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THE ROLE OF DEVYELOPMENT FINANCE CORPORATIONS
IN THE COMHMONWEALTH CARIBBEAN -

Development Finahce Corporation (DFC) is the label ger'uerical}g
spplied to ir'lspitthiur'le established for the specific purpose of providing
finance for economic development. DFCs have also been described as
deifeh:npment kanks, specialised credit sgencies, and “credit bosrds”
Although their primary function is fingnce, DFCs in many inztences have
been sszigned other functions, including investiment promotion services
and technical assistance in the production operations of ;Lheir c:ljents.

beveloprnent finance corporations have & firm place in the financisal
sector of I:fcli'r'lt'r'lﬂt'l‘.“;.*Eﬁ]th Caribbean econornies, Every country has at least
'Une tIFC. This type of financial inétitutinn has been if existence for &

cansiderable length of time in a few economies, notably dJamajca whers

the first OFC was gstablished in | '_3514{”, but in most _casesits' arigin does

not extend beyond the early 1970s. With few exceptions in the Caribbean,
DFCe are public enterpriaeé - with statuinrilg defined goals, objectives
and functions; with sem’m"r‘n&rﬁg&r‘r‘r@nt sppointed by the political
directorate, and with overall operations subject to ministerial control;
and with much of their loanable resources provided 'tug govertment ar
quaranteed by governrmett. _

The prezent decade has witnessed quite sutstantial changes in the
financial :3ecﬁm' of the Commamwealth Caribbean..  New financis)
institutions, new Tinancial instruments, and new financial services have
been  introduced . with  important impiicatiﬁuns far the structure,
- organisation and functioning of the {inancial sectar'?!  In retation te
DFCs, several privetely owred DFCs have  been -estatslial'ned.(?’)

Furthermore, the orgsrization of the governmert-owned DFCs has
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undergane s;uh-:—-.tantial phan_ge in some countries, notably Jemaice ohd
Trinidad and Tobago. (4) Thr:mé de'-.-'elopment.ci af recent wintage ipvite
I'E‘CUN:-H'JF'F tion of the role :md operations of DFCs in the Commotmweslth
Caribbean.

Fationale for BFCs ' -

The raison d'atre for development finance campanies is to be found
in the discordanc:e_ between the financial requirements cuf'rapid Erhrj
suztained economic da-;e]nprnent and the credit allocation practices of
private financial institutions. “One cannot fully comprehend the appeal of
development finence compsnies in developing countries without an
appreciation of the concept of development finance.

- One dimension of development finence is the provision of financiai

L B iy . .
capital to remove or st least relax the -savings constraint on phusical

. . . L o (zs)ﬁ.
capital asccumualation.  Ancther importent dimension is the quality of

firancial  zervices. The specific quelitative attritutes are the
term-to-maturity of financial ::ntrligatim]s and the extent of risk-bearing
: by financial institutions. These derive from the fong-term investment
capital requirements of nevyy venturas cmcl production innovations and the
greater -than normal percuwed rizkingss of such activities. Financial
flows to development enterprises or projects would tend to be less liquid
and more ri sky than flows te already estab]ished enterprises and projects.
& third dimension to the concept of dtﬂz‘&lﬂpmt'nt finance is the use of
;S__Qﬂ:ﬂﬁﬂ&m_gltatta instead of "financial rate of return” criterts
in credit allocation decisions. Social cost-benefit criteria take explicit

account nf_externalities associated  with  the project as well as

es:tﬁbliz:hed internal performance standards not necess sarily measured or

roeasurable in market prices or not necessarily quneratmg praject incame. '

Fingnoial rate of return criteria disregard externalities and calculates
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only those outcomes that irmpose project costs ar yield project incorme. I

© many cases, the two setz of criterfs lead to conflicting financing

decisions,
‘e ,_.The fourth aspect of development finance is the widespread palicy
of subsidized interest rates. Several arguments are frequently advanced

in support of interest rate subsidies. One iz thst low interest rates are a
lrf\\

necessary incentive to investment snd to edoption of new technologies.

Another argument is that new projects are unlikely te generaté

sufficiently high financial rates of return to be feasible at market rates
of interest. It is éﬂ;c: claimed that low interest retes are reguired to
compensate for disincentives and distortions elsex-*.«f'uefe_in the economic
system.  These ar gumentq are questionable on severm counts.  Credit

f\A'\A"" i

supply can.‘tramtc Father than price mcerstwe effects on credlt demand

right be dominent, so that the critical policy consideration should not be

the use of interest rates to induce loan demeand but the establishment of
gt institutiona) and economic framework supportive of an expanded loah
capacity and loah supply.. Furthermore, %%ding_interest rate distortions to
gwieting distortions in ;::rctduétinn and trade is not seif-evidently
second-best policy and right in fact increase allocative mefﬁclencu and
encourage  adoption  of  inappropriste capital-intensive  production
ttchnl:tlﬂmee |

tn res htq, the situation hm been evalving in the direction of greater
participation - in cle'a.fe}csprnant. finance by the major private credit
ingtitutions.  The termn structure of cornmercial bank lending is now
considerably tonger than it uged to e For example, the Eastern Caribbean
Central -Gank reports that long t?i“";'}’fﬁ"'ig camp ised
bk Yosns in the QECS econarmies in December 1967, campared with 518 in

1982, As another exarmple, the percentage of Barbadian commercisl banks



4
term loans with maturity gres turthun edrs uu:rafx:ed from 2038 in 1972

to 45% in 1987, The growth of non-bank financial intermediaries,

l'Ll

azpacially merchant banks and finance rc:::mpar;iea hes also resulted in an
expandad. supprlg cnf. venture capital, unsecured landing, and capital
squiprnent Ieasirlg'serﬂ?in::e:-: all of Wi‘nix:h_gene-rallg enhannﬁe the quality of
Tfinance.

However, the pace and nature of the spread of financial sarvices are
not entirely satisfactory. Financial resource Ilnwatavuur wretl- established
unta:rpn:es viz~g-vis hew entrepreneurs. Key economic sectors appear to
be relatively neglacted. Credit sllocation decisions are guided by financial
rate of return criteris and do i‘iut refiect social benefit-cost
considerations. Furthermore, there 1s an underlying fragi_litg to much af

the unzecursd lending resulting from the lack of transpsrency  in

lender-ciient. t'elatignshihs_ and the close corporate interrelationship
between some financis! nmhtuttuns and their credit customers. (3)

DFCs are an matltutwnul device for ensuring greater convergence
‘between the supply side of domestic finance and the dernand for
develapment finance. DFCs are required to specialize in longterm lending,
to adopt socisl benefit-cost criteria in credit allocation decisions, and to f
charge concessionary retes of interest.  Frequently, alse, DFCs are
requiréd to undertake other aruppartw;a gotivity of & developmental nature .
nat usually conducted by other firranci'al institutions. These include -
provision of tec:hnit&l gseistance, investment prnn‘mtinn; and equitg;
fimanicing. There is alsa typically some credit targetting of particular
categories of potentis) loan beneficiaries. The rest of this paper provides
a detatled discussion an these aspects of the role of DFCs.

Loal Setting or Goal A:s:criatir:un

Development finghce corporations are ascribed & set of statutorily
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defined objectives which they should seek to attain by mumnulatluu of the
credit resources and other resources of their commarnd. In theory, these

objactives define the preference functions of DFCs. The objectives have

heen variously defined in terms of wE_!_QCjﬂ_tlﬂ'liC development, emplayment

creation, generation of -nstional income, it‘:‘:part—sitlbstitutinn export

I essence, thie preference iunctmns ascribed o de'm]opnmt financ

corparstinns are social preference functions. Theophilus (1966} maintaing
that there are contradictory pumic and political expectations of DFCs.

Theg are sxpected to yield r:mnmercml returns ar their uperatmm a3 weil

gz to function as instruments of soual and welfare policies. -

DECs anhd Eic:rrw.fing Costs

The cost of credit obtained by borrovers in farmal ﬁ_nancial
markets is comprised of explicit interest rate charges, implicit interest

charges, and  trans actmnf casts, Transactions _costs  include

transpartation and related expenses incurred in sourcing and servicing the
laan, the opporturdty cost of waiting time, and espenses {such as legal
fees, costs of forms, application fees) associated with the processing of
the losn application.  Official attention is mam]g focussed on explicit
interest rates, even though it is readily appreciated that implicit interest
charges, eg. through compenseting. balances requirements, must be
incorporaled in accurate estimates of trqe interest coste.

Development finance corporatians impose explicit interest charges

considerably beloyr those prevailing &t comimercial banks and other

financial intermediaries.  In most Commoenwealth Caribbean countries,

DFECs’ loan rates gre less than 8% per atnum while cormmercial bank 1oan

rates renge froem 108 to 158, and the latter institutions seera no less

prane  to implicit  interest :::Hargee: than the COFCs.  Through their

e
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concessionary or "below market” loan rates n:lf'}'nterea't, CFCs may tower
average loan rates within the formsl financial sector provided the loan
market s segmented and thers is no credit arbitrage between the two
seqmentz. The extent to which DFCs interest rate practices increase the
interest rate elasticity of the credit supplg function of the entire market
would vary directly with the share of the DFCs credit portfolio in the total
suppiy. Ea_‘_e_c_;‘a_t_z_s:e___E}FCg: are a sratl part of the total formal financisl sector,
this rote 13 rather Jimited in g guantitative sense, | '

Concessionary rates of interest may be rationalised in qualitative
terms. One possibility is that in the sbsence of interest rate subsidies
the net oper'tinr revenues of new enterpreneureal activities would be '
muumuwnﬂu attractive either because their unit aperating costs are high(
during the learning phase. Figure 1 illustrates the positive impact of
credit subsidies on loan dermand and investment. The margingl revenue

surve MR r‘ept‘eoerub the Togn demand- mterest rate relstionship defined by
the borrower's net operating revenues. MC is the DFC's lean Uffer functian.
The socially desired level of loans, L¥, will only be demanded ot interest

“aie * which iz legs thﬁn-the cancessionary rate r. However, it is worth
r‘u:uting that interest rate subsidies are not the dnlg means of socially
Dpﬁmﬁf loan demand. - Direct fiscal transfers, tax allowances, and higher
commodity prices are opltions. Either‘uf these increase targinat revenus

fsay Trom MR tu_ﬁﬁ'ﬂ, permitting m"g“her affordable rates of interest: The

gecond  justification for concessionary interest rates is ali:mg the

g.l-l

fm‘mwing linas. DFUs have HﬂU"U-:lHQ fiigh unit tending cos ts in their garhy
| gear‘.é- of operations when their staff might be ine#;r:nerienced, systems are "
ne.w or untried, and loan volume s sma‘il. However, both risk cos ts and
administrative costs would be expected to decline because of learning by

’

doing and ecohomiss of scale (Anderson and Khambata, 1953). These
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uriwsnally high lending costs should not be pazzed on in their entirety to

credit customers. The subsidy policy is thus defended in terms of rmorsi

restraint in the exercise of market power. Moreover, it can be expectad to
ditninish as lending costs approach their normal tevel. Figure 2 depicts
the early phase marginal cost curye as MC and the "mature” phase marginal
cost curve &3 My, *.-\*hen'r'it_]'nrewaﬂa, the equilibrium loan rate 15 Ry and
Ioan amount is Ly whereas when MC prevails the lpan rate is R {greater
than Eg atid the 1oan amount i3 L (less than L II The maxirm i3 to price on
the basis of MC .

it is passible that interest rate concessions are negsted
considerably by transactions costs incurred by DFC customers. Little
stterfion has been paid to transactions .c:'nsts as @ component of total
korrowing cogts in appraisals of Caribbesn DFCs despite widespread
cornplaints arnong credit applicants about protracted end expensive credit
appraisal procedures and long disbursernent lags. Evidence drawn from
other countries indicates that transactions costs do outweigh interest
costs in develapment financing and right dissuade credit demand. g

DFCs ag Anents of Technical Change

AlmD_T thvartably, DFCs provide technical assistance serviceg to

Tt —

their credit ltn:n ners,  There 15 thus a cnmmnatmn gf _financial_

ssistance and ter'hmral aeethance .The latier set nf at:’u'm]eu may be

an expression of the explicit technical change promoting role of DFCs. Mot

onty do they pravide credit, i_heg nﬁag aiso seek to introduce improved

production practices, upgrade capital equipment, and incraase managerial

An i S BTN Y
T e . e st ot e

knowledge and skills among thetr rrpmt clientele. The provision of credit

iz itgelf & wehicle for fechnological improvement given the bias in

investiment expenditures towsrds capital goods and given the embodiment
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of tecttmiogy in i 156 qoods,

f [y}

However, sorme scepticism ray be entertained sbout the role of

At
i)
DFCs as agents of technical change. First of all, techrical sssistance

activities in practice are in maore in the nature of credit supervision
intended to reduce the incidence of credit diversion and to enhance tean
repayment performence. Secondly, DFCs are so thinly staffed with the
requistte production, marketing, and enterprise management expertise that
their technical services must be deficient in both scope and guality. A
considerable expansion i technical resources would be required to make
the techrological progress role meaningful. 1t is not self-evident,
haveever, that technical agsistance is necessarily the business of DFCs and
that DFCs can have a comparative advantage in t'hit-; sphere. it might be
more efficient to tranafer these functions to specialist agencies,

Funding gnd the Availasbility of Credit

The major contributions DFCs are expected Lo make is in the supply
of credit. DFCs are intended to increase the availability of credit to
developrment erterprizes in genergal or to particular sectors, industries,
or types of eligible enterprises classified by production, income, or net
worth, The extent to which they do so depends upon the strength of their
own finances, their credit allocation policies and practices, and the loan
repagrment performance of their credit customers, Each of these warrants
discussion,

Ta begin, ane may note that the loan portfolio of most DFCs have
grown significantly during tne present a‘ec* & Table 1 presents some
detalls o disburzements for a sample nf DFCs. In some in.stances, there
has been a decline since 1935, Despite their recent expansian, the DFCs
have nol made a major guantitative impact an the total provision of

loanable funds in their respective economies. Tabte 2 shows that DFCs



alone, not Lo mention the entire commercisl loan system.

The loan yvalume of DFC credit activities is mainly & consequance of
U‘:eir funding ﬂi:l]/lr_l‘&:.-. Their main sources of fupnds are the local
[g‘;itv-;ernrner:t, ﬁ nql and  extra-regionsl  multilateral  financial
institutions, and Tm—ei’gn governmental agencies. Table 3 presents saime
aopraximate data on the liability structure of & few DFCs in recent years.
Share capital and accrued reserves typically comprise between 10 and 20
per cent of tatal liabilities. Government loans and grants include receipts
from the centrsl government and from government-owned commercial

banks, and national insurance funds. The Caribbean Development Bank is &

major funding agency for DFCs in the DECS member countries, the Yirgin

islands and Belize. The main extra-regional multilateral funding agencies
sre the Inter-8merican Development Bank, the ‘world Bank, and the
European  Investment Bank, while the wmain foreign  governmments

contributing to DFCs are the USA and Eanada

it is clear thet DFCs have built up experience in intermediating

betwaen international finencial institutions and foreign governrmental
agencies and the local barrowing community. This role is highly impaortant
in situations where economic development is constrained both by a savings
gap, i.e. insufficiency of national savings relstive to warrented
investrment, and by a foreign exchange gap, i.e. an insufficiency of foreign
exchange resources relative ta that warranted by investmant and
production plans.

Howewer, the exercise of this function is not without its problems.
Bourne and Graham (1980) have highlighted the inordinable and restrictive
influence of funding agencies on credit ﬁttrtfalicf choice, maturity

structure of the credit portfolio, and interest rate prectices. In brief,

AT et
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fundiﬂg gORnCies SR ]ude segments of the potential credit market on the

type of production activity and income or wealth status, prohibit

r_r,u

basi
the financing of working capital or refinancing of debt with their credit
tranches, and siipwlate hoth the intersst rate spread and on-lending loan
rate of interest. These limit the ability of the DFCs to engage in portfotic
diversification by erterprize type or activiy o by loan maturities, and
limit the scope for cost-recavery. Furthermore, there are considerable
puchange rate costs associated with forgign currency funding in those
Caribbean economies characterised by persistent and large exchshge rate
depreciations. In cases where the costs are barne by the credit customer,
loan delinquency ray escalste to crippling proportions, as the Jamaican
aunerience of the 1ate 19705 demoenstirates (Bourne and Graham (1983)).
sumne cases, the foreign exchange rate ricks are leqally borne by the local
gavernment but, as Theophilus (1986} notes ruefully, in practice the DFCs
"tarry the can®.  In such instances, the damaging effect on the DFCs
palance sheet 1s rmare immediate and certain.

Difficulites related to portfolio restrictions and interest rata
policies alzo ensue from local governmmental funding. ﬁjpurvaawe problem

m linked to the dependence of DFCs on government finances as well

foreign ggencies capital guaranteed by the lecal government is the

(]

83

widespread perception among credit clienteles that DFCs are agencies for

providing finaneial grants de facte a&s distinet from credit  which
intrinzically carries repayment abligations. A grants syndrome pravatls in
which DFCs are the almost helpless victims., The perception that DFCs ara
grants institutions rather than credit institutions is reinforced by several
features of their operating miliew their own weak doan enforcement
systems; the extreme tardiness and prohibitively expensive nature of the

Caribbean judicial  machinery; comgnunity . approbation of  property

e —— e
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renosseasion and sate; and political interference with DFC rmarmagement.
There iz an elament of tempm‘al fragility in the specialization of

DFC funding.  Bourne and Grasham {(1980) have commerted on the

discontinuity of funding and the short, episcdic life cycles which seem to
charecterise rural development banks. The underlying ressons are the
fraqility of public finances in primary commadity exporting econoimies,
lnss of confidence among funding agencies, the shifting balance of forces
in political competition for public sector fimancial resources, and the
corrozive effect of loan defaults.

Carmtronwaglth Caribbean DFCs have haed little experiem;e with
domestic resource mobilisation from private institutions and individuals.
This iz 5o despite the fact that the statutes of most DFCs envizage and
permit domestic igsue of financial liabilities. Only the Barbados

Deyelopment Bank and the “irgin islands Development Bank have made

sustained efforts at bond finshcing or deposit financing. DFCs may be able

1&x

AN ]

stabilise their funding end even increase the volume of their firancial
resaurces by deposit mobilisstion, issues of bonds and shares, shd by
collaboration with other financisl institutions on various methods of
indirect financial intermediation.

Deposit mobilisation offers not only the prospect of enhanced
fundieg, but also the possibility of sizeable economies of scope. One
irnportant source of cost complementarity is the financial information
azsemblaed on depasitors who ara alan credit customers, thereby enabling

better and less costly appraigal GT creditwarthiness.,  Commaonsvesalth

Caribbean DFCs have been largely resistent to the expansion of their
Fiare b d o b= dmemliAdes Amee b -u-.u-n" - - ||Cﬂ/> T ] PR N P T
TUNCLIOS oo 1nciung UEpUZ )L e viILED., H ueiiL U ECLIUN 15 UidL Widgse

services would be too costly for the DFCs and would be um::umpetitive with

the commerical banks and other established depository institutions,
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Another objection is that it would u:urnpr“n:nm'ze their developmantal

mission  With respect to the matter of compatitiveneszs, it shouwld be

noted that r‘sew entrants to the deposit market have in fact sycceedad in
attracting deposits, mainly on the basis of interest rate corpetition with
the commercial banks, True enough, the corollary is higher Joan charges,
but if the binding constraint on potential development projects is the
ayailability of funds {as maintained by say, nec-liberalists), then the case
far deposit mobilisation remains strong.  Evidence from the wider
Caribbesn also suggests that Comrnonwealth Caribbean DFCs might be
unduty pessimistic about their prospects in the deposit market. Despite
low per capita incomes amaong their clientels, rural developiment banks in
the Dominican Republic succeeded in attracting o large number of savings
accounts and sizeable deposit balances {Gonsalez-ega et al, 1964; Poyo,

19835

T

The growth of demend for corporate equity, particulariy those of

financial institutions, presents additional opportunities for financial
inmovation by DFCs directed towards improving their capitalizetion and
increasing their lending resources. Developrment finance corporations még
jzsue bonds, This has been done succesafully by the Barbades Development

Bank. A great deal depends upan the Tinancial history of the DFC and upon

the overall stability of the financial systerm. DFEs thet do not have &y

reputation for. firencial soundness and profitability are likely. to

gxperiente Ij]TflLI.HJUE“- in persuading potential investors to hold their
~debentures. Similar problems would confront thIL-k issue.  However,
whereas ctmfidarme in DFCs bonds may te strengthened by government
quarantees, zuch a pogsibility is absent for stock issues.

Another seemingly difficult problem arises in relation to stock

issug, namely the retention of the predominant model of gavernment’
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ownership, Stock acﬁi.n.e:itiun by private erterprizes and individuals would
constitute a departure from this model. Howewer, it 13 perhaps time for
reconsideration in the Yight of two factors. First, the public ownership
modet is not universal, shd already within the Carifbibean privatety owned
DFCs are beginning to appear. Secondly, some degree of divestinent of
State ownership has started in several countries on gquite pragrmatic
econormic grounds, Public ownership may not be necessary ta ensure that

DECs pursue their development mandate.

The final set of domestic resource maobilization opportunities

involve intermediation between the OFC and other finencial institutions.
Thiz indirect 1'rnterrnediaﬁun takes the form of DFCs accuring financial
labitities to the ather domestic financial institutions. One possibility is
DFC indebtadness to commercial banks. Commercial banks, as already
nited, are the major maobilisers of demestic financial savings, but display
an aversion to long-term, risky loens to development enierprises. DFC
an~lending of funds provided by commercial banks cen bring sbout an
improvernent in the social efficiency of financisl intermediation without
compromising the solvency end  profitability of commercisl  banks.
Cormercial banks are concerned with the liquidity of their asset
nortfolics. Liguidity targets are principally met by statutory reserves and
shart-term money market instrurnents. However, & second lne of defence
iz the short-term nature of commercial loans. An  importatit
consideration, therefore, is the extent to which toans to DFCs will have
the requisite liguidity. One mechanism for achieving this is to include

them in the set of commercial bank assets eligible for rediscounting by

i - - [ ST IS am A= tirmms me Aeriradamaem Femea - ot e : 4 - -
the Central Gank. This involves na deiation fram the Central Dank's rale

ag lander of last resort, but instead tekes advantage of that rele by

axlending it beyond the traditional short-term government securities and

o
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comimercial paper

Another mechanism relies upon the existence of élatutorg reserye
requirements irmposed upon commercial banks, Some proportion of those
FESBrYas nﬁag be garmarked for on-lending by the Central Bank to DFCs. in
this schemea, the comrmercial banks have claims on the Central Bank net an
the DFCs, and the Central Bank has claims an the DFC. There i3 therefore
no danger of capital loss to the commercial banks as a barrier to their
participation in the scheme. ]ndegd,since the reserves are statutory, they
have no option byt to participate. There may be a practical difficulty
prezented by a tendency for Ministries of Finance to treat gowernment
recurrent budgetary requirements as s priority cleim on statutory
non-cash reseryes. The scheme also-reguires the Central Bank to take a
more sctivist develapmental role.

& small proportion of commercial bank assets can make a big
difference to the on-lending rescurces of DFCs. For instance, 1% of
commercial bank assets would add another $9.4 million to the Bhamas
Developrent Gank's loan porticlio, $100 million to the Trinidad and
Tobago's ADE and DFC, $3.4 million to the St Kitls-Nevis Development
Bank, $21.8 million to GAIBANK, $15 millien to the Barbados Development.

Sirnitar mechanisms can be applied in the case of other institutions
falling under the regulatary purview of central banks. Institutions such as
trust commpanies and - merchant banks are also large mabilisers of
lang-term depesits. For instance in Barbados in 1986, deposits in trust
companies were & Tifth of those mobilised by comimercial banks.

It iz alzo usefw) to consider their application to institutions outside
of the central benk's requlatary framework. The main ones are the life
insursnce companias, pension funds, and national insuranhce funds which

are vehiclas for cortractual zavings. i the case of national insurance
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funds, some lending. to OFC: amlres dy occurs in same countrigs.  The
Darninica Securiiy Fund has provided loans to ithe Dominica AIDE; the
Rahatnas Mational lnsurance Board to the Bahamas [Jeveli:«pment Banlk; and
the Barbadoz MIB to the Bartados Develup'ment Bark. Hawever, there is
need ta impart @ greater degree of relmtnhtu ar stability to these loan
arrsngerments.  Market persuasion or inducement may be usefully
reinforced by use of statutory reserve requirements, Since the specialist
tong-terrs lenders of contractual funds operate primarily in the mortgage
markat, one may expect some resistance from demanders of mortgage
finghce to any switch of funds towards production enterprises

Finally on the matter of indirect financial intermediation, there is
the possibility of central bank rediscounting of DFC financial assets. At
m‘»‘:é-&rﬁ, certral bank rediscounting iz limited by law te institutions
within their regulatory jurisdiction. Extenzion of rediscounting facﬂities
to DFC would necessitate similar requiatory treatment.

Credit Risks, Lending Costs, and Credit Rationing

The Caribbean DFCs ey ;::erwtne high lenhding costs where lending
casts are defired as the sum of interest and non-interest costs of funds,
loah adriniztration costs, and risk costs. Because of the large grant
element in external funds and the nop-commercial nature of most loan
capital provided by loecal governiments, interest costs are not 5 large
proportion of total tending costs. In contrast, adrministrglive costs are @
significant companent, amounting to somewhere between 308 and 60X of

total lending costs in some DFCs. Risk costs sre the loss ol loancapilal

gnd incorne resulting frop lean delinguency. These costs are 3 major
‘ e ————— T
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in 1980, forcing a redesign of the institutional framework for providing

developrment finance. Stmitarly acute preblems were experienced by DFCs
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in St Yincent, Gre nadn Gt Kitts-Newis, and Trimidad and Tobaga during the
19705 and early 1980s.  High lending costs combined with policy
determmined concessionary loan rates of interest underine the financisl
viahility of DFCs and ultimately impair their ability to expand or maintain
the supply of credit. At the same time, some credit practices intended to
ensura viahil ity by reducing administrative gnd risk costs result in
reduced access to credit. This ditermms and the solutions to it werrant
closer analysis.

Loan administration costs arise in procesaing loan applications,

disbursing loans, and recavering loans. There is an element of fixity and

discontinuity in several of these costs eg minimum levels of capital

stock and staff.  Furthermore, the unit costs of loan appraisal,
disbursement and recovery decresse with the average Joan size. DFUs can
force a reduction in unit costs by increasing the sizes of individual loan
aocounts ie by rationing out small' borrowers., Risks costs can also be

reduced by credit-rationing - by minimising credit to new wentures and

notential new clients. To the extent that enterprises rationed out of the
losn market have higher rates of return than those accommodated by the
DFCs, allocative afficiency and economic growth are adversely affected.
From & pationg) walfare perspective, one must seek other solutions to the
problems | f:‘drmmatrutwe costs nd risk costs,

wWith respect to sdministrative costs, it is possible to achieve
economies of scals by incressing portfolio size. An increaae in the total
yotume of lending activity enables the spreading of overheads including
the more intensive ulilization of staff over & larger number of loan
gooounts,  Another possibility is economies of scope through spreading
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ovar & wider range of output.. This requires DFCs to add cther

financial services such as cormercial banking end finsnhcial advice to
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those they curre m‘lu provide,

The}nhlwm of 1oan default costs ray be less tractsble. Borrowears
may invaluntarily defawlt because of structural weasknesses in the
production environment, marketing faitures, inflation, or faretgn exchange
problems.

Within the agricultural sector, edverse weather conditions, pests
ahd diseases, and seed failures are fairty commmon problems in less
deve]nped countries.  ‘while the first two are susceptible to control
through investments in irrigation snd drainage, and applications of
chemicals, their rale is limited in the present context of Caribbean
agriculture. The small sizes and fragmentation of farm holdings seems ta
render capital investment in drainage and frrigation unecanoric from the
perspective of the farm operator. The availability of imported improved
inputs iz subject to the vagaries of the country's foreigh exchange
situation, and their costs are influenced by unanticipated exchange rate
depreciations.  The notewarthy feature of these potentisl sources of
aroduction fatlure is that they are structursl, ie. they arise from either
the structure of the agricultural sector or from the structure of the
economoy. Being structural in nature, these sources of production fai]ure‘
are not omique to individual enterprises and will tend to affect many
enterprises et any point in time. As a consequence, there is ra ther hrmted‘
scope for reducing these kinds of credit risks by increasing the number of
loan accounts within the sector. In other words, portfolio diversification
by DFCs I"l."IfJ!:I not hetp much,

- QOther sectors and industries ore also susceptible to structursl
sources of production failures. Manufacturing output has a high import
content, as does tourism even in economies with sizesble domestic food

production  capacity. These sectors are therefore vulnherabte to
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structuraliy de’fermmed movements in the price and availability of inputs.
Jarmaican experispce in the second half of the 19705 and Trinidad and
Tabago ‘experiern::e in 1986 and 1987 reveal how sensgitive 1s
manufacturing output to national foreign exchange resources and exchange
rate pa]ic‘u.' It both countries, manufacturing cutput decreaszed sharply and
production costs rose when foreign t::el.humga restrictions tightened and
the forgigh exchange rate was devalued,

To the extent that the balance of payments has a pervasive effect of
production in amall economies, one should have rmodest expactations of the
scope for credit risk mindmisation fhreugh portfolio diversification across
sectors. This is not to say that there are no gaing to be had. Since not all
production rigks will be positively correlated inter-sactorally, pooling of
loans across sectors will tend to reduce the overall wariance in expected
returns on the loan portfalin. The point being rmade, however, is that to 5
iarge extent individual variances sre likely to be correlated under certain
structural conditians.

It shauld not be difficult in all countries to identify many DFC Toan
projects where market performance has turned out to be considerabiy
poorer thah projected.  This nagative divergence is termed rmarketing
failure. The reasons include errors in estimation of potential commaodity
dermand, unanticipated commodity price depression, insufficient knowledge
of and eaccounting for competing supply, and fluctuations in domestic
purchasing pewer. |t is possible for DFCs to reduce credit risks
assoctated with market failure by iraproving upon their methods of
egtitmating dermand and future price trends. It i3 also poasible to imprmiej
information systemns with respect to competitive supply. However, there
gre 1ikely to be persistent informsation deficiencies in relation to the

production and supply plans of non-client enterprizes within the domestic




geonormy and moreso those tocsted in other countries including members of
the Lur'itutnean Lurmgum’ru

Huren ar, «lltft’_JﬂJ.LJ:E‘J‘Qu_Q'_EIj_}gJ_EI_ULIE* caf impact. m:lier:ulg at
r‘gg‘_&_re.t_'m:&;..psuig. Irnport Viberaliztion in particular and cormaodity and
programmmes {e.q. sale of US surplus grain, milk, and dairy products) can
present acute shortterm problems in i‘r‘uarketihg of “darmestic output,
Fluctuations in consumer incomes or reversal of growth trends also affect
merket perfarmance.  For dormestically mearketed output, the pertinent
incomne varisbles are national inceme and its distribulion.  Although
frequently ignored, the di:—:trihuiiﬁr{ of income is important because
changes in the functional distribution of personal income and also changes
ity the digtritution of tncome between government and the personal sector
influegnce both the level and composition of consumption expenditures. Far
export commodities, including tourism services, it is the trend in foreign
incorme which matters. s significance can be appreciated fcsr instatice by
the slump and recovery in the tourism induatrg during the 1970s
zyrchrencusly with econarnic re::ez:‘saiy:uﬁ and recovery in the LLSA.

For the export industries, exchange rate policy also may be
influential because the tocal currency price of output s the prudi.w&t\-nf the
exchange rate and the exegenecus Toreign currency cormmaodity price. Ta
the extent that home goods are substitutable for foreign goods tn domes tic
m"ndut:tis:lﬂ and cohsumption snd to the exient that the prices of home

/! .
goods are independent of the exchange rete, eXchange rate policy may also

affect rmarket outcomes for domestically marketed stput. In practic:e;
- - B e . S

the structure of Caribbesn econcmies i

o

such that the elasticity of

cauzal relationship between the exchange tate and prices of home goods,

Az 5 result, tt‘ng;a:):_cgue for u‘gmrcﬂy}g mairket wutujjig of home goods by
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exchange rata dey -:luaticsn zeefrs quite Timited,

The third type m credit risk to be conszidered is inflation.  COnhe
linkage is through the divergence between capital approvals and actual
irvestrent costs in the context of unanticipated inflation or erronsous
inflation forecsats. This can be ars:ericsus problem if disbuirsement is
protracted and supplementary financing is not readily available. Another
linkage is the effects of the inflation rate on relative commadity prices.
The structure of relative prices tends ta be preserved under mild
inflationary conditions and to be serious 1y distorted under rapid inflation.
This implies that relative profitsbility changes under conditions of rapid
inftation.  Evidence for non-Caribbesn countries indicates that the

dispersion of profits shifts in fevour of real estate, construction, and

~seryices and against manufacturing sod ugruu]turu\ If those findings are

applicable to the Commonweslth Caribbean, then it may not be
unressoiabla to surmise that annual inflation rates in the region of 133 to
207 rmay have hurt those industrias particulariy favoured by DFCs

The Qrml saurce of inveluntary default to be discusced here is
eﬁ:iju::ha_t_'q_ggy_{\lgﬁwcr stz Some attention has already beeh paid to exchange
rate effects on commodity prices and production costs. We now turn to
axchange rate effects on debt service {including amortization). In most

gaa
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whare The DFCs line of credit is funded in foreign ex Lhange credit
to & domestic client s & foreign currency cobligation. The debtor is
required to arnortize the fiked foreign currency vatue of the loan. This
means that the jocal currency obligation varies with the foreign exchange
rate. Becauze the interest rate is a fixed percentage of loan balences,
interast payrerts in local currency would also wary with the foreign
erchange rate. Credit customers therefore face the risk of sul:ustantiafz

g

unanticipated increases in debt service :::bligatm ne, depending upon th
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rragnitude atd ir‘quemu of currency devaluations. With devaluations of
the arder of 30 and S0 per cent curmulatively and commodity price rigidity,
foreign exchange risks are unlikely to be rmanagesble by individual
eﬂterprisea, sspecially small cnes.  Anothar Kind of exchenge rate risk

arises in the context of generslised floating of the world's majar

currencies, especislly the US. dollar snd the £ sterling.  Since the

Commmanyeealth Caribbean countries, except Guyana, peg their currencies to
the U.S. dolar, their multilateral exchange rateé adapt passively to
movemants in the LS. roultilateral exchange rate. To the extent that
commodity prices are quoted in g depreciating currency and inputs are
purchased in ah sappreciating currency, multilateral exchange rate
movernents introduce a further profit risk and therefore another source of
credit risk.  This point, i1 18 claimed, has some force in the OECS
econarmieas where the main agrinultdral exports are £ sterling denominated.
Cartainty the £ sterling depreciated relative to the UG, b betwesn 1961
and 1985, However, a5 events during 1986 and 1987 show, the £/US § rate
ray also sppreciate. Generalised flosting presents opporiunities for both
loss and gaite

Mary of the credit risks discussed inhere it the econotnic structurs
of Caribbesn countries and are largely cutside of the direct control of the

DFCs. The pursuit of financial viability therefore requires considerable

gitention to general econamic policy. Some ilustrations are appropriate. |

First, production risks emanating from input supphy irregularities have

their fundarmental solution in the foreign exchange capacity of the -

ecoharny, in the developrment of production technology favouring local

Fes
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g it the production of local inputs. Second, marketing risk
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GUTCES,
tnay  be olleviated by rationalisetion of industrial activities both

dornestically snd regionally; by the harmaonization of foreign trade palicy,
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axchange rate policy, and industrial and agricultural production plofcy; and
by economic stabilization. As a third example, exchange rate policy and
factor cost policy cowtd be employed to influence the domestic price lavel,
Since ane canhot reslistically expect exchange rate policy to be tailored to
the cletn‘. seryice obligations of DFC customers o even the DFCs
thems E‘]'#EC, thiz aspect of wiability is perhaps better pursued oy
developing mechanisms for transferring foreign exchange trisk to the
gavarnment ar to the Central Bank. | |

The preceding discuszion of the geﬁeral BConamic policy requisite
far DFC wisbility is not intended to absolve the DFCs of responsibility for
improving their own systems of credit rizk evaluation and mansgerment,
But the patnt has to be stressed thet the wiability of the economies per se
and that policies affecting the economy as g whale have strong, pervasive
ef fects an OFC viability.

The prospects for loan repayment are not unrelated to the strength
of incentives to repay.  One important incentye 13 the sanctions which
lenders can impose in order Lo enfarce compliance with repayment
abligations. Enforecability 15 partly a tegal matter; 11 1s also 9 matter of

social mores and political attitudes. Recent work on credit markets

identify expectations of futurs credit flows as an important incentive to.

repayrment. I expected Tlows exceed t“pagmant flows, Tean delinguency
and defsult is less likely. For rational debtors, these expecistions would
reflect not anly their jl.:dgerner:t‘ about the \fvil'lingnass: of Jenders to
terminale a line of credit and the existence or lack of dedt morality among
the collective of debtors, but would also reflect their assesstment of
future funding prospects of the lender, A vicious circle may well ensue:
financial fragility csusing lean defsutt which then further intensifies

frégﬂitg. Matters are further compliceted for DFCs by their emergent
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tradition of fixed cémtal as opposed o working capital lending. If thers
iz no working cepital relationship, credit flows io any borrower cease
with the final disbursement on the investment project. Expectations of
future flows are then zero, unless new inwvestment projects are
contemplated in the immediate future which is hardly likely  Rural
financial markeat specialiats alsa point to frustrations and costs
avperienced durihg loan negotiation and distursernent as additional
ressons for Josn delinquency.  The poor quality of ttjse credil seryice
destroys the debtor's goodwill towards the lender and undermines the
willingness to repay.  Although "poor gquality of s;éruice“ may be &
somewhal self-serving argument for loan defsult, interviews with loan
custemmers do indicate considerable dissatisfaction arnong the DFCs
clientele.

The establishment and raintenance of & continuing, harmonious
relationship betwesn DFCs snd their credit customers would involve @
change in credit policy lo permit grester working capital financing
expansion of  the menu of  services  actually provided by DFCs,
simplification shd speeding up of loan appraisst snd disbursement
proceduras, and strengthening of their 1oan capacity.

thoome atsd Weaalth Distribution Foles of DFECs.

Tha last rote to be discussed in this paper is that of achieving &
rore egalitarian distribution of incorme snd weslth, Credit programmes
may influence income and wealth distribution through two distinct
mechanisms.  They may increase utilization of productive inpuis and
productivity of credit  beneficiaries  vis-sa-viz  non-beneficiaries,
e substantial oredit subsidies accrue only to credit
recipients and raise their income and wealth by asmounts directly

proportional 1o the credit recejved. whether this credit role reduces ofr
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increases inequality of incame and wealth depends upon the differential

gecess of credit applicants classified by income and wealth status. There
g considerable scepticism on this cound.  Many persons belisve thet

Epl.itical inftugnce and privilege reinforced by secial class and kinship ties
result in dizpropartionate access by the already wealthy to the financial
resources of DFCs. Thiz is a matter that requires careful study. The only
erpiricat analysis of this issue for Jemaican rural financial rmarkets
eztablizhes an unambiguous egalitarian influence {Bourne, 1983), but this
result is not necessarily generslisabile elsewhere, net even to the
Jurrmu.un financial sector as a whole, |

DFCs &z Credil Wholesalers

Jamaican DFCs have had a new moduz operandi since the sarly
190805, Wishing to sidestep the problems of loan delinguency and high
administrative costs in direct lending to development enterprizes, the
Jamaican  ecanormic  authorities in 1981 refashioned the Jamaice
Developrnent Bank into two new institutions, the Agricultural Credit Bank‘
anid the Malional Developrent Bank, Unike their predecessor, the Lwo new
institutions do not Tand directly to development enterprises. h‘ustegd, they
provide credit tronches to commercial banks, selected community level
gqricultural banks {i.e. some People's Cooperative Banks), and other private
finsncial institutions for on-lendng. This new operational system has
considerably lowerad lending costs for the two Jarmeicen DFCs. 1L does
tnean, howevar, that DFCs operating as credit wholesalers are not in &
rosition to apply social-cost benefit criteria at the level of the individual
erterprise since the micro-lavel loan decision is taken by the on-lending
institution

LONCLUSIONS

DFCs have been gscrited an important role in the financial sector




St 2COnnic n:leweh.rpment palicies of many Commonwealth Caribbean

countries. Their actual quantitative significance has tended to wary both
across countries and aver time. The status of DFCs is greater in those
couttries where the financial sector has not grown greatly and is not
extensively lagered. DFCs also seem to lose significance in the camplex of
governmeant institutions shd policies when there is less need of foreign
girant funds.

T};re general funding capacity of DFCs is & dominant factor in
determunng whether they can play a ma]ur roie in expanding the velume
and improving the guatity of credit, or accupy @ pos m::m on the fringe of
the fmanmal sector. Their dependence on resource flaws from the local
government and from international sgencies is & source of finencial
fragility which can be overcorme by divergification of funding activities Lo
include local deposit mobilisation, bond issue, and debt inztruments t_u::
other tocal financial ingtitutions.

DFCs also have to direct attention towards reducing the level of
their lending costs and increasing their rates of return. Considerable
progress cate e achiewsd through improvernent in the DFCs operationa
poticies and practices, and by institutional recrganisation. Ho\,»ve'-f'ef',
fingncial wiability of DFCs is critically dependent on overall sconormic
pobicy, on the policies laid down by their predominant cantritiutors of loan
capital, and by public perception of DFCs as welfare dispensing agencies.

Rernoval of these constraints is necessary for realization of the intended
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TABLE !

DISBURSEMENTS BY DFCs:
$m {local currency)

19686

1980 1981 1982 1983 1984 1985

2.0 11.0 206 158.7 14.9 19.0

0.9 2.0 2.6 3.6 4.2 5.1

]
[y}
m

233 2486 294 405

413 613 264 248 247

49.1 818 804 874 3570 508

0.15 034 037 058 109 131

21.6

6.4

n.a.

19.7

71.2

f.8.
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TABLE .2

DFC LDOANS ODUTSTANDING AS PERCENT
COMMERCIAL BANK LOANS OUTSTANDING

DEC YEAR &
Jamgica ACH 1985 - 40
barbados Development Bank 1986 1.7
Daminice AIDB 1986 12.2
GAIBAMK 1965 0.5
T&T ADB 1983 3.1
.T&T DFC , 1984 3.1

Gahamas Development Bank 1986 1.3
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Jamaica
ACH Lid.

Barbados
Davy. Bk.

Daminica
AlDB

GAIBANK

T&T ADB

T&T DFC

Bahamas
Dev.Bank

.1, Dey.Bk.
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TABLE 3

PERCENTAGE STRUCTURE OF LIABILITIES OF
SELECTED DFCs

YEAR

1986

1986

1986

1985

1963

1964

1986

1685

1a?

7.9

10.6

11.4

470

LOCAL
GOVT. . FOREIGN

CAPITAL GRANT/ CDB MF1 GOYTS. OTHER TOTAL
LOAN
23.9 30 17.4 37.10 37 1000
9.4 16 319 - 464 1000
7.9 556 2668 - 16 1000

- - - §94 -~ 100.0

66.8 - 128 - 62  100.0
264 180 - - 86 1000
244 582 - - 20 100.0

15.4




NOTES

1. Callender {1969) reports that Jamaica established the Agricultural
Development Corporation in 1931, However, davetopment finsncing was
heing provided through the Agricultural Lean Societies Board from as early
ax 1912

2. Arnong the new institutions are privately owned finance companies
spacialising in medium and long term lending, mortgage finance
corpanies, and merchant banks, Secondary mortgage markets, unit trusts,
and stock exchanges have been established in seversl countries,

3. The institutions called “"national development foundations® have
been estabiizhed as adjuncts of United States foreign assistance
programmes and have been funded with the financial proceeds of PL 450
corntmodity sales. :

4, Jamaica roved from o policy of credit retailing through its major
DFCs Lo one of credit-wholesaling. Trinidad and Tobago is in the process
of revarmping the operations of itz Developrent Finahoe Corporation and
Agricultural Daveloprment Bank.

5. The solvency problems of finance companies in Trinidad and Tobago
arid in Barbsdos are salutory. For detsiled discussions of the Trinidad and
Tabago, see Bourne (1980} and Farrell {1988).

See for instasnce, Adams and Meytman {1979) and Saito and Yillanueya
g1
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