PINANCTIAL STRUCTURE IN THE CARIBBEAN: RETROSPECT AND PROSPECT

Clive Y. Thomas
Director, ID3, University of Guyana

Paper presented to the 18%th Regional Monetary Studies Conference
St. Kittg, November 1986,



CONTENTS

PART 1:

Relrogpect

(a) Introduction

(v) Elements, Functions, and Relevance to Policy

(c) Finanéial Structure and Underdevelopment

(d) Bize and Financial Structure

(e) Social Structure and Financial Structure

PART 11

Progpect

{s) TPinancial Supermarkets?

(b) Monetary Substitution: Good Money Drives
"~ ‘out Bad Money

(¢) Blackmarkets and the Underground Economy

(d) The Rise of Barter

(e) Government and Financial Structure

(£) The BEthical Factor

(g) Transmission Mechanisms, Interest Rates,

Exchange Rateg, Money Demand, Size and
the Informal Market.

Beferences

«a 16

] 21

os 22
.0 24

.o 25
LR 27

. 28

' 031



Port I: Retrosnect

AL Introductlions:

I have interpreted the mandate set me by the Coordin-
ator of the Regional Monetary Studies Programme as requiring
a stocktaking of past developments in the theory and
“hehaviour of the financial structure of Commonwealth Carib-~
bean countries; with a view to identifying the main issues
which should be of concern to policy makers in the future.
In other words my reflection on previous events should serve
as a guide to framing the fubure research agenda. One major
difficulty I have had in executing this mendate is that the
short notice I received did not offer enough time to under—
take statistical measures of the major components of the
region's financial structure. Indeed this absence of
routincly computbted and pre-packaged data suitable for
individuel country time series analysis and crossw-country
comparisons already hinis at cne serious lacuna in the past

research agenda,

The main signposts in the literature of financial

gbructure arc well known, At both the theoretical level
and comparative analysis on a global scale, the pioneering
work of Goldsmith™ in the lste 1960s stands out. So

too are thoe contributions of such other authors
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as J, @. Gurley and E, S, Shaw (1956;19857;1960) and

B, Patrick (1966). At the empirical level, persons
connected with the IMF have produced a series of works
published in its two house Jjournals: IMF Staff Papers,
and Finance and Development. At the regional level,
combining boththesretical and empirical work, the major
signposts are provided by such authors as Compton Bourne,
Simon Jones - Hendrickson, Wendell McClean, Maurice Odle,

Clive Thomas and Delisle Worrell, to name a few.

What can be deduced from all this work? I shall
try to vespond to this in three stages., First,I shall

look at the definitional issue, which is determining what

ave, (or cught to be) the main elements/functions of the
financlal structure. Second,I shall respond to the judge
mental consideration: how important is a country'’s

financial structupe to its dewvelepment, Finally, I shall

respond to the analytical issue by idemtifying the main

factors which shape the long run development of the
region’s financdal~strnuctura, Having completed this I.
shall turn to the forward - dooking dimension of my man-

date in Part IT.

B, Elements, Functions and Relevance to Policy N

While none of the authors 01ted above may have
deflned it in the way I pronose I believe 1t would be
safe to say that the flnan01a1 structure of the reglon

comprlses six major elements, namely; flnan01a1 lnstltu-
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tions (both formal and informal): financial instruments:
interest rate structure (in nominal, real, and expected
values); laws and regulations governing dealings in
financial claims; community habits, (e.g. willingness to
save, attitude towards "external" financin g of economic
activity by various economic units, attitudes to interest
rates), the reconmemic envireamnent particularly as mani-
fested in the rate and pattern of economic growth, the
degree of concentration of wealth, the extent of the
separation of savers from investors, and the extent to
which social and economic life is commericalized, There
are s8ix essential functions of the financial structure,
These are:
- to administer the payments mechanism,
the development of which is vital to
the spread through space and time of
commercial activity;
- to create money in quantities aAdequade
to ensure the efficient development of
the payments mechanism and to promote
real economic activity;
- to moblize resources available from
surplus spending units and to encourage
their saving;
- to allocate resources in a manner which
improves their social returns and
facilitates the process of structural
transformation and development,
The third and fourth items are a reflection of the
degree of development of money and capital markets, or,
alternatively, the extent to which the process of inter-

mediating through financial and/or accounting devices

between those who save and those who invest, is developed,
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Put in this general way all these functions are inevit-
ably affected by government policies since these invari-
ably establish or lead to limits on credit, introduce
selective allocations of gscarce resources, and so on,
Arising out of this two further functions become impor-

tant -

- facilitating adjustment of the
national economy whenever and for
whatever causes macro-economic
imbalances arise;

- ensuring the spread of the formal
financial sector relative to the
informal, since in theory at least
the former is more susceptible to
public management in the public
interest,

The sixth function listed above is of similar
structural significance as that given in the 1950s and
the 1960s to the "destablizing petential® of non-banking
financial intermediaries, in a world which until then
had concentrated almost exclusively on the Central Bank
and the commercial banks as the main areas of operation

of monetary policy,

Not surprisingly the wide ranging roles attributed
to financial structure did not produce unanimity in
views expressed about its role in eccnomic development,
Some perscons came close to asserting that an efficient

financial structure was necessary and sufficient in

itself to ensure rapid econcmic development, At the
other extreme, others felt that economic development is

g0 highly dependent on real elements (structure of
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production, social attitudes, the political environment,
and so on) that the financial structure was largely
irrelevant; the development of this sector being in
effect a by~-product of growth and not its cause, At this
stage 1t would be prudent to assert no more than that
experience suggests:

(i) an efficient financial structure is
conducive to growth, and

(ii) an inefficient one, or one badly

managed, could disyupt the process
of growth and income creation,

This position stresseg the capacity of the financial
system to disrupt the process of growth and income
creation if badly managed, while down playing claims that
of itself it is the major contributory factor in the

development process,

Analytically we may claim that the literature, as
well as past behaviour, suggest that three general consid-
erations have dominated the evolution of the region's
financial structure., These are its underdevelopment,
small size, and the higtorical - cultural traditicns of
British cclonialism in the Caribbean. For the remainder

of Part I we shall examine each of these in turn.

C. Financial Structure and Underdevelopment

Underdevelopment (and its related systemic -
gtructural . cyclical .- and other periodic behaviour
characteristics) has inevitably influenced the develop-

ment of the region's financial structure, Work in this
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area has followed two lines of analysis, namely the pro-

cess of menetization and the Goldsmith-type work on

financial structures. Monetization refers to the spread

throughout the eccnomy of the use of monetary instruments
to facilitate exchange, measure, and store value., The
inverse of this is the decline in the share of the non-
monetized sectors of the economy (barter exchanges, sub-
sistence production on the farm and among artisans, ahd
household services), The monetization ratio is therefore
the proportion of the cutput of goods and services and‘
the payment of factor incomes that takes the form of
money., While the size of this ratio is dependent on the
level of development, as Chandavarka (1977) points out
this phenomenon is different from commercialization, which
measures the extent to which gain or profit ﬁaximization
motivates economic activity and so markets for purchase
and sale of goods and services develop. The larger the
proportion of cutput traded in markets the greater the
degyree of commercialization. In this sense we can there-
fore say that commercializaticn implies monetization, but
is not reducible to it., Parts of the economy may be
menetized but not commercialized. Similarly { as we shall
appreciate more fully later) monetization is not the same
as financial intermédiation, since the latter refers to
the institutions/instruments through which primary savers
and lenders and ultimate borrowers are brought together,
The latter concept seeks to express the depth and variety

of the financial system, whereas monetization seeks to
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express the geographic and econcmic spread of money in
a given national economy. Again financial intermediatiocn

presupposes monetization bwt is not reducible to it,

At the same time we argue that the extent of
monetization is influenced by the degree of economic
development, successful monetary policy to promote that
development depends on:

al) our ability to estimate the money demand
function; and

b) the stability of the function (Laumas
and Porter-Hudak, 1986),

As Laumas (1978) has pointed out rapld menetization does
not necessarily affect the stability of the money demand
function be estimated Sims (1872) had argued after a
number of tests that "one clearly should not estimate the
demand for money relation ... by tveating GNP as exogene-
ous with money on the left~hand sid<¢, no evidence appears
to contradict the common assumption that meney can be
treated as exogeneous in a regression of GNP on current

and pagt money" (Sims, 1972 p, 550),

Laumas and Porter.Hudak challenged this view in the
context of underdevelopment, pointing out that Sims' work
was based on US data. They alsgso added the rate of
intrest as an additional determinant of the demand for

money function,

In the region policy seems broadly designed to vary
money supply with the level of output, the latter being
determined by real forces. No real answer to the problem

of exogeneity of the money supply in the context of papid
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monetization has been forthcoming. Yet this consideration,
together with external shocks, natural disasters, and
political and social unrest in the region, may well have
yiclded a situation in which there has been an independ-
ence between money and the level of output., This would

be similar to the experience of other Third World
countries, The consequence of all this may well have

been that monetary policy has been designed for a scenario
which has not existed, The operationalizing of these
exogenelty tests therefore remain an urgent task, In

the pegion however, the difficulties of deriving satis.
factory real output series, the limitations of the nation-
al accounts data, {(particularly their large feed-back
element), the problems of devising reliable price indices,
as well as those of @letermining appropriate interest rate
and money supply measures all combine to make the job at

hand an exceptionally difficult one,

The Goldsmith - type work on financial structure

sees the long term development of the superstructure of
financial instruments as a correlate of the developmenf
of the infrastructure of real wealth. Countries, however,
differ in the character and behaviour of their financial
infrastructures, These differences reflect among other
things ,differences in the levels of economic and techni-
cal competences, the rates of growth and composition of
output, cultural and social attitudes to economic

activity, and so on. Even within any given country there
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are differences in the financial superstructure through
time, reflecting among other things different rates and
patterns of growth of income and wealth, In the analysis,
financial instruments are classified as claims or equity
securities (corporate-stock), with three major groups of
issuers: business enterprises, Government, and the house-
hold sector., Claims in turn can be divided into three
categories: those held against domestic non -financial
sectors, those held against domestic financial institut-
ions, and those held against foreigners, Financial
insgtitations ave thén elagsified inte fiveltypes: Central
Banks, private depesit banks, thrift institutions, insur-
ance companies, and a residual category of "other" non-
bank financial intermediaries (e,g. development banks),
Based con these broad categorisations the financial
structure may be measured on both a stock and flow basis
in terms of four major coefficients:
i) The relation of total financial assets
to total tangible assets:
ii) the distribution of total financial
assets and liabilities among various
instruments:
iii) the distribution of total financial
ageets and liabilities among financial
and non-financial economic units: and
iv) the position of financial assets and

liabilities in the accounts of various
economic units,
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Using Goldsmith's familiar notation we derive from
the above the financial interrelaticns ration (FIR) given

as:

-
[

FIR = o= 86 (L0) L., (D)
where F is total financial assets, W is national wealth,
r is the rates of the sum of the geometric series for n
years tc the infinite series increasing at the same rate,
andjyiﬁ the average capital ratio, 2« is the multiplier,
i,e.,(rf 1T ?fy)ﬂp;where Y is the annual rate of growth
of real income, T is the annual rate of growth of the
price level, ¢ dis the ratio of all net new issues of GNP
and V 1s the ratio of valuation change to net issues,
i.e. 8[}}#& j“hhj where @ is the share of equities in the
total issues of non-financial economic units, } is the
average rate of change of price sensitive assets, and

g :[%VV"E%”*K)ft£Q7Where KN is the ratio of gross
capital formation to naticnal product for domestic non-
financial sectors, % is the adjusted ratio of issues by

financial units to BNP, £ is the financial layering ratio,

and £ is the ratio of foreign issue to GNP,

There is also the financial intermediation ratio:
# (¥+8) where & is equal to KN (defined above) and ¥ and
£ are also the same as given above, In ahalytical terms
this is a more significant ratio than the level of FIR,
gince its main components, the ratios of the issues of
non-financial economic units and of financial units to

national product, are crucial for long term analysis of
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the behaviour of the financial superstyucture in relat-
ion to real economic activity. Over the long run this
ratio tends to rise, but when the value reaches between
1 and 1% it tends to level off, The critical factor in
determining the size of this ratio seems to be the extent
and effectiveness of the separation of the functions of
savers and investors in the economy. This reflects the
extent to which the dominant ecomomic units in any fin-
ancial system resoprt to "external financing' whether by
means of borrowing br issuing financial securities to
finance imbalances between planned expenditures and

planned savings,

From the above a number of familiar generalisations
arise; e.g, the chanpging shares of the assets of commer-
cial banks and non.bank financial intermediaries in the
financial structure: the increasing similarity of banks
and non-bank intermediaries in the depogit creation
process, and the use of their liabilities as money: the
increasing differentiation of financial institutions and
ingtruments: the decline of the informal financial
sector; increased density of financial institutions, and

850 on,

Apart from intra - government studies the major
empirical work along these lines are those of 0dle (1972)
and Bourne (1982), The former 1s about a decade and a
half old, while Bourne looks at the experience of
Trinidad -~ Tobage in the context of ' sudden, exogene-

ously determined increase of income and wealth' with the
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state being the major beneficiary of the windfall and
price inflaticn being a notable result of these changes,
Both of these studies produced results which supported

the Geldsmith-type propesitions, and where they did not
they could readily be explained by country specific
experiences, Thus, despite the particular context of
Bourne's work, he found evidence of increased financial
deepening and financial layering, reduced income velocity
of money, and a decline in the weight of the money stock
in total financial assets. The institutional changes
before and after 1974 also conformed to expectations,
Similarly, the changing mix of financial instruments and
his secteoral analyses of financial surpluses and deficits,
seemed to satisfy analysis along the lines of Goldsmith,
In all this Bourne was careful to point out only some of
the connections between real sector growth and financial
charges were identified, and that "the treatment is neither
exhaustive nor definitive., In terms of explanation of
financial change as well as in terms of analysing the con-~
sequences of those changes, there is much to done, These
notes merely define a starting point" {(Journe, 1982, p.

10)

D, Size and Financial Structure

Econcmic analysis of small size and economic per.
formance, when combined with the results of the large
number of financial studies conducted in the region
suggest a significant number of behavioural postulates,

all of which car and should perhaps be directly tested,
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Among these, the most important are:

1)

ii)

iii)

iv)

Smallness leads to diseconomies of scale which
in turn limits or makes high cost the develop-
ment of the domestic payments system, the develop-
ment of capital and credit markets, and produces
regtraints on competition, The last item is
reflected in collusion, implicit or explicit, in
the prices of financial services, The first two
help to explain the relatively reduced role of
indigenous institutions in the financial
structures of the region's economies, taken as a
whele,

Smallness is partly compensated for by '"openness',
but this in turn is not an unmixed blessing,
Lxrcessive openness facilitates the penetration of
transnational capital and its financial institutions
in the region’s financial structure, It also
hampers the development of 1nd1genous financial
markets and prov1des a strong bias in favour of
financial activities like off-shore banking. A1l
this is apart from the influences of a large ratio
of foreign trade to domestic trade in the national
economy, and a hlgh ratio of foreign capital to
domestic capital in the process of accumulation,

In general, smallness is a key variable in generat-
ing dependent financial structures producing as it
were a parallel to the real structural dependences
of the regiont's economy,

The high ratio of foreign trade in the national
cconomy makes the overall price level highly
dependent on the prices of foreign goods., When
combined with many of the existing marketing
arrangements for exported products, the regional
economies become largely price~takers and not price-
makers., This operates as an "exogenous™ element in
the growth and development of the region's financial
gtructure,

Small size with its cencomitant high foreign trade
ratio, and the high product and market concentra-
tion patios in export activities which this produce,
exposes the regilon to greater risks in the trans-
mission of external ghocks. This generally raises
the social costs of adjustment in an inter-.dependent
global economic system and specifically raises the
gocial costs of developing an effective or efficient
financial structure, Thus there are diliseconomies

in financial management ~as Helleiner

(1982, p. 179) observes, deriving from the lumpiness
of lnformatlonal systems, the high cost of manage-
ment, and the high unit dosts of portfolio diversi-
fication,
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v) Smallness as elaborated in (1-1V) above has critical
implicaticns feor the role of wages and domestic
pPOFltS in internal price formation, as well as for
the effects of currency mcvements in the external
adjustment process, Both of these speak not only to
the high cost of adjustment, but the burdens placed
on a financial structure Weakened by the behavioural
constraints of these twe sgets of variables.

vi) It is sometimes argued that smallness is not all
nepative as far as the financial system goes, For
one, when a country is small "a little goes a long
way" meaning that what is small relative to the
resources of potential or actual holders of concess-
ionary finance could mean a lot to a small country,
In other words any given absolute value of concess-
ionary finance made available would have a higher
per capita value for a small country than a large
one, It is suggested that this effect already
operates in the disbursement POllOleS of multilater-
al institutional sources of concessionary finance
(Helleiner, 1982, p. 167-171).

This point is sometimes extended to elaim that any
movement towards reform of the international
economic system along the lines of the call for a

New Internaticnal Economic Order, would make small
countries disproportionate beneflclarles

While some of all of these points (and cthers) are touched
on, or even debated regionally very little systematic
analysis exists of the links, (implicit and explicit)
between size and the development of the financial structure,
This is not to say that this factor has not entered the
analysis of the regional financial system, It does, since
going as far back as the debates on the currency board
systems and the monetary and financial dependence frame-
work of Thomas this issue was explicitly recognized, The
noint being made here is to restate the need for on-going
analysis of the associaticon between small size and fin-

ancial structure.
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E, Social Structure and Financial Structure

0f all the factors which impinge on the development
of the financilal structure, elements of the socecial
structure have received the least attention. This is
regrettable as increasingly it is obvious that the
cultural influences coming out of our history as British
colonies, and more recently the impact of United States
traditions and policies have made their mark on the region's

financial structure, Consider the following examples:

i) the effects of specific repulatory and institut-
ional practices developed in the USA on the
growth of the region’s off.shore banking indus.
try:

ii) the impact of British traditions which treat
finance as the exclusive zone of operation of
gentlemen whose "word is/bond"” and the resulting /their
‘absence"” of explicit laws and regulations in the
region with which to enforce arms-length dealing;

iii) the structure of the regionis domestic payments
mechanism and the foreign exchange control l&gis-
lation which regulates the international payments
system are both direct legacdies of British coloni-
alism, As Thomas (1972) pointed out it is part of
the Anglo-Saxon tradition that the coperation of the
dcmestic payments and clearing system is iinked in
the same get of institutions to the provision of
short~term credit functions. The result is that it
"operates on what has been generally recognized as
the most inefficient sequence, debtor-creditor-
blank flow,"™ (Thomas, 1972, p.59). Thus the con-
tinental giro system operates on the debtor-bank-
creditor flow:

iv) similar observations about the cultural factor can
be made okbcut the region's financial markets for
mortgages, the method of creation of joint-stock
companies, the administration of consumer credit
{(hire-purchase) and small loans by commercial banks
and financial houses, and the branch banking system
and itsbimses to short-term lending.
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Part II: Prospect

A, Financial Supermarkets?

What are the implications of my obversations so far,
for future policy and directions of change in the fin-
ancial structure cf the region? To those who see in the
developed market economies of today the image of the
region’s future, the answer is simple: reduced emphasis
on govermmental interventicn in financial markets in order
to facilitate the emergence of "financial supermarkets',
In recent times, particularly in the USA, there has been
a striking transformation in the financial structure of
the developed market economies, This is reflected in the
rapid disintegration of the traditional specialisms of
varicus financial ingtitutions and thelr replacement by
institutions all of which offer a wide variety of financial
services, Thus it is possible now for the individual
customer tc hcold chequing and savings accounts, have a
credit card, secure loans for the purchase of houses, motor
cars, cr other purposes, and deal in the stock exchange
for government o¥ private secufities through any one of a
number of financial institutions: comﬁercial bank, savings
and loan association, credit union, mutual'éévings bank,
money market mutual fund, andlso on, By offeriﬁg a "one-
stop” financial service these institutions have aptly
been termed financial supermarkets, that is,Athey offer
their "customers the traditional virtues of the super-
market grocery - naﬁlely5 diversity of producf and the con-
venience of one-stop shopping” (Collins and Horiguchi,‘

1984, p. 20)
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This transformation is the product of important
micro-changegs . Thus while the commercial banks have
mere or less held on to their traditional share of the
liqﬂidjend of the financial market, the shares of
traditional demand and savings deposits have declined,
and the share of accounts bearing higher rates of interest
such as CDg, NOW and Super-NOW accounts has increased,
Recent efforts to consolidate these accounts into one
guper” account with cheque privileges as well as higher
rates of interest have also had important consequences for
the deposit structure of the banks, On the assets side
the banks have moved into mortgage financing, while in-
creasing the range of non-banking financial services which
they offer (discount brckerage, credit.related 1life in-
surance, and so on)., At the same time as the above has
ogeurred thrift institutiong are also now offering a range
of services as wide as the commercial banks, Side by side
with this development has been the growth of the money
market mutual funds which have turned out to be major

competitors of the banks in the liquid end of the marvket.

Along with the growth in the variety of services
offered by each institution has come the emergence of
"financial conglomerates”, which as the name suggests
combine two or more types of financial institutions into
one grouping. This econcentration and consolidation of
capital in the financial industry has not eliminated in
its entirety the growth ¢f all specialist institutions.

Some cbservers see a place for what are called Yfinancial
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boutigueg" offering highly specialized and gquality service,
a8 well as "community" based institutions which can pro-
vide personalized service among special consuming groups

cr in particular geographic areas.

Two major considerations underlie this tranformation
of fin-ncinl structure. One has been deregulation and the
other hss bcen techrnological. Much of the existing regu-
latory framework for financial institutions in the USA grew
cut of the fears of another depression on the scale of the
193%0g. Thus the Banking sct of 1933 gought to eliminate
the vnsound brnking practices which were held " responsible™
for the collapse of the T'inancisl sgygtem. Similorly
intercet poyments on demand deposits were disallowed and
the Federal Heserve given the authority to fix the ceilings
on interest r tes paid on time and savings deposits. This
price regulation it was hoped would reduce the scope for
cut-throat price competition. The Glags-Steagnll Act
separated brnking services from retivities in the securities
market in crder to protect depositors funds from being
diverted into speculative ends. The Homccowners Loan Act
placed restrictions cn the loan portfolics of thrift
institutions in order to narrow the gap butween their long
term londing and short-term borrowing. Intverestate banking
wag prohibited by the Me Fadden Act in order to protect
depositors, while the Federal Heserve was glven an array of

gupervigory and inspecuiorate functions.

with chonged economic circumstances and the rise of

Reagrnomics a Depository Institution Dersgulation and
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monetary Control aAct 1980 was passed. This act phased out
interest rate ceilings, relaxed restrictions on the port-
folios of federslly chertcered thrift institutions, and set

in plrce the mechrnigm for uniform treatment of the reserve
requirements of all deposgitory institutions. This was
supplemented by the Garn - 8t Germain Depository Ingtitutlons
Act of 1982 which paved ithe way for the introduction of the
noney market deposit account in bhenks in order to allow them
to copeie with the rapidly growing money merket mutual

Tunds.

The rationnle behind all thig is that deregulation
would stimulate competition. In turn cowpetition would
stimulate efficiency, snd out of increased efficiency the
country as a whole would benefit. If along the way bank
failures becane more frequent, and the oligopolization of
the banking system became more evident, these were to be
taken a8 the ineviitable conseqguencesg of progress.
Specifically it is argued that c-mpetition permits the
exploitation of sgcale economies and freilitates institut-
ional rearrangements such as shared financiel services,
0.8., credit rating, dnta acquisition, wmerket analysis, etc.
Supermerket finsncial services also encourage the diversi-
ficati~-n of portfolios which reduces risk because of the

incrensed gpread of esch institution's activities.

To be sure none of these devolopments would have been
possible without the rapid emergence of the new technologies
agscciated with the infornstion revolutisn. These have made

possible the routine use of electronic fund transfers, the
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widespread use of credit cards among the population, the
developnent of extensive information retrieval systems, the
introducticn of automated tellers, and sc on. In the process
it appears as 1if it hmsg roduced the cost of financial

operationg.

Thig is not the place to question the rosy implica-
tions of this line of annlysis., BSuffice it to say that the
goundness of many financial institutions has been called
intc questicn in recent years, DLven the giant firms face
precrrious times because of their imprudent expansgion of
loans to sone newly industrializing countries (Brazil,
Argentina, Mexico, Peru, etc.) during the recent past.

What ig crucial to my immediate task, however, i1s to observe
that present conditions ¢o nct psrmit the easy replication
of financial supermarketing in the region. There is scope
for the raticnal adaptation of new technologies in bhanking,
and the obvious need to reduce the many monopolistic
practices which preveil in the financial gtructure. But
this cbservation 18 a very far way off from seeing the
immediate pogsibilities of an early advent of one-stop con-
venience financial service units in widespread use in the
region. What may be possible at this stage is lindted

advanceg in the direction of wnivers 1 boanking, or rulti-

purvoge banking. Several advantages are clained for this
approach in snall developing countries (Fry , 1982 and
hatkhale and Riechel, 1980). Among thenm are the prornotion
of ontrepreneurship, improved provisiocn of long term

finance, reduced rigk, and lower unit costs of operation.
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What is of immediate concern here is a study of the extent
to which existing regulatory and legislative provisions in

the region actively discriminate against nulti-purpose

banking,
B, Monetarv Substitution: "Good" lonev Drives out “"Bag!
Uoney

0f immediate importance to the region's financial
gtructure is the growth of monetary substitution. This has
been fuelled by legal and institutional considerations ags
well as by economic circumstances. Under the former we can
clageify: the widespread use of foreign exchange controls in
many territories which affects the domegtication of foreign
earnings; the limited variety of domeétic financial instru-
ments appropriate to the needs of domestic investors; easy
access by vregidents to such highly flexible non-regident
assets ag credit caxds of overseas benks; and, the low real
rates f interest institutionally permitted by the region's
central monetary authorities. Under the latter we can
claselfy: the high rates of domestic inflation; real short-
ages of foreign exchange; and, fear of devaiustion and
generalized economic uncertaintys All of the latter have
direct expenditure effects. Both these sets of factors
affect the underlying production-consulipbion relations in the
gcnnony and can therefore fuel the emergence and perpetuation

of severe mecro-cconomic imbalahnces.

In the past these circumstances have encouraged spending
units to make both stock ond flow decisions which give

preference to oversens financial instruments., Given the
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openness »f the region's cconomies, =2nd the important role
of such activities as ftourism in the national econony,
pressures in the direction of menetary substitution are

gapecially formidable.

Honetary substitution is 2 negative occurrence. It
inhlbits the development of the local financial sgtructure,

and in sc doing it entails the following:

- the loss of resources;

- loss of contrel of the money supply as an
ingtrument of policy for use by the central
monetary suthorities;

- losg of control by the central suthorities
of foreign exchange alliccation, despite
the fact that the principal metivatiocn of
gome of the legnl-institubtional mechanisms
ig precisely to bring about this control;

~ produces deflationary onressurc on the
domestic economy, bhecause foreipn asset
holidings substitute for domegiic expen-—
diture, and,

- facilitates the emergence of s "black
market" and an underground rate of
exchenge for the domestic currency.

In light of the above, monetary substitution clearly cmerges
as a priority area for research as well as for the developw

ment of effcetive policy ingtruments.

C. Black markets and the Underground wsconony

An extension of the phenomencn of monetary subgtitub-
ion is the emergence of highly develeoped blackmarketa for
foreipn financial instruments and an underground eccnomy
responsible for a very significant share of economic
activity. Guyzona ig the region's best exemple of the

energence of this extension of the phenomenon of monetary
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substitution. In Guyana, black markets accounts for the
bulk of the country's capital tronsfers. The underground
econory provides the bulk »f imported food, consumer items,
raw naterials and other industrial inputs, spare parts, and
even invisibles (travel). The black morket zate of the
currency hng also reached peaws of 4-5 timeg the ¢fficial

rate,

As the above developed, high levels of external
indebtednegs, huge payment arrears, declining export oubput,
excessive and dysfuncilonal controls on economic activity
have combined to reverse mosti if not ~ll of the gring which
followed on the dismintling of-the colonial currency board
and expntriate branch banking system which took place soon
after independence. Because of extensive controlg the
econony in general and the financi=l structure in particular
have become overly layered with bureaucratic corrupiion, and
administered price distortions. At the same time the
widespread blackmarketsxpns meant, at least in technical
terms, the equally widespread "eriminalization® of the
population at large since nosgt of them are forced to
deal in these markets. The context 1g clearly not conducive
to financial growth, given the role that ccounfidence plays in
a. financinl system. Indeed it may bhe argued that the
financial structure has not grown cualitatively since
independence. [I'cllowing on this it would seem logical %o
treat this as & priority srea for rescarch and the develop-

ment of appropriate policy instruments.
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D. The rise of barter

Another aren of future significance to the region's
financial structure is the rise of barter transactions in
internationcl trade. 48 some of the reglon's economies
have run into sustained meacro-economic imbalances, resort
hag becen made to a variety of forms of counter~trade as a
means of sustéining output levels in tho export sectors,
securing forcign exchange and thereby facilitating imports.
While counter-trade arrangements come in a variety of types,
generally they serve to reduce the growth and divérsity of
financisl transactions. Thié ig an effect gquite apart from
their high costs (ceaused by the time consuming nature of
negotiations in guch deals as ageinst opon market purchases,
the weak bargaining position of the country in difficulty
relative to the foreign supplier, the risk premium.which
must be paid because of the country's economic circumstances,
and so on), and the restriction they place on the growth of

maltilateralism.

BE ag mecro-economic imbalances emerge policies are
put in place which do not seek to remedy therm: but to mask
thelr symptomg, thege will eventually be counterproductive
to the growith of the economy in genernl and the financial
structure in particulnr, To the extent that
thege policies can be identified they should bhe the
subject cf sygtematic gtudy and ecvaluation. The effects of
counter-trade, payments arrears accumulation and extreme
reliance on foreign borrowing on the financial structure of

th.e reglon would seem to be another priority area of research.
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I, Government And Financial Structure

One of the most striking features of the period after
independence in the Commonwealth Caribbean countries is the
leading role played hy the state in economic activity and
its articulation of a definite "economic function". Thisg
role ig all encompassing and is not adequately reflected in
guch conventional indices as the share of the stite in
total output, consumption, investment, including R & D,
and employment. This "eccnomic function' of the state may
be for the nurposss of the present analysis, broadly

clasgified in three areas, namely:

- the role of government cccnomic activity
in the cperations of the major macro-
economic variables {(the short—period
Keynesian elements);

- short-period government sgtabilizing/

adjustment activities operating through

such policy instruments as interest rates, exchange
/rates, /deficit/surplus finrneing of state activities,

regserve management, taXation and income

transfer policies, income-wage-price policies,

money supply and credit management policies,

and sc ong

- the role of the gtate in shaping economic
priorities and the orientation of the
economic system, This encompasses its
development strategy in the broadest
gense and what may be termed "planning",
as well as the welght it gives tc variocus
actors (classes, groups, and other social
strata) in the cconomic system, It would
therefore embrace socio-political congider-
ationg such as the long run distribution
of wealth, income, decigion-making and
other formg of economic power, as well as
the degree of popular participation in the
gocial system, and the level of integration
of social and ethnic groups.

These wide ranging functions inevitably rsgquire that
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the state plays a leading role in the development of the
region's financisl structure, This leading role is
independent ¢f the ideclogical orientntion of the govern-
ment. Thus analyeis would show that governments with such
widely differing outlocks as those in Guyana, Trinidad -
Tobago, and Jomaica under the Seaga regime all have managed
to dominate the development of their country's financial

gtruciure.

Thug in Guyana, by deliberate choice, state financial
institutions are the major ones and state employment is the
principal factor shaping income formation in the household
sector which accounts for the bulk of domegtic savings.

In Trinidad - Tobago, the unexpected windfall gains from
0il price increases were princinally appropristed by the
state, Following on this state policies in such areas ag
wages, investnent, income transfers and forelign reserve
manazement, became the prinecipal elements in shaping the
growth of that country's financial instituticng and
ingtruments., Similarly, the Sesga regime with its explicit
derepulntion, market development, private sector orientation
has gtill managed through its policies of macro-~ecconomic
regulation, and the search for foreign capital to stimulate
domestic gsrowth, to shape the evolution of financial

ingtruments and institubtions in Jamaica.

Beocausge thig influence of the gtite on the financial

gtructure operates to a lerge extent independent of

ideolory {(although ideology can influence it) it would seem

]
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to me to be an urgent area of future work. ILike monetiza~
tion and other exogeneous elements, its role in the region's
financial structure should be carefully assessed to ensure
that policies are framed in the context of the realization
of both the limits and potential of their successful imple-~

mentstion.

F, The Ithical Factor in the Financial Structure

A1l financisl ingtlitutions are ultimately founded on
trugt and confidence 1n their prudent management. As part
of the British tradition this trust is assumed to reside in
a particular class or group which constitutes the financial
elite., Self-repulaticn by this elite is taken to be the
hest guarantee thet this trust is net abused and that the
ethic of a "gentleman's word is his bond" prevails. This
igs clearly not the place for me to delve into the accuracy
of this view. It is my concern, however, that it is nct
naively assumed that as ex-British colonies this situation
can bhe replicated in the region. Alrendy evidence abounds
that important sections of the region's indigenous financial
elite have heen systemaﬁically diverting public depcsits to
individuals »nd enterprises with which they have shared

financial or political interests.

A gtudy of non arme-length dealing, secrecy vioclations,
insider trading, funds laundering, and tax-avoidance/
gvasion activities would he very revealing., By its nature
such a study by an individual researcher would find extreme

difficulty in generating the required data. It is therefore
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urged that national commigsions {(or a rogionnl one sponsored
by the monetary suthorities) be established with a mandate
to exomine this problem and produce guidelines for regula-
tory and oversight provisiong which weuld root out this
evil. I have only to refer to the numerous off-ghore
brnking scandals, the finance houses scandal in Trinidad -
Tob=o, or the charges of favouritism and digcrimination
against state owned institutions in the region (and in
particulsr CGuyana) for us to appreciate the urgency of this
igsue. The level of public disgclosures althoush high and
increasing at a r pid ratce, may still only represent the

tip of the iceherg!

G, Transmission Mechanisms, Interegt Rateg, Fzxchange

Rates, bFloney Demand, Size and the Informal Market

In various places during the analysis of Part I, I

have aiready hinted at a number of areas where research work
and policy are required, I will conclude this paper by
briefly recapitulaling on these. First, the regulnr
provision oI data along the lines of the Goldsmith-type
analysis 1s clearly needed to facilitate time series
analysis .f individusl territories as well as cross-country
comparisicng. Second, the transnission mechanisms through
which externsl shocks affect the functioning of the fin-
ancial structurc need to identified and workable nodels

for cach country doveloped, in crder to enhrnce the
efficacy of public policy, Third, thce cffect of interest

rateg on saving and rescurce allocation in the region needs
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to be determined. as worrcll (1986) has pointed out
"availoble estimntes are domineted by relationships in the
earlicry ycars when rate chenges were swmall" ... &t that
time 1t mny have hecen presumed that there was no signifi-
cant link hetwecen intercst rates and financial struciture.
In more recent years inturest rate changes have been more
in evidence, signifying ~t the very least a formal abandon
rient of the enrlier posgition. a8 vet, howsver, there is

no clear analytical or operational gepraration botween
intercst rate changes and exchange rate changes, (actual
and anticipated),ﬁsﬁg;ges in the wage-price-productivity
reiastion, ~and general expectations about the economic
outlonk. 48 18 well known the lngt of these considerations
gignificantly affects the flow of ftrade credit, the level
of profit repatriation, ~nd the depgrec of development of
blackmarkets for foreign currency. With the existing
rudimentnry capital markets in the region it is unlikely

L1}

that the rates of interest which prevail "satisfy" borrowers

and lenders to the extent thet we c.n say with any degree of

certainty that the rate of return on financial saving is

equal to the cost of capital.

Fourth, the many sided influences of thoe exchange
rate on financinl structure are obvious. [For our immediate
purposeg it should be recognized that it affects the
hehaviour of the demand function foxr noney and the exogzenc-
ous processcs of nonetization. It 1g¢ therefore important

that resesrrch work in this ~rea as well a8 appropriate

policy ingtrunents be developed. Fifth, the prepondorant
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role of the non-corporate sector, non-corporate farm and
non-farm enterprises, and the pure household sector as
surpius spendin; units (savers) would seem tc require
future work zinmed at determining the optimal mix of
institutions/instrunents/policies which would motivate
further savings and facilitate the allocation of these
resgources in -etivities yielding higher social returns and
reinforeing the processes of gtructural transformation of

the vesion's econonles. -

fegr ‘ )

Sixth, the relation between the formal and informal
noney and capitel markets needs to be systema%icallyx
gtulied in order tc ensure that any swecial attributes of
the infermal sector are snpropriated and modernization is
not pursued blindly. Finelly, it goes without saying that
in the arems recormended further study in Part 2 of this
paper, the pervasive influcnce of size should isolated and

made the object of gvuecirl consideration.
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