LOCALIZATION OF COMMERCTIAL BANKING
Background s
* Like moat of the major producing and finaﬁcial sectors in-
- the Carihbean, the commercial banking gector‘has been foreign-owned
and has operated as part of the international branch network of the
hanks, While these banks were originally concerned with the financing
of trade they extended their activities to the local gecior by the
fiﬁancing of activities giving rise to itrade and in respect of the
mobilization of savings. From the earliest, too, they played 2
major role in the administration of payments. They have, however, heen
extremely lacking in the development of = diver;ified_set of lending
programmes and plans guited to the expansion of local economic actiﬁity.
For a long time their lending policies had been baged primarily oun
export cgriculture and on the import trade, and though more wecenily
there has been some diversification, the structuie of ownership and
organization appears to be such that major decisions and, iﬁ gome
cases, fairly routine decisions sre taken at the centre of tﬁe branch
syatem.
The banking gystem is the hub of the financial system, and
if it is to perform a function fully consistent with tﬁe_objectives
. of the society, 1its top interests must be within the soeiety -~ in
other words, ownership interest and management must be local.
| Now thet governments have become responsible for their own
development it has become necessary to harness all forces in the.
system to achieving the economic and social goals of sociebdy. Thus it

L has hecome necessary to institute changes which would eliminate the
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blases and prejudices towards certain groups in society inherent in the
pattern of development and operation of the}banks under the present
gystem,

Localization should mean much more than a transfer of sheres
and top management positions to residents. As Neville Mitchéll puts
it, it should mean a tiansfer of mind ﬁnd managementl from the metro-
politan to the local base, whereby new techniques and methods suited

to bringing benking services to the broad mass of people in the

economy .

Government Policy

Goverqment policy in the sixties consisted of forcing the
banks to utilize their resources inwardly. In Jamaica, for instance,
oniy loéal aggets qualify for inclusibn in the sgtatubory liquid assets
ratio., In Trinidad and Tobago there were initially penalties for
holding excessive balances abroad, but the Central Bank has now
prescribed working balances for the banks. :Also attempts have been
made to channel bank credit away from non-resident borrowers by setting
ceilings on aggregate lending to this category of borrower; On the
personnel gide the work permit lawe were epplied to the fénking—industry.
It was found initially that there was g shortage of top level officers,
probably dve to a faulty recruiting system and to the expansiop of
banking facilitiea. The number of expetriate managers has been sub-

gtantlally reduced, however, since the locelizetion emphaaid.

lﬂeville Mitchell, Local Banka on the Increase, Financial Times,
March 30, 1972.
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The measures do.not necesgarily bring about the fundamental
chengea envisaged. It is contended, moreover, that whem local
personnel are given senior positions, decisions previously mede at
the local level are trensferred.to Head Office.l Moreover, local
personnel drawa into the system sgoon béoome toolg of the ingtitutional
gtructure and contribute significantly in perpetuating the existing
values of the system. They often became more rigid in their applica-
tion of bank policies, Furthefmore; pfofits and other management income
still flowea to the ﬁarent comparny abroad, because owneiship and key
management functions are ret;ined.

The third step in the process is that ‘of localizing ownership.
In Jemaica and Trinidad and Tobago this means that the-international
banks shouid become locally incorporated and that equity should be
sold to residents. The international banks have been asked to make
availabie to the publ}c a minimum of 51 per cent of the firm's equity
over & periocd of five:years.- These governments have also indicated that
they will allow nev international benks to operate in their territories
only if they introduced a new financial service. Thus at one point
the Jamaican Government announced the impending entry of three
additional American banks, It was intended that these banks should
facilitate access to the capital markets of the mid—weat‘and weat
coast of the United States. To date only one of these banka has begun
operations and it has complied with govermment requirements by being
locally registered and introducing a merchani bank.
lC.Y. Thomasg, “The Struggle for the Trinidad and Tobago Banking Systenm
and the Role of the Proposed Workers' Bank". Proceedings of the 1lst

National Conference on the Workers' Bank of Trinidad and Tobago, ,
Auguat 1971. .
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In gddition to thig all governments have decided to
eﬁcourage'and promote the growth of new local banks. Thus, in
Trinidad and Tobago the government intervened in the Bank of Montreal's
attempts to purchase the equity of the other shareholders of BOLAM snd
bought the bank itself. BOLAM's Trinidad bank represented only a
small fraction of that country's banking system, probably lesa than
.one per cenk of its assets. A similar intervention at the time of
tranafer of Barclays D.C.0. shares to Barclays Lid. and these banks'
reorganization as Barclays International would have resulted in
significant government control. ;More recently the Workers' Bank
ovmed largely by the trade unions has been set ﬁp, an@ congideration
1s being given to converting ekisting sevings banks into commercial
banks as ig evidenced by govermment statements with rggard to the
Government Savings Bank and by releases from the Trinidad Cooperdtive
Bank. In Jamoica the loccl banking initiative appecrs to hove come
from o group of businessmen who with the help and participation of a
foreign bank set up the Jamaica Citizen’s Bank Ltd._ It was intendéd
that the bank should have 51 per cent local equity, hut only 41 per
cent was absorbed on the local ﬁarket; The foreign bonk as underwriters
holda the difference but it is intended that it will be put an the local
market at a convenient date. In the meantime the'foreign bank has
decided not to vote these shares., Like Trinidad, the Jamalca Govern-
ment has indicated its intention to commercialize the Government
Savings Bank. In Guyana, local banking has taken the form of the
founding of the Cooperative Bank in which Government at present has

the majority shareholding. The bank is based on the Cocperative move-
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mgPt, and it is intended thet the movement should eventually own 90 per
cent of the equity. Unlike the other govermmeuts, the Guyana govein—
ment is opposed to the localization of the international banks and its
aim is to divert local savings from the international benks to the

Cooperastive Bank.

Policy Conflict

There appears to he a basic conflict inherent in a policy to
1ocalize.exiating international banks and at the same time o encourage
new local banks, Whatever appeal the concept of nationalism may have
had in promoting the new banks is now dampened b}-the localization of
foreign banks. While oune would expect a2 change in the éuality of
service which will flow from the new banks and that some support will
eventually develop on these grounds, the issue 1s now confused, and
may result in severe hindrances to the pattern of development of the
new local banks. The disadvantages facing new local banks visg-s-vis
éstablished localized banks, embrace problems with regard to staffing,
initial expenditure, branch éxtension, interest rate and other-

compatition end equity isgues.

Staff: New banks have generally relied on at%racting gome
proportion of their initial staff from the established banks., The
pattern ig that a relatively junior officer in the intermational bank
wili agsume a pogition of relative responaibility in the new bank, The
problenm here ig that where the aim of the new bank is to revolutionize
banking and to develop new policies and criteria suitable to serving

the broad mass of people, the former staff'mémber of the established
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bank mey be so immersed in the existing system that he is unable to

reorient his thinking and make a genuine contribution to the movement..

Preliminary Expenses: The new'bank's iniiial expenditure
ig likely to be extremely heavy. Apart from fixed capital cogis
and those incurred with the issuing of shares, the banks will have
- to undertake aggressive advertising and promotionel programmes in order
to put the bank's case hefore the public eye. Normally, the new banks
cannot promise investors returns in the form of dividends until its
initlal expenses have been reéovered. Indeed, the Banking Law of
Guyana specifically prchibits the payment of dividends until 21l the
. bank's capitalized expenditure has been writter off, fﬁe older banks
have two advantages here. Their promotional expenses will. be less
because they are already established; and, second, the size of their
busineés is large enougﬁ to eﬁable then to pay divideudé from the |
outset. The experiences of the Jamaica Ciﬁizen'é Bank Ltd. and the
- Bank of Nova Scotia (Jamaica) Ltd. are cases in point, The latter
. bank was sble to estimate dividends at the rate of 13% on the pax
va}ue of its sharesrafter the first year of operation. On this basis
it could offer shares at twice their par value and still_promise 65%.
An additional factor is that the new banks will be serviﬁé a less
preferred section of the community from the point of wiew of @rofit-
ability. Thus, though the Workers' Bank of Trinidad and Tobago is
based on a large interest group iits operations counsist principally
in serving small customers which is not atiractive from a profitability
point of view, and will lengthen the pericd between commencement of

>

operations and returns to shareholders.
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Branching: ?he gecond aréa of concern is in reaspect of
branch expznsion. In both Jamaice and Trinidad and Tobego the new
benks will find the branches of a number-of the older banks sexrving
relatively small communities. Tunapunsg, Trinidad, is already
served by three banks, and there are tﬁo bank offices in nearby
St. Augustine, UNew branches are likely to operate at a losg for
some period of time and the multiplicity of established branches

sefving the various areas will lengthen the period of unprofitability.

VContinued Exvansioﬁé The other important factor is that
éfter—the particulaer interest group; e.g. the workers, cr the
cooperatives, or the nationally,§onscious, has made its portfolio
adjustment in response to the availability of securities of the unew
bank, expansion will be 1imited to the growth of the éroup‘s savings
unleas the bank can appeal to other sections of the community on other
grounds. Such appeel may take the forﬁ of competing for deposits
on the basis of interést rates and other inducements and on service
charges. These are iikely to squeeze prpfits and to raise rates on
loans., Managers of one of the newer banks will readily admit that
they pay a lot for their deposita, hence their lending rates tend to
be high. The American banks in Trinidad and Tobago quqfe higher retes
on instalment loans than other banks., Attracting devositsg onm an
intereat rate basis ig likely to be frustrated by the fact that the
older banks have very strong links with their larger customers. .These
customers may be willing to continue banking with the older banks at
at small sacrifice of intereat. fn any case the older banks can and

have managed to retein thelr customers by offering similar inducements.
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It appears undeairable that the new banks should be faced with this
type of gituation. The American banks whicH entered the industry in
the eafly sixties competed vigoéously with the established banks, but
they had the backing of the resources of the parent banks, and did

not depend at the tiqe mexrely on high interest deposits fér loen
expansion. At least in Trinidad and Tobago, however, these banks
'appear to have now become less aggressive. TFor the 15cal banks the
situation will be even worse if two or more of the local banks find
themselves competing with each other for the deposits and international
business which will reedily shift or for branchf}ocaﬁion.

The problem could induce tﬁe new banks %o get -into aress
~ of buoyant demand at the expense of the more essential areas. The
Jamaica Citizen's Bank Lid., for example, went heavily into ingtalment
credit in the early days of its operation. This is understandable.
Breaking inte an indusiry served by six giants is no mean task, and,
among other things, the bank has had to expend its bhusiness into areas
of rising demand. The salaried class whose incomes were rising becanme
 an obvious preferenée.

All the above congiderations tend to make-the équity of tﬁe
new banks less preferred to that of the older banks in thch'the public
will have greater confidence as to thé-prospecfs of success. Luckily,
‘in the case of the Workerg!' Bank, substantial suppvort was given by the
infefest group involved even to the poinit of over-subscription. In
*;&dition, the older banks have established a long association with the
wealthier section of the community who will be both willing eund able

to absorb the shares. The local issue of the Bank of Nova Scotia,
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Jemaica, Ltd. was quickly isXken up at twice the par value. That of thez

Citizen's Bank has not yet bheen fully taken’up.

Equity

The basgis on which a bank decides on its initial capital and
the question of the adequacy of bank capital has seldom teen raiged
. publicly. The_banking laws of the various territories all prescribve
minimum capital requirementa for the granting of a licence. Isgislation
in Trinidad and Tobago end Jemeica also provide mazimm ratios of
20:1 in réspect of deposits tg paid up capital and reserve funds.

The Guyana and Jamaica laws further limit benk atcommodation to a single
borrower to specified ratioe of the bank's capital and-feserves -

10 per cent in the case of Jsamaica and 25-per cent in fespect oeruyana.
Por all territorics 1limits are prescribed iun regpect of unsecured
credit and these limits are based upon sharenolders! eqﬁity.

One of the primary uses of bvank capital is for the provision
of physical agsets to enable the barkiung function to'bé performed.
Another major purpose is 4o protect depositors againét lqss by serving
ag a buffer between depogits and the risks inherent in thé fanking'
business. Bank capital is often analysed in terms of aﬁratio to
deposits as exemplified in the banking laws referred to ébove, or %o
_total assete or to risk aggets. A1l such ratios are subject-to short~
comings, With regerd to the ratio to deposits it may be argued
that sudden  deposit drains could inflict losses on banks by
forcing them to liguidate assets at a loss or to borrow at penalty rates.

In such a case the relationship should be based not only on tatal

>
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deposits but also om the composition of deposita, more stable savings
dopoalts, for instance requirigé leaa capigal than other bankas. Bank
losses are, however, more directly related to the assets gide of

the balance sheet, and this factor appears to have influenced the
provigions of the barking lawa where loan ceilings on individusl loans
ere related to the quantity of capital. ‘There are difficulties here,
too, A simple-relation to total bank assgets will include riskless
agsgeta such ag cash and Treasury bills., But even the other assets
vary this degree of risk. Mediua term loans to small enterprisges,
for example; mey be more risky than ghort-term Qommeicial loans.
Hence the ratio of capital to other balanee sheet‘itemS’should be
larger where it is desired *that banks engzge in more risky under- ..
takings. The role of capital in risk protection will be reduced to
the extent that bank =ssets- and¢ liabilities are made lesa risky by
loan and deposit insurance, govarnment guarantees and so on.

Indee&, as shareholders' equity increases in relgtion to othex
balancé gheet iteﬁs it will alter the maturity distribution of bank
liabilities in favour of louger torm securities and will enable the
development of longer and more medium term loans and investments. In
order to make this analysis m:re.meaningful gome analysté-deﬁuct the
value of bank premises from sharcholders! equity.l It may be argued
.in_support of this that the two functions of protection against risk
and érovision of physical assets ig thereby separated.

-

1 . . . . s
See for instance; Submission of the Canadian Bankers' Assaociation to
the Royal Commission on Banking cnd Finance, Supplement to the Canadian

Banker, Spring 1963, pp. 73-75. :
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Ag a matter of policy it seems that in an economy such ag
the Caribbean, shareholders’ equity should %e kXept relatively high,
and that international banks should not be permitted to seii-tﬁeir
equity to local residents in oxrder to achieve goverument targets.
Rather, the proceeds of any local issue should be added to the
exigting equity. In the long run equity will be increased in
ahgoluté terms.hy ennual additions to the banks'! reserves. The
banking lawa provide for an addition of ten per cent of net pmofits
before the payment of dividends. But it may even bé necessary to

inorease capital through the ssle of debentures,

g R

Jamaicén Exverience

It is instructive fo examine the behaviour of-JamaiCan
localized banks in the 1igﬁt of this discussion. The Trinidad banks
have only vexry recently announced minizum details in regpect of their
localization. Ve havé to hand, however; the prospectus of the Bank
aof Nové Scotia, Jamaica, Lvd. That bank's freghold'and 1gasehold
properties together with furnishings, fixtures and equipment were
valued at J§4,511,800. The perent bank was allotted shares at their
par value of one dollar Jameican equal to this value in‘payment for
the transfer of its businesa to the-Bank of Wova Scotia, Jamaica, Ltd.
In gddition the parent bank was gllowed to subscribe for an additional
number of Ordinary shares at their par value to make a total of
5,000,000 ordinary shares., The parent bank also agreed to absord
the sum of $130,000 in respect of costs incurred in connection with

the transfer of assets and ithe local imsue. The baunk then offered
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1,250,000 of its shares at a price of 42,00 to the Jamaican public
thereby meking z profit of §1,250,000, and’resulting in a net capital
outflow of 51,881,800 ZEZ,BO0,000 —(3488,200 + 3130,00017; Accoréing
t0 the prospectus additional shares will bé offered out of its holdings
to the Jamaican public. The.absence of a capital gains tax in Canada
appears to facilitate this type of arrangement. The bank has, however,
not stuck rigidly to this last understanding. In 1§69 its authorized
cepital was incressed by J$500,000 and unappropriated profits were
capitalized and applied in paying up 500,000 shares issued as bonug
-shares to members. .

The new bank's ratio of shafehol&ers' eqﬁity fo deposits and
total agsets amounted to 5.8 and 4.5 per cent respectively. If the
value of bank premises is deducted these ratiog amount to 1.7 and 1.3
per cent. It should he noted thet the ratios of shareholders’
equity to deposits and shareholders' equity less bank premises to
deposits were 6.1% and 4.6% for Canadien banks in 1961 and that these
ratios were much higher in the earlier years of that countxry's banking.
Ratios for the United-St;tes banké ﬁave been higher. Citizen's Bank
ratios are naturally higher. Its shareholders’ équity to deposits
ratio at 30th September 1970 was 27.1% and when bank péemisés are
deducted from capital it is 20%. These ratios are expected to fall as
"~ deposits grow., There is no absolute standard by which to judge the
aﬁpﬁopriatenass of the ratios, but we argue that the ratio shoul@ rige
as the Dbanks become more and more iqdependen% of the parent banks.

One problem noted above is the gquestion of the meximum loan

rexmitted under the law., Some banks appear to interpret this as,

e e —
TeITT
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10 pexr cent of the local shazeholding aund reserfes. It ig, indeed,
not unusual to find that $he local limits of come unlocalized foreign
banks exceeding those_of the locally incorporated banks., In Jamaica,
the law has been amended to make provision whereby arrangements can he
made for the gusrantee of loans and advances by such firﬁs in such
cirbumstances as will adequately protect the interests of sharcholders
an@ depositors.in the bank. In raality.this has meant guarantees by
the parent bank. Concern has, however, heen expressed in the Jamaican
press over the willingness off the_banks which have announced their
intention to go local %o guarantee their loans if théy holéd a minority
of the sheare canital of the locaiized bank and maﬁagement is
effectively transferred to looél hends. Thig should not he taken
lightly, Banks with as much as 45 per cent equity hoiding_have besn
known ta allow-their~subsidiaries t0 go into liquidation. However,
banks are free 1o ezaﬁine and be selective about the loans they will
guarantee just as they are about the loans Head Office now appraves,
In@eed; undgr the international branch system all loans cre made by
Head Office which theoreitically sustaing all losses. Under the nevw
arrangemgnt the guarantor stands to lose only the portion of the leoan
which it guarantees, If the quality of management and loan collection
is good there appears little reason why the guarantees should be
withheld. Where supplementary funds are required by the local bank
these will undoubtedly be supplied on the baasis of considerations of
availability, ovportunity cost, orofits and risk. Exchange risks, for
example, are likely %o loom larjzer in negotiavions than degree of

ownership, : ' .
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- In view of the possibility thet difficulties may develop in
»

this area, it is pertinent to exanine alternative mechanisms., Two
courseé seem to be open. First, there could be loan perticipetion
among local banks, Thia would result in a new limit set at the gum
of the limits of the pérticipating banks. The other course is to have.
loan participation with correspondents. This would depend on the
factors mentioﬁed above with regard to the povement of funds, In _
United States practise, participations are gimilar to guarantees in
the sense tﬁat correspondenté will accent only that part of a loan
iu excess of the originating bank's lending lim#t. Vith a guarantee,
however, funds may no%t move.and the guarantor becomes é&tively involved
only if the borrﬁwer defgults. With a participation, except there is
a reverge or counter participation, funds will move from the lending
bank to the borrowing bank. Development of loan particiﬁa%ion on a
regional basis can further raise the limits on loans which may be
grante@ without resort %o non-regional centres of decision~making.

One point of interest is whether the governméut target of 51
per cent is adequate to ensure loecsl control. It Seemsvhighly.probable
that where there is one sharcholder with 49 per cent of the vote_and
& number of others with 51%, except the latter can be iﬁ agrzenent
when there are differences of opinion, the 49 per cent shareholder
will be in effective control. While it may be argued that thig will
happen even if we reduce the foreign share, we should endeavour %o
lessen the probability of its occurring. It is to be noted in this
respect that recent Canadian legislation has limited foreign ownexship

in financial institutions, including banks, to 25 per cent. Some
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West Indian economists have argued that skill and capital constraints-
are only minimel deterrents to pbmplate loc;lization.l

Ong final ohservation with regard to equity is perhaps worth
making. Bank localizatlon is part of a more extensive process of

localizing financial institutions. Some of these ingtitutions have

very close relationships with banks end it is quite feasible for

a localized bank (51% locally owned) to own a majority share holding
of an insurance company or-other financial institution which could
then buy shares of the beunk. ‘Following on our above argument thig
type of arraﬁgement coulq result in even greater.efféctive foreign

contrel.

Capital OQutflow: It was demonstrated above that the localization
of the Bank of Nova Scotia in Jamaica resulted in a significant outflow
of capital., Mr. Neville Mitchell has introduced a theoretical model

shawing other devices which could yield the same reault.2 The Trinidad

 and Tobago Government is apparently awsre of the problem and has

stipulated that if the foreign parent bank wishes to repatriate the
proceeds of the sale of its shares in the locel bank it tust do so
without causing difficulty to the balance of payments of the. country.

Furthermore, that at least 75 per cent of the proceeds of the sale of

.any of its shares must be retained in the country for not less than five

1A. MeIntyre and B, Watson, Studies in Foreign Investment in the .
Commonwealth Caribbean No. 1, Trinidad & Tobago, I.S.E.,R. 1967, p. 60.

2Naville Mitchell, The Workers' Bank of Trinidad and Tobago: Its
Siructure, Policies and Plans, Proceedings of the lst National Conference
on the Workers' Bank of Trinidad and Tobego, August 25 & 26, 1971; p. 13.
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years; and reopatriation after this must be spread over a period of

time and be subject to the direpfions of thé Centrel Bank.l In view

of the method of determining thé capitalized value of thé éompany,

if the foreign bank is to continue as a shareholder we suggest that there

is no reason why there should be any repgtriation at all.

" The Record of the new banks: The record of fhe Citizen'’s Bank
is interesting. It appears as though it was originaliy infeuded that
this bank should play e role in agriculture. This it has not doue.
Rather, it has had to concentrate its branches in the urban area where
the deposits are, and it has had to go hesvily i;ﬁo the consumer
" oredit field, where the new customers and those who desired better
terme than what they got from the finance companies, could be found.
These policies were forced on it largely as & result of .the competitive
environment in which it found itself -~ a market dominated by big banks
with country-wide branches and with the best customers in terms of
. Blze, The bulk of Citizen's depogits were therefore quite expensive.
It even offered bonuses on savings deposits with a minimum balance of
ag low as $50. It was, therefore, almost imperative that it go
heavily into the high iunterest lending.

The National Commercial Bank of Trinidad and Tobage has also
grown rapidly in terms of deposit loans, and number of accounts
acdoiding to its 1971 Annual Report. It aseems to have established an

effective relationship with its trust company in respect of morigage

1Speech by Hon. G. Chambers, Minister of Finance, at Opening of Royal
Bank of Trinidad and Tobago, Thursday 3xd February, 1972, p. 3. .
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lending, It has not, however, engaged in any branch expansion ans -
impact so far has been relatively limited. ’

In Guyana, the Cooperative Bank ig apparently the fastest
growing bank largely because it ham receiveﬁ'large accounts as a
result of complementary government policy in the non-financial
sector - namely, the national ownership of bauxzite production and ik
Guyana External Trade Burean. I understand that that bank now countz
a gubstantial proportion of the deposits in the system, and thai il
has managed %o commence branbh expansion. The government appears 4.
be committed to a policy of diverting savings from cbmmercial banks
to the National Cooperative Bank. Tﬁe prﬁblem is‘that an eventual

absence of competition may impair its efficiency.

Summagz
The paper argues:

(l) ‘The encouragement of new lopal banks aund the localizaiil
of exiéting foreign banks places the former at a serious disadvaniage
vig-a-vie the foreign hénk.

(2) Localization will not be effective except there is =
genuine reorientation of thinking in banks., Locelized ﬁanké ghould

perhaps have local representation on the Board of Directors of the

parent banks,

(3) We should guard against the outflow of capital when =

foreign bank seeks local equity participation.
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(4) If there is a con*inued desire to match the term of
liebilities with that of assets, the capital base of the banks should
be strengthened to permit more divergification in lending. Thisg
factor involves a choice between having a few institutions with several
windows or a number of instit&%ions with specialist functions, If
the latter choice ig made funds will have to bhe channelled from the
dominant insgtitution to the latter.

(5) The 51% target of local participation ought perhaps
t0 be lncreased. '

In addition we should add that increased localization of the
sector should imply e more developed inspection system. The part-
time arrangement now existing in Jamaica, for example, is likelyrté be
far from adeqﬁate as the parent banks gradually withdraw their "external"

. - .
inspection services.

e Eran methed
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