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o Attempts to effect structural economic changes through approprlate
1nvestment pOllCleS havé been at:the core of the focus of’ pollcymakers in

- many L.D.Cu's in the 1960'stand 1970’5., A vequ1rement was seen to be

-sufflciently low 1nterabt ‘rates to»encourage (lor at least to accommodate)

--Invegtment activity. ‘Little emphasis was placed on the need to increasse

donastlc ‘financial savings. The dominant framework within which: gconomic
policies were analysed therefore empha51sed an invexrse relatlonshlp between
1nterest rates and 1nvestment. =-_‘_ e T S - "“..;L

E -

S

. The exbected hlph rates o{ econonlc4growth dld not - mater1111ze.
Parhaps it was, the- attempts to- remove some of the ‘distortions which
_deVoloped durlng the pre- independence era and improve the stdndard.of living

7 of the. greatel part of the population, in the shortest. ‘possible time,; that

t1sd to many inappropriate and bad investments, inefficiency and waste and
the growth of Jarge govprnment budget deficits. Combined with hlgh energy
prlces and ‘large increases in the prlce of - capltal goods; "their high- degree
of exposuro to fchtuatlons in,economic activity in the .developed countries
and 'the: 1mp11cat&onsof this for 1nf1at10n, the terms of -trade etc.,‘many of
these economles in a short while, began to experlence severe bdlance of" nay—
ments crlses and hlgh 1nflat10n rates. e S o

'.J
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e K solutlon to the balance of payments problem is. now sden as an
economrc necesalty The state of the gconomy-in the next “Few years will be
determined- by -how- the balance of payments situation unfolds over the
immediate -peridd. This view has been emphasised and probably forced upon
many L.D.C.’'s by the I.M.E. Although there has been much discussion in the-
I.M.F. wecently on the need for more medium-term (supply side) policies to
stimulate output and exports, the major area of emphasis is still short-
term adjustment policies. :

The dominant framework employed assumes that the root of these
problems lies in the inability of the economies to sustain the high levels
of total spending which now obtain. As such all policies must aim at
either reducing spending and/or increasing the availability of domestic
financial resources., It is within this framework that policies such as
devaluation, the removal of subsidies, credit restrictions and higher
interest rates have to be seen. : :

On one hand higher interest rates are expected to lead to an
increase in domestic Financial savings at the expense of consumption,
prlvate capital outflows and non-financial savings. On the other hand, it
is seen as an effective rationing device for the limited resources ava11~
able, in the process, forcing economic units to become more productive.

The point that is emphasised here is that if a high level of
investment is considered desirable then attempts.must be made to release
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as much domestic resources as is possible, for this purpose. Failure to
accomplish this would lead to a greater demand for foreign resources
{(which implies a balance of current account deficit) and all that -implies.
Further :if the.rate-of retuin on investment is not high enough to justify
higher interest rates, if there¢’is nced to_encourage infant industries.
ptc., other more direct and effective means should be found for to do so,
The genetal level and spéctium of intérest should not be tailored as. +. .
to subsidise investment activity. = " 07 O T IR S

¢ The framework which is now being proposed by many economists.is’
one which emphasises a positive relationship between interest rates and
savings, the balance of payments investment and economic growth. . This
approach ‘has ‘been employed, Wwillingly or not, by many developing countzriss,
including Guyana.: And it is this that- we shall attempt to appraise with
respect to the experiences’ of ‘Guyana over the last few years. S

= For purposes of convenience the paper is divided into three. .
parts. -In Part I we outline the theoretical arguments for higher or .. - =
vositive interest rates in developing ccountries. Here we concentrate on-.
the relationship bétween interest rates and savings mobilization; invest-
ment activity and; financial intermediation, " In. Part II we examine
developments in the financial system especially since 1978 with a view:,
towards assessing the strength of the relationships discussed in the pre-
vious part. In the final part an attempt is made to rationalize these
developments and t9 highlight other contributory factors, We also.suggest.
a possible approach to the determinatien of the interest rate structusd .’
. in Guyarna. b ' ‘ o CE e ene

+

(ii)
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PART 1

HIGHER INTEREST: RATEQ uAVINGS INVESTMENT AND
' FINANCIAL IN?ER%E?TATION

I

e

Over the nast decade. .or; so the magorlty of the non. 011" nroduc1nb
developing countries have been. experdencing, what now: seems’ to be, almost
unmanageable balance of paynents and- 1u£1at10n problemQ and low (sometlmeg
even negative) rates of economic growth. Given that their- 1nternat10nal '
Teserves p051t10ns have already bnen oevcrely eroded; such -a situation can«-
not be tolerated for V¥ery much. 1onger. Economists and nollcymakers are .
now becoﬂlng 1ncrea31ngly awate of the néed for appropriate stabilization
policiés to solve ‘thése problems and in the process, create an tMOJPheIC
which is conducive %o’ ‘investment, Fur:herg as leateral and concessmonary
sources of aid continue to diminish and with comnerc1a1 loans beconming e
relatively more expensive and scarce, many develdping countries are belpg‘
forced to turn to the International Monetary Fund for assistance. The
framework bging used by the Fund emphasises such policies. They are seen =
as providing the preconditions - in the form of a healthier balance of pay-:
ments position amd & manageable_ goverments budget def1c1t for the
‘take~-off’' into self sustalned growth, '

_ Thls approach stresses the nee1 for higher rates of return or
"positive' interest tates on financial assets - i.e. rates that are higher
than the expected rate of inflation in the economy. This . is expected to
rejuvenate the financial system where this has been repressed and encourage
the development of new financial institutions, dincrease the flow of finan-
cial saving and assist in the efficient allocatioh of such funds among
borrowers. These higher rates are also expected to contribute to a reduc-

tion in the heavy outflow of capital which now takes place in many L.D.C's

and indeed, encourage inflows of foreign capital; restrain the rate of
inflation and allow a freelng up of the severe forelon exchange vestric-
tions.

The negatlve and ’unxeallstlc interest Tate structures which
presently characterize many-'L.D,Cs - it.is argued, frequently lead to the
stifling of savings and investment and to the misallocation or under-

~utilization of resources. However, they are still maintained because of

one or a combination of .the folIaWing ;gasons. These 1nc1ude -

(a) The belief that low interest rates are necessary to
encour ge 1nvebﬁm9nt dnd 5t1mu1ate growth

(b) The feellng that savers 1n many- L.D, Cs ' are'ﬁoﬁ
sensitive to changes” in~ Jnteruat rates, " "Saving is

con51d@red to:be a res 1dua1 L N

.y R I




{¢) It is felt that intervention. in the financial
markets is nécessary to 1mprove the allocation
of resources through-the redirectionof credit
to certain priority areas., This frequently
takes the form of controls over leuding and bor-
rowing rates,
Y A F R H - i
e (d) s 'Thé'prevaléncefof strong vested irnterests to ., .
2. . maintdin a low interest rate structure - inciuding
rq_,f the temptatlon to subsidize aovernment borrowing.'

These have not proven- “to be conv1nc1ng enough to Justlfy these 1ow'réte33
-thus  the. gradual change in attitude towards higher rates.  In what'Fbllqws,
Cive.. outline the case "for higher or positive interest. rates and, then‘try to
V:examlne the relevanc of -such an ‘anproach to the Guyana econOmy 0f c¢course,

the question of how positive should the level of interest rates be 15 stlll

!ubelnv serlously dubatﬁd by economists,

IhTEREoT RATES AJD FINANCIAL SAVINGS

. The amount of money that a person is w1111ng and able to save is

dependent on a number of factors. These include; wealth 'expectaflons
income and the rate of return. There is now general agreement ‘among! eco -
nomists that for analytical purposes, the latter two ate the most important

4in L.D.Cg, - We can'convenlently express this 1n the f0110w1pc way:

s
.5

£ (Y, 1)_wher3‘

financial saving

.

-disposable income

i

i = the rate of interest o o N :

, Thls equatlon rearesents a consolidation of two broad V1ews on
the determinants of savings, which attracted much attention at some time

or the other: mnamely the classical and neoclassical schools which stress

the importance of the rate of retirn on sayings, and those of Keynes and

"+ other .modern economlsts such as Friedman, who stress the importance of
_ 1ncome.> . e L , 7 _ .

In th? formcr case, 1ntere>x is Seen as the’ reward whlch has to
be offered té induce an abstention from present consumption -aind a flnanc1a1
ization of savings. If potential savers are to be encouraged to invest in
financial assets, then ‘the rate of return on ‘such assets has to be com-
petitive with other forms of holding savings - ‘either by reducing the rate
of inflation ( a difficult task in small open economies in the initial
period of the stabilisation programme),;or by raising the rate of return
on financial assets. The simple law of supply suggests. “that the greater
the vate of return, the greater will be the incentive to. save and citeris

paribus, the greater the level of saving. This suggests, therefors, that
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if a higher rate.is offered to: éavers savings Wlll 1ncrease.' This in
turn assumes .that .savers are conscious of ths real return .on rhomr savings
and will respond tOLChanU“S in this rate,

Empirically, it has been very difficult to establlsh the precise
relatlonshlp between changes in the Tates of interest and the response of
total saving.., Since there are other variables which huve to he considered

i the equatlon whexe fimancial “-intermediation and the 'banklng habit’

have not very much developpd as is fhe case 1n nany L. D.uS, this problem
is further. compounded. T Do

This brlngs us to the second school of thought vhose thesis is

" that saving is, mainly a function of income. There are several versions of

‘this theory,_ranpih from Keymes- who atgued that’ saving is a function of
dlSpOqule income, Midlton Friedman'®s’ 'permanent 1ncome‘ hypothe51s and
Modlphiani 5 Tlife c¢ycle income’ hypothes;q to Duesenberry s relative

'lncome hynoth951a -In spite of this, economists generally aaree that when

rea1 incomes are rlslng, and the economy is urobr3551ng, the acope for
1ncrea%1ng the.level ‘of financial- saving is increased. And grnce the rate

,of 1nflat10n ‘is not excessively -high.or the’ Pxpectatlons of the 1ével of

the future rate do-not operatesas a disincentive,.then such potential can
be tapped through apyroprlate monetary 1ncent1ves

,'In other words in addltlon to redlistlc 1nterest rate income
15 c0n51dered to be -an 1mp0rtant detevrminant of saving. . There must be
the scope for increasing saving-if increased interest rates will have any
p051t1ve effects on the accumulatlon of f]nanc1a1 resources.

.The analy51s of positive interest ratps and Javxngs moblllzatlon
must not howevera over~shadow considerations of the 1mpact on investment

“and of the investment opportunities available. This is of crucial impor-

" same tlmes are. very PIOdUPthGw;f

tance as all other financial assets arse clalms on or ultimately motivated
. by the desjre to finance such capital - and as such this should play a
slwnlflcant role when- . the level and structure of ‘interest rates are being
determlned : e : : :

.1‘.'.:

. INTEREST RATPS AND: INVESFME?

: ;t is the ccntentlon of many economists” that a low or negatlve
1end1ng rate (equzvalent ‘to a-rate below the. theoretlcal equlllbrlum level)
leads. to credit rationing and the exclusien of:-many” ‘borrowers whose loans
cost more to adpimister and whorare nlgn@r credlt rlsks but‘who at the
. 'i‘3 .. .
.. A hlgher lendlng rate togethbr w1th a greater 5pread between
official lending and.borrowing-rates-for thetcredit 1nst1tut10n,'1s
expected to encourage increased lending to margindl grouwms, probably at
the expense of those offering a lower rate. Generally, therbfore, the
supply curve for a particular type of credit will be rising with respect to
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the rate of retura available to lending institutions, This implies that
there is a rate high enough to induce a lender to increase his supply of a
particular type of credit, provided :that the loan applicants' agreement to
pay a higher rate raises the expected value of the return on.such lending
sufficiently. - o : ‘

S f “Further; it .is argued that-cheap credit in the form of low
~interest rates subsidize inefficiency and hardly serveé as an encouragement
for producers ‘to improve their methdds_nffprqguctibﬁ,, Higher interest
rates will present entrepreneurs with the choice of: gither improving their
productivity and production or be forced out of ‘business. ., ;.

e 'There are many who hold the view.that lending rates should be

- kept. low enough so as not to discourage investment in favdur of the hold-
ing, of money balances. Such an argument.does not take into ag¢count the
need to increase the availability of domestic financing resources (which
can then be invested) through an increase in the public’'s willingpess to
hold such balances (and the implications for the balance of :payments). If
there is need to subsidise investors on to encouragé the development of
cinfant industries, interest rates should not be used for this purpose since
this may very well prove to be counterproductive, Other more direct and
appropriate methods are available and can.be used effectively. S

’ In addition, with the present underdeveloped state of financial
.interme¢diation in many developing countries, much of the finance for
"investment especially in the non-exporting sector has .to-be generated from
within businesses. . This constrains investment in new and-more.efficient
_techpiques of production - which need relatively large -sums for their
iintroduction. Higher interest rates, are expected to lead to an iflprove-
.ment in the process of -financial intermediation, facilitating a gréater
£low of finance into new investments and new techniques, thus improving
“the overall rate of return. : S -

»

‘Here, we have Taised the important issye of the utilization of
funds generated by increased financial intermediation.: It is, generally
assumed that the asset management policies of financial intermedidries
have, built into them, an azllocative mechanism which leads to the. optimum
allocation of resources. This suggests,.that such resources are channelled
+o thosd who would use them most efficiently. And, if these are socially
most ptoductive then such intermediation would lead to an improvement in
the economic well-being of the country. However; in addition to the rate
of return, lending institutions take into account such“factors as credit
worthinéss of the entrepreneur, knowledge of certain activities and the
.cost of administering loans,  In addition,. market imperfections and credit
: policids cam-lead to a .situation where pricés do not reflect social value

. ..and thus a given profit rate fiay not measure social productivity. As a

result the allocation of resour¥ces by the financial system may not always
be in 'the best+interest of a particular country. = _ C .



- The above gnalysis suggestspthatphigh"interest‘rapeTPOLicies.
could yield only partial results in this direction.. They may lead to an
increase in the mobilization of savings but would not necessarily ensure
their bptimum’ uses ~-Thdis is- not an..argument for:curtailing. financial inter-

'hédigﬁibﬁf"lt’i§ito‘emphabise-thaxatheﬁa,poiiciesfmus; be.supplemented by

otﬁeTfJﬁaﬁﬁfkéiﬁireﬁtéd at ensuring that ;he,:gte_gf;profi;}hqus;to‘apﬁfc—
ximate socdial productivity. .- - R T

INTEREST RATES AND FINANCIAL INTERMEDiATIéN

The benefits of increased financial intermediation in the growth
process are now well recognised in many L.D.Cs. The experiences of the
developed countries have proven to be very instructive in this case. During
the early stages of their development there arose an increasing dichotomy
between the decisions to save and invest - in the sense that those .who were
investors were not necessarily the savers. also. This resulted in increased
financial intermediation and the provision of various types of fimancial
assets in response ‘to the needs of the surplus units. These intermediaries
in turn, were able to provide an increased supply of Ffunds to capital
starved entrepreneurs, allowing them to break out of -the system of self-
financing or borrowing at high rates from money lenders,

. The contentipn is that there is need for such a process in
developing countries where the range of financial institutions, inp torms of
their activities, and their special ~“istribition is limited. It is impor-

tant, however, that financial institutions are induced to
increase their intermediation. A requirement is a rate of return which
is sufficient to cover the cost of mobilizing resources and of disbursing
such resources. If rates are not allowed to float freely, then there is
need to ensure that the structure of the rates is such as to encourage such
a development. We note the theory of the firm which suggests that finan-
cial intermediztion will continue until their marginal cost of attracting
funds is equal to their marginal revenue derived from the use of such
resources. Attempts to reduce the spreads available to them down to the
minimum in order to hold lending Tates down may lead to a contraction in
their activities.

It is clear that from what we have said so far that where interes:
rates are legislated, the determination of the level of such rates and the
relationship among them is an important and technical task. Care has to
be taken to ensure that there are no serious conflicts among the rates,
that deposit and lending rates are at levels that are conducive to savings
mobilization and investment activity and that priority sectors receive
adequate finance. This is not a simple task in any economy, -given the
diversity of the agents which impact on the economic environment. In many
countries this is achieved after a long and painful process of trial and
error. And, of course, these rates have to be constantly monitored to take
into account the changing domestic.and international situations, This
suggests that an interest rate policy has to be dynamic and a once-for-all
solution should never be sought after since there are none available.




Rather, constant review. of short -run situations is mnecessary for effective
management of the eCOnomy - R . .. S . L

<t - ‘.; N

R ‘f - We now "
“asset portfolios:
~"beplaced-on~the’

standing of such

Xamxne dﬂvelopments in the. dep0a1t moblllsatlon and B
‘of “Financial -instituticns in-Guyana. Here emphas1s will
.banking system, since- we. believe that a proper underm
developments plves a good insight .into- developments 1n

other financial institutions and in the economy as a whole,

o,
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TABLE 1
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y:y SUMMARY OF IWTERHST RATES TN GUYANA (Per Annum)

Bt e e L et L T U DO T et

- (1968 - 19?4)
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6.50 8.50 10.50

BANK RATE 6.50 6.50 6.50  6.50 6.50 . 6.50 "6.50 . 6.50 6.50 12.50 12.50 14.00
DEPOSTT RATES. | ;
“Commercial Banks ; ' .
" Savings . 3.50 3.50. 3,50 3.50 3.50 3.50 v 3.50 3.50 3.50° 3.50 6.50 8.50 10.50 106.50 11.50
3 months time - . 4.00 - 4.75 4,75  4.75 4.00 4.00 g 4.00 4.00 4,00 4.00 7.00 .2.00 131,00 11.00 12.00
6 months time L £.50 5.50 5.50 5.50 4 .50 4,50+  4.50 4.50 . - 4.50Q 4.50 7.50Q 9.50 11.50 11,50 12.5Q
12 months time 5.00 6.50 6.50 6.50 5.50 5.50  5.50 5.50 5.50 5.50 2.50 10.50 12.50 12,50 13,00
New Building. Society . ' ' '
Deposits 5.00 5.00 5.00 5.00 5.00 5.00 65.00 7.0C .8.00  8.00 g.00
Five Dollar Shares 6.00 .00 6.00 5.00 6.00 6.00 7.00 8.50 16.50 10.50 12.50
Save and Prosper Shares 7.00 7.00 7.00 £5.50 6.50 6.50 8,00 %.00 11.00 11.00 12.50
vaefnmant Securities | |
Treasury Bills 5.01 6.12 6.09 .88 5.88 5.88 5.88 5.88 5.88 5.88 7.80 9.72 11.62 11,62 12,75
Debentures ' + 7.00 7.00 7.00 7.00 7.00 7.00 . 7.00 7.00 7.00 7.00 7.00 11.00 11,00 11.00 14.50
Commercial Banks ' : .
Prime 7.50 7.50 7.50 7.50 7.50 7.50 E 7.50 7.50 7.80 7.50 5.50 11.50 13.50 13.50 15.00
- Average 8.00 8.20 2.80 §.90 9,10 8.20 - 8.90 8.90 £.90 8,90 10.50 12.75 13.88 13.94
‘Moitgage Loang j? ‘ o
New Euilding Society ‘ . ‘ , 8.00 8.00 ' 8.00 8.00 8.00 8.00 8.00 10.00 10,00 12,00 14,00
Insurance Cos. & Agencies o ' N B.5- 8.5~ 8.50- 8.50- 8.50- 10.00
Mortgage Flnance Bank _ ‘ E 10.0 11.00 - 11.00 12.50 1z2.50
Guyana Moritgage Finance Co. 8.50 8.50 8.50 ' 8.50 8.50 8.50 g8.50 8.50 8.50 8.50 .8.50 8,50
Guyana Housing & Dev. Co. 9.50° 9.50  9.50 | 9.50 - 9.50 9.50  9.50° 9,50 9.50  9.50 9.50 .
Trust Companies 8.5~ . 8.5- 8,5~ 9,5~ 9.5~ . 9.50- 11.0~ 12.00 12.00 14.0
9.5 9.5 9.5 10.0 10.G 10.50 12.0
Gaibank 9.0- 9.00- 10.50- 12.00° 12,00 12,0
10.0 J0.50 12.0
. SOURCE: Bank of Guyana.
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PART IT

FINANCIAL DEVELOPMENTS IN GUYANA

- SAVINGS

The first major change in official interest rates Iin Guyana ]
took place in June 1978. After that there were other changes in May 1979,
in July 1980 and in June 1882, In each case, eXxcept the latter the Bank
Rate was increased by 2 percentage points. -In June 1982 this rate was
increased by 1.5 percentage points., Other official rates were the
increased. These changes are shown in Table 1. * -

Prior to 1978, the monetary authorities followed a policy of
low and stable interest rates. Various explanations have been advanced
for this attitude to the use of interest rates in developing countries.
We noted a few in the last section, With respect to Guyana on¢e gets the
impression that an active interest rate policy was not seen as being of
much importance by the policymakers. The preoccupation was with growth
vather than direct short-run stabilization policies, thus the large "
capital programmes etc.

The change ‘in 1978 and the two subsequent changes seem to have
been partly a result of I.M,F.'s insistence, after Guyana was forced to
turn to this institution for balance of payments support. I.M.F.'s con-
ditionality, circumscribed within a framework of adjustment and increased
liberalization of the economy, almost always suggest policies for
reducing inflation and balance of payments deficits - among which are
devaluation, the removal of subsidies, control of public sector borrowing
and increased interest rates. ~ Good intentioned as they might be, these
policies do not always work in favour of the domestic economy, and indeed.
have sometimes been counter productive. Have the changes in interest
rates produced the desired effects discussed in Part I and are further
changes advisable in our context? In what follows we discuss the former
and in the next section we attempt to deal with the latter.

As Table 1 shows, after each increase in the Bank Rate, other
interest Tates were simultaneously adjusted upwards. The deposit rates
of the commercial banks were first increased by 3 percentage points in
1978, by 2 percentage poiats each in 1979 and 1980 and by 1 percentage
point in 1982 except for the rate on twelve months fixed deposit which
was raised by only 0.5 percentage point at that time. Thus, since 1978,
the annual rate on small savings deposits moved from 3.5% to 11.5%; three
months time from 4% to 12% and six months and twelve months time from
4.5% and 5.5% respectively to 12.5% and 13.0%. 1In effect, between 1978
and 1982, the deposit rates offered by commercial banks moved upwards by
8 percentage points, or more than twice the pre-1978 level in the case of



saving and one and half to two times that level in the case of time
deposits. ' i

Notwithstanding these increases, the real deposit rates con-
. tinded to-be negative in the 1light of inflation rates of about 16% and
z:',{o_velt',i'-jwlfri-'(:h have been prevailing since 1977,
. "~~The:re%ponseiai,tota;_saving in the banking system has not been
very significant. Total deposits rose by 11.5% in 1978, 15.2% in 1970,
23% in:1980, 18.3% in 1981 and by 15.9% in the first nine months of 1982,

- As we can see from Table 2(a) these increases were mnot very much different

from those of prévious periods, say between 1870 and 1975, 1If we attempt
to deflate nominal deposits by some appropriate measure of the rate of
inflation we would be better able to see the real growth in deposits dur-
ing this period. Unfortunately, the only such measure available to us is
the ‘Urban Consumer Price Index - which.suffers from a number of short-
comings. towever, deflating by this measure would still give us some
useful insights into these developments. This is done in Table-2(b). The
results show that theé highest rate of increase in real deposits - this is
also the case for nominal deposits -.were achieved during periods when the
economy was relatively buoyant as in 1974-1975 period, for instance. Also
in 1978, 1979 and 1981, there were actually decreases in teal financial
savings in the banking system. ’ - ' '

o Further analysis of the rate .of change of interest bearing .
deposits (time and savings) will notrlead to results which are signifi-
cantly different from the above, Although thé volume of saving deposits
rose by some 117.5% between December..1977 and September 1982 (a fifty-sever
month period), the increase in the same pericd prior to December 1877 was
as much as 139.9%. '

The response in the volume of commercial banks' time deposits
“has been more significant. There were incrsases of such magnitudes as 24%
in 1979 31.8% in 1980 and 19.6% in 1981 leading to an increase of 173.8%
_in the period December 1977 to September 1582, However, .in years such as
“ 1671 and 1972 there were much larger increasées than those -0of 1979 and 1980
Further, when we note that a significant proportion (46,3%) of the 31.8%

" jrcrease in 1980 was a reésult of the dincrease in time deposits of other

financial <dinstitutions, such as pension funds, the association between

~ interest rate changes and changés’:in saving in-Guyana becomes weaker., The
_other financial institutions' holdings of treasury.bills (which now sarns
"12.75%) fell by 35.1% between May 1979 {(when interest rates were changed
for the second time) and December 1879 and by about 40% during 1930 -

«.srindicating that there was’some substitution of higher yielding time-

deposits for treasury bills.
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1967 - 93.5 - 12.7 6.3 - 27.3, 56.3 1.5 0 2009 T e
1968 104,80 12,1 20.5 25.8 62.4 0.8 219 4.8
1969 1i7;f' '12.3 29.7 44.9 63.9 2.4 21.1 10.1 |
1970 . ,125.5‘ g3 380 280 6.1 5.0 22471
1971 :iSL;ﬁiié--lé,S 50.2 32.1 74.5 11.0- o 26.7 19.2
1972 182.6 20.7  70.7 40.2 .80.8 8.5 , 31.5-- ©18.0
w3 aurs 19.2 8.0 5.1 100.6 245 3.2 149
1974 251.8 5.6  79.1 -2.3 114,7 14.0 58.0 - 60.2
1975 32,1 39.8 99.7 26.0 154.4  34.6 98,0 69.9
1976 377.3 7.2 -109.0 9.3 172.2 115 96.1 1.9
1977 445,39  18.2  129.7 19.0  204.0 18,5 112.2 16.8
1978 - 497.1  11.5 141.6 0.2 241.4 183 °© uel 1.7
1979 575.6 _ _15.2, 175.6 24.0 | 274.,0 13,5]5__1.123.0 - 7;8
1980 704.0  23.0 - 231.5  31.8 319.1  16.5 kjﬁ'3;§3.4 24,7
1981 832.9 . 18.3 276.9  19.6  397.3 24,5 lif}se.s 3.4
%22;t‘) 965.6 15.9‘ 3851 28.2 4437 117 166.8 5.2

SOURCE: BANK OF GUYANA.
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With respect to demand deposits, between 1973 and 1977, the pro-
portion of total deposits held in this form increased gradually from 16.5%
to 25.1%. However after the change in deposit rates, this began to decline
and was 17.3% by September 1982. A factor which might have had an impact
in this case also is the contraction of economic activity and the implica-
tions for businesses holdings of current accounts. 1If we analyze savings
in non-bank financial institiifions such as the New Building Society, we
would also find that the level..of saving has hardly responded to the
changes in interest rates which took place. - This-we do very briefly below.

In the case of the New Building Society, each change in the Bank
Rate was accompanied by changes in the rates offered depositors - although
by smaller magnitudes. 1In 1978, the rates on five~dollar shares and
deposits were allowed to rise by one percentage point while' that on save
and prosper shares went up by 1.5 percentage points. In 1979, 1880 and
1582 there were further increases as shown in Table 1, Thus, after the
latter change, the rates on five-dollar shares, save and prosper and
deposits stood at 12.5%, 12.5% and 8% respectlvely9 representing 1ncreasns
of 6.5, 6.0 and 3 percentage points compared with 8 percentage points on
those offered by the commercial banks, It seems an attempt was made.to
increase the attractiveness of saving in this institutdion in 1982 when the
rate on five dollar shares was increased: by 2.0 percentage points compare:d
with a 1.0 perceﬁtage point rise in the deposit rates of the commercial
banks., It is yet to0o early to assess the impact of this move. The general
1ndlcatorb however- suggest that much should not be exppcted in this zespect.

The rate of accunulation of sav1ngs in this institution did not
even approximate the rate achieved in previous years. Between 1977 and
1981, the increase was 75% compared with over 120% in the four year period
prior to 1977. The relatively high yleldlng five dollar shares conrlnued
to be the majorx contrlbutor .

As we have seen, the changes in deposit rates between 1973 and
1982 did not have any significant impact on total financial saving. This
suggests that other factors, exerting a greater influence than interest
rates, were present. It is very tempting to argue that the chanpges were
not large enough to introduce "the positiveness" «in interest rates in
Guyana; that the public was insensitive to such small. changes, and that
what is needed is a large increase - to provide a shock effect. As we shall
see later, even this will not provide the desired benefits mnecessary to
compensate for the costs involved in such an approach. There must be pre-
sent, the scope for increasing savings in the first instance. There is a
peint beyond which it is not possible to further squeeze consumption and it
seems to be the case that in Guyana, we have rgached this point. At the
same time in our present economic situation even higher deposit rates will
not induce an increase in private foreign capital inflows although it may
induce residents to hold more of their funds inside of Guyana vather than
transfer them outside through the unofficial channels,
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1978 497.1 . . 213.1 233.3 ~7.7°"
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It is clear, however, that these increases in deposit rates have

led to a change in the form in which savings are being held - in favour of i
relatively high yielding time,deposita“ingﬁhg”banking system., If we begin
in 1972, we note that as a proportion of total deposits there was a :
gradual increase of both saving and, demand deposits and a comsequent
decrease in time depositsi(S8ée Table 2¢). ~This situation continued up to :
1978, After the changes in interest rates, as a-percentage .of total '
deposits, time deposits moved from 28.5% to 36.7% by September 1982, while
saving deposits fell slightly from 48.6% to 46.0% and demand deposits
decreased from 22.9% to 17.3%. Further, 4s we have indicated there was a
gradual decline in the rate -of accumulation of savings in other deposit
taking institutions such as the New Building Society - most likely im
favour of the commercial banks which have been paying highexvrates.

. We can also_note here that even institutions like.the New
- Building Society and the Insurance Companies increased their deposits with
o commercial banks ~ at the expense of their holdings of such assets as
treasury bilis. These¢ developments lend support to Coats and XKhatkhate
who claim that:- . T

"in most. studies:the impact of interest
rates has been found to be negligible
(Miksell and Zinser (1972) Williamson
(1968), Houthakker (1965}, Khatkhate
(1972) ... For all. the hazards involved
‘ in empirical investigation, however, it
i has succeeded in demonstrating unambig-
uously that interest ratés have 2 pre- ‘
dictable and wiuch more definitive impacE) S .
in the form in which savings are held.” '

, A change in the form in which savings avre held may be desirable
in an economy such as ours. Longer term liabilities can then. be matched f;
with longer-term assets (which.are considered to be more tdevelopmental’
than shorter-term assets), However, as the theory suggests, our: major g
concern is with the impact on total savings (and therefore on total
spending) since this is whetre the major benefits of a higher interest
policy are said to lie. ..The relevant question is: why were such bonefits
not realized? And,; further, what measures, if any have to be taken?
These questions we tackle in the next part of this paper. But before we
do that, we trace the developments in the imvestment of resources by the
financial system, again in an attempt o determine whether theYe ‘was any
noticeable impact of the changes in interest-iates.

1) Coats W.L. and Khatkhate D.R, ~ Money and Monetary Policy in L.D.C.s:
Survey of Issues and Evidence: May 23, 1679.
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COMMERCIAL BANKS ' DEPOSITS _
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976 25.5 28,9 5.6
w77 . 252 29.1 45.7
1978 23.0 28.5 48.5
1979 . 21.5 30.6 - 47.9
1980 ,‘- . o . 32,9 . 45,3

- 1981 ~19.0. . 33.3 Y

1982

(Sept.) 17.3 36.7 . 46.0
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UTILIZATION OF REBOURGES'

When tHé-Eank&ﬁate;GqS inc%gaséd‘&ﬁ,1§f8;?the:1:pding rates of
the commercial baﬂk%_aﬁd,pthéf lending agencies were also increased. With
respect to the commercial banks, the Central Bank issued the following

instructions: : E . s
-\ “Ygur bank's prime lending rate will be increaséd |
: t0'9.5 per cent per annum.” ‘ G

"Your bank will be expected to contain incréases
in other lending rates to within 2% of theil¥ cur-
rent levels."2) L . S

Thus, while deposit rates went up.by 3 parceﬁfage points, lending

rates were pefmitté&ﬁtO‘rise'by only 2 percentage points above their June

1978 levels, dIn,lQ79yﬁaﬁd,1980,,similar:instructions were given to the
commercial .banks.. In “these instances, however, both the deposit rates and
lénding rates were incréased by 2 percentage 'points, , In 1982 a slightly
différent approach was taken. In this case depositirates weie increased

by abouf’ 1.0 - percentage point whereas lending rates were permitted to rise
by 1.5 percentage points, thus increasing the spread available to the com-

mercial banks. = As'wg, shall ‘see. later-on, this- seems to ‘have -been an
attempt ito .rewiove some of.the disincentive and. anomalies which were intro-

duced into .thd interest.rate structure after 1978. Once again it is yet
too early o quantify the impact on finareial intermediation ‘and on the

" willingn&ss: of the commércial banks toilend to'the mnon-traditional cus-

tomers: Fﬁlthdﬁgh this is™a step in the..right! ditection much should not be
expectedifrom it in the shoft-run. ..There are other more important factors
operating presently against such developments - the foreign exchange and

"balance of payments criSes, for.example and alse 'Such ‘measures need tiwme to

induce changes in the attitudes of lenders.

: ‘i‘These changes in fending rates led toan increase in the prime
lending rate of 7.5 percentage points between 1977 and;1982. At the same
time, the rate om saving deposits was increased by 8 percentage points
while thag, on -twelve 'months time deposits went up by 7.5 percentage points.

P

PRI . N c o : .. - T L
The banks génerally followed thése instructions. -However certain
fees were.eithe® incredsed or introduced - e.g. committment fee, applica-
tion fee -~to absist in covering the increasing costs which are involved in
lending td&.the private sector. Precise figures. as to the size of such

fees are not. available.”’ These, however, do not-seem -to: be very substantial

to compensate for the:reduction in ‘the spreads ~that the’ banks are allowed.

= A s . [
. - . R

2} Central BaﬁkLS Cirqu1af$'%o C%ﬁmertiéi:BankS;
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B In Section 1 the need for a higher return to lenders, especially'
in a high risk eavironment was emphasised. These recent developments in
our interest rate structure, may be considered to be dinsufficient by pro-—

'_ponents of the high interést. rate theory. As such, they may argue that. the

full impact of the higher interest rate. pollcy could not have been. achleved
and the. changes in June: 1982 would not give wrise to the benefits anti-
cipated. In the rest of ‘this section, we examine developments in 1end1ng
and 1nvestment in Guyana.,rf : . -

Over the past decade o 80, the publlc sector through national-

izations coupled with the closing and/or scaling down of many prlvate

businesses, has increased its domination over economic activities in this
country.. A reflection of this is its increased absorption of resources

mobilized by the banking system, through their purchases of treasury bills

and by direct loans and advances. In June 1982 this amounted to over 90%

_of the dep051ts of commerc1al banks, compared with 45, 7"'1n 1974

Althouoh the banks are permitted to charge over 17 for loans to’

- the private sector, they chose to invest much of their resources in

treasury- piils ~,wh1ch now earn 12.75%, By September 1982, 34.0% of their

 total deposits were so invested compared wlth 1L, 4% in 1970

Loans and advances to the public corporatlonsr-'mostly at the

rprxmé rate alone accounted for. 63,0% of their deposits in June 1982 com~

pared with 25.6% in 1978. ' The: major corporations - GUYMINE, GUYSUCO,
Guyana Rice Board and Guyana Electr1c1ty Corporatlon w,accounted for over
85% of thlS amount.; : : S R

As' we 1nd1cated above, the private sector's absorption of
rescurces mobilized by- the banﬁlno system deciined from 60% of total
deposits din 1970 to 30.0% in Juns 1982. 'In fact, since 1978 - when it

reached its lowest point of 23.4% - the. commerc1a1 banks? lendlng to the
private- sector. increased by almost over 100% This somewhat exciting .
‘development was a result of a tripling of 10ans and advances to the private

sector by the Guyana National Co- operatlve Bank. This led to an 1ncrea5e o
in its share of such lending from 38% in 1978 to 669‘1n June 1982. The other
banks hardly 1ncreased such- 1end1ng. : : : L -

Thls increase was dlrected mainly to- the services and household
sectors which absorbed 63,0% and the manufacturlng sector which accounteé
for 31.0% of the increases between 1978 and June 1982.- The agr1cu1tural
sector recelved a meugre 5.7% of the anount. : _

The 1ower rate of return offered to the commer01al banks mlght

have been a contrlbutory factor to such developments. . However, we feel
~that there were more powerful factors and that even if the sprequ were
““inereased, lending to the private -sector would not have been very much
_greater. ThlS 1s based on the thesis- that the level of 1nvestment is
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'determlned by the demand for and supply of investment funds. We shall try
to, show that, add1t10na1 factors. operating on both the supply and. dexnand

51deaiﬂs ‘the- serious; snortage of .imported- 1nputs'4 WGTB najor Cbﬁtrlﬂut“TS
Sl?nlflc“ﬁt enouwh to ulllfy the 1Hpact of any . 1ncreaseﬁ swreads

1 -

efore we dc th_ti we should taKe a brlef look at deVél“UmentS

1n the noh-bank flnanC1a1 1nst1tut10ns.1; ;,, PO 4». BT ;&

" :
¥ i

‘,

they are:- allqwod ta charge on. loans, compared w1th the 1ncre351ng1y hlgh
costs 1nv01ved; T melllZlng funds and in. 1end1ng o, sthe prlvate sector.
It iss true thay th, spreads ‘that thev are. allowed'H ve not 1ncreased by
very muchs " The. Néwtﬁulldln? Soc1ety, for example, _

6.5 percentage p01nts on flve d011ar 'shares and was' dlTowed

a 6.0 percentage polnt ingrease in, movtgagc rates i,
con51derat10n._ Requests by the Guyana H0u51n¢ and Development Company and
the. GLyaﬂa ‘Mortgage Flnance Ccmpany for 1ncreascd rates Were: turn d dowd
by the' MlnlstIy of Finance:: As a result “ithediT official. mortgage Tates

have not-been changed . since: 1971 THe' domestlc insurance compahleq,and

: Unllke the. commerC1a1 %1nks thcre {8 mkeh. concern in these £
'1nst1tut10ns over what ‘they con51der to be. the T1low!? xates of 1nterest

surequlred o pay dnyf

the,perlod nnder'““:"‘

5

3

the foreign 1nsuranceqagencles were allowed a small inerease 'in the rates y

they charge on 1cans. . And :the Guyafa Co- operatlve Agricultural’ and Indus~}

trial Development Bank has. always complalnec that . the: tsubsidized! xatcs

they - are requlred to{charge is one of the reasons for their poor perfor-

mance,’ glven that thex are, requarcd to operate in a very rlsky env1*onment
] .

PoTre 3

An’ examlnatlon of the balance sheets of these 1nst1tut10ns indi-

cates a relative reduction in their activities over the years, This can
be seen from Table 3. The rate of increase of lending of the New Building
Society fell from between the 20%-30% range up to 1978 to 11.7%, 10% and

7.3% in 1979, 1980 and 1981 respectively. We note that their time deposits

with the commercial banks continued to increase since 1977 £rom mothing to

-G48 million by September, 1982. Why should they lend .to the private sec-

tor when they can earn just as much on safe, time deposits with the com-
mercial banks? A similar trend can be observed for the domestic insurance

companles, who. since 1978 have “eu ".1%inz-minek of thoir incrdasgl 0w
Tosources ~in ~Fo rci~3 ssgatstnnd “in *ank ~“gp0s5its., Firures ~f their sve-
-1t holdinos of forei, m asscts arc not available as yeot When we exaitined

thc gthear 1n5titutions 2 similar trend was ohserved.
’ ]

Thcse 1nst1tut10ns claim that the meagre spreads and the dis-
torted structure of interest rates were contributory factors. These _
affected their willingness to supply funds to prospective borrowers. As
we shall see, there were also other factors affecting the demand for such
funds (a result of 2 ¢ontraction in economic activity over the period)
which had a depre551ng effect on their activities.



from such areas. The latter n

‘proposed policy measure. . 7 7 R
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. _ Our analysis suggests that ‘the possibié impact of the changes in’
the level and structure of our interest rates was not fully considered
.when such- changes ‘we¥é /made. Rather rhan'anbufaging_inﬁreased'findncial
'rintg;mgdiation,4th§y#§§ry¢§:to_da@pﬁn the willingness of financial

institutions to expand their activities. As:a result, the domestic com-

_mercial bank-has had to undertake the ‘additional burden .of proving’ certain’
- (relatively expensiye) services, as the foreign commercial banks withdrew

. . i .

h . The “ now operate in a safe ‘area - collecting
deposits\fﬁom'the;pﬁblic;ahﬁjtfansferring”these_toftreasury-bi;lﬁ-and
Government guaranteed lpans and in the process receiving a ‘good ‘return. -

Should they not be encauraged to become more deeply involyved -in ‘the
development process? " They have expertise, experience,” resources and the’

N

' organisatioh"tpgshppqxf;their,atti?itiesyf'0£ couf3e;there will be costs ¥

attached but that  is- at the ceatre of the development -problem, that ‘is,

i ‘

being ablg,tdﬁweighjthéqu%%é”an@”therbeyefitg-tnat!wbgld—fIOW'fme any -
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I%PLICATIONS AHD POS SIBLE APPRQACHFS SRS A

,-'lér S LR : .
Srelicafs - Thes ana1x51s ;n the 1ast sectlon shows that the; changes:in

intfeérestirates dld{not lead to any’ 51gn1f1cant change it the meblllsatlonfflr

‘=0f t1ﬁéﬁc1alysav1ngs i Guyana.m_lhls 15 VeTY much unlike the -situationiin.
countrle.’such as.: Kored Talwan-g‘d Tndon951a&:frequent1y cited by eco-a:';

'nomlsts ugs success storlﬁs in:the appllcatlon of ﬁlgh 1nterest Tatel poll-,;a
cies.i” Thlsnsbould not be “surprising.  AS ve ‘noted, earller' the ‘level. of-.
flnanc131 savings -is, a functlon not, on1y of 1ntefest rates ~hut also.of.

othier factors suﬂh.as anomes expectatlonsj Wealth aten, A hlbher dAntere st{

- rate is an 1ncant;va 0y 1ncrease saV1n?s_j Howeyer bafare thls increased,
incentive is trdnsformed 1nto actual sav1ng v there must be pTeseni~ the
scope for 1ncrea31ng savxngq : ; : '

gl st E

¢ 1Vg S ;' ?;:‘,JA"“’”u.J:‘

P :Im Kor&a, betﬁeen 1964 and 1970 flntbrest Tates were. subsﬁantlally
*=1ncre;§ed in. 1965) per,: qaplta 1ncomea rose by about 300@'whereas prices. .,
wént up-bylabout -96%, - g1v1ng rise to 4 substantlaf rige:iin.. eal 1ncome5"f1

In addlflOny!gIVQH the v1rtual absenca of prlvate flnanc1a1 savmqfs before;ﬁ

“the change in depOSlt rates ‘thls neant ﬁhaﬁ +here*was‘chh Scope; far .

1ncrea51ng saV1ngs As MCKLHHOH poxnted out ;:“,, - R 5+f'n‘ﬁw'

Ta

_lﬁ,;é;T"the flow of prlvate sav1ngs 1ncreased Lrgm o0
SR virtuﬂlly nothlng to abaut 8“ of G.N.P; by ;
';1969:U1) f{H” ‘ LT o ] .Rq

;"_j_‘:: - ot O

LR »1n Indon Sia, betwean 1968 1971 a 41mllar si%uation was preSunt
Real per Capitha; 1nbbme was rlslng and ‘the'. state of the- ecenomy ¥vas: mprowlng

;whan ‘the new rates were 1nplemented “in dddltlon, other measures*ﬁer 5 i
utitized torbend support to the hlgher dep051t ratea offered Some were:

;_f..l‘ q{

_?fb)ﬁ;the Gevernment agree@ Hot to ask dep051tors any
Ce questlons about thejsourca of tf Ar funds.'£ 

1) McKlnnon, ] (ed) :
"Essays ‘in honour of E.S.
Marcel Dekker. N.Y. 1976 Fhapter 4,

ShaW. ’ . ,.: . ,.:'_- "‘ e e O -i‘?"
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‘nomic’ unlts ‘to increase thelr sav1ngs.

"".'(‘Cl El.tl(Jn
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- {d) the Central Bank sub51d1¢ed the Conmerc1a1 Banks
S (amountlng to -about one-third of interest pay-.
:ments) forx’ paxt of: the. lntere“tJthey pald on six
: ,.and twelve months aeposrt5w eﬂ;ub51d1se the
1end1ng rate. : S

' VIt mdy ‘be- useful LO note here LhaL there is stlll much. debate on
. shlp betweet, flnanc1al flows dnd real flows ‘and, moTeso, on whether
flnanc1a133av1ng is an active or passive "agent in 'dconomic growth or

ﬂ,whether 1t i the rate of growth that deteérmines the growth in sav1ng ~ Our .
view -is that- an increéase ‘in the’ accumnulation of real ‘saving in the. financial
System ig &, favourable development for the balance of payments and if: such-“
_‘resources dre - 1nvested w1se1y, this can 1ead to a positive 1mpact on.
growth., At ~thé same tlme, as “an. economy is grow1np and income is belna

generated and f1nanc1a1 1nterm dlques are becoming more active and.wide-
spredd, there would be'an increase in. the w1111npness and ablllty of eco-

J‘!

c R The 51Tuat10n in- Guyana however, has been very much elfferent.

'Slnce 1976 - consumez prlces have rlsen by over 75% whereas per eaplta,

_1ncome ‘has not" risen by more than 30% prlng rise -to a . contlnulng decline-

in redl” incomes. . Further, when "interest Tates were. changed in 1978, the

“savings of private households ‘in the banking system were already hlgh

-major contrlbutor to ‘the eepressed gcononic activity and: falling real -

about 35 f G NsP. So whefe could the:audltlonal sav1ngs have come from?

'i‘».—

The extrenely pOor performanre of “the publlc sector has been a

PN

incomes. - Where is. the. savings..to come from, if the public Sector- utllia;

“over 80° of the resources tbus mobidized ‘and, cin turn,,generates negative: .

L to 1ncrease €ven nomlnal sav1ngs any further ‘1rrespect1ve of the level ot
,dep051t rates'*-" ; S . - L ) : :

sav1ng 2, Surely there mugt come a.time when it will be. v1rtua11y 1mp0551bio

B

Bven Af we assume that there was scope for 1ncrea51ng Elnan01al

- This_jincentive: has ‘not’ been very. strong since 1978.. Given the decrease . Ain

‘that increased” firdndi:
~have an impact on finz

-;the sPremd “that ook place, ‘thé increased riskiness of lending to the prl?
vate sector and the relatlvely low return on the next best avenue for
‘investment, Treasury Bills" (earnlnc 12.75% per annumscompared with between

' sav1nng f1nanc1a1 1nst1tut10n5 must be- encouragea to ‘attract “such’ sav1ngs. EL“

11.5% and 13. 0% that they have to pay for’ deposits) it is not surprising, b'LJ}

.. that most of the commerc1a1 banks ‘scaled doWn the scope of théir’ operatlone.

With the relativededréase . in; financidl dintermediation, the moblliaatlon';
pocentlal of the flnanc1a1,sysLem as censequently reduced. And we know |
- intermediation (geog&aphlcally anﬁ otherw1se) -does

A

ciel'aav1nps espec1a11y in underdeveloped economles,

where such fac111t1es are llmlted , A

- .
LIPS
_".._

LT
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In addition, even if one suspects “that there are large cash
hoards lying in the hands of the private sector, ‘as is frequently claimed,
adequate support measurea were not implemented to induce a smooth transfer
of such funds into’ the organised- f1nanc1al sectdry Surely,- an’ ‘interest

rate policy.will: nof be enough glven, 54y, - our steop tax structure dnd.

1

'ﬂeterroratlng economlc 51tuat10n._ e SR Gk

c1ent1y they .are- utr]lzed are also very 1mportant.

ERE L3

) g 1 e T _
v Purther, glven the stringent forelgn exchange controls now in

ex1stencc and the deterloratlng state of the economy; it is difficult to

foresée any.substantial reduction in the outflow of funds .- which takes

fplace by various means -~ or increase in the flow of" forelgn capital 2 even

if this were considered desrrable anﬂ hence encouraged In fact, it has
been found that' one of the preconditions for 'such developments i's an..

imerovement in ‘the economic health of a country, coupled with an improve-

ment in its balance of payments srtuatlon,

Therefore, if we cannot 51gn1f1eent1y 1ncrease domestlc flnan—

“cial resources or attract 'desirable’ foreign savings, other me'ans? have

to be found to stimulate the ecomomy. Of utmost 1mportance is the effi-
cient utlllzatlon of what is already available. The point is that the
increased mobilisation and investment of savings are only two of the
factors which determine the shape of the balance of payments .and thé rdte
of economic growth. Where such funds are channeled and ‘and ;how effl—

o i P

§

_ Less eas11y meesureble qualltatlve factors such ‘as’ the effmJ
ciency ‘0F its manpower resources soundnéss of. projects,*the efflcrency and
flex1b111ty of its economic system and’ supply bottlenecks are all signi-
ficant: factors rn this context. .The concern should be first with 1ncrea-
sing the - product1v1ty of ‘éxisting resources., by attempting te remove or
reduce the intensity of such bottlenecks rather than wlth 1ncrea51ng the

avallablllty of resources e - PR : 7 o i _}

: . Ana1y51s of the. contrlbutory fa ctors to the- present rlsky lendlnn
enV1rdnment points to several factors among which are inappropyiate pricing
poticies,’ poor marketlng arrangements, etc. . However, the most importan't has
been the severe shortage of, foreign 1nputs - such. as' raw materials-and
spare parts. - experlenced by producers. This has 1ed to two.separate but
related develepments., Faced with such problems, ‘many producers have-~"

scafed . down. {or shelvéd plans to expand) the size of their businesses:

thus reduc1ng theis demand for credit from the financial system. Seeendly,
shorteges 6f 'such inputs have caused many borrowers to close. operat1ons
for .long perlods, operate at losses or pcrmanently close fhelr busines’s and

thus default on their. loan,repayments. The.experiences" .of ‘the Guyana AR
Co- -operative. ‘Agricultural and Industrial Development Bank reflect well,

the nature andﬂlngen51rx_of this problem.
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Thus, together with a decrease in-the ‘demand for loamns, lending-
agencies themselves have become increasingly reluctant to lend to private
businesses - together leading to-a contraction in-the share of credit to
this sector. It is therefore not surprising that the share of credit to
private agriculture - an areca that has much potential - is so low. This
contraction of credit is a good thing for the shape of the balance of pay-
ments - in the short run if it is sterilized in the banking system. Where
it is used to finance the huge losses of the public sector the problem is
further comnounded : ‘ :

An aS%umptlon of the apnroach which we outllned in SuCtlQﬂ Iis
that the shortage of capital was a major problem in L.D.C.!'s and that
higher interest rates and increased spresads were necessary in any attempts
to solve this problem. As we have Seen production has become an incrsa-
singly risky business in Guyana - and it is this that has to be affected.
Gived our present attitude to foreign capital, a higher intexest rate

policy cannot produce the desired results. Indeed, it might fyrther inten-

sify the problem by increasing the operating costs of many edterprlses._

‘Nor would an increased spread 1lead to increased lending to the private

sector - even if this were desired-and -encouraged..

This was the point made by every foreign commercial bank opera-
ting in Guyana, at interviews conducted with them in October 1981. It
emphasises that the demand for capital and the willingness of financial
intérmediaries to supply such capital at the required vate and:the desired
dlrcctlon, should not be ignored. It also demonstrates that an econony
which is heavily dependént on foreign inputs, must be capable of trans-

_forhlng donestic financial resources into foreign exchange.

This leads us directly into ths noed for a healthy balance of

paymenté and foreign reserves position --which in turn is expected tc be

the end product of a successful stabilization program. -Once wWe continue
to tolerate’'a situation where over 80% of the economy suffer from severe
1neff1c1enc1es and waste, we will never he able to achieve this goal

And we havb seen that an increase in the. costs of .bank lending
to thé public sector is certainly not enough to force the kinds of changes
which are necessary. Although the commercial banks do assess the via-
bility of projects undertaken by these businesses, Government guarantees
of such loans remove the risks involved. Many enterprise_suffer.from
serious shortages of foreign inputs, 1limited managerial and other skills,
inefficiency and waste, which result in severe losses. . This warrants a
thorough review of their operations, of the economic and social usefulness
of Government's support and of possible alternatives. Perhaps these
enterprises should be forced to prove their viability before additional
finance 1s provided.
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'RpTIONALIZATIou OF_ INTEREST RATES -

- theit financial® technology 1nlorder to max1m15e”the accumulatlon of flnanm
j01a1 resources. and. dlstrlbute,such sav1nps amon’g the most productlve eco-,.
. nomic unltae
Jthelxifunds.

' 'otruetu;Ed as

‘then” Ee examlned*‘& T

- ghe publlc Sector
Hcommerc1al ‘banks”

22

o

1gher 1nterest rates dld not produc» the kind of developments

'whlch were - antlclpated  ‘There are deep-seated problems and conflicts which

iie .in the heart. .of ouzx - development strategy, -which first have to -he -
resolved .. This requlres a. careful assessment. of how the ‘geonomy has

g.functloned -over the past decade and the-. prospects for: stab1112at1on and
"development, 1n the near future.v; Loy S TSRt -

' In the meantlmeu however, there is need to take another 1ook at
the structuve -of interest rates, with a view- tawards removing® some of the
dlstortlons which arose since 1978 and which are st111 present L

744 -

._1":"}- I v o : Z . ) . . ’
7 ”attempt to rat1on311 & the structure of 1nt,rest rates dn L
w8 Major ﬂon51deratlon shouLd be__1 .encourage 1ncreaaed flnan\ .
siust be induced<to Amprove. -

Thls turn requlres the assurance of ‘an. adequate return,om e

. 0n . one 51de, the rates offered to potentlal savers‘should be sc
ﬁ; grovide a wide sxange of ways of holding financial savings

- attempt;ng ‘as fax s:1s p0551b1e, to, satisfy the: needs of -the different
types-of savers. : OH ;the ‘other side, the lendlng Iate “'houId not‘operate?e?
as. .a dlSlncentlve to, key 1nvestors while trylng to’ accomodate the "broad- . - ..
spectrum,of 1nvestmen$s which are needed in a developlng country. - And: B
Athé- pa ocess of’flnahc1a1 lntermedlatlon is:about ‘the eff1c1ent trans- -
4 T to LGflClt unlts, the two Sets of ‘rates should

g
, : >+ pact'oa flnanc1al 1ntermed1at10n51n Guyana We begln Wlth
ans’ examlnatlon of the dep051¢ and,lendlng Tate £t Y g ‘

.Thls approach will: provlde a useful framework yxthinfw E]

Over the ars;_ the state of the economy eterlorated=andla&‘?
becime” 1ncrea51ngly domlnant, the 1venues into: whleh.the
hanneled their resources hecame narrower, Nmthﬂthe
'Nhtlonal ‘Co-operative Bank, “there” 1é now: 111tle
seotorub except: to the. morexr,putabl customers.u;i1

‘ex¢eptioniof theyGuyan
‘lending-to-the. Priva

From: the standp01nt of %he”commerc1al ‘banks, - this. 1s“n0t the most * de51rable

asset, portfoiio, sincer it produces a: lower rate of return.  This has.

jcaus‘ed the” foreivn commerc1a1 banks to curtdll thelr activitids’in certaln

fareas, with* the- dom, tlcj ank adopting .an. eccommodatlng attltude and. expan—
dlng 1ts act1v1t1es in those uery areaoo;__,,ﬁﬂ;‘ . S end
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: The banks’ rece1ve 12 75“ on’ traasury bllls and thc pr1me rate-*
an loans and advances to ‘the public corporatlons (whlch*are Government ;
_guaranteed) ‘At tHe  game tlme, they are requ1red “to ‘pay 1l. 5% on oav1ng

depositsitand - 13 0% "on twelve months' time dep051ts. Singe the rorélgn )
banks are very liquid and all marginal funds ‘are invested inm tredasury
bills, it is clear that they would not encourage twelve months dep051ts.
In'June 1982 the f0110w1ng c1rcu1ar was, sent to the BanRS'“ i ‘

BT ! ‘v.- i . : PR ,.-t . R

T e

MALT Commerc1a1 Banks w111 be expected £o accept both 6 months'

and twelVe months flxed dep051ts at the rates stated

r

The resp onse of thesSe’ banks is not clear as yet 1t is the flrstitlme Lhat
‘“they have béen' plfﬂﬂ such instructions and it is an attempt to’force them
to accept "such ep051ts (whlch fhey had not been accepting for over three;'
'years) ”'f., ' SRR - S

— ?J\fThls 51tuat10n drose in- 1978 when‘the rate on. treasury bllls
moved from 5;88°\to 7 30% white the twelve months ‘deposit rate oS¢ from

50,8.5% ;fPilor toithat, the rate on treasury bills was above' that of

twelve nonth$ dep031ts ~ except - for a perlod between 1963 ‘and.; 1971 - and

action. for the bank to encourage every saver.;'

: . ftho 1mpact‘bn‘the forn iaf whlch sav1ngs.h el
held “this dlstortlon ‘did not seem to Have hail™ any.51gn1f10antﬂlmp'“t'oﬁ’V” ;
totﬂlﬂﬁayihgs; ‘Holders of ‘tweTve months tine deposits in’ the for :comu' "
‘mercial. ] 'ftranaferred their funds to three- months dep031fs or’ '
- moved’ over‘to G”N G “'*wnqnstlll accept*such‘dep@51ts.4 Ns & result, the
i foreign banks? ShaFs ¢ itwelve months dep051ts feli from -67%. 54 1977 to' ai
meagre 2.1% by the ‘ehd ‘of 1980 and’ moved up to ‘a ‘meagre 4.3%. by “the end
of. September 1982. On: the other hand, their share of threé months - dep051ts
ingreased from 80% to 90% over the same pcr1od. ‘Further, the;, narrowing of
fthe,spread,has ‘eveniaffected. saving. dep031ts. The~high cost " of serv1c1np :
~these: accounts has 1ed ‘these’ banks to put -a cellina:(of G§300, 00) belcw i
'whlch such accounﬁs ‘are- n’ﬁ“allowed to fall, The”G . C.B., however ‘con~ -
tinubd to service‘adcountst Wthh are as low as G$10,00 &ndf’herdf rg W
conLlnued to attracthsuch ac, ;s.- It is’ doubtful whether=t ) i

R S O SR : . ; ; .
HOWever; the 1ncreased lendlng actlvlty o%kGaN C Bd 1n ‘ATéas now i
,'y the foretghe hanks,“the relatlvolv hlgh averdge rate’ they pgy E
ds and Aheir  higher-per unit, costs oF*operatlons castJa,shqdow over
souﬁdnpss 0f thnlr business. It is a vty testing time: for

““It woul call for much- ngenuit ;,Tf@sczstdnce ‘for B3>

i It i clear that slnce theflhanpa in’ 1nteres fxates in 19?0, the
ﬁcnelgn commer01al ‘banks: have reducad thedir 1nt9rmed1 tidn, while ﬁwe -
G.N.C.B. has attémpted“tc £ill:the gap’ created. IS thls‘ﬁ favourable: of
unfavoura ble_development? ThlS depends ontthree thlngs tf om am;asseasment?

'l
f’} ";s"' ;,




it Tfewel 2
usefu} wthat ther

least thw ‘can be
rates .. imswch a way'

dé to nroduce the nececsafy 1ncent1ves for fncreas;

flnﬁncral 1nteTmed1at10n on:-the part. of the forelgn banks. As” weapo;nt.ﬁp
eeartler an«at”empt was made in June 1982ﬂ__Thls daes not appear to,be.

w1 The po;nt lo:th&t The banks w111 have to be prov1ded w;ih appro-,~
priate- outlets Lo, 1nve5tythe1r marglnal funds dt s rate that'is, even: -
siightly- hlghér than, the highest rate. that they now pay. for- dep051ts,
'theyrw1ll be 1nﬂuced to. accegt these gep051ts and further 1mpro .

wnlch the Central Bankznn Talwan started affer 1nterest rateslwere
changed-in' 1850. It was expected that the banks,would ‘have. excéss funds
which they could not have invested qulckly enough and, therefore,_a fate _
slightly above .that whlch they shad _to pay- dep051tors was offered. = Th jr, f};
funds: accumulated ﬁau then . made avallable to flnanc1al 1nst1tut10ns and
othet’ borrowams whenevsr the'need arose. Althouph 1n ‘the.cdsé: of Guyanese f‘
this w111 certalnly 1ncreaJe the costs of the Central Bank‘s operatlons,

: ) 'QﬁAfslmmlar approath may be used in flxang the' 1nterest rages of
other f1nanc1a1 institutions. - Of course, thls requires famlllarlty w1th
thelr ‘operations which might nece551tato a thorough review of each. type of

stitution. Once this is done, then the rélevant actions can be taken to
encoufage their’ act1V1t1es in the desired directions.

Take the Guyana Agricultural and Industrial Bank, for example.
Can it continue to operate at such high losses Are the benefits suffi-
cient to cover such costs? They argue that they should be allowed to
.charge a higher rate, while the policy-makers feel that they should not
and that Government should continue to subsidise their operations. How-
: ever, one consideration of their financers is the viability of their opera-~
tions. Institutions such as the Caribbean Development Bank have insisted
- that they take steps - such as increasing lending rates -~ in this direc-
~ tion before further funds are made available. How do we resolve this con-
) flict? : ‘

[ - ~




;an adJuétment ‘i the relatlonshln ‘among: the official interest rates in o .
iGuyana.J The resultlnw increase 1in flnanc1al 1ntermed1at10n=— limited as L,

-forWard ' »ﬂ{i'. L . oo C <

-8 i

, Another case Ys that of ﬁhe mortoace institutions - New Building
Soc1et}, the 1nsurance companles etc, What is “their role in the society?
Can house-~ hglds afford higher rates on mortgages in our context? Are their

~claims- for an’ 1ncreaaed rate of .return Justlflable?ﬁ~What ¢1se should be
done to- stimtilate" thelr actlvlty? These ave some of the questloqs whlch
'have to be conszdered when pollcykmeasurea @re des;gned ) o t,'

.I
RE

Here, agaln,‘lt aiso semms to be the ase that “the reductlon in -

'2th01r act1V1t155 has ‘beén’a reflectlon Gf 3 fall 4in the ‘demand - for mortm

7

- gages <-a result af our deterloratlng economlc sitpation.’ That an

increased return will stinmulate” 1end1ng is. hardly bellevable.. It w111

- ¢ertainly put addltlonal ‘burdens on'prospective‘home owners. - However, 1t 

would be usefﬁl toi- Jnvestlgate their costs of- ra151ng funds in_ an attempt
to ensumns that'thelr Jhargin. is. not further reduced. One would ‘Wdnt to

believe” that ‘wien the1r~lend1ng rates were fiked in 1980; such, an 35565541; E

mant was- done and:that the d301510n was not arbltrarlly made. Le T

- - Anu 1a5t1y, we should also polnt out that there 15 need totake

a sccond look at:the. rato offered on Government'long term=secur1tles.5),,
With an lnflation rafe pf.abont 16/ per annum over the last flve years and’
expectatlons ofat. 18a5T 51mllar ‘fates. in the years ahead, ‘the three- mon th's /S

- treasury . bill’ Taty At 12.75%,. the Tates of commercial banks time’ deposits’ ’>f
“af between 12%:and, 13%, the ¢ N.JC.B. “Frust Company three-years deposit R

rate at. 13, 5%, qt:is. dlfflcult ¥6 grasp the’ rationale behind ;such a low
rate . 0of’ return. - The' economy has GVerythlng to paln through a substantl 1

‘1ncrease in thls rate.}i?'. L SRR SR , v iy T e

[

'—‘:'5' e A _"f*'e.‘}

B4 T

Our dlscu351on Ain. thls sectlou has shown that rhera 1s need for-”

oo

it wight be’ 1n1t1a11y - cén prov1de ‘certain tanglble and mon- taqglbﬂe

-benefits. of 1mportance @lso is the: potentlal of a proper system of -

1nterest rates to preuent ﬂertaln negatlve developments from. occurrlng in
the? @ooncny and to- harness the beneflts of progress as the eqonomy moves

PRI L A - . - ¢ - i B PV S TP
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CONCLUSION

The 1ncreases in offlc;al deposit and lending rates in Guyana

- hardly produced the developments which we discussed in Section 1. This

does not mean that this approach is completely inappropriate. It suggests
that there are other factors, exerting a greater in¥luence than interest
rate changes, which have to be taken into. account. Earlier, we pointed

to the contraction in real‘lncomes, the serious forelgn exchange con-

" straint and. 1nefflclenc1es in the public sector, among others. Unless

immediate steps are taken to increase the efficiency with which the.
savings. generated.are used, other supplementary p011c1es will hardly have
the rlght grounds on. whlch to operate.

In thls resnect the efficient management of Government's
budgetary operations is of utmost importance, since this has direct impli-
cations for the balance of payments. Higher interest rates will not, and
should not be expected to, impact on their level of domestic borrowing oxr
on the efficiency with which such funds are used, It requires firstly a _
recognition of the consequences of excessive demand for credit from the
domestic banking system and a commitment on the part of the policymakers
to make the necessary changes to ensure that the demand for financial

resources is consistent with the supply of such resources. Of course,
this will require that some drastic decisions be taken with respect to a

,number of enterprlses in the public sector.

Unless this. approach is taken the tradltlonal adjustment
measures that institutions such as the I.M.F, propose will not work and
the economy will contlnue to operate at a very,low level.,




