

38. Consider feed-in tariffs: Feed-in tariffs are mandated by legislation for 

renewable energy. They are set to cover the cost of generation plus a reasonable profit 

margin in order to give an incentive for developers to invest. A few African countries 

have already introduced them. The Kenyan government introduced feed-in tariffs for 

wind, biomass and small hydropower generation in March 2008, with guaranteed prices 

for 15 years. Algeria and Mauritius also have feed-in tariffs while Nigeria and Ghana are 

making plans to introduce them. Box 7 explains how feed-in tariffs work in South Africa. 
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Box 7: Feed-in Tariffs in South Africa 

 

 

 

 

 

 

 

 

 

 

 

39. Incentives for New Technologies: African governments should take steps to 

develop green technology industries and encourage the transfer and diffusion of 

technologies from other parts of the world. One possible measure in this view is to cease 

subsidies on petroleum products, as Ghana did in 2005, and divert those resources to 

developing clean technology.
6
Another option is to relax import barriers such as high 

import duties on products used in renewable energy production. The US and the EU are 

currently holding talks to forge a pact with China and OECD countries that would 

eliminate import tariffs on green goods and technologies such as wind turbines (Reuters, 

28 Sept 2009). African countries could draw lessons from such a plan and potentially 

adopt something similar regionally. It is important that this effort be coordinated 

regionally because in many cases, companies pay to import products, warehouse them, 

and then export them within the region, incurring further customs costs. The 

development of custom unions by several Regional Economic Communities is a progress 

in this regard. Also, investing in assembling facilities for solar panels is a way to ensure 

sustainable production of green technology domestically. Intellectual property rights are 

also important for encouraging domestic innovation and the diffusion of technological 

innovations
7
.   

How the International Community can overcome financial impediments  

40. The Role of International Sources for Carbon Financing: Given that carbon 

finance only supplies a marginal portion of the required finance for renewable energy 

investments, it is important to explore alternative funding sources to close the funding 

gap. Official Development Assistance (ODA), even though ineligible for funding CDM 

projects, could nonetheless play a big role in funding renewable energy projects, 

especially small-scale or rural projects that might not be attractive to private developers. 

Some financing organizations, like the World Bank, have combined contributions from 

private companies and from governments in OECD countries to purchase emissions 

reductions in developing countries. Box 8 describes some projects that have been funded 

in this way in Africa.  

 

                                                      
6
  At their 2009 meeting, G20 leaders pledged to phase out subsidies for fossil fuels in the ―medium term‖ 

7
  Source: Ronald Steenblik, OECD Trade Policy and Linkages Division 

The national energy regulator of South Africa, NERSA, introduced feed-in tariffs in March 
2009, following a consultation paper, public hearings and deliberations with major stakeholders. 
The tariffs are set at above-market rates and are guaranteed for a period of 20 years. They 
comprise: Wind: 1.25 ZAR/kWh (€0.104/kWh, 0.14 USD/kWh): higher than a similar tariff in 
Germany (€0.092/kWh), a pioneer in feed-in tariffs Concentrated Solar: 2.10 ZAR/kWh 
(€0.175/kWh)  Small Hydro: R0.94/kWh  Landfill Gas: R0.90/kWh In addition, a Renewable 
Energy Power Purchase Agency was set up in Eskom’s Single Buyer Office, which will also be 
responsible for monitoring and verification. The tariffs are intended only for IPPs and do not 
include Solar Photovoltaics. This limits the extent of the tariffs. 

Source: NERSA Media Statement: NERSA Decision on Renewable Energy Feed-in Tariff; 31 March 2009; 
Miguel Mendonca, World Future Council; Feed-in Tariffs Global Update; June 3 2008 
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Box 8: The World Bank Carbon Finance Unit 

 

 

 

 

 

 

 

 

 

 

 

 

 

41. Strengthen risk mitigation instruments: To mitigate the risk concern of 

private investors, existing risk mitigation and insurance programmes should be expanded. 

An example of an insurer that has recently provided insurance to a renewable energy 

project is the Multilateral Investment Guarantee Agency (MIGA). MIGA is a member of 

the World Bank Group and it supplies guarantees to protect cross-border investment and 

associated risks in developing countries. Another risk mitigation resource is export credit 

guarantees, managed by Export Credit Agencies (ECA). ECAs foster the development of 

export markets by domestic companies while providing different forms of finance and 

insurance. Export credit guarantees can insure projects involving trade of green 

technologies against risks such as non-payment, bank loans or risk insurance to investors 

in overseas markets.  

VII. Conclusion 

42. This paper has outlined the huge potential of the carbon finance to catalyse 

investment in renewable energy in Africa. It also describes how significant capacity and 

financial barriers impede progress and suggests ways for African Governments and 

International Community to improve the framework for investment in renewable energy. 

As climate change negotiations intensify, new opportunities to overcome these barriers 

may arise. Simplifying the procedures for applying to the CDM and meeting its 

requirements could significantly increase the share of CDM projects for Africa. This is 

being considered for a new post-Kyoto architecture and will be discussed at the 

Copenhagen meeting in December. While we cannot foretell with certainty how the 

CDM will evolve, it is clear that African countries can begin to take preparatory steps to 

benefit from financing mechanisms and increased emphasis on renewable energy.  

 

 

 

 

 

A bundle of projects in Kenya - Olkaria, Kiambere, Tana – are being funded by the WB’s 
Carbon Finance Unit. The projects involve expanding the capacity of Olkaria Geothermal 
power plant; upgrading of the Kiambere power station, and redeveloping the Tana power plant 
with new generators which will contribute additional output to the Kenyan grid. The CDCF will 
purchase a total of 1,341,000 tCO2e in emission reductions from the projects by December 
2014. All three projects are associated with community benefit deliverables: the building of a 
health centre, water supply facilities and two dorms at the local primary school (Olkaria); a 
water line; addition of maternity and other wards to an existing health centre; and the building 
of a new dispensary and primary school (Kiambere); and access to potable water, 
rehabilitation of a 16k road; and completion of a local dispensary (Tana). 

Source: World Bank Carbon Finance Unit website, accessed 14 September 2009 
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ANNEX 

ANNEX 1: Summary of Carbon Finance Mechanisms and Funding Sources 

Option Under Convention 

Increasing the Scale of Exiting Mechanisms 

The Global Environment Facility Trust Fund (GEFTF) Yes  
Special Climate Change Fund (SCCF) Yes  
The CDM and Other Possible Crediting Mechanisms Yes  
Least Developed Country Fund Yes  

New Bilateral and Multilateral Funds 

Cool Earth Partnership (Japan)  No 
UNDP-Spain MDG Achievement Fund  No 
International Climate Protection Initiative  No 
Clean Investment Funds  No 
Global Climate Financing Mechanism  No 
New Post-2012 Carbon Fund (European Investment Bank)  No 
Global Energy Efficiency and Renewable Energy Fund (EU)  No 
Carbon Partnership Facility (World Bank)  No 
Climate Investment Fund (Run by WB)  No 
-Strategic Climate Fund  No 
-Clean Technology Fund  No 

Proposals Funded by defined Contributions from Developed Countries 

Convention Adaptation Fund, Technology Fund and Insurance Mechanism Yes  
Adaptation Fund and Multilateral Technology Acquisition Fund Yes  
Mechanism for Meeting Financial Commitments Under the Convention  No 
Efficiency Penny  No 

Countries 

World Climate Change Fund Yes  
Multilateral Adaptation Fund Yes  

More Stringent Commitments by Developed Countries 

Auction of Assigned Amount Units Yes  
Nationally Appropriate Mitigation Actions Yes  
Carbon Markey Expansion (RGGI, Western Climate Initiative)  No 

Other Possible Sources of Funding 

Extension of the 2% levy on CDM to other Market Mechanisms Yes  
International Air Travel Adaptation Levy  No 
International Maritime Emission Reduction Scheme  No 
Auction of Allowances for International Aviation and Marine Emissions  No 
Funds to Invest Foreign Exchange Reserves  No 
Access to Renewables Programmes in Developed Countries  No 
Tobin Tax  No 
Donated Special Drawing Rights  No 
Debt-for-clean-energy Swap  No 
Sources: Haites (2008). ―Negotiations on additional investment and financial flows to address climate change in developing 
countries.‖ UNDP Environment and Energy group publication. World Development Report 2010. World Bank 
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ANNEX 2: Number of parties/DNAs by Region 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

Region 

 

KP 

parties 

Parties 

with DNA 

Parties with 

project 

experience 

Parties with 

registered 

projects 

Annex 1 parties (Al) 39 29 n/a* 

 

19 

NAI-Africa (NAI-AFR) 50 41 24 9 

NAI-Asia and the Pacific 

(NAI-ASP) 

52 37 29 26 

NAI-Latin America and the 

Caribbean (NAI-LAC) 

33 27 19 19 

NAI-Other 9 9 7 3 
*number of parties with project experience can not be calculated due to lack of information 

 
Source: UNFCCC website, CDM Statistics: DNAs; 

http://cdm.unfccc.int/Statistics/dna/DNAByRegionBarChart.html 

http://cdm.unfccc.int/Statistics/dna/DNAByRegionBarChart.html
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