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FINANCIAL LIBERALISATION: ITS RELEVANCE AND
EXPERIENCES IN THE CARIBBEAN

Introduction

Financial liberalisation was widely implemented in most industrial countries aver the last
three decades. It resulted in the breakdown of barriers between these countries financial systems
and those established in offshore centers around the world. These developments led to an increase
in the pace of integration of financial markets through freer movements of financial resources.
This trend has been reinforced in the 1980's and early 1890's by an increase in the rate of
implemencation of trade liberalisation programmes and the rapid increase in wade related
paymenis associated with the high rates of growth in world trade. These factors, together swith
the rapid technologicat developments which have greatly improved trade in fimancial instruments
served o strengthen the emergence of a global capital market. The increase in the liberalisation
of restrictions on both domestic and isiternational financial transactions is aimed at bringing abou:
a number of benefits including better opportunities for risk diversification, more possibilities o
increase the rate of investment beyond the constraints of domestic savings and a more etficient
mebiiisation and allocation of resources i more competitive markess.

More recently, developing countries including some Caribbean countries adopted policies
aimed at liberalising their financial systems mostly as part of the sconomic swabilisarion and
structural adjustment programs. The adoption of {inancial tiberatisation policies reflected efforts
to improve competition in the domestic financial sysiems and attract more capital with the
objective of establishing a more efficient system of mobilisation of resources as well as a beter
and more efficient allocation of these resources in the economies. The overalil objective being
to achieve higher rates of production and smployment and higher standards of living.

In addition to the search ror efficiency in the mobilisation and use of both foreign and
domestic resources, liberalisation may have been encouraged by the realisation that the policies
used to insulate the economies from international financial markets were becoming increasingly
ineffective especially those designed to retain resources in the countries. It is well known that
large amounrs of capital left developing countries despite the implementation of controls on both
current and capital accounts of the balance of payments. Recent {inancial tiberalisation policies
may be reflecting attempts by the couniries o adjust policies to the reaiities of the miernational
financial environment.

Immediately after their independence, most developing countries including those of the
Caribbean thought that thetr underdeveloped financial systems would not necessarily respond o
thelr development needs. Consequently, they decided to intervene heavily in their domestic
financial systems in order to ensure that the financial resources available went towards the
financing of the priority areas identified in their development plans and or to serve the needs of
the low income sections of their populations i.e. small farmers and assist in their policies of
redistribution of resources. Interventions in the financial systems consisted mainly in directing
credit towards particular industries, regions, a variety of state owned enterprises, medium and
small scale firms as well as low income communities in both rural and urban areas.



2

The instruments used to give effect to these credit policies included subsided interest raes,
quota allocation of bank loans and credit guarantees among others. At the same time extensive
controls of capttal flows were widely implemented (o ensure that the internal system of controls
did not break down as a result of competition from international financial instirutions and that
domestic financial resources were exclusively used to finance the priority projects identified in the
development plans. Foreign exchange controfs were also widely used and foreign exchange was
allocated only to those imports which were deemed essential 10 the development of the countries.

In the early 1980's. developing countries including those of the Caribbean became
increasingly unable to finance their worsening bhalance of payments and fiscal deficits because of
major changes in the international financial environment including a sharp increase in interest
rates. In an effort to remedy their macroeconomic disequilibria, these countries implemented
struciuiral adjustment and reform programs supporied by the International Monetary Fund, the
World Bank and the Inter-Armerican Development Bank. These reforms included policies designed
to liberalise these countries domestic financiai systems and in some cases included the lifting of
restrictions on capital flows and the floating of exchange rates. Guyana, Jamaica and Trinidad
and Tobago are some of the Caribbean countries which have been implementing sxtensive
financial liberalisation programines as part of their sconomic reform programs. This paper
examines the policies of financial restrictions and some of their economic impiications. It also
looks at these restrictions interrelationship with macroeconomic policies with particular reference
to Guyana, Jamaica and Trinidad and Tobago. It then considers financial liberalisation in these
three countries and draws some conclusions.

1. Intervention In The Financial System:
A Widely Used Approach

The existence of exiernalities and other marker failures and the widely held belief that these
could be remedied by governmment action served as a basis for wide ranging interventions in the
economies of both developing and developed countries. However these interventions seem (o have
been used more extensively in developing countries. Some of the most popular interventions
consisted of the imposition of numerous restrictions on trade and direct conirol of the state in
many sectors of the economy. In the area of {inance, the existence of a segmented market, the
absence of a market for long term finance, the rudimentary state of the financial sector in general
prompted many developing countries to intervene extensively in their financial markets
stimulate investment and accelerate economic growth. The idea being that with sufficiently fow
interest rates, investment and its productivity will increase in the already identified key sectors
and will contribute to the acceleration of economic growth and an increase in the general level of
tncome in the couniries.

The tmplementation of the programmes ot {ntervention in the financial sector was intended
to give the governments the power to allocate large proportions of bank lending in some of these
countries. For example, 70% of new bank lending in Pakistan in 1986 was directed by the
government and in Brazil government credit programmes accounted for 70% of credit cutstanding
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to the public and private sectors in 1987. Credit programmes established as a result of the various
systems of allocation of credit by governments were extensive and diverse and included
discriminatory rates of inierest, different marurities and grace periods. The targcets of these
" programmes were also diverse and included agriculture, industry, tourism, housing etc... These
systems of intervention usually grew more complicated over the vears and became increasingly
hard to manage.

The means of wntervention used by governments to direct credit generated in the financial
systern towards its already determined priorities inciuded directives issued to banks to allocate
a given percentage of their {oan portfolio to a particular sector i.e. agriculture. industry etc... or
ro fix interest rates usually at low levels for loans to particular priority sectors. Governments also
established in many instances development finance institutions usually dealing with specific sectors
i.e. agriculture, industry etc..and specificaily oriented towards the provision of medium to long
rerm credit to the sector under their responsibility. In some instances. the intention was clearly
to discriminate against the private sector in favor of the public sector with regard 1o the ailocarion
of funds in the economy.

In addirion, as part of their monetary policies some governments issued directives to banks
to maintain a large portion of their assets at the Central Bank at very low or zero interest rates or
buy government paper. These low interest rates inevitably arfected deposit and loan rates in the
rest of the economy and although they may have reduced the domestic component of debt service
payment of the government, they may have served to reduce savings and promote inefficient
investment. In some instances, the creation of money through lax monetary policies was used to
finance fiscal deficits and served to fuel inflation in some of the countries especially those in Latin
America.

‘These government policies which were designed to allocate credit to priority sectors in the
economy may have succeeded in ensuring access to credit by the targeted industries or entities.
For example in Guyana, 56% of nongovernmental borrowing from domestic banks went to State
Owned Enterprises berween 1983 and 1985, The same State Owned Enterprises seem o have
benefited from most of the foreign finance which was available to the couniries and this is
reflected in the share of these entities in the debt obligations of some developing countries. For
example, it was estimated that more than half of the foreign debt of the Philippines and Zambia
was accounied for by the State Owned Enterprises of these countries’.

Credit directed towards export development was estimated to have increased substaniially.
In some instances, however, the farget programimes may not have reached the intended
beneficiaries because the system of subsidized interest rates resulted in credit rationing which

! Warld Bank, World Development Report, 1989,
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usually favors the bigger and better known borrowers?. In the cases where resources reached their
intended beneficiaries, their efficient utilisation was open to question. In the case of credit
oriented towards export for example, the anti export bias which was prevalent in most countries
especially those with highly restrictive trading policies may have worked against the development
of export industries in these countries. The allocation of financial resources to projects which were
not necessarily the investment with the best returns resulted in the misaliocation of resources in
the economies while at the same ¢ime crowding out the sectors and projecis which were not
designated a priority.

At the level of the financial systems, the extensive intervention programunes for credit
allocation and subsidized interest rates suppressed competition in the system by weakening boill
its allocation and mobilisation of resources functions. These measures in furn resuited in the
weakening of the financial system and discouraged its development. The effects of these measures
were reinforced by the wide use of foreign exchange and capital controls which acted as barriers
against international capital markets. These controls were not very effective since they ailowed
large amounts of capital to flee the countries as a result of the citizens of these countries search
for asset diversification. They also seem to have played a role in discouraging capiral flows to
these countries.

Although economic growth is a complex process with many coniributing factors , it is
generaily believed chat administratively fixed low or negative interest rates, however attractive
they may be to governments, are an inferior alternative to market related sufficiently positive real
interest rates which are considered to be essential to the antainment of economic growth. Market
related interest raies are the best option to achieve the three broad objectives of financial sector
policies namely to mobilise adequate amounts of resources both domestically and internationally,
to provide a stable financial environment which will encourage development and to allocate credit
to its sociaily most productive use®. However attempts to assess the effects of distorted capital
markets on economic growth, taking distorted interest rates as a proxy, have not been conclusive.

See Gonzales Vega, C. “Credit Rationing Behaviour of Agricultural Lenders: The (ron Law of {neerest Rate
Restrictions”in D.W. Adams et al., Undermining Rural Development with Cheap Credit, (Special Studies in Social,
Politicai And Economic Development Series), Boulder, Colorado, Westview, 1984,

? See Hanson James A. and Graig R. Meal, lnterest Rate Policies in Selected Developing countries. [970-
1982, Washington D.C., World Bank, 1986.



Some found a negative correlation between a measure of distorted interest rates and economic
growth® white others do not find any statistically significant relationship between real interest
rates and GDP growth?®,

In some cases i.e Korea, directed credit programs may have been successful to some extent
but in most cases and especially in countries with exiensive and complicated trade protection
systems and an unstable macroeconomic environment, they may only have served o worsen the
existing distortions in the economies and increase the economiic costs associated with such
distortions. In addition, these targeted credit programs and subsidised interest rates may have
discouraged the intermediation process and the creation of capital markets in these countries and
weakened the financial system in general. One of the indications of these negative developments
was to surface later in the form of unsustainably high tevels of non performing ioans in the
banking system and financial development instimtions which led 10 the many interventions of the
central banks to rescue financial institutions which had clearly become insolvent. Directives given
to both the banking systems and the development finance institutions to provide long term finance
may have served 1o discourage the creation of capital markets in these countries.

Financial liberalisation, like {inancial restriction , has not been implemenied without
problems. The most widely quoted cases of financial liberalisation programmes running into
trouble being those of Chile, Argentina and Uruguay in the late 1970's where the implementation
of financial liberalisation policies led to high real interest rates, bank insolvencies. appreciation
of the exchange rate and a deterioration of the balance of trade promupting all three countries
abandon their financial reforms. The failure of these financial liberalisation experiences was
generally attributed to the implementation of financial liberalisation policies in the context of
unstable macroeconomic environments and inadequate prudentiai and regulatory systems of the
financial sector in the presence of moral hazard®.

2. Intervention in the Financial Sector:
The Experiences of Guyana, Jamaica and Trinidad and Tobago

The financial systems of Guyana, Trinidad and Tobago and Jamaica resembled closely
those which existed in other developing countries at a similar stage of development. These systems
comprised few financial institutions usually commercial banks providing mostly short term finance
for tmport and export purposes. Sources of medium to long term finance were either scarce and

* Agarwala R. Price distortions and Growth in Developing countries, Washington D.C., World Bank Swaff

Working Paner N2 373, (983,
3 Khakhate, D.R."Assessing the [mpact of interest Rates in Less Developed Countries”, [WF, Washington
D.C., mimeo., 1933

6 See Diaz Alejandro, Carlos P."Good-bye Financwl Repression , Hello Financial Crash”, Yale University

Economic Growth Center, Discussion Paper N? 44, May 1983
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expensive or non-existent. The underdevelopment of the formal financial sector created a
favourable environment for the establishment of informal financial systems characterised by high
costs of capital. Regulations and supervision of the financial systems which existed in most cases
were either poorly enforced or not adequate for the purpose.

Also the policies adopted and implemented to deal with these problems of the financiai
sector were by and large similar to those adopted in other developing countries to ensure thart the
financial resources available were channeied towards the implementation of the counuries
‘development plans. The stimulation of investment through easy access to credit was at the time
thought to be more important for the attainment of economic growth and developerent than
economic stability., The polictes implemenied included interest rates and credit controls. the
allecation of credit o priority sectors, the creation of financial development institurions and in the
case of Jamaica and Trinidad and Tobago the establishment of stock exchanges o creae o marker
for long term finance.

Guyana, Jamaica and Trinidad and Tobago have over the years implemented various
systems of interventions in their financial systems which included programmes of ailocation of
financial resources to various priority sectors and projects in their economies . These inferventons
were much more pronounced in Guyana where state control assumed much greater proportions
than-in- the other two countries. The following section of the paper looks brietly at some aspects
of these countries finapcial policies before the iruplementation of their recent {inancial reforms
programunes.

Before and during the implementation of its Economic Recovery Programme which started
in 1988, deposit and iending interest rates as well as treasury bills rates in Guyana’ were
administratively determined and were largely negative in real terms. inflation rates having been
always higher than the rates of interest. National deposit rates were 11.10% in 1987, 2% in 1988
and 15.8% in 1989, largely exceeded by the inflation rases which setood at 29.4%, 43.1% and
61.3% in 1987,1938 and 1989 respectively. The Guyanese financial system included banks
especiaily geared rowards the financing of specific sectors of the economy or providing tinancial
services to communities deemed not well served by other banks. In that context, the Guvana
Cooperative and Agricultural Development Bank provided credit and technical assistance to
industrial and agricultural projecis using mainly government and donor funds. The Guyana
National Cooperative Bank had cobjectives which included, among others. the extension of
financial services to communities mainly those in the rural area not served by the rest of the
banking sector,

The system of supervision of the financial sector in Guyana was split between the Bank
of Guyana whose responsibility included the supervision of the commercial banks and a body

7 Data on Guyara taken from [nter-American Development Bank, Social and Economic Progress in Latin

Amertea, various issues
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called the Cooperative Finance Administration (COFA) whose responsibilities included the
supervision of the non banking financial instimations. There have been very few inspections
carried out by either the Central Bank or COFA®. The Bank of Guyana comes under the authority
of the Ministry of Finance and many of its decisions have to be approved by that ministry. There
were o restrictions imposed on the Bank with regard to its lending to the government and this
was used fo facilitate government borrowing to finance its fiscal deficits. [n addition, a targe
proportion of credit in the country was accounted for by the government or the State owned
enterprises. Public sector credit represented more than 85% of domestic credit for every vear
throughout the 1985-1995 period. Private sector credit, although not representing a nigh
proportion of domestic credit has nevertheless been increasing over recent yvears.

Trade regime in Guyana was highly restrictive. In addition to the implementation of
various structures of the Common External Tariff of CARICOM. Guyana trade regime included
a complicated system of other charges as well as a number of tariff exemptions which were aither
part of the fiscal incentives offered and published or were at the discretion of the Mintsury of
Finance. Trade prohibitions as well as quantitarive resuwictions and licensing for both exports and
imports were also in operation at various times before the econemic reforms of the 1980's,
Moreover, the exchange rate was fixed and became highly overvalued leading o substantial
amount of capiial flight despite the implementation of strict foreign exchange coairols on both
the current and capital accounts of the balance of payments.

The financial systern of Jamaica was also the subject of numerous and elaborate sysiems
of restrictions and regulations before the implementation of the latest set of financial liberalisation
policies in the early 1990's. Interest rates in the couniry were adminisiratively determined and
floors and ceilings {or these rates were fixed. Interest rates were sometimes below inflaticn rates
iike in 1985 when the national deposit rate stood at 21.31% while the intlation rate was at 26%.
Specific sectors which were considered priority sectors by the government were identified
benefit from preferential interest rates administered by specialised instimtions or benefiting from
a special refinancing scheme operated by the Bank of Jamaica. Various directives were given with
the objective of discouraging the allocation of credit for consumption purposes and orienting
financial resources towards targeted sectors such as tourism and agriculiure. At one point in iime,
a preshipment financing scheme was established in Jamaica with the objective of promoting
exports through the provision of easy credit. This was implemented together with an expoit
suarantee scheme, however both were later abandoned. Jamaica estabiished a Stock Exchange
in 1969 as well as a number of development finarce institutions to provide the missing market of
long term finance necessary for the development needs of the country.

The trade regime in Jamaica was restrictive. It operated a complicated system of tariffs
and non-tariff barriers including the operation of a negative list, quantitative restrictions and
licensing requirements. Payments restrictions on current account and controls an capital tlows

See World Bank, Guyana: From Economic Recovery to Sustained Growth, Aprit 1992
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were used extensively. Jamaica experimented with a fixed exchange rate regime as a well as a dual
exchange rate regime. A system of auction of foreign exchange to stabilise the exchange rate was
(ater adopted and then abandoned in the face of pressure in the foreign exchange market. The
present system of floating exchange rate was subsequently adopted. Jamaica experienced serious
external and internal deficits which became increasingly difficult to finance. The tinancing of
fiscal deficits through monetary expansion and public sector borrowing was tried and abandoned
at various points in tmme after it became clear that it was having negative etfects on public debt
and inflation. Public sector credit was over 37% of total domestic credit for both 1985 and 1986.
Siace then it declined steadily. )

The difficulties and complexities of financial reform were reflected in the country's
attempts to reform its financial sector. For example, in 1985, a financial sector reform was
implemented with the removal of resirictions on credit allocations and the levels of interest rates.
However pressure from rapid credit expansion enderpinned by undue sxpansion of money supply
brought abour the reimposition of both credit and interest rate restrictions in 1989. The present
reforms started in 1991 and are siill continuing.

{n Trinidad and Tobago, there was active government intervention in the Tinancial sector.
Inrerest rate controls were applied with maximum deposit rates and minimum lending rates
administratively determined. Guidelines were issued to allocate credit to prioricy sectors and limit
loans to non business purposes. There were also limits on loans to foreign owned companies and
lending to such entities were closely monitored by the authorities. In addition a number of
specialised financial development institutions such as the Industrial Development Corporation, the
Development Finance Company and the Agricultural Development Bank prometed, through
subsidised financing, small scale businesses, larger firms and agricultural businesses respectively.
Aa Export Development Company was also established to provide financial assistance and export
financing at subsidised rates. [n Trinidad and Tobago the supervision of the deposit taking
financial institutions as well as the non bank financial institutions is the responsibility of the
Central Bank of Trinidad and Tobago. More recently the country has established a Deposit
Insurance Scheme to which all deposit taking institutions must contribute.

Credit to the public sector never represented a high proportion of total domestic credit but
it seems o have been on the increase from the middle of the 1980's onwards. Loans from the
Centrai Bank were used in certain cases to {inance the budget deficit. Foreign exchange controls,
though always in existence have usually been employed more strictly during period of balance of
payments difficuities. These controls required the surrender of foreign exchange to the authorities
and included guidelines for the allocation of foreign exchange sometimes by product category.
Foreign invesimeni and the repatriation of dividends and capital was subject t0 government
approval. Trade protection was also widely applied as part of the tmport substitution madel being
pursued. The trade restrictions employed included the use of negative lists, licensing
requirements, quantitative restrictions as well the prohibition of the tmports of certain goods.
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Trinidad and Tobago operated 2 single fixed exchange regime most of the time except for the
period 1985 to 1937 when a dual exchange rate was in operation. A floating exchange rate was
ntroduced in 1993,

Putting aside the various differences between the three countries, it was clear that wide
ranging interventionist {inancial policies were implemented in Guyana, Jamaica and Trinidad and
Tobago with the objective of channeling financial resources o pre-identified uses which were
thought o favour improvement in productiviry and the acceleration of development. These policies
were also aimed at the development of the domestic financiai sector and the improved access (o
finance by those sectors or groups of people such as the rural poor . There is little doubt that in
all three countries, financial resources were channeled towards those sectors. enterprises or
projects which the government had selected. In addiiion, a large amount of financial resources
went to the government themselves through high levels of reserve requirements or the purchase
of government paper or borrowing from the central banks. Although it is difficult to assess the
effectiveness of these policies, there was widespread belief that these funds may have served w0
finance parts of the public deficits which these counuries bave been running over the vears. Public
deficits were particularly high in the case of Guyana where they stood at 58.8% and 42.2% of
GDP in 1986 and 1987 respectively. The various schemes of subsidies through the financial
system which were in operation in the three countries may have compounded their fiscal
problems. The consistent and large deficits in the current account of these countries balance of
payments required a steady tlow ot external resources which were becoming increasingly difficult
:0 find. Also the low or negative rates of interest combined with the extensive programmes of
directed credit may have led to suboptimal domestic savings which were inadequate to finance the
required level of investment in the economies and which were reflected in the current account
deficits of the balance of payments of these countries

Financial savings do not seem to have been encouraged by the fow or negative interest
rates which have existed in the countries. In fact, these may have encouraged the use of savings
in the countries for the acquisition of physical assets. With regard to investment, the low or
negative interest rates and the allocation of credit may have led to the financing of suboptimal
investment because of the arbitrary selection of the investment projects. Since inerest rates were
usually held down artificially, some substantially loss making investment may have become
protfitable leading to the demand for credit owstripping its supply. This may have resulted in
credit rationing which was usually carried out by administrative actions ( rather than by prices )
with the end result that less productive investment were approved and implemented. It has been
estimated that the productivity of investment is higher in the countries with positive real interest
rates than those with negative real interest rates’.

? See Geib, Alan and Patrick Hanohan, 1989. Finaneial Sectar Reforms in Adjusiment Programmes, Policy ,
Planning and Research Working Paper 169, Washington D.C., World Bank. Country Economics Department,
Processed,
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Distortions !0 these economies which may have been brought about by the irade
restrictions implemented in the countries, added to the distortions resulting from intervention in
the financial system may have led to the channeling of financial resources to the less productive
and sometimes value added subtracting investments. Low or negative interest rates combined with
the fixed and overvalued exchange rates that the three couniries were operating may have
conuributed to heavy outtlows of capital despite the strict controls which were in operation in all
three couniries. [t was estimated that the outflows of capital amounted to more than USS 600
million for Guyana and US$ 837 million for Jamaica and USS$ 896 million for Trinidad and
Tobago between 1980 and 1986'°. Taken together these policies did not serve to sirengthen or
diversify the financial systems as intended. Some banking institutions -vere on the verge of
collapse i.e. the Guyana National Cooperative Bank had to write off !.4 billien Guyanese dollars
or an amount much ltarger than its equity. Another Guyanese bank, the Guyana Agricuiture and
Induswial Development bank of Guyana carries 63% non productive assets in its porttolio. Also,
some commercial banks in both Jamaica and Trinidad and Tobago run into difficuities and had
to be closed or restructured.

The Industrial Development Corporation, the Development Finance Company and the
Agriculture Development Bank of Trinidad and Tobago experienced difficulties resulting from
various factors including misallocation of funds, mismanagement and lax systems of conirols
etc... Neither were they as effective as they set owt 0 be in meeting development objectives. in
Jamaica and Trimidad and Tobago stock exchanges have been established with the objectives of
providing and sirengthening a market for long term finance and serving to fill a gap in the
tinancial systems of these countries. These two stock exchanges are not yet well developed
judging by the number of companies listed on the exchanges and the number of securities traded'!.
This is despite the fact that the Jamaican Stock Exchange has been in existence for more than two
decades. The existence of these exchanges is nonetheless important for the funure development
of the tinancial system in‘'these countries. The under utilization of the Stock Exchanges might be
finked to the ownership structure of firms in the countries and their relatively sasy access to bank
credit. But macroeconomic policies and restrictions placed on the financial sector also played a
role. The availability of external finance in the 1970's at low interest rates allowed the countries
not ondy to ignore their worsening macroeconomic disequilibria but also encouraged them w
worsen them further. Most of the external financial resources were usually going o the public
sector with government guarantees rather than the private sector on commercial criteria.

% Benner, Karl, Capital Flight and Caribbean Economic Policy. Paper delivered at the Workshop: Caribbean

Economic Policy, Foretgn [nvestment and Capital Flight. [nstitute of [ntemational Relacions and the Monerary
Studies Programme 28-29 October 1994, U.W. L. St Augustine -

1 See Sergeant, Kelvin; The Trinidad and Tobago Stock Exchange: Market Pertormance and Suggestions
For Further Cavelopments in” insights [nto An Emerging Ficanciai Structure: The Experience of Trinidad and
Tobago,” edited by Ramesh Ramsaran.
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In the 1980's after experiencing major fiscal and balance of payments disequilibria and
mounting external debt caused by inappropriate economic policies inctuding those related to
finance and major changes in the international economic and financial environment inciuding the
oil price rises, the rise in interest rates, the decline in export comumodity prices including oil and
world recession'?, Guyana, Jamaica and Trinidad and Tobago implemented stabiiisation and
structural adjustment programmes including financial liberalisation. The following section of the
paper will examine briefly some aspects of the financial liberalisation in these three countries.,

3. Some Aspects of Financial Liberalisation in Guyana,
Jamaica and Trinidad and Tobago

Guyana, Jamaica and Trinidad and Tobago are the three Caribbean countries which have
gone furthest with tinancial liberalisation. Among the three couniries examined, Guyana* is the
one where state control was most prevalent. Here, like the other rwo cournuries, iinancial sector
reform was undertaken along with other economic reforms. Guyana liberalised its interest rates
which rose towards levels above that of inflation levels in certain years but remained negartive in
otkers. For example the national deposit rate was at 13.8% in 1989, well below the inflation rate
for that year which stood at 61.3%; in contrast it was at 22.5% in 1992 well above the inflation
rate for that vear which stood at 14.2%. The treasury biil rate which came about with the start of
treaswry biils auction in June 1991 served as an anchor o interest rates in the coumery. The
restructuring of the financial institutions together with their privatization were being implemented.

In addition, Guyana is implementing a vast programme of trade liberalisation and has
liberalised transactions in both its current and capital accounts.

Fiscal policy in Guyana wenr through fundamental changes including attempts ro broaden
the tax base and improve tax collection through for example an improvement in the functioning
of customs anc excise department. These efforts at fiscal reforms together with efforts to curtail
spending were showing some positive results. In 1993, the central government fiscal posiicn
improved significantly with an increase in current revenues of 16% of GDP and a decrease in
government expenditure of over 0%of GDP. The result was a central government current
account surplus of 2% of GDP. However, the overall deficit, although decreasing, remained high
at 7% of GDP in 1993 but lower than 1992 where it stood at 17% of GDP. Mote prudent
monetary polictes were applied as part of the stabilisation programme with weasury bilt sales used
to manage credit and money in the economy.

3 . . - B - . . ey I . . N
12 For a detailed analysis of the genesis of the macroeconomic disequilibria in Guyana, Jamaica and Trinidad

and Tobago see LC/CAR/(G.404, Structural Adjustrnent and Privatization: An Examiaation of their Relattonships in
Four Cartbbean Countries, December 1993 ‘

'3 Data on Guyana taken from the Inter-American Devetlopment Bank, Economic and Social Progress in Latin
America, varipus issues



Tabie 1
Selected Economic and Financial Indicators
Guyana
1985 1986 1087 1988 1939 1990 1991 1902 1993 {994 1995

% change in GDP £ t.0 2.2 2.7 3.0 -3 -3 5.1 o7 3.2 3.3 3.1
Rate of Inflation i3.0 3.2 94 3.0 G ~4.9 703 4.2 7 16,1 34
Baiance of Payments ¥ 96,6 -4l i09.3 930 -3 <178 (18,0 1487 137.9 190.3 -894.9
Fiscal Balance = -56.1  -38.3 424 318 5.6 2.9 -15.a 7.0 -3.0 1.0
Exchange Rates £ +.3 4.3 2.8 10.0 7.2 39.3 113 25. 126.7 [38.3 1420
Lending rates 15.0 13.0 5.0 15.1 3.9 2.3 33.8 3.7 G 8.4 1.2
National deposit rates 2.0 120 HA P 2.0 158 9.2 293 3 223 1 129
% change of money suprly 8.9 190 1.3 37.. 39.3 3.3 533 S R I 8.7
Private sector credit as a 9.7 0.9 121 12.0 3.3 0.3 3.2 T2 3.4 112 15.1
% of wtal domestic credit
Pubtic sector credit as a °0.2 39.1 373 37.9 atd 9.7 914 32,3 916 38.3 34.3

ferd

% of total domesuc credit

£ {At constant prices’
Z Current Account {in USSM)

¥ faga

percent of GDP)

Z Exchange Rates to 1JSS

Source:

IMF Financial Statistics, ECLAC and National Dara

Money supply has grown less rapidly over recent years. It arew by 10.38% in 1994 and
16.73% in 1995 compared to 32.02% in 1993.The riscal position of the sovernunent allowed the
government {0 become a net creditor to the Bank of Guyvana. Exchange rate policy went through
1 fundamental change with the legalisation of the parallel market rate in 1990 and later the
unification of the exchange rate in 1991. The Guyana dollar depreciated signiticantly, going down
from G 839.5t0o I USSin 1990 1o G S111.8to 1 USS in 1991 and G $142 to the US dollar in
1995, Although it has fluctuated throughout this period, the Guyana dollar has been depreciating
against the United States dollar. The Central Bank has been managing these tluctuations through
interventions in the market either to sterilise flows or to inject foreign ¢xchange in the market. in
addition, reserve requirements have been used extensively by the Bank of Guyana to manage
credit and money in the economy. These have been increased in 1994 from [1% o0 16% of
demand deposits and from 9% to 14% of time deposits retlecting a desire by the Central Bank to
decrease the supply of money. Efforts by the government to tighten monetary and fiscal policy
over recenf years seem o be succeeding in reducing the rate of inflation which increased
substantially at the beginning of the reforms. [t increased from 64.9% in 1990 1o 70% in 1991 but
then declined to reach 8.1% in 1995,
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With regard to the supervision and regulation of the financiai system which has been a
major problem in Guyana, some measures have already been taken t0 strengthen this important
area. Some of these measures were designed to improve the information from banks to allow for
the conwrol of prudential variables while others concerned the recruitment of more qualified staff
to undertake the supervisory functions necessary for the stability of a liberalised financial system.
Guyana is also giving priority 0 the institutional reform of its financial sector. In that context,
a Financial Institutions Act was passed which inciuded guidelines for new bank licensing and
limits on loans to any one single borrower. The legislation also aims ar strengthening the financial
system and encouraging the establishment of new banks and the more active participation of the
private sector in the ownership of financial institutions. In fact two new banks, Demerara Bank
and Citizens Bank, started operations in 1993. The government of Guyana has also embarked on
a vast programme of restructuring and privatisation of its financial sector. For example, steps are
being taken to privatize the Guyana Bank of Trade and [ndustry.

In Jamaica®, the challenge seems to have been related 10 attempts o delink monetary
policy from the financing of increasingly expanding government expenditures. In 1935-36, policy
decisions were taken to reform the financial sector. These pelicies included the removal of
secondary reserve requirements and the use of government issued paper to finance the budget
deficit. At the same time policies (0 improve the fiscal position of the country were implemented.
Interest rate controls were removed as well as credit ceilings. In addition, the certificates of
deposits which were introduced by the Bank of jamaica in 1985 aliowed the Bank 0 engage in
open market operations during the period [986- 1988 mainly through the sale of these certificates
o reduce money supply and reduce pressure on the exchange rate and the balance of paymenis.

“ Dasm on Jamaica taken from the Planning Institute of Jamaica, Economic and Sociai Survey and the Bank

of Jamaica, Statistical Digest, various issues
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Table 2

Selected Economic and Financial Indicators

Jamaica

1985 1986 1987 {933 1989 1990 1691 1092 1993 19094
% change in GOP ¥ 4.7 1.9 32 1.3 16 418 0.7 14 ! 1.8
Rate of intlation 26.0 14.7 3.4 2.2 16.3 20 3.4 H RET 16.3
Ralance of Pavments < 044 102 -13TD 3200 <2975 2400 2553 108 -1942 8.3
Fiscal Balance ¥ -3.8 0.7 -2.3 -i%.6 <28 -3 3.2 -4 -43 W4
Exchange Rates £ 3.6 3.3 5.3 5.3 57 7.2 2. 3.0 240 331
Lending rates 9 230 BO 30 25.2 30.5 S g 3.7 4os
“atipnal deposit rates 23 19.0 17.5 17.9 6.0 239 247 33 2Ts 64
* ¢hange of money sunply 1523 10.78 523 3297 -3.47 2737 34 67 T1.28 26,22 AR
Private sector credit as a 10.3 41,4 394 ’1.2 B39 LY 1391 LS P44 I
% of toial domestic credit
Public sector credit as a 377 57.6 395 17.6 14 2.0 391 RN SRR -7

* ot total domestic credit
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Source:

IMF Financial Statstics, 2CLAC ind National Daia

Other measures taken during this attempr at financial sector retorms inciuded the removal
of stamp duties on transactions on securities as well as the elimination of withholding taxes on
dividends. Also, a securities commission was established and a secondary market for covernment
securities was created. However this attempt at financial reform faitered in 1989 when secondary
reserve requirements were reimposed together with credit ceilings most probably following
pressure on the exchange rate and rapid expansion of credit in the economy. Another attempt at
financial reform took place in 1991 when credit ceilings were removed again . Secondary reserve
requirements were abandoned but statutory reserve requirements were fixed at the very high rate
of 530%, a clear indication of the desire of the authorities to keep the money supply in check, The
latter financial reform included the liberalisation of the exchange conirol regulations.

There were efforts to improve competition into the system and improve the quality and
range of financial services available in the country. [n that context many non bank financial
institutions such as merchant banks and finance houses were established most probably as a resuit
of the adoption of more liberal policies towards the establishment of financial institutions. The
operations of these institutions in the financial markets may have helped to decrease the




conceniration of assets in the financial sector. The assets of the three largest commercial banks
which were still high went down from 73.8% of total assets to 64% in 19945, However, the
_involvement of commercial banks in the ownership of other financial instimitions may run counter
to the objective of improving competition in the financial sector. Trade iiberalisation has also
been implemented in Jamaica opening up the currenr account of the balance of paymenis and
allowing the free movement of capttal. In 1991, there was a further liberalisation of exchange
controls and the free convertibility of the Jamaican dollar was allowed.

Expanstonary monetary and fiscal policies Implemented ar the same time as the
liberalisation of exchange controls and the floating of the Jamaican dollar resulted in a high rates
of growth in money supply , high level of inflation and rapid depreciation of the local currency
vis a vis the US dollar. This loosening of both monetary and tiscal policies took place at a time
when there was a fixed interbank exchange rate resuiting in the creation of a parallet market for
foreign exchange. At the end of 1993, action was aken to make the foreign exchange market
more competitive through the removal of the fixed interbank exchange rate. This resulted in the
disappearance of the parallel market. Since then, the Jamaican doilar has continued 1o depreciate
mainly because of inconsistencies and sometimes reversais in fiscal and monetary policy. The
floating Jamaica dollar does not seemn to have stabilised even after the abolition of the interbank
fixed exchange raie and attempts to tighten both fiscal and monetary policies . It depreciated from
an average of J $33.08 to the | USS in 1994 to an average of J 5 35.14 to | USS in 1995, Also.
inflation remained high at 16.1% in 1995 although substantiaily iower that its 1994 fevel of
46.5%.

Interest rates, although fluctuating, remained very high reaching 67% in April 1994 in
the case of lending rates, Average annual lending rates in Jamaica were 44.8% iy 1992, 43.71%in
1993, 49.46% in 1994-and 43.58% in 1993, The spreads between deposit and {ending rates have
also remained very high probably because of high reserve requirements some of which in non
interest bearing instruments and high intermediation cosis as well as oligopolistic conditions in
the financial sector. The demise of the Blaise Merchant and Trust Bank because of financial and
supervisory probiems put into focus the need to look more caretully at the regulations and
supervisory framework of the financial sector in Jamaica.

Jamaica did not seem to have been able to delink its monetarv policy from its fiscal policy
or to implement consistent macrceconomic policies. For example in 1993, fiscal policy was
loosened considerably to pay for substantial wage increases awarded to certain categories of public
employees. This decision along with others such as the lowering of tariffs on imported vehicles
and a decrease in income tax contributed to an increase in the budget deficit which was evenwally
financed through the loosening of previously tight monetary policy. Money supply grew by
71.28% in 1992, 26.22% in 1993 , 25.72% in 1994 and 37.96% in [993. The targeting of the

> See Peart Kenloy: Financial Reform and Financial Sector Development in Jamaica in Social and Economic

Studies, Vol. 44, 1995 Special [ssue.
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growth of a monetary aggregate ( M3 ) was largely overshot in 1993. Instead of the target of 16%
growth, M3 experienced a 36% growth.

Since the liberalisation of its capital account, Jamaica experienced at times inflows of
foreign exchange which was mostly sterilised by the Bank of Jamaica to limit the growth of money
supply and prevent pressure on the exchange rate. The sterilisation operations of the Bank of
Jamaica together with its sale of treasury bills 0 remove excess liquidity brought about by the
sudden large increases in government expenditures increased the ievel of domestic debt and
pushed up the interest rates. In 1994, relatively more prudent fiscal and monetary policies were
implemented leading to a decline of the yields of treasury bills from 32% in zarly 1994 0 30%
at the end of that year. Commercial bank lending rates also declined from 60 to 46% but were
still very high. The high leveis of reserve requiremenrts which were fixed at 30% for commercial
banis . half of which has to be held in cash reserves may have contributed o the high levels or
interest rates prevailing in the country. The non bank financial institutions reserve requirement
was fixed at 17% of their deposit.

Trinidad and Tobago'® also undertook wide ranging financial reform measuces as part or
the stabilisation and structural adjusument programmes implemented in the couniry. The 1988
structural adjustment programme implemented in Trinidad and Tobago included some credit and
monetary policies stipulations such as constrainrs on credit to public sector entities and the
progressive decrease in secondary reserve requirements from 11% to 8% .A restructuring of the
banking and non banking sector was initiated in 1989 when the Central Bank took over the
operations of Workers Bank and its Trust subsidiary and most government shares in the
Development Finance Company were sold, Later in 1993, three banks, the Nationa! Commercial
Bank, Workers Bank and the Cooperative Bank were merged into one bank, First Citizens Bank.
Interest rates controls have been eliminated and interest rates in Trinidad and Tobage are now
largely determined by the rediscount rate of the Central Bank of Trinidad and Tobago and credit
conditions in the 2conomy.

®  Data on Trinidad and Tobago taken from various 1ssues of the Annuai Economic Survey of the Central

Bank of Trinidad and Tobago
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1985 1586 1987 1988 1989 1990 109 (992 1993 1094 (993
“ change in GDP U 1.3 1.0 -6.1 -1.7 3% 0.2 2.5 0.5 -1.2 17 1Y
Rate of Intlation N 7.1 0.3 7.8 10,3 11.4 3.3 6.5 0.7 9.4 54
Balance of Payments 2 -33.0 43350 2392 SU173 0 663 044 207 22,9 5730 394 1930
Fiscal Balance £ 3.1 -3.9 5.9 3.7 4.2 -1z “i).2 -2.3 J2 0.0 1
Exchange Rates < 2.45 3.60 3.60 3.34 .25 425 1.23 125 335 3.2 5.94
Lending rates 2.7 12.0 113 12.5 13.3 2.9 3.2 3.3 ) V6.0 i3
National deposit rates 3.3 5.0 6.0 8.3 .0 3.3 3] e 5,9
" change of money suppiy 1,46 3.28 188 <1230 1320 2006 34T T 6 93 15
Private sector credit as a 96,4 78.4 56.3 6821 A3.1 53,1 539.7 39.49 T3 9.5 T3,
% of total domestic credit
Public sector credic as a -8.2 10,4 2.0 3.7 36.3 4.8 30.2 303 7.3 0.2 RN

Table 3

Selected Economic and Financial Indicators
Trinidad and Tobago
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In 1994, more restrictions on the credit market were removed. These included the need
for the approval by the Central Bank of lending to public sector institutions, restrictions on
consumer loans , the removal of caps on commercial banks lending rates which were fixed at a
maximum of 4% above prime lending rate and the stipulation for minimum downpayments and
maximum repayment pericd ior instalment credit. In addition to these tinancial reform measures,
a vast programme of trade tiberalisation which included the progressive elimination of the negative
list and reductions in tariffs was implemented and both payments on current and capital account
were liberalised further.

The exchange rate liberalisation in Trinidad and Tobago was progressive starting with the
removal of exchange controls on trade in services and capital flows in 1991, Most trade in goods
was already free from exchange controls. The Trinidad and Tobago dollar which was floated in
April 1993 seem to have acquired a measure of stability after an initial depreciation. This stability
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was probably facilitated by the consistently tight fiscal and monetary policies pursued by the
government and the activity of the Central Bank whose main focus has clearly shifted towards
price stability including exchange rate stability. In 1993, this may have been achieved at the cost
of a decline tn Gross Domestic Product which registered a decline of 1.2% in 1993.. Inflation in
Trinidad and Tobago increased from 6.5% in 1992 to 10.7% in 1993 most probably due o the
depreciation of the exchange rate which took place immediately after it was floated. It then
declined in both 1994 and 1995 where it stood at 9.4% and 5.4% respectively. The tight fiscal
policy pursued by the government and the fiscal reforms undertaken resulted in an improvement
of the government {iscal position. This resulted in a deficit of 3% of GDP in 1992 turning inio
a much smaller deficit of onty 0.2% in 1993 and a surplus of 0.4% in 1993, The improvement
m central government finances resulted in a decrease in the Central Bank credit to the government
and a decrease in domestic indebtedness. The growth of money supply over recent years has been
moderate, It contracted by 7.72% in 1992 and increased by only 4.67% in 1995.

The msiruments used for the managsement of a tendency of credit and money to increase
i the economy were mainly the changing of the reserve requirements and the discouat rate which
stood at [3% in 1993, In addition to the sale of treasury bills, reserve requirernents were raised
three times during 1994 from 16% to 18% of deposits and then from (8% io 20% with the
objective of reducing liquidity in the economy. These actions were also aimed at relieving the
pressure from the exchange rate. Over recent years, Trinidad and Tobago experienced a large
inflow of capital resulting from the large foreign invesiment in zas, oil and petrochemical
industries as well as foreign participation tn the privatisation of public enterprises. But the
recurring figh levels of liquidity in the economy and the endency of interest rates to decline may
have led to an expansion of credit and higher levels of demand for foretgn exchange puning
downward pressure on the exchange rate from time to time prompting intervention from the
central Bank through morai suasion, the manipulation of reserve requirements and the sale of
forsign exchange on the market. Interest rates have changed moderately over the vears,
experiencing a slight decline over recent years. Lending rates declined from 16% in 1994 o
15.2% in 1995 and deposit rates declined from 7.1% in 1993 t0 6.99% in 1994 It is significant
however 1o note that deposit rates in Trinidad and Tobago were below the inflation rate for both
1993 and 1994.

In an effort to strengthen the supervision and regufations of the financial sysiem in the
country, a Financial Institutions Act was passed in 1993 1o enhance the regulations covering the
banks and other financial institutions. In 1994, other legislative measures were taken to sirengthen
further the supervision and regulations of the financial system. These were the Financial
Institutions {Prudentiai Criteria) and the Ceniral Bank Amendment Acr whose objectives were in
the case of the first to ensure the safety and soundness of the financial system through the
stipulations of limits and constraints on the activities of financial institutions in the country. In
the case of the second, the objective was the strengthening of the supervisory tunctions of the
Central Bank.
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CONCLUSIONS

Guyana, Jamaica and Trinidad and Tobago implemented restrictive financial policies with
the aim of strengthening their financial sectors and channeling the financial resources available
to those investments which were considered more productive and more likely to increase output,
employment and the standard of living of their peopie. Increased investment through easy and low
cost access [0 financial resources was considered the best medium o rapid industrialisation and
economic growth. Controls on credit and interest rates were used extensively not so much o
stabilise the monetary and financial system but {0 promote investment in the economies. These
various inierventions in the financial sector which were part of a wider system of intervention in
the economies proved unsustainable since the allocation of funds to the most productive sectors
was not the priority. Accordingly, Banks and Development finance institutions which play an
mportant vole in the development process of the countries found themselves saddlied with debr
and carrying large portfolios of non-performing loans. Credit was still not available to targeted
sectors especially the small and medium scale firms and the low income groups of the community,
inflation rates reached high levels in both Guyana and Jamalica. exchange rates were overvalued
and had to be devalued many times leading to unstable prices and capiral flight. It is as a result
of these countries economic probiems that adjustment and economic reform programmes including
financial liberalisation were implemented. This time macroeccnomic stability became the main
objective of monetary and tiscal policies since that stability was now generally considered o be
essential for the effective performance of the financial svstem and long term economic growth,

Financiai liberalisation in Guyana, Jamaica and Trinidad and Tobago is still in its early
stages and there is little doubt that policies implemented to carty out this liberalisation have
contributed to the tensions of various intensities experienced by the three countries economies.,
Jamaica is still grappling with macroeconomic instabilitcy and changes in the direction of s
monetary and fiscal policies seem to have put into question the credibility of these policies. Also
Jamaica is still experiencing balance of payments and fiscal dericits of various magnitudes. The
exchange rate of the jamaican dotlar has not stabilised yet and the high levels of interest rates and
high spreads between lending and deposit rates which exist in the country cannot be favourable
to investment and economic growth, In addition, inflaticn is sull high and prices unstable. The
financial liberalisation programme of Trinidad and Tobago seems to have fared better so far. The
country had applied consistently tight monetary and fiscal policies since the start of its economic
and financial reforms. The budget deficit seems to be under control and the current account of
the balance of payments has been positive since 1992, Bur despite these policies, there seems to
be a recurring downward pressure on the exchange rate requiring frequent interventions of the
Central Bank.

In Guyana, macroeconomic policies seem to have tightened considerably and the change
from a state controlled to a market economy seems 0 be progressing well. Reforms are clearly
bearing fruit and this is reflected in the lower fiscal deficits, lower growth of money supply and
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lower inflation rates especially in the last two vears. However both the fiscal and batance of
payments account remain in deficit and the exchange rate seem to be still depreciating against the
United States Dollar.

The central banks of Guyana, Jamaica and Trimidad apd Tobago do not possess a nigh
level of independence and their financial systems are not fully developed and dispiay inefficiencies
such as credit market segmentation and carielisation. All three countries have taken steps to
deepen their financial systems through the creation of new markets and the introduction of new
financial instruments. Jamaica and Trinidad and Tobago being more advanced than Guyana in that
respect. Although exchange rates of the three countries are officiaily floating, their central banks
seem [0 be intervening frequently in an attempt to mainiain the exchange rate stabifity vis a vis
the United States Dollar. Most of the interventions seem to be aimed at preventing the exchange
rates trom depreciating too much against the United States dollar. This may indicate the use of
the 2xchange rate as an anchor to the price system although Jamaica targeted a measure of
monetary aggregate { M3 ) in 1993, The use of the exchange rate as an anchor to the price system
may retlect the tight relattonship which is thought to exist between the exchange rate and the price
system in high tmport dependent economies. In addition, all three countries have taken steps ©
restructure and strengthen the supervisory and regulatory framework of their financial systems.

Financial liberalisation seem o0 have been widely impiememied around the world
strengthening further the globalisation of financial markess. it s generally believed that the
liberalisation of both the domestic financial sector and financial flows with the outside world are
essential if & country is w0 take full advamrage of the opporwnities available in a global financial
market. However financial iiberalisation entails transitional costs which will be greatly increased
if policies are not properly sequenced and coordinated. The fack of success of some experiences
with financial liberalisation and the difficuliies experienced by Guyana, Jamaica and Trinidad and
Tobago in managing their finrancial liberalisation programmes nold useful iessons for those
Caribbean countries who seek to embark on their own liberalisation which will become
increasingly necessary.

The couniries of the Caribbean which are already highly integrated in the world economy
judging by their generally high levels of trade to GDP may gain from orienting their reforms
towards a more competitive domestic financial sector and a more open external financial sector.
This should not mean that countries should rush towards the liberalisation of their financial sectors
but rather that they should carefully plan the policies which are likely to minimise the distupiive
ctfects of the liberalisation process while allowing them at the same time 0 take advantage of the
opportunities which may be made possible by the emerging global capital market. Tt is generally
agreed that a l'iberalisation programine should not be undertaken untii a large measure of
macroeconomic stability has been achieved including careful and etffective management of the
money supply and the fiscal account. This should then be followed by the liberalisation of trade
and the domestic financial sector and finally the liberalisation of the capital account. Regulatory
and supervisory functions assume a special importance in ensuring the stability and soundness
of a liberalised financial system. Also, such a system requires more independent central banks
staffed by highly qualified staff to carry out the necessary supervisory and regulatory functions
and run monetary policy in an increasingly sophisticated financial world.



