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ABSTRACT

BANKI NG O STARTIONS |N THE F NANO AL
STRICTURES F PCBT- VWR EGONOM ES
(The Experience of Janaica, Korea, Trinidad and Tobago

and the US A)

This study assesses the evol ution of the banking systemin the
financial structures of selected economes in the post-war years 1960
through 1980. In an examnation of Jamai ca, Korea, Trinidad and Tobago
and the Lhited Sates of Anerica, the study identifies and speaks to the
energence of a largely financial phenonenon which it calls financial
asphyxi ation. This phenonenon is deened to exist when, contrary to
orthodox theory and historical experience,the banking subsector
(central and commercial banks) systenatically at the margin, commands a
larger share of the financial system despite narkedly |ess efficient
increnental operational perfornance than non-banks. Thus, in tine, the
banki ng systemsucceeds in stifling or 'asphyxiating the heal thy evol u-
tion of the non-banking system introducing into the financial system
najor distortions, that are readily transmttable to the econony at

| ar ge.

A theory of financial asphyxiation formulate in the study,

attributes the phenonenon to a conplex of largely non-narket factors

and fi nd sone evi dence of enpirical support. Intheenpirical investigation,



the study identifies the occasional presence of the financia asphyxia-
tion phenonenon in all four of the economes, especially the Lhited
Sates. The nost overwhel mng determnate factor appears to be
governnent, whose role in and influence over the financia system of

nost economes appears to be not only substantial but usually highly
skewed in favour of their banking systens. Another factor appears to be

inflation, itself largely governnent driven.

In terns of the inpact of the phenonenon, the costs to economc
velfare in the survey countries is estimated at as nuch as two percent
of their annual Goss National Product, often being higher. Thus, the
resultant distortive economc effects are quite significant and deserv-

ing of urgent rened al responses.

Wth specific reference to the Gari bbean economes (the Gari com
region), the study concludes that policy responses for this financial
sector inperfection nust necessarily center around a conprehensive
programof financial innovations and reforns designed to radically
deepen the 'lukewarm process of indigenization and integrati on now
obtaining in the region's financial systens. Central to these reforns
nust be an increasing role for the private sector, given the sustai ned
and significant roles of the public sector in the first post-

i ndependence phase of the indigenization and integration efforts in
these econom es—factors thensel ves partially responsible for the
presence of financial asphyxiation. In this context, sone specific

thoughts are presented covering the years 1987-2002.
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BANKING DISTORTIONS IN THE FINANCIAL
STRUCTURES OF POST-WAR ECONOMIES
(The Experience of Jamaica, Korea,

Trinidad and Tobago and the U.S.A.)

INTRODUCTION

A. The Problem and Its Significance

Traditional economic theory holds that in the general passage of
time, there has historically been a number of consistently similar
patterns in the evolution of the financial sector, structure and
'development of a typical economy. These include, inter alia, a rough
parallel relationship between the behaviour of the financial sector and
that of the economy itself, the tendency being for both to broaden and
deepen over time. Theory has also suggested that in the evolutionary
process of a financial sector, the banking system (central and
commercial/deposit banks) has consistently emerged as a critical
dimension, not only for the financial system itself, but also in general

economic development.

Behaviourally, in the early stages of development the banking

system has been observed to play an extremely crucial role, its growth

often outstripping that of the other major segment of the financial system,
the non-banking system. Thus, Raymond Goldsmith, one of the leading
authorities on the structure and dynamics of the financial system of

economies, has observed that "As economic development has progressed,



2
the ghare of the banking system in the assets of all financial institu-
tions has declined, though its share in the country’'s total financial
assets has continued to increase for a while. Simultaneously, the share
of the newer types of financial institutions [non-banks essentially] has
increased in relation to both the assets of all financiel institutions

as well as total financial assets.“l

A casual observation of the emergence of the banking system of
several economies in post-war years has generally indicated an increas~
ingly significant role for the banking system, which at the margin, has
congistently tended to acquire a larger share of financial resaurcas.
This appears to be applicable in both developed and developing
economies, and thus appears to represent a radical departure from the

historical trend and the body of theory.

This uncharacteristic enlarging by the banking system
over time may in itself not have been a significant development
had it not have been for a simultaneous 'prima facie' feature in the
.8. econcmy, in particular. Writing about banks and securities markets
and their relative depth and efficiency in thease aystems, David Gill
nated that "In general government policy tends to provide strong support
for both banks snd their deposit holders,"2 support that is generally

not available to other segments of the financial system in most

14, W. Goldsmith, Financial Structure and Development (New
Haven, Conn.: Yale University Press, 1969), pp. 46-47.

2p, Gill, "Banks and Securities Markets: Some Thoughts on
Bvaluating Pinancial System Depth and Efficiency," Unpublished Draft
Paper {Washington, D.C.: International Finance Corporation, April 1979},
p. 4.
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countries. He went on to point out that by "opting for reliance on bank
intermediation rather than bond market development, [for instance],
governments often ignore some of the social costslcf bank dominance of
the long-term debt market as well as some of the benefits foregone
because of the absence of a bond market. The costs and benefits are not
always obvious ones."> . Further analyses in this and other studies have
tended to suggest that in several countries there was an emerging ten-
dency for this 'dominance’ by the banking system to prevail, despite
banks being relatively less efficient, financially and socially, than

other segments of the financial system.

The emergent phenomenon, then, in post-war economies appears to
be one of a systematic eglarging of the banking system, at the
in the face of a simultaneous decline in operational efficiency by these
institutions, relative to non-banks. This phenomenon appears to be |
inconsistent not only with the specific theories of financial structure
and development, but even more fundamentally, with general economic
theory, where in the perfectly competitive case, performance in the
'output' market place is expected to he directly correlated with
efficiency in the 'input' markets (or consumption of factors of

production).

The real significance of this bank-led distortive process cannot
be underestimated. The traditional role of non-banks is principally to
provide long-terr finance, especially in developing countries, and thus

act as the catalysts for national development. The systematic weakening

*Ibid., p. 1l.

margi
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of their roles by banks, therefore, has real adverse implications for
‘social welfare over time. Excessive and uncontrolled evolution of the
banking systems of economies can, by implicaticn, not be permitted to go

unchecked.

It ig this phenomenon of potentially substantial digtortions by
the banking subsector in a financial system that gives substance to, and

lies at the center, of this study.

B. Objectives of the Study

As broadly sketched abdve, the central thesis of this study is
that there ia a clear feature, process or phenomenon at work in the
post=war economies of both developed and developing economies, such
that, over time, the banking subsector of their financial aystems con-
tinues to acquire an increaging shave of the incremental growth of
financial resources, despite obvicus declines in banking efficiency
relative to that of non-banking. This phenomenon infers significant and
often increasing dominance by the banking subsector over the non~banking
subsector, a feature that is likely to have substantial costs to

economic welfare in any given system,

Taking a decidedly neo-classical and orthodox economic approach,
the study aftempts to identify this phenomenon, define its
characteristics, symptoms and determinants and measure its real impact
cn any economy in which it is specifically established. Merely to
determine the presence of this phenomenon and its costs would be neces-

sary and useful, but certainly not sufficient, for enhancing general



3
financiai and economic ﬁanagement'in any.EOuntry. It is further impor-
tant to prescribe specific policy solutions for redressing and reversing
the structural underpinnings of the process. Speéific emphasis is,

thus, also placed in cthe study on these aspects.

The general phenomenon, 'pfim# facie,' that is centfal to this
thesis is specifically labelled as 'financial asphyxiation.' This
infers that there is an 'asphyxiating' or 'stifling' process emerging in
the financial sector of a given economy over time., The concept guggests
that the banking subsector of post-war economies has hbeen consistently
atifling or asphyxiating the healthy evolution.of the vital non-banking
subsector for several reasons to be amplified later. Thus, the concept
being developed focuses onm an economy's financial system and its two

constituent parts, the banking and non-banking subsectors.

In the development of the central thesis and concept of finan-
cial asphyxiation, the study attempts to recognise two major dimensions:
an 'efficiency' one and a 'market-share' one. It is around the dynamic
and comparative static elements of these efficiency and market-based
criteria that the notion of financial asphyxiation inm an economic system
centers., Thus, the banking system becomes the 'asphyxiator,’ while the

non-banking system is the 'asphyxiated.'

The general view of the study is that the concept of financial
asphyxiation is capable of application, both at the level of developed
and developing economy. It igs thus developed and tested in this broad
framework. However, for a number of reasons, prescriptive measures are

subsequently only provided for developing economies, where the process



'
is theoretically likely to be more intense, as is usually the case for

most financial sector imperfections, such as this.

C. Selected Qrthodox Dimensious and [ssues

In the development, testing, evaluation and prescription of
corrective approaches for the concept of financial asphyxiation, a
number of critical features and issues impinging on traditional
approaches to financial and economic analysis and policy readily emerge.
In this context, the broadest and most immediate jssues rvrevolve arcund
concepts of {a) financial structure and {b) 'operational’ versus
'structural' efficiency in financial systems. These are by no means
mutually exclusive concepts, there being a number of natural and strong

links between them.

The concept of financial structure is inextricably tied up with
the financial sector of an economy itself. It is a mulcidimensional
phenomenon involving the complex of financial instruments, institutions
and techniques in a financial system. It is the framework that sub-
sequently emerges from the active and passive interaction of the process
of finance and financing in an economy, which draws exclusively on its
inatruments, institutions/intermediaries and techniques/methodologies
for its substance and significance. Thus, the financial atructure at a
given point in time is a product of the interactions of these con-
stituent elements in prior periods and is, therefore, conceptually an

amalgam of past operational experiences in the financial .ystem.

Financial structure can be viewed in terms of an aggregate size,

in which case it is closely approximated to the 'financial
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gsuperstructure' of an economy, the amalgam of the total financial
instruments of an economy., This financial superstructure actively
contrasts with the 'real infrastructure' or the processes of the real or
non-financial sector of an economy. Viewed in this dimension, financial
structure is then approximated in measurement by the Financial
Interrelations Ratio (FIR), which relates the size of the financial
system to that of the real economic system. In a typical system, the
higher the FIR, the more generally developed the financial and economic

structures tend to be in a typical system.

While the more well known representation of financial structure
is that of 'size,' of even greater importance to this study in
particular, are some of its other dimensions, such as its composition
and penetration in an economy. These reflect the texture or fabric of
financial structure and refer to constituent institutional structures,
characteristics and relationships, such as those of the banking subsec-

tor and the non-banking subsector, the key elements in this study.

The measurement of financial structure has traditionally tended
to be fairly static, and at best only 'quasi-dynamic.' This is largely
because the traditional form of measurement of the financial structure
of an economy and its elements is largely within an accounting framework
in which there is the identity of total assets and total liabilities.
These assets and liabilities merely represent financial conditions of
institutions at given points in time and can be distorted or 'window
dressed,' as is well-known, to satisfy end of accounting period
requirements. Interperiod changes in these stock balance sheet paosi-

tions are considered 'flow' approaches, designed to convey the
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'dynamics' of a situation, but these are at best quasi-~static or quasi-
dynamic. Real dynamic aspects of financial sector activity can only be
captured from the analysis of operational features (profit and less as

oppased to balance sheet situations).

Thug, with respect to the analysis of efficiency of banking and
non-banking operations, special emphasis is placed on introducing opera=
tional variables. A series of six meagures are introduced in twelve
financial relationships, designed to measure mainly operational finan-
cial efficiency, the other six reflecting more 'structural' features.
These twelve variables in turn aggregate to form a composite measure of
efficiency, which play a major part in the identification and measure-

ment of the central process of financial asphyxiation.

The introduction of these dimensions of operational efficiency
within the general analysis of financial structure and development,
represents a major departure from the orthedox thinking in the area and

i3 a cornerstone of the research effort,

D. The Study Framework And Methodology

1. The Sample

The central thesis of finan;ial asphyxiation in this study is
presented and tested from the analysis of four countries--Jamaica,
Korea, Trinidad and Tobago and the United States of America=—-over the
post-war years 1960 to 1980. Three of these countries can be considered
developing, although Trinidad and Tobago and Korea can equally be con-
sidered 'middle~income’ developing countries. The United States

experience is included to permit testing of the concept in a developed
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country framework and for straight comparison with the developing

country situations.

2. The Methodology

Data for the twenty-year period for banks (central and
commercial) and non-banks (three types of institutions constituting the
bulk of the non-bank sector) are collected for each of the four
economies. These are then analyzed by a Statistical Analysis Systems
Computer Program, using statistical and econometric techniques. A
framework developed to test for financial asphyxiation is applied to
these data. The main pillar of the framework, the efficiency variable,
is determined by a system of financial efficiency measures, as already
noted. Asset and long-term deposits conditions determine the output and

input market-share-criteria respectively in the framework.

3. The Structure, Sequence and Principal Results of the Study

The study is divided into two parts--I and II. Part I sets out
the theoretical dimensions of the process of finance, the role of money
in finance, savings and the process of financial intermediation, and the
nature and complexion of financial and banking structures in the finan-
cial system. It, thus, lays the concrete basis for the development of
the central thesis of the study. Part II discu?sea the financial

asphyxiation process, elaborating the theory, identification,

measurement, and effects of the phenomenon, as developed in the study.

Part I contains three chapters. Chapter I first discusses the
process of finance itself, stressing the role of money as an integral

part of this process. It establishes that, in any economy, money serves
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- both as the conventional medium of exchange as well as an intrinsic

financial asset.

Chapter II examines the concept and characteristics of financial
structure, relating this to the key processes of financial intermedia-
tion and savings, which facilitate intermediation, While no strict
causal factor is determined, it is agreed that the process of financial
intermediation is key to the evolution of an economy's financial
superstructure. Taking the position that finance leads, and not
follows, real economic activity, the study then relates the emergence of
a financial superstructure to real economic trangformation., For the
sample countries, the deeper and broader finance is in general, the more
emergent does the process of economic development appear, although cause

and effect differences cannot be categorically separated.

Chapter III then diQCusses the critical rale of the banking
system in financial structures with a clear assessment made of the
former's potentially central role to economic development. It concludes
thart, while banking structure and evolution over time are fairly well
correlated to economic growth, there is a dimension that may have been
consistently overlooked in the evaluation of the contribution of the
banking intermediary to economic development. This is the way in which
a complex of factors merge to cause the banking system to possibly
dominate the rest of the financial system. A 'prima facie' observation
in the four sample economies confirms the overt signals of this feature

between 1960 and 1980.
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In Chapter IV a possible theory of financial asphyxiation is
explored. It is hypothesized that a series of historical, institutional
and general esconomic factors are likely to be the main determinants.
These are also likely to be largely non-market factors (government,
legal/regulatory and inherent}, as opposed to market—-factors
{(operations, structure and inflation)., Chapter V then develops a
framework for the measurement of the phenomenon, with efficiency and

market-share-based criteria at its root,

In Chapter VI evidence of the presence of financisi asphyxia-
tion is empirically established from tests in eleven instances (i.e.
bi-yearly) in the twentf-yclr period, 1960-1580, on at last two bccai
sions in each of the four countries surveyed. In general, the more
intense the process of asphyxistion observed, the lower the index of
asphyxiation tends to be. Most instances, and the most intense cases of
the phenomenon, are found for the United States of America. Several
aspects of the empirical evidence also reveal a striking underlying
fragility in the financisl system of Trinidad and Tobago, despite its
significant 'prima facie' expansion over the review pefiod. While |
financial asphyxiation is determined to be largely a financiasl
phenomenon, it is apparently significantly propelled by real sector

veaknesses.

Chapter VII determinas that the sxisterce oflthe phénondhon,
particularly in LDCs, is determined to result mainly from non-market
. factors, though thess are often reinforced by market forces. The main
' d.tlrﬂina;ti appear to be government and inflation, with the efficiency

 eriterion tending to weigh much more heavily in the basic framework for
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measuring the phenomenon than the two market-based criteria. Structural
efficiency variables seem to be more determinate than operational
efficiency ones. Largely government-induced inflafion apparently fuels
this essentially financial process of asphyxiation, whose effects are
then transmitted to the real sector, both by the price level distorticns
themselves and general operations in the credit markets. Real sector
distortions then apparently feed backto the financial sector to com~
plete a cycle of transmission. The analysis does not reveal any stroug
predictive powers, mainly on account of scarcity of estimates from the

regression output.

Chapter VIII asasesses the financial and economic costs of finan-
cial asphyxiation and finds that the sustained presence of financial
asphyxiation can be quite costly to & country in economic welfare terms,
often averaging as much.as 1-4Z of GNP per year. Economic costa arise
egsentially as a result of a reduction in financial sector competition,
giving rise to increasing concentration by the banking subsector.

Direct and opportunity costs alsc arise from reduced levels of aggregate
investment financing and increasing repression in general in the finan-
cial system. Financial costs, though not specifically measured, are
found to result from increased concentration in the financial sector om
account of financial asphyziation, in turn inducing diseconomies of
scale in the operations of financial institutions and thus lower

profitability performances.

Chapter IX, the last in the study, argues that the major finan-
cial policy decisions to redress financial distortions arising from

financial asphyxiation in LDCs, hinge mainly on the reversal of the
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dualistic and repressed nature of financial structures in these
economies. A structured, comprehensive program of financial inncvations
and reforms designed to deepen whatever process of financial indigeniza-
tion and integration already obtain in and affect a given economy,
appear to be a necessary and, most likely, sufficient step in restoring
balance in the financial structure of such an econcmy. In thig process,
a more than usual developmental role devolves on national monelary
authorities, working in close coordination with existing and new
regional integration bodies, both of a financial and non-financial

nature.

As is the nature of economic structural adjustment in general,
the process of financial de-asphyxiation and restructuring has neces-
sarily to be a long-term one, involving solid Government and private
sector symbiosis and commitment. In the context of the present day
CARICOM-country environment, this is unlikely to become a real reality
before the start of the twenty-first century. Steady positive progress
in the transformation process can, however, be made over time with

consistent political and techmnical will.



PART I. ELEMENTS AND DYNAMICS OF THE FINANCE

- AND BANKING PROCESSES



CHAPTER I
THE PROCESS OF FINANCE AND THE ROLE OF MONEY

The initial chapter of this study examines the process of
finance, as it relates to economic activity and assesses the role of
money within this process. This largely conceptual analysis is relevant
and necesgsary at the outset in view of the central role the process of
finance plays in an economy, it being the back bone of the financial
sector and, by implication, financial structure. Money, apart from
being a financial asset itself, has historically been the most tangible
measure and expression of financial activity, both at the 'micro' (firm)
level and, more relevantly, at the 'macro' (national) level. Failure,
therefore, to appreciate the significance of money and money-related
dimensions of the finance process in any study of this nature, is to
misconstrue the real underpinnings of the financial sector and structure
of an economy and, by implication, not recognize an important motor of

the very process of economic development.

This chapter is divided into four main sections: Sections A, B,
C and D. Section A first defines finance as it relates to the concept
of the financial sector in the typical market economy., Section B then
surveys dimensions of the finance process, identifying 4 number of
features and characteristics that are likely to arise from economy to
economy. Section C examines aspects of the theory of money as it

ultimately affects the finance process and economic activity at large.

14
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The chapter concludes by attempting in Section D to establish the con-
sistent link between, and interdependence of, the financial and real
sectors of an economy. The basis is, thus, ser at that stage for fuyr-
ther development of the crirical conceptual elements underlying the
central thesis of the study--the existence often of unbalanced develop-
ment in the financial structure of economies, arising from the dominance

of one financial subsector by anocher.

In an effort not to do violence to, but rather ascribe sig-
nificance to the flow of the theoretical issues raised inm this chapter,
little reference is made to empirical situations. The validity of these
theoretical positions and their relevance and applicability to both
developed (MDCs) and less developed economies (LDCs) will be challenged

_ and tested in later chapterd, as the analysis in the study evclves.

A, Elements of the Finance Process

1. A Framework of the Fimancial Sector

Conceptually, the financial sector in any economy can be viewed
as an amalgam of its financial institutions, financial instruments and
financial techniques. These three variables in aggregation can be

alternatively viewed as embodying the "financial structure” of an
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economy.1 More precisely, financial structure relates to the types and

characteristics of financial instruments and institution in existence.

Financial institutions have been defined by Raymond Goldsmith, a
pioneer in the field of financial structure and development, as entities
"characterized by the fact that financial instruments constitute their
main assets habitually, not only occasionally, and that their activities
are concentrated on, and hence their income is mainly derived from, the
holding of and transactions in, financial instruments.2 Financial
instruments can be considered "evidences of claims" against, or of
ownership by, one economic unit relative to another in the financial
system, At the 'macro' level, these aggregate claims can be viewed as
the "financial superstructure" of an economy. In a sense, financial
institutions (or as will be more frequently used later, financial
intermediaries), and financial instruments (because of their relatively
easy susceptibility to measurement and valuation) can define the struc-
ture and magnitude of the financial system. By contrast, financial
techniques and, by extension, technology can more appropriately define
the system's level of sophistication or development, although these do

also have a bearing on financial structure itself.

L The general view tends to be that only two variables--financial
institutions and instruments-comprise the financial system, or
ultimately financial structure of an economy. This paper takes the
view, however, that a more dynamic element of the financial market
process is brought out in including financial techniques in the
definition, since it is the skillful application or not of these techni-
ques that gives any significance to the dynamics of the market itself.
The question of financial structure is elaborated in Chapter II.

ZR. W. Goldsmith, Financial Structure and Development, p. lé4.
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In reality, fipancial institutions divide into two broad types:
monetary and non-monetary {(or bank and non-bank). Monetary inter-
mediaries administer the payments mechanism and are the main creators of
monetary liabilities in an economic system. In broad terms, they differ
from non-monetary intermediaries to the extent that the latter generally
more readily facilitate the adminigtration of the payments mechanism,
rather than actually administering it themselves. In additien, non-
monetary intermediaries issue and create claims that are easentially
different in charvacter (largely in terms of their relative maturity
spectra and degrees of liquidity) from those of the monetary

intermediaries.3

In most economies, monetary or bank financial intermediaries
(BPIs) can be decompused into two groups: {(a) the central bank, and
(b) the commercial banks (or other such related institutions). Non~bank
intermediaries (NFIs) include insurance companies, building societies,
credit unions, pension funds, savings and loan associations and mutual
funds,4 which tend to be the major types in this category. Financial
institutions can be of the firat degree or of the second degree. The
basic distinction is that the latter tend to receive from and/or avail
virtually all their rescurces to other financial institutions, e.g.

credit cooperatives and savings banks, unlike the former in which the

3I'he rapidly reducing distinction these days between these two
types of intermediaries and their issued liabilities will be explored in
greater detail in the next chapter.

4Chapters IT and IV examine in greater depth thege types of
incermediaries and their relative sizes and significance in economies,
as defined largely by their holdings of financial assets.
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non-financial sector plays an important part both in their resource

mobilization and deployment cperations.

Financiai instruments tend to vary in character, significance
and value, depending on the specifie institution that issues chem. They
divide broadly into two types: {a) equities, and (b) debt. Equities
represent claims by the holder on the ownership of assets of the
intermediary, as opposed to debt instruments which confer prior contrac-
tual and discrete rights to share in usually specific portions of an
‘institution's income, as distinct from its net profitability is the case
of ownership. The vulue.of a given type of financial instrument to a
holder is strongly linked to its liquidity, marketability, potential for
profitability, safety and security features, several of which qualities
tend to relate to the character and status of the issuer itself. The
most common type of equity security relates to shares of stack issued by
institutions, on which the payment of dividend represents the principal,
and ofteﬁ only source, of financial reward to the holder (during the
tenure of the security). Debt instruments include money (the most well
known), bonds, debentures, treaaury bills, promissory notes, bank
deposits and all forms of credit and insurance contracts. Issuers of
financial instruments can be broken down into three main types: business
entities, governments, and households, apart from the financial sector
itgelf, Business entities can be further subdivided into financial and

non-financial categories.

Financial techniques are less easily definable and quantifiable
than the institutions and instruments which employ them and give sub-

stance to their existence respectively. Financial techniques can vary
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with the degree of sectoral sophisticarion and technological evolutiom.
In a sense, financial techniques may also be viewed as the operational
devices or innovations utilized to concretize financial policy
decisions. Financial techniques can be expsnsionary or contractionary,
inflationary or deflationary, innovative or adaptive, aggressive or
defengive, revolutionary or conservstive, mechanical-related or manual-
related. The specific techniques and profiles that a given institution
chooses to pursue ip effecting financial transactions will ultimately be
manifested in the intermediary’'s financial condition at the end of a
given period. Thus, the final structure of an intermediary's assets and
ligbilities will largely be reflective of the interaction between
acquired financial instruments and the specific financial techniques it

employs over a given time frame.

In & typical economy, the financial sector can be viewed as
rapregenting two proad types of financial sub-markets. The first,
traditionally for short~term, liguid assets called the "money marketr,"
is dominated by monstary or quasi-monetary assets (such as money itself,
treagury billas, short-term certificates of deposit, etc.) The other for
medium~ and long~term types of investments (such as bonds, debentures,
stocks and shares) is callied the "capital market.” While money-markets
tend to exist, even in the most rudimentary economies, capital markets

are more a feature of less undeveloped economies.

Because the principal function of the financial sector is to
channel finance between deficit and surplus units in an economy, the
financial sector is inevitably closely linked to the real sector of the

economy. The framework of the financial sector is, therzfore, best
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depicted in relation to real economic variables and parameters. It will
be shown in later sections that there is a strong interactive transmis—
aionary process involving the financial sector or more definitively, the
monetary sector and real economic activity. This relationship is cap-
tured in a rudimentary economy, without finanrcial intermediation (dis-
cussed in Chapter II), by a gimple neo-Keynesian system of equations, as

followsg: .. | Lo . '

Given an output market (real sector) in which:

[ ¥]
il

=C (i, ¥, W) = real demand for consumption «.vveeecacsss

i=1 (i, Y, K) real demand for investmen: ersesaser s
Y=C+1 ~ —= aggregate.supply = aggregate demand .....
W=aM+K == composition of real wealth erereeneeees

-and in whieh!

i = the interest rate prevailing

M = nominal money étock axogenously determined (outside mcney}
Y= ouf;[;ut
R = the real stock of capital,

then a rudimentary financial sector, without firancial intermediation,

can be defined as consisting of:

(v

(2)

(1

(4)
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(a) a money market, with only one monetary asset, 'money,’' in

which:
Mg = L (Y, i, W) —— demand for momey ....cveeevvrsscccanns
M, = i w= supply of MONEY .c.ciciccreccivvnrarns
Mg = M5 - money market @quilibrium cessvosaseans

and (b) a capital market with only long~term debt securitias (bonds)

equity securities, with its stream of income {(yields) 'r¢'!

Bg =B (Y, i, r, W) -— demand for bonds ..ccucvcracconanas
BS = 8 (Yg i, r} - supply of bouds CesmsavssBUTERIRNRL S
Bq = Bs == capital market equilibrium seesssse

Ed = E (Y, i, Ty H) ~= demand for equity Security vresusnesm

E,

H (Y, i, r} == supply of equity security .........
Eqd = Eg -- equilibrium in the aquity market ..

It ia thus evident that the main links between the financial and
real sectors of the economy are through autput, or alternatively,
aggregate expenditure and interest rates. These relationships will be

amplified in the last section of this chapter.

(5)

(6)

N

and

( 8}

(9

Qo

(11

(12)

(13)
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B. Some Determinants and Characteristics of
the Process of Finance

As was earlier noted, the financial superstructure of an eccnomy
represents an amalgam of total financial sector claims on both financial
subsectors thamselvess and on the real sector ar infrastructure of the
economy. In a relatively developed economy, the financial superstruc=
ture tends to be larger than its real infrzstruc:uta.6 coldsmith? has
pointed out that the financial superstructure of an economy tends to
vary roughly with the economy's level of development. Studies of the
developed countries indicate that the size of the financial superstruc=
ture has increased relative to that of the infrastructure from about
two~thirds to about one-and-one-fourth over an B80-year period or so, if
the duplicative layer of intra~sectoral financial is included and if GNP
is used as the measure of the real sector. The relationship will be
smaller if national wealth is used in lieu of GNP. The actunl.size of
an economy's financial superstructure at a given point in time is

influenced by several factors, including the nature, structure and size

There is included in the Coldsmith definition of the "financial
superstructure" a "layer" of finance representing transactions between
subgsectors of the financial sector itself, e.g. deposits by an insurance
company in a commercial bank, which, in effect, represent an intra-
sectoral transfer of resources. Goldsmith identifies the relationship
between the volume of such transactions (issues) to that of total issues
by the financial sector to non-financial intermediaries, as the
"layering" ratio.

60ne of the main reasons for this is related to the explanation
in footnote 3 above. Another relates to nominal changes in the valua-
tion of financial assets, arising from price level appreciation.

/See R. W, Coldsmith, Financial Structure and Development,
especially Chapter 9.
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of financial and non-financial institutions, as well as their instru-
ments issued and techniques employed. The specific nature of the major
determinants of the size, structure and characteristics of institutions
and instruments of a typical financial sector--hence its overall struc-
ture in large measure--will be examined in greater depth in the next

chapter.

With respect to techniques, several approaches have been used
from time to time, and have in themselves been determinate over the
final structure of an economy's financial sector at a specific point.
Finance can be directly channelled, where the instruments issued are

”prinary"s and not "secondary,"

and in which these primary securities
are sold, without intermediation, directly to ultimate lenders.
Aiturnatively, finance can be indirectly channelled in the sense that
there is an intermediating party between ultimate borrowers, issuing the
securities and ultimate lenders buying the securities. Indirect finance
induces the issue of indirect securities such as bank deposits, savings
and loan shares issued by financial intermediaries, in return for claims
against them by surplus economic units. Thus, finance is also likely to

arise as a result of the purchase of primary securities by any type of

financial intermediary.

81¢ should be observed, however, that "primary securities" do
not necessarily have to be involved in direct financing. They can be
sold to intermediaries and facilitate intermediation, through the issue
of indirect monetary (money or demand deposits) or indirect non-monetary
securities (e.g., time and savings deposits). These latter types of
'non-primary' securities, on the other hand, evidently cannot be class~
ified as direct financing.
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Direct or indirect finance cannot be obtained when financing is
internal to an entity, financial or non-financial. Internal finance is
finance arising from the generation of surplus funds from operations,
including those freed by the depreciation process and net profits.
External finance relates to the raising of funds outside of the entity
itself, through the issue of either debt or equity instruments. In
terms of the economy as a whole, indigenous finance is finance from
within the economy (i.e., domestic finance), while foreign finance

involves the use of the foreign sector in the process.

Finance can be narrow in that the financial sector's array of
financial instruments is limited and confined to those issued by only a
few intermediaries. Alternatively, it can be broad in that there is a
full array of financial instruments and issues represented in the finan-
cial structure of the economy. Finance may be shallow, especially in
the context of one subsector in the financial system dominating another
subsector (or in terminology of the main thesis of this study, in which
one subsector "asphyxiates" the growth of another). In this case, the
array of financial instruments in the sector as a whole will be largely

limited to that of the "asphyxiating" or "dominating" subsector.

Narrow finance does not necessarily infer shallow finance, which
can be interpreted most appropriately as the absence of deep finance.
According to Edward Shnw,g deep finance can be closely associated with

liberalized finance. Shallow finance is synonymous with repressed

9g. s. Shaw, Financial Deepening in Economic Development (New
York: Oxford University Press, 1973).
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finance. He further suggests that the symptoms of financial deepening
or financial liberalization can be manifested through numerous
indicators, including financial stock, flow and price variables.
Specifically, some of these indicators include: (a) growing interna-
tional reserves, induced by better internal domestic pricing mechanisms
and reduced foreign financing; (b) increasing domestic liquidity; (c) a
rapidly expanding financial superstructure, not dilated by inflation,
but by real growth in financial activity relative to positive changes in
income and national wealth; and (d) improved access to financial
markets, accompanied by broader finance. Signals of shallow or
repressed finance will include: (a) relatively heavy dependence on
government fiscal policy; (b) flight of domestic capital; (c) dominance
of or asphyxiation by the non-banking system by the banking system,
which "behaves as a high cost, high profit o[igopoly;“lo
(d) non-specialization of financial functions by financial
intermediaries; and (e) fragmented financial and output markets in the
economy. Markets are fragmented in situations where "firms and
households are so isolated that they face different effective prices for
land, labor, capital and produced commodities and do not have access to

wll

the same technologies. Above all, Shaw argues that:

...financial prices are perhaps the least ambiguous evidence [of
the presence of shallow or deep finance]. Where finance is
shallow, demand for financial assets is repressed by low real
rates of interest and supply of primary securities on these
terms is repressed by credit rationing. Even the curb market is
subject to usury laws and regulations. The financial markets

10rpid., p. 9.

llg, 1. McKinnon, Money and Capital in Economic Development
(Washington, D. C.: The Brookings Institutiom, 1973), p. 5.
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are required to trade at interest rates that overvalue the

future in terms of the present ... shallow finance is commonly

associated with overvaluation of domestic money on the official
markets for spot foreign exchange.!?

Shallow finance has a natural complement in inflationary or
deficit finance, as the economy's productive capacity falls short.of the
aggregate demand bottled up in the system and as the economy's heavy
dependence on the foreign sector mainly for imports and borrowing,
distorts an already malaligned price system and level. When the economy
becomes overheated, then deflationary finance, accompanied by high
interest rates, falling stock market indicators, suppressed aggregate
demand and possibly resulting recessionary conditions, ultimately become
necessary. Inflationary finance represents the use of fiscal or
monetary aggregates to facilitate budgetary balance and to attain
projected levels of real sector activity. Deflationary finance defines

a4 converse contextC.

These, therefore, encapsulate the main elements, determinants
and interrelationships of the process in a typical economy. This
process is inherently dynamic, closely linked as it is to real sector
activity. As already noted, one of the critical links in this
real/financial sector paradigm is the financial asset "money" itself.
The absence of money from the finance process radically alters the
entire structure and complexion of an economy's financial sector and, as
is agreed in this study, impairs its capacity for promoting self~-

sustained economic growth over time. The next section, thus, attempts

12g, s. Shaw, Financial Deepening in Economic Development,

pp. 8-9.
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to examine aspects of money in greater detail, especially its sig-

nificance to financial and economic activity.

C. Money--The Unique Financial Asset

l. Definition and Concepts of Money

Money is undoubtedly the single oldest and best known type of
financial asset, acquiring several forms and uses over time. While
historically there have been several theories about its origins, concept
and use, in modern day context money is generally considered an asset
capable of satisfying four principal funcrions. These relate to its
value as (a) a medium of exchange; (b) a store of valuej (c) a unit of
account and (d) a means of deferred payments. These broad-based and key
functions have accorded to money a unique role in the financial and
monetary processes, which as will be shown in the next several sections
have a significant impact on real economic activity., This uniqueness
ascribed to money is captured by Hewlyn,li who observes that the out-
standing feature of money is that its use does not reduce its volume nor
disturb the prevailing balance within the financial market, something
that underscores the uncharacteristic "indestructibility" of the asset.
Money can be defined narrowly or broadly. In its narrowest form (M,),
it is considered as currency and non-interest bearing deposits (demand
deposits), while a broader definition (M,) includes other types of bank

deposits such as savings and time. Thus,

Hl -C*Dd XA EEE R Fesat B AaS s R Td s N na st PO N RSO E TS RR (14)

;39. T. Newlyn, Theary of Money, 24 ed. (0xford: Clarandon

Press, 1971),
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l!'ld Hz'C"'Dd"'Ds*Dt..-...-..-................---......--...-. (15)
where C = currency and
Dd, D, and D = demand, savings and time deposits, respectively.

Not all the definitions of money have, however, been confined to

its expression in terms of currency and bank deposits. Polak'®

has
defined money altermatively, not in terms of liabilities, but in terms

of assets. He argues that money can be defined as:
HO-NFA+DCE LA R EE BB RE RS EEEEEERESNEEEEEEEEEEREREREEREERES.SS:SEH:N] (16)

where NFA is the net foreign assets or reserves of the economy and DCE
is the net domestic credit of the banking system at any given point in

time.

As in the case of finance, money has been historically expressed
in several forms and types in the body of literature, connoting specific
purposes and situations. Karly Polanyi has, for example, spoken about
"impersonal all-purpose moneys" in modern societies, which he contrasts
to moneys in primitive societies which were assumed to be "special-
purpose moneys."ls Frederick Pryor has noted that primitive moneys were
limited in the "functions they fulfill, the extent to which they

facilitate exchange, and the degree to which they possess the

laJ. J. Polak, "Monetary Analysis of Income Formation and
Payments," IMF Staff Papers, Vol. 6, No. I (Nov. 1957).

1%. Polyani, "The Semantics of Money Uses," in Primitive,
Archaic and Modern Economies!: Essays of K. Polyani, edited by G. Dalton
(Garden City3 N. Y. Anchor Books, 1968).
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'necessary’ physical characteristics of money. Distinction has alse

been made between commercial money and non-commercial money, the basic
difference being the ability or not of the asset to be used for
facilitating exchange. External money, as opposed to internal money,
lhls been used ro reflect differences in the financing of foreign as

cpposed to domestic trade respectively. Active money has been inter-

preted as "a necessary and sufficient means for obtaining goods and

"7 Ghile passive money "often accompanies certain transactions

nl3

gservices,

but does not have these strong properties.

Money, like all other financial assets, however, has nc real
significance unless put to use or is demanded for use. Largely because
of its unique properties, the demand for no other agset has had such
prpfuund reparcuasions on the holdings of other financial assets and on

real economic activity as that for money,

2. The Demand for Money

Classical economists argued that the demand for money revolved
around the need for sarisfying transactions and precautionary require-
" ments of societies. In their view, money balances would be held largely
for meeting predictable cash requirements for transacting day-to-day
business, driven by customary and inatitutional factors, and for meeting -

unpredictable contingencies, They suggested that the asctual size of the

16gee F. L. Pryor, "The Origina of Money," Journal of Money,
Credit and Banking (August 1977): p. 392.

17

Ibid., p. 39.

181hid., p. 394.
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transactions demand for money would vary with an individual's level of
income and the rate at which funds are actively expended, i.e., its
velocity of turnover. In the classical system, the demand for money is
derived from the well-known quantity equation of money in which MV = PY

and can be represented as:
Md .kY .l..l...l.."l..ll.......i....l.....l'.l...l.'..l.

where the real demand for money (M) is related to the level of income,
and where k is considered 3 "Marshallian ratio" representing the
reciprocal of the money velocity or, in effect, the average time period

money is retained between transactions.

.Later, Lord Keynes, in his "Ceneral Theory of Employment,
Interest and Money" work significantly modified this classical approach’
on the grounds that the demand for money must be viewed not only in
terms of transactions and precautionary motives, but more crﬁcially as
also refiecting the need for holding "speculative" balances for
“liquidity preference" purposes. In his reformulation, the aggregate
demand for money is not only determined by the level of income, as under
“the claasical systam, but also varies inversely with the level of inter-
19

est rates. An individual's preference for liquidity or money balances

varies inversely with interest rate movements on alternative financial

190f course, it is well known that the inverse relationship

between money demand and the interest rate under the gspeculative demand
for money is not infinite and that there is a "liquidity trap" position
that can be attained at a critically low level of interest rate, beyond
which nc further increade in the money supply will increase the level of
demand for money.

(17)
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assets, conceptually labelled 'bonds.’ In Keynesian terma, therefore,

the demand for money is more appropriately reflected as!
Hd. = kY + L(i) XX R R R R R R R R N NN NN F NN RN AN N (18)

where the real demand for money is a function of the level of income
(Y), and the rate of interest (i), k being the proportion of money

balances relative to the total volume of transactions,

Post-Keynesian economists have, however, modified the 'pure’
Keynesian version of the money demand function, arguing that the inter-
ést rate influence on the demand function was not only critical to the
apeculative aspect of the demand, but also to the transactions and

precautionary aspects. They, thus, reformulated the equation to!
Hd = Ll (1, Y) + LZ (i) I AL Y R NN (19)

where L,refers to transactions and precautionary demands and L, to

speculative demands. Eguation 18 mav. in fact, he also appropriately

compressed Lo$
% =L (i' y) A A S dAdERAVEdE RS F AR AAS AR A saaS (20)
as an alternative approach to the demand function for money.

While accepting the basic lines of argument of the classical,
Keynesian and neo-Keynesian schaols of thought, neo—classical scholars
bhave taken exception to the Keynesian/neo-Keynesian formulations of the

demand for money on four major grounds. These relate ta!
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«..the separation of the demand into a transactions demand

dependent on income and a liquidity-preference demand dependent

on the rate of interest; the emphasis on the speculative element
in liquidity preference; the neglect of wealth as a determinant
of liquidity preferencej and the aggregation of all assets other
than money into bonds implicit in the use of a single (long-
term) rate of interest.’

As a result, several new approaches to money demand theory were
presented, from which two broad positions stand out. These are: (a) the
portfolio balance or "wealth" approach, and (b) the capital or "inven-
tory theoretic" approach. Under the portfolio balance approach, wealth
is explicitly introduced as a variable in the money demand function.
This approach accepts that income and interest rate shifts are sig-
nificant to shifts in demand for money balances, but adds that gsy,ch
shifts take place only if people become wvealthier, PToponents of
this position, among the major of whom was ?obin,2l argue that incre-
ments in wealth induce portfolio redistribution. This redistribution in
turn affects money demand, to the extent that money represents one of
the assets in one's portfolio, which has to be constantly kept in

balance. In this alternative framework, the money demand function

becomes:
Hd‘L(i' Y' K) LR RN RN N NN NN I NN B N A R R R R I I R B ) (21)

with K representing the capital stock or carrying capacity of a society.

20H. G. Johnson, Selected Essays in Monetary Economics (London:

George Allen and Unwin, 1978), p. 27.

2lgqe J. Tobin, "A Dynamic Aggregative Model," Journal of
Political Economy, 63 (April 1955): pp. 103~115.
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Under the capital or inventory theoretic approach, capital
theory is used to explain the transactionms demand function, in which
money is viewed as a kind of working capital asset, in effect, inventory
serving identical functions as in normal production and consumption
activities. This approach suggests that, in the same way as there is
optimisation behaviour with respect to inventories of goods, so is there

optimisation behaviour with respect to the inventory of money.

Other notable approaches to the study of the demand for money
have focused on the interpretation of the combination of these two main
later modifications of earlier formulations. One such refﬁrmulaticn was
by Milton Friedman,22 who applied capital theory to monetary theory by
in effect viewing income as the "yield on capital" and capital as the
"present value" of income itsélf. Johnson considers this developéent by
Priedman as "probably the most important development in monetary theory

since Keynes' "General Theory," and argues that "its theoretical sig-
nificancé lies in the conceptual integration of wealth and income as
influences on behavicur.™> Above all, in presenting this new
formulation, Friedman's interpretation of income represented a major
departure from the traditional view of income, which up to then was
viewed only as the present stream of returns from the employment of

praductive factors. Friedman saw income as being not only the present

stream of returns, but as including also past streams of services, thus

22y, Friedman, "The Quantity Theory of Money--A Regtatement," in
M. Friedman, ed., Studies in the Quantity Theory of Money (Chicago:
University of Chicago Press, 1956), pps. 3-2l.

23

H. Johnson, Selected Essays in Monetary Economies, p. 33.
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the concept of "permanent income." Thus, in Friedman's approach, the
demand function for money ist

nd’PL (!, i) LU BRI I BB BB R IR R BN B BN NI BB E RN BN BB BB RN (22)
P

where P = the price level

Y = real permanent income
P

i = the rate of interest on. alternative assets.

In essence, these represent the major approaches over time to
the demand for money. While there has recently been increasing preoc-
cupation with the "rational expectationa" approach to this issue and
increesed focus on 'micro;levél' analysis (particularly.on transactions
and information coats as cruciﬁl factors in macro-economiﬁ monetary
demand analysis), there has really been no fundamental departure from

these positions in recent times,

. 3., The Supply of Money and Monetary Policy

| Both classical and Keynesian economists have treated the supply
of money as fized and exogenously determined. Keynes himself assumed
the Central Bank to be in control of the money supply and shaped his
theoretical monetary analysis in the contexﬁ of a given stock of money.
While present day scholars have moved away from the notiou of a fixed
money supply, much controveray still remains over the aggregates affecu-
ing money supply and monetary policy. Some scholars argue that adjustf
ments in the "high powered,"” "base" money consiating of cash in the |

hands of the public and bank reserves, tend to have cthe greatest
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influence on the total money supply, defined by Gurley and Shaw as
change in the money stock. In a way, this view is linked to the tradi-
tional money multiplier concept, involving the two variables of the
public's holdings of currency and the reserve requirements of commercial

banks in particular.

Over time, the issue of the money multiplier assumed several
complexions, dividing at one point into one of a "cash ratio," as dis-
tinct from a "liquid assets" commercial bank deposit multiplier issue.
The commercial bank liquid assets multiplier approach has, by far,
received greater attention among scholars than the "cash ratio" multi-
plier approach. One of the earlier advocates of the liquid-asset multi-
plier approach has been Richard Sayers,zé who argued that this multi-
plier was indeed more representative of the bank-deposit creation
process. He dismissed the "cash ra:ioJ approach as irrelevant in the
context of the United Kingdom and pointed out that money, treasury bills
and other quasi-monetary assets, as well as currency, represented the
essence of a bank's reserves, and that there was virtually full sub-
stitutability between the other named quasi-monetary assets and actual
currency itself. He suggested that for the U.K., the value of the money
multiplier was about three—and-one-third. Sayers' arguments were,
however, later strongly challenged by several specialists, including

Harry Johnson and, in particular, R. L. Crouch.£5 The basic objection

ZAR. Sayers, "The Determination of the Volume of Bank Deposits,”
Banco Nazionale deli Lavoro Quarterly Review (December 1955).

25gee R. L. Crouch, "A Re-examination of Open Market
Operations," Oxford Economic Papers (July 1963).
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raised by these economists was that totally discarding the cash ratio

bank deposit multiplier was not analytically appropriate.

Subsequent analysis of the money supply and its determinants and
impact centered on the introduction of non-bank financial intermediaries
into the model. Proponents argued that it was not significant to con-
sider multipliers only in terms of BFIs, but that given their likely
effectiveness and influence on the deposit creation process also, NFIs
were to be appropriately included in such analyses. Thus, some analysts
have linked the bank and non-bank intermediary multipliers into the
analytical process. Others such as Don Putinkin26 have, however, chal-
lenged this position by alluding to the relatively "light" treatment
provided regulatory authorities in developed economies to BFIs, compared
with NFIs. Patinkin argued that éhil approach by authorities was
inequitable, given the only minor functional differences in the opera-
tions of banks and non~banks. Failure to recognize these real
similarities, he contended, did grave violence to the potency and effec~

tiveness of monetary policy and control.

As in the case of the demand theory for money, monetarists have
recently applied capital theory to the analysis of the money supply. In
this approach, attempts have been made to relate money supply behavior
to the central banks, commercial bank reserve requirements and public
behavior, in which the public's holding of assets can be divided into

currency and deposits. Further, the banks' holdings of reserves are

26gee D. Patinkin, "Financial Intermediaries and the Logical
Structure of Monetary Theory," American Economic Review, Vol. 61 (March
1961).
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viewed as a stock of inventory, subject to varying levels of cash

holdings, adjustable to depositors' demand.

Congsistent with the demand for money gscenario, recent trends in
money supply analysis have emphasized approaches of rational
expectations, highlighting their likely impact on monetar} policy and
the ability of the suthorities to control the money suppiy. In the
United States, in particular, in the wake of an alleged failure of
Keynesian demand economics, the recent thrust has been more towards
"supply side" economics, a factor likely ta indirectly induce focus on

the rational expectations type of analysis.

Thus, while the theoretical analysis gummarized above
underscore,. inter alia,-the relationship between money as a financial
agset and that of other financial_asiets, the real significance of money
in the context of financial sector analysis, and of this study, hinges
on the role of money in real gsector spending and in the income deter~-
mination process. The next subsection presents a prelude to this money
transmigsion process. This analysis is significant to the extent that
it both raises questions and provides confirmation as te¢ the validity of
the claims by monetarists, in particular, that money matters in economic¢

development, a position generally endorsed by this study.

4, Monetary "Neutrality” and "Inside”/"Qutgide” Money

One of the fundamental issues raised in both static and growth
models of monetary analysis, is that of the "neurrality" of money. In
comparative static terms, neutrality of money infers that a change in

the rate of growth of the quantity of money will not impact on real
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sector economic activity, but will work itself out instead through
ad justment in prices. In this case, money will be merely a "veil." 1In
the context of growth analysis, neutrality of money infers that:
««+a difference in the rate of change of the money supply main-
tained by the monetary authority would make no difference to the
speed with which the economy approaches its equilibrium growth
path, and, most fundamentally, that a difference in the rate of
change of the money supply would make no difference to the
output and consumption per head characteristics of the equi~=
librium growth path.27
One of the major contributions in this area has been that of John Gurley
and Edward Shaw,28 who have not only elucidated some of the issues
raised in Don Patinkin's earlier "real balance effect" analysis, but
have also argued that the necessary expansion of financial inter-
mediaries in the growth process does in fact have important implications
for the development and effectiveness of monetary policy and the defini-
tion of a true role for money. In a monumental work on the theoretical
aspects of finance, the authors first establish, in neo-classical
conditions, the neutrality of money in the context of what they call

"rudimentary finance,"

without financial intermediation, where money is
the only financial asset and where there is no 'money' illusion. In
this context, the authors consider money as of the 'outside' variety,
which they define as fiat money issued by the Government "in payment for
governmental purchases of goods and services or in transfer pnyments."zg

In a more sophisticated economic setting, the business sector, one of

273. Johnson, Selected Essays in Monetary Economics, p. 163.

284, Gurley and E. Shaw, Money in a Theory of Finance
(Washington, D. C.: The Brookings Institute, 1960).

29

Ibido’ Pu ?31
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four available, is then allowed to issue primary securities in exchange
for money. This creates "inside" money, which represents money backed
by the debt of the private sector, as distinct from "outside" or "fiat"
money. In this situation, where beoth "outside” and "inside" money
obtain, the authors argue that changes in ﬁet asget and wealth compasi-
tions induced by changes in the demand/supply situation for eicher type
of money, will have repercussions on spending patterns, affecting
aggregate demand in the real sector. Money in this case is no longer

'‘neutral,’ but does in fact mattar.

The real significance of Curley and Shaw's model lies in the
fact that to the extent that holdings of monetary assets of modern
financial institutions are largely issues of the private sector, and
that in effect the typical monetary system comprises a mix of outside
and inside money, to that extent will monetary puiicy normally be
expected to have a significant impact on aggregate economic management.
Further, because of the central role the financial intermediary process
plays in coordinating monetary policy (as will be elaborated in
Chapter II), careful monitoring of the role and evolution of all types
of such intermediaries must be a "sine qua non” for the pursuit of
appropriate stabilization and growth policies in the economy. Thus, the
implication of this analysis for meaningful financial/real sector inter-

action becomes stronger, as the last section of this chapter amplifies.

D. “omey and the Financial/Real Sector Linkage

As earlier noted, money represents the critical link in the
financial/real sector interactive process. In the typical modern-day

developed or developing economy, meney does matter in the process of
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economic activity, as a result of the transmission of its influence on
real sector economic behavior, through several "channels.” '"Monetarists
argue that changes in the stock of money are a primary determinant of

changes in total apending,"JO

and that this represents the basis of
their claim that money cannot be a veil or 'neutral.' Non-monetarists,
on the other hand, contend that "alchough they may readily admit that
money matters, [they] also regard changes in the various camponents of
aggregate demand as having an important influence on the level of
economic activity; they, therefore place as much emphasis on fiscal

policy as on monetary controls."

While the debate on this point
appears continuously alive, there is virtually full unanimity among both
schools of thought that there are at least six acceptable avenues
through which the influence of money on real economic activity can be
trnctd.32 These are through (a) the interest rate or cost of capital;
(b) wealth; (c) credit rationing; (d) portfolio balance; (e) the finan-
cial constraint itself and (f) inflation/price expectations. Some of
these avenues are more direct than others, but it is generally agreed

that they are all possible transmitters of repercussions from the monetary

or financial sector into the real sector of an economy.

P1pide, p. 1.

31Y. C. Park, "Some Current Issues on the Transmission Process
of Monetary Policy," IMF Staff Papers, Vol. 13, No. 1 (March 1972):
p- l.

32?0: an excellent survey article on this area, see Y. C. Park's

article referenced in footnote 31 above.
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1. The Cost-of-Capital or Interest Rate

Traditional Keynesian income/expenditure analysis postulates
that the interest rate--usually related solely ro long-term government
bonds--is the vehicle through which monetary policy is conducted. It is
argued that this unique rate brings the money market into equilibrium
and that, within the well known Hicksian IS-LM framework, adjustments in
this rate will impact on the real sector through repercussion on invest-
ment demand, with multiplicative effects on income, ultimately. The
significance of this link is well established in the literature, though
post-Keynesian economists have been long in their criticisms of the
'uniqueness’' of the rate of interest in the market, as well as the

general 'short-term' and static nature of the analysis itself.

2. The Wealth Effect

Protagonists of this channel argue that the Pigovian break-
through in the use of wealth to refute the well established Keynes}an

'underemployment equilibrium position,' illustrated a fundamentally

direct link between the monetary and real sectors. Along with Pigau,33

Hnbcrlcr,jﬁ and Patinkin's>’ '

real balance effect,’' analyses have recast
money as a form of net wealth and, thus, another form of asset worthy of

substitution depending on circumstances. By classifying money as

3gee A. C. Pigou, "Economic Progress in a Stable Environment,"
Economica, New Series, Vol. 14 (1947): pp. 180-88.

3“5.3 G. Haberler, Prosperity and Depression, lst ed. (Geneva:
League of Nations, 1940).

358¢¢ D. Patinkin, "Price Flexibility and Full Employment," in
Readings in Monetary Theory, ed. by F. A. Lutz and L. W. Mints
(Princeton: Princeton University Press, 1951), pp. 252-83.
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wealth, a change in the demand or supply of money, necessarily means a
change in the relative composition of the other components of wealth,
with implied changes in spending. This change in spending in effect
constitutes the reaction of the real sector to variation in the monetary
sector. Although there is by no means unanimity in the literature as to
what kind of 'money' can be considered as wealth (ranging from Johnson's
preference for 'outside' money, Gurley and Shaw's 'inside' money, to
Pesek and Saving'336 commercial bank demand deposits), it is generally
accepted that ultimately the central issue is the real impact a change
in wealth is expected to have on income itself. The theoretical basis
of this approach, thus, lies in the analytical approach to the money

demand function of Friedman and others.

3. Credit Rationing

The credit rationing channel challenges the Keynesian single
rate of interest position and the underlying assumption of the perfect-
ness of the capital markets inherent in Keynesian models. The approach
argues that the cost of funds passed on to borrowers is in fact not
market-determined, but rather institutionally controlled. The implica-
tion is that financial intermediaries, particularly commercial banks,
are capable of directly influencing spending by controlling the volume
of lending at will. The interest rate mechanism, which varies as
between borrowing and lending, is in fact not a direct transmission
vehicle, but a more indirect and remote one. In practice, this channel

is perhaps the most well known in developing countries, where markets

363-- B. P, Pesek and T. R. Saving, Money, Wealth and Economic

Theory (New York: Macmillan, 1967).
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are fragmented and where there is continuous financial sector
digsequilibrium. Opponents of the credit rationing approach contend that
disequilibrium situations are really only transient. As a result, they
contest that the full impact and aignificance of this approach will be
difficult to measure, in effect, undermining its authenticity as a

transmission channel.

4. Portfolio Balance

This approach is fully recognized and accepted by neo-Keynesians_
and monetarists alike, though for different reagsons. There is a strong
relationship between this approach and that of the wealth effect out-
lined earliar. The portfolio balance approach hinges on assets adjust-
ment within a given portfolio, based on variations in the demand/supply
situation of other assets therein. Some of these assets, e.g. money,
will hﬁve the properties of net wealth, in which case a change in their
demand/supply positions will induce the same effects on real sector
gpending, as under the wealth effect previcusly outlined. The portfolio
balance channel is best appreciated in circumgtances in which theras are
only two agsets in a given portfolio——money and physical capital., 1In
this context, monetariscs suggest that:

?Dney'balances are assumed to vary proportionately with money

income, there being no sensitivity to changes in interest rates.

Thus, if income remmins constant and the stock of money

increases, individuals would wish to substitute capital for

money in their portfolioc. This would lead to higher expendi-

tures and correspondingly higher imports, in a completely open
economy.

37“. E. Barton, "Money in the Procesa of Income Determination:
A Case Study of Guyana's Economy,” (Ph.D diasertation, University of the
Wear Indies, 1973), p. 67.
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The Keynesians, of course, see an interest rate link in the process. In
effect, the portfolio view posits that it is the change in relative
prices among financial and real assets in a given portfolic, induced by
an initial monetary disturbance that will cause changes in real

spending. - ' e

%

5. The Financial Comstraint

To some extent this approach represents a variation of the
credit rationing channel of monetary transmission. The basic argument
hinges on the fact that a given economy is faced with clearly defined
financial constraints in attempting to balance aggregate demand and
supply in the system. Shortfalls in domestic financial resources must
be supplemented by net capital inflows through foreign finance. This
infléw triggers a monetary ceaction through the banking system, wﬁiﬁh
increases loanable funds and ultimately impacts on the real sector
through investment spending. The critical variable here is the
exogenously determined initial shock compared with the Keynesian
endogenously determined one, resulting from changes in aggregate
behaviour. While in the credit rationing situation the domestic economy
icself tends to be constrained by limited loanable funds, inducing
relacive price distortions, the financial constraint argument goes
beyond this and embraces both the domestic and external sectors of the
econcomy. It is easentially a purely monetary phenomenon, which takes a
contradictory view of the workings of an economy under the Keynesian
system. Domestig or national savings is determinate in this approach,
while under the Keynesian system saving is determined by income

considerations. 1In fact, it is a shortfall or surplus in savings that
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initiates the monetary transmission mechanism under the financial con-
straint approach, since, according to Newlyn:

Unless the gross savings rate is high enough to finance invest=-
ment resulting in a growcth rate significantly higher than that
of population, the financial constraint on nationally financed,
investment based growth is absolute. Fortunately, not all
growth is investment based; more efficient use of existing
regources, foreign finance and export—~led growth can break
through the vicious circle.... 8

6. Iaflstion/Price Expectations

This centers on the well known argument of the distortive
effects of the real sector by the financial phenomenon of inflatiom.
The exact channel or mechanism by which inflation effects are trans-
mitted chrough the economy is subject to much speculation and tends to
vary according to the definition of inflation or with the particular
school ‘of thought aﬁgessing inflation as a phenomenon. ‘Iﬁflation is
generally accepted as substantially sustained rise in prices and in the
price level. There are twoe schools of thought on inflatiom, the
Keynesian and the quantity-theory. The nature of the transmission
process will depend on which of these two views is assumed. The
Keynesian approach to inflation posits that it causes a redistribution
of real income, which induces increases in real savings. Under this
model, spending is related only to income, and it is through this
mechaniasm that inflation--regardless of its source {cost~push, demand-
pull or sectoral-demand-shift)=--impacts on the real sector. The
quantity-theory or monetary view of inflation poastulates that "there is

4 stable demand function for meoney in real terms, inte which the rate of

3%, T. Newlyn, The Financing of Economic Development (Oxford:
Clarendon Press, 1977), p. 20.-
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inflation enters as a cost of holding real balances, which cost influen-
ces the quantity of real balances held."? This approach further argues
that it is the change in the money supply that determines the inflation
rate. One fundamental difference between the two approaches is that
under the monetary approach, price expectations play a pronounced role
in the adjustment process to the extent that the public grows to expect
the rate of inflation and ad justs its stock of real balances to it. It
is these changes in real balances that impact on wealth and portfolio
positions, facilitating the transmission process here. The Keynesiang,
on the other hand, argue that wage and price ad justments respond only to
past changes and not future expectations, once the inflationary process
is under way. While it is clear that in both situations significant
price level changes will affect real sector performance, there is by no
means any conclusive pasition 'per se' on inflation's final effects on
economic growth. There are strong arguments for and against a positive
effect, though it appears that one of the basic determining factors
relates to the type of economy, developed or undeveloped, under

consideration.

In summary, this chapter, 'inter alia,' established that the
links between financial sector activity and real sector behaviour are
several and real, irrespective of the specific channel through which the
intersectoral effects are transmitted. Central to this is the process
of finance, which has its theoretical base in money and monetary

developments. While, for the purpose of facilitating theoretical

39y, ¢. Johnson, Selected Essays in Monetary Theory, p. 122.
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analysis, the role of institutions in

this finance process

generally limited
¥ to either the issue or holding of direct
securities, institutional intermediation in the finance process can be

equally, if not more, significant and effective.

The following chapter elaborates the role of financial inter-
mediation in the typical financial sector and assesses its significance
to the final shape of the financial structure of an economy. It also
highlights the need for balanced evolution of the financial intermedia-
tion process in a typical economy, if financial dualism is to be averted
in an economy, with one financial submarket asphyxiating or retarding

the growth of another over time.

has been

Oor primar;



CHAPTER II

FINANCIAL INTERMEDIATION AND THE EVOLUTION OF

FINANCIAL STRUCTURE

The previous chapter examined the process of finance in an
economy and established the key role money and monetary relationships
play in this process. Reference was also made to the central role of
the process of finance in ﬁconomic development, largely through the
impact of finance on real sector spending. Critical to the finance
process in any economic system, also, is the question of savings and its
accumulation within the financial sector. Saving, which facilitates
finance itself, can be mobilized through direct sources or through
indirect sources. As was noted in the previous chapter, the process of
savings transformation into the supply of finance can equally be by
direct means (i.e., directly from surplus units to deficit units) or,
especially in less developed economies, through intermediaries (see

Figure 2-1 below).

This chapter examines this process of financial intermediation
and assesses its relationship to the evolution and characteristics of an

economy's financial structure.

48
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The chapter is divided into three main sections, A, B and €. In

Section A, the financial intermediation process is first examined from a
conceptual stand-point. This is followed by an analysis of the role of
savings and the case for and against intermediation as an engine of
economic growth. In Section B, the concept and significance of finan-
cial atructure are first reviewed, followad by an assessment of the
forms/types evident in various economies. Some determinants and
indicatora of financial structure are then identified, including the
gsignificance of the fingncial intermediation process. These indicators
are subsequently gselectively applied to the four sample countries of the
regearch--Jamaica, Korea, Trinidad and Tobago and the U.S8.A.--to high-
light aspects of the evolutionary process of an economy's financial
structure in the historical course of economic development. The final
section, C, presents a critique of a number of issues directly related
to the broad question of an economy’s financial structure and to finan-
cial development in general, which, according to Goldsmith, can be

) . . . . 1 .
concéptually viewed as a "change in financial structure"” over time.

A, The Financial Intermediation Process

1. Definition
Intermediation as a proceas relates to the mobilization by
institutions of resources from surplus units and their subsequent

deployment to deficit units within a given economic system.

In his significant work with respect to developing countries,

U Tun Wai specifically defined the financial intermediation process as:

1 . . .
Rs W. Goldsmith, Financial Structure and Development, p. 37,
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...the act of collecting savings (and perhaps other funds) by
financial institutions and the rechannelling of these funds to
borrowers for financing investment., There are financial
institutions in both the organized and unorganized sectors of
the money and capital marketS....
Although economic surpluses can be both financial and non-financial,
virtually all involvement by financial intermediaries tends to be with
financial surpluses or savings. Deficit spending units are continually
in search of capital for satisfying current and development investment
requirements. Surplus spending units are constantly in search of alter-
native channels for directing those financial resources for which there
is no immediate consumption or direct investment need. Financial inter=

mediaries are, therefore, the bridge between these two types of spending

units, as illustrated in Figure 2~1 below.

Gurley and Sh.lw3 ascribe the phenomenon of rising financial
ratios in an evolving economy (with the resultant increasing differen-
tiation of deficit and surplus spending units) as an inevitable one,
which they argue, stem directly from three forms of division of labor in
economic activity. These are: (a) production, involving factor services
and inputs; (b) accumulation and consumption/allocation--that it,
savings and consumption/investments; and (c) intermediation--that is the

specialization between savings (acquisition of secondary instruments)

20 Tun Wai, Financial Intermediaries and National Suvzng__zn
Developing Countries (New York: Praeger Publishers, 1972), p. 3.

3.I Gurley and E. Shaw, "Financial Structure and Economic
Development," Journal of Economic Development and Cultural Change,
Vol. 15, No. 2 (April 1967).
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and ownership of primary securities. They argue that these three forms
of division of labor are by no means independent. As an economy evolves
and becomes more mature, productive activities differentiate and
specialization of the productive functions emerge. If only merely
because all businl;s activity in an economic system does not commence at
the same moment chronologically, some economic units will have greater
volumes of financial resources and operating surpluses than others.
Surplus economic units will save those funds over and above requirements
for present consumption, direct investment or reinvestment. Through
intermediaries or direct channels, savings are transformed into invest—-

ment to sustain and fuel the cycle of economic activity.

Pyle, in examining the theoretical underpinnings of the finan-
cial intermediation process, distinguishes between financial and non=~
financial intermediaries. He notes that the "essential characteristic
of a financial intermediary is that it issues claims on itself and uses
the proceeds to purchase other financial assel:s."4 While this
definition, in fact, suggests the basic tenets of financial
intermediaries, it is not correct in the strictest sense. In fact, all
institutions, including non-financial ones, are capable of issuing
claims on themselves (e.g., they can float stock and eventually invest
surplus funds, even if only momentarily, in other types of securities--
such as government bonds or, more commonly, Treasury bills). In that

sense, therefore, they can be considered to perform functions of

intermediation. As noted in the previous chapter, the crucial feature

4p. H. Pyle, "On the Theory of Financial Intermediation,"
Journal of Finance, Vol. 20 (June 1971): p. 737.
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of financial intermediaries is that the bulk of their assets represent

financial claims on other parties and/or in their favour.’

As was implied in the last chapter, financial intermediation
can be generated by monetary (BFIs) or non-monetary (NFIs) institutions.
Insofar as their functional distinctions and relative effectivemess in
the process go, there are contrasting positions in the literature.
Curley and Shaw, for instance, argue that rhe basic distinction relates
to the fact that each type of intermediary issues its own unique form of
indirect financial securities or debt (usually demand, compared with
time or savings deposits}. In addition, both types can create their own
specific forms of indirect financial assets (e.g., consumer versaus
mortgage loans), which asaets, in fact, specifically vepresent the
"product of intermediation...bearing its own bundles of assets."6 On
the other hand, Newlyn sees a more fundsmental distinctibn, in that BFIs
are those institutions whose!

eeeliagbilities act as a medium of exchange, are unique in being

able to create credit in the form of money and [that] they can

do this autonomcusly simply by increasing their own liabilities

in favour of the borrower. All ather forms of financial

institutions have first to attract money from those who hold it
in order to create credit by lending it.

SGurley and Shaw in their Money in a Theory of Finance, suggest
that, in fact, only non-financial institutions issue primary securities,
while financial intermed’ariea create indirect securities. This would
not be totally accurate, as it is conceivable for a financial institu-
tion to issue primary securities and make a direct placement, if
permitted, in & given country situation.

®Ibid., p. 193.

?H. T. Newlyn, The Financing of Economic Development, p. 26.
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He has, in fact, invoked a sharper distinction here between these two
types of intermediaries, further inferring that the increase in NFI
credit enﬁances the velocity of circulation of any given money stock,
but not the creation of new money. Indeed, he further injects sig-
nificant doubts about whe;her the special feature of monetary inter-
mediaries in creating their own funds, as opposed to mobilizing these
from outside of the system, is in fact intermediation in its orthodox
form. This issue will be indirectly addressed again in Chaptaer 7, when
the specific factors inducing banking system—led financial asphyxiation

are analyzed.

2. The Significance of Savings

Savings is the catalyst of the financial intermediation and,
ﬁitima:ely, growth process in an economy. At thé theoretical Levgl,
there are two majocr ;chonls of thought on the significance of savings to
the process of economic development. These ara: (a) the
classical/neo-classical; and (b) the Keynesian. Classical econcmists
such as Harshall,8 wicksell9 and Fisherlo contend that gavings impact on
economic activity via the rate of return or inferest rate mechanism.
They contend that the higher the rate of interest in the market place,

the larger will be the supply of savings. By extengion, the greater the

‘BSee A. Marshall, Principles of Economics, Jd ed. {New York:

Macmillan, 1895).

9See K. Wicksell, Lectures in Political Econamy, Vol. 1,
"General Theory," trans. by E. Classen (New York: Macmillan, 1935).

103ee I. Fisher, The Theory of Interest ag Determined by
Impatience to Spend Income and Opportunity to Invest It {New York:
Kelley and Millman, 1954).
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volume of savings, the greater the capacity for investment in the
economy. Keynesians, on the other hand, as well as some of the leading
“modern economists, including Friedman and Modigliani, have accepted that
the interest rate does have some impact on savings, but argue that it is

income that in fact exerts the strongest influence on savings.

As was noted earlier, Friedman views income not only in
'eurrent' terms, but also as 'permanent,’ including past streams.
Relatedly, Modigliani and Andoll posit that income should be viewed as a

*1ife cycle' phenomenon. Duesenberryl2

introduced the concept of
'relative' as opposed to 'absolute' income in his studies on the United
States. The basic argument by rhe modern economists is largely rooted
in the nao-Keynesian position that the propensity to save is an increas-
ing function of changes.in income, due.largely to diminishing ﬁhrginal
utility fro; consumption over time, BHoth schools of thought are,
ﬁowever, agreed that che rate of interest and income were not the only
determinants, by any means,of savings and that there were other economic
and non-economic considerations, including price stability, political

confidence, the general investment climate, the availabilicy and

development of intermediaries and aociological and cultural phenomena.

Savings can be physical or financial. In terms of the financial

intermediation process, what is of more significance is financial

'lgee A. ando and F. Modigliani, "The Life Cycle Hypothesis of

Saving: Aggregate Implications and Tests,” American Economic Review
(March 1963).

12 .
‘See J. Duesenberry, Income, Saving and the Theory of Consumer

Behaviour (Cambridge, Mass.! Harvard University Press, 1949).
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savings or accumulatiﬁn. It is in this process of financial accumula-
tion and transformation that financial intermediaries act as important
productive conduiza. The body of available literature today describes
several methods of mobilizing financial savings or accumulating finan-
cial surpluses in an economy. Among some of the more conventionally
accepted forms are (a) self-financing; (b) foreign borrowing; (c) fiscal
means; (d) inflation; and (e) the debt-asset or intermediation
techniques, which to the firm in economic deficit, in effect represents
a form of external borrowing. While the literature is controversial on
which of these measures optimiges aconomic welfare in a given time
periad, the relative strengths and demerits of each measure are directly
related to specifiec economic circumstances. However, particularly in
the context of developing economies, the debt-asset, intermediaticn
approach is undoubtedly gaining increasing impoftance, as financial
market mechanisms become increasingly sophisticated and as the efforts

at enhancing the domestic savings ratio in these economies intensify.

The distinction and relative significance of savings and finan-

cial savings vis-a-vis the rest of a typical economy can be seen in the

following identity:13
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where the ratio of national savings to GNP (8) could be expressed as the
Y

produce of the financial savings multiplier (S ), times the proportion of

13 hase identities were set out by U Tun Wai in Financial
Intermediaries and National Savings in Developing Countries, p. 62.
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domestic investment financed by financial savings (4F), times the investn
I

coefficient (I). The inference here is that the higher the level of
Y

domestic investment relative to income, the more will national savings

expand. A more explicit relationship can, however, bet

L] I . M LI B IR R N RN R B A B R R O B N I B RN L BE BN B I NN (:

]
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I

where the larger the proportion of financial savings to income (4F), the
¥

greater will be the naticnal savings ratio. This is so because "the
greater availability of loanable funds in the bhands of banks would
enable them to make more loans to finance investment——[which] coutd
cause the financial investment multiplier to rise,"l4 thus, in a way,
underscoring the significance of the intermediation process. This
significance was confirmed by U Tun Wai in his study of the experienca

of 25 developed and developing countries during the 19508 and 19605.15

3. The Case for and against Intermediation

While there is generally no question as to the significance of
the accumuiation process (economic or financial) in economic growth,
there is some doubt about the capacity of the intermediation process

icself to effectively induce such growth. The positive elements
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ascribed to financial intermediation are usually: (a) its ability to
mubiii#? and enhance the level of savings in the sysfem; (b) because of
scale economies, hoth informational and technical, itg ability to
"engure the most efficient transformation of mobilized funds into real
capif.al;"l6 (¢) its capacity to increage liquidity in the system,
through the 'finmancialization' of surpluses; and (d) its capacity, on
balance, to pass on a higher rate of return to the average investor,

given operating scale and scope econcmies.

These notwithstanding, empirical research has still not been
very conclusive about the direction of causation of the financial incér-
mediation process itself, when these 'benefits' above are evident in an
economy. While Goldsmith, for instance, has noted a "rough parallelism”
betweeﬁ economic development ana financial growth, of which an‘integral
stimulant was supposedly the intermediation process, he was unable to
gpecifically:

.;.astablish with confidence the direction of the causal

mechanism, i.e. of deciding whether financial factors were

respongible for the acceleration of economic development or

whether financial development reflectg? economic growch whase
mainsprings must be sought elsewhere.

163, ;. Bhatia and D. R. Khatkhate, "Financial Intermediation;
Savings Mobilization, and Entrepreneurial Development: The African
Experience,” IMF Staff Papers, Vol. 22, Ne. 1 (March 1975): p. 133.

17

In Financial Structure and Development, Goldsmith notes that
one way in which the intermediation proces:. can pasitively induce growth
is in the facilitating of incrementsal capital expenditure and financing.
He notes that "...part of secondary issues (securities of financial
intermediaries}——the proportion varying from case to case-—elicits
saving and permits capital expenditure that would not have come into
existence if economic units had been limited in their choice of uses and
sources of funds to primary securities," p. 395.
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Further, in the context of developing countries, a study by
Bhatia and Khatkhate of eleven countries between 1960 and 1970, found no
definite relationship between financial intermediation and growth in
many of the African countries.ls On the other hand, there was equally
not found any logical basis for denying the presence of such a relation-

gship in the sample countries.

Thege facta notwithstanding, it is generally accepted in the
literature that one of the reasons why funds are still hcavded and,
thus, loanable funds are scarce in 'lagging' economies, for instance, is
the absence of appropriate financial institutions. On the contrary,
opponenta of this view contend .that even if this is true, this cannot be
a major comsideration, since the Central Bank in these countries usually
has the power to cre#te money or use the printing press. There, should,
therefore, be no real shortage of investment resoutce'funds, even if
there were no other traditional financial institutions. In other words,
the absen;e of financigl intermediation, they argue, does not make all
that difference in terms of the mobilization or deployment of inveatible

funds.

The question of the "higher interest rates” intermediaries are
capable of providing holders of indirect securities,is also frequently
the subject of much contention in the literature. It is argued that in

a well-organized financial market, savers can be equally effective as

18R, J. Bhatia and D. R. Khatkhace, "Financial Intermediation:
S8avings Mobilization, and Entrepreneurial Development=--The African
Experience." Measures of financial intermediation utilized in that
study include currency, bank deposits, shsres, etc,, while GNP is used
as the aggregate aconomic variable.
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institutions in structuring their portfolios to reduce average risk, as

suggested by Modigliani and Miller.l?

On balance, however, the weight of intuition and limited empiri=-
cal evidence to date, seem to come solidly down in ascribing a positive
causal relationship between deepening of the financial intermediation
process and financial development in typical economies. The main link
in this process appears to be the ability of the financial intermedia-
tion process to enhance financial savings. The nature, methods and
intensity of the interrelationships of financial institutions in the
process of intermediation do, therefore, have clear implications and
influence on the ultimate characteristic of an economy's financial
structure. This is the essence of the analysis in the next section of

this chapter.

B. The Dynamics of Financial Structure

~Definition and Concept

As is the case with so many generic and specific economic
concepts, the term 'financial structure' can be defined and bear clear
reference to both 'micro' and 'macro' level economic contexts, At the
'micro' level, financial structure can be construed as the systematic
ordering or organization of a firm's, company's, or entity's financial
assets at a given point in time or over an identifiable period. This
must then be distinguished from 'capital structure,' which generally
relates to the long-term liability or funding side of an institrtion's

activities. Alternatively stated, at the 'micro' level, financial

19gee F. Modigliani and M. M. Miller, "The Cost of Capital,
Corporation Finance and the Theory of Investment," American Economic
Review, 48, No. 3 (June 1958): pp. 261-297.
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structure relates to the application or deployment of an insticution's
financial resources, while capital structure relates to the resourte
mobilization or financing aspects. Although, however, this is the
atrict technical definition, it 1s not unusual for these terms to be
utilized interchangeably. Utilization of the concept of financial
structure in this way tends to be more frequent in the pure business or

commercial context.

By contrast, in the general field of economics, a 'macro-level’
interpretation is more usual. In this context, financial structure
rep}esents the process and actual consclidation of the financial assers
of an economic asystem. More specifically, it represents the amalgama-
tion and structuring of all financial instruments held by conatituent
financial and non-financial institutiong. éoldsmith, in effect, fully
crystallizes the notion, when he states that "the presence, nature and
relative size of financial instruments and financial institutions of the

. . . . 20
various types..,characterizes a country's financial structure.”

As was earlier noted, while the shape of a country's financial
structure is a funcrion of the sum of the asser management tactics
pursued by its individual financial institutions, it is also distinctly
influenced by their specific liability management techniques. This is
because in a given economy, "while the structure of a company's assets
iz important,...the converse is also true. The availability of dif-

ferent types of liability will influence a company's .3set

ZOR. W. Goldsmith, Financial Structure and Development, p. 26.
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ncquisitions."zl By implication, to the extent that a country's finan-
cial markets are significantly related to the evolution of its financial
structure, it is reasonable to expect a close positive correlation
between the maturity of such markets and the stability and level of
development of the economy's financial structure. Thus, an o;ganized
financial market tends to generate a 'strong' national financial
structure, in contrast to a largely unorganized financial market, which
will tend to have a less robust financial structure. U Tun Wai has
pointed out, for instance, that in economies in which the unorganized
market is significant, the value of indebtedness in the agricultural or
rural sector, far outstrips the claims of the banking system in the
official market. The influence of the banking system then in the
indigenous economy tends to be relatively less significant than normal,
thus affecting the overall ccmpﬁsiticn, distribution and shape of the

29
ultimate financial structure of that economy.

Conceptually, a country's financial structure can be expressed
in stock or flow terms. Thus, the aggregate value of all financial
assets at a given point in time, relative to some other macro-economic
parameter, may indicate the size of the financial structure or more
precisely its financial superstructure. Size, however, represents only
one facet of financial superstructure. Closer analysis reveals other

characteristics of the structure such as its composition, penetration,

2
“lG. S. Dorrance, National Monetary and Financial Analysis (New
York: St. Martin's Press, 1978), p. 82.

223¢e U Tun Wai, "Interest Rates Outside the Organized Money
Markets of Underdeveloped Countries,”" IMF Staff Papers, Vol. 6, No. 1
(November 1957): pp. 80-142.
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complexion, depth or width. These can all be represented in 'stock'
forms. Alternatively, the aggregate volume and composition of new
gsecurities issued over a apecific time span can equally represent these
concepts in 'flow' terms. In this connection, it should be noted that
the flow concept is fundamentally liability-oriented, insofar as the
change in total assetg of an institution between two periods in essence
represent its net sources of financing. While either stock or flow
interpretation of the financial structure concept has its specifiec
merits and demerits, the flow concept can be particularly important, to
the extent that it readily raises questions about the nature and other
characteriscics, including the source, of financing. Such questions
further raise the issue of the 'fragility' or 'robustness' of the finan-
cial structure itself, The larger the volume- of external financing in_
an economy's financial structure, for example, the lesa_resilient is the
economy likely to be to external shocks.23 By contrast, with specific
reference to LDC economic analysis, where flow of funds data tend to be
unavailable, the ‘stock' interpreration tends to lend itgelf more
readily to access and measurement. This study, therefore, utilizes the

'stock’ concept of financial structure.

233ee H. P. Minsky, "A Theory of Systematic Fragility,” in
Financial Crises--Institutions and Markets in a Fragile Environment, ed.
by E. I. Altman and A. Sametz (New York: John Wiley and Sons, 1977).
Minksy argues that the flow of funds accounts of an economy can indicate
that an economy is on a "robustness-fragility scale,” even though these
numbers measure changes and trends and cannot tell us what will happen.
He has argued here that the U. S. economy of the 19708 had a fragile
financial structure, "which is a precondition for a financial crisis,”
that originated from the way in "which investment and positiona in the
atock of capital assets are financed in our ecomomy” (p. 138},
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2. Types of Financial Structures

As would be expected, financial structures may vary from economy
to economy, based firstly, on the complex of factors comprising the
economy's financial sector and secondly, on those underlying the economy
itgelf, especially real factors. Close study of this area by Goldsmith
corroborates this intuitive position, except that he categorically
relates distinct types of financial structures to the level of financial
and economic development a given economy has attained. As set out in
Table 2-1 below, Goldsmith identifies three broad types of financial
structures. In general, inter-category distinctions tend to transcend
even economic system differences, based on ideological diversity. Thus,
while he does identify specific differences between the financial struc~-
tures of planned and market-oriented economils,za the crucial basis for
distinction between types of financial structures have tended to be the
relative stages of economic development among countries, more than any

other single discriminating factor,

Of particular relevance in this context, is the variation in the
gsize of the financial superstructure of countries characterized within
each of these three types. Assuming the size of its financial super-
structure as one dimension of an economy's financial structure,

Goldsmith identifies an enlargening of this superstructure

24601dnmich notes that while there are several similarities in
the array of instruments and institutions in market-oriented and command
economies, there are several distinct differences in their financial
structures. Essentially, these basic differences relate to
organization, scale of structure, functions and asset/liability ordering
and composition.
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TABLE 2-1

TYPES QF FINANCIAL STRUCTURES IN ECONOMIES

and African coun-
tries of today and
present day Spain,
Norway

. Banks predominate among Uss$1,000) af
financial institutions

. Government and public
financial institutions
play significant role . Also modern USSR,
Yugoslavia,

« Large corporate gector Hungary, Bulgaria

emerging

« Small indigenoug finan-
cial gector emerging

| !
| Contemporary and | Estimated | Average
General Economic and | Historical Country | Average per | BSize of
Type Financial Characteristics ’ Examples { caput GNP : FIR
1 . Predominance of claims |. Tribal, primitive | |
over equities I societies I I
+ Poor share of financial | | Very low | Very low
institutions in total | | {(less chan | (0.20-
economic system | | US$200) a/ I 0.50)
I [
. Commercial banks |+ Today's developed | |
dominant | countries at | i
| beginning of 19th | |
| century | |
! | !
. Beriptural money super— | | |
seding metallic money | i i
| ] I
. I | [
2 . Claims also exceed |. Most Latin Ameri- | Low to | Low
equities | can, Middle Eagt, | middle in- i (0.35-
| Caribbean, Asian | come (US$300-]| 0.70)
| | |
| i |
| | |
I | |
I | !
I | i
[ | |
I | |
| I i
I | !
i | {
| i ]
| | |
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(TABLE 2-1 CONTINUED)

Contemporary and Estimated Average
General Economic and Historical Country Average per Size of
Type Financial Characteristics Examples caput GNP FIR
3 . Claims still dominate . Modern North High income High
equities, but less than America (Uss$2,000~ (0.75-
in Type 2 Us$3,000) a/ | 1.50 +)

. Western Europe

cial institutions 1n
economy

. Japan--Ever since
early 20th century
to today

. Well diversified finan-
cial system present

« Declining share of bank
ing system in total

|
|
|
|
[
|
I
|
|
. Higher share of finan- |
|
|
|
|
|
|
|
|
financial system |
|

|

|
I
|
|
I
|
|
I
I
|
|
I
I
|
I
|
I
|
I
|
l

SOURCE: R, W. Goldsmith, Financial Structure and Development, R. W.
Goldsmith, The Determinants of Financial Structure (Paris: OECD, 1965) and
research estimates.

a/Estimates in current U.S. dollars.

b/Financial Interrelations Ratio -- Total Financial Superstructure
divided by Total National Wealth.
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relative to their real wealth (infrastructure) as economies become more
developed and their financial systems more sophisticated. This marked
variation in the financial interrelations ratio (FIR), as between the
three types of financial structures identified, underscores one major
feature of the determination of financial atructure; this is that the
final complexity, character and evolution over time of an economy's
financial structure is a product largely of financial and real sector
economic processes, which will intrinsically vary with relative levels

of relative development.

By implicarion, one important variable ia the shape cof the
financial structure of an economy is the nature of the financing process
itself. An economy in which finance is largely "demand-following" is
likely to have a different financial structure from one in‘which finance
ig "supply led," regardless of its stage of development., Hugh Patrick
agcribes this to the fact that “the demand-following approach implies
Eﬁat finance is essentially pasaive and permisgive in the growth
process,"25 citing late eighteenth and nineteenth century England ag a
historical example. The basic thesis of this approach is that the
financial system's evolution is responsive to the demand for these
services by entrepreneurs and savers in the real economy, hence the
presence of a clear lag in the level of financial development relative

to economic development. A relatively immature financial structure is,

23y, . Patrick, "Financial Development and Economic Growth in
Underdeveloped Countries," Economic Development and Cultural Change,
Vol. 14, No. 2 (January 1966): pp. 174-75.
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therefore, likely to be found in a poorly developed country, charac-

terized usually by low levels of entrepreneurial development and drive.

In the "supply-leading" framework there is "the creation of
financial institutions and the supply of their financial assets,
liabilities and related financial services in advance of demand for
them, especially the demand of entrepreneurs in the modern, growth-
inducing sectors."26 This process is similar to the Schumpeterian
concept of "innovative financing" in essence, and according to Alexander
Geruchenkron,zy it is likely to be the one more utilized, the more
backward an economy is relative to its contemporaries. It is generally
held also that this type of approach is inherently more appropriate in
Eommlnd-typc economies, where state capital can be used to create the
financial stimulus for the development of specific sectors and of the
economy as a whole. Under the “supply;leading" approach, significant
subsidies are, however, often required from the state. By extension,
the roles of the banking system and government involvement in the
financing process tend to be greater than in the demand-following
process, where the private sector is more heavily implicated. This
study prefers the "supply-leading" hypothesis for the finance process in
an economy and argues in subsequent chapters that, it is partly this

significant control that the typical banking system in LDCs, in

particular, derives from this approach, that largely induces their

261bid., p. 176.

274, Gerschenkron, Economic Backwardness in Historical
Perspective--A Book of Essays (Cambridge: Harvard University Press,
1962), p. 363,
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asphyxziating behaviour over the non-banking system. This in turn
promotes duslism in mest financial sectors and distorted fimancial

structures.

3. Determinants of Financial Structure

Before an analysis of the major determinants of fimancial struc~
ture is made, it is important that the distinction be clearly estab-
lished for a given economy between it3 financial structure and its
financial superstructure, the latter being often loosely used as a
measure of both the size of the financial sector and even the financial
structure itself. As will be elaborated later on, one measure of the
financial structure of the economy is the ratio of the financial super-
structure to the real infrastructure or the FIR. 'Size,' therefore, is

only one variable in a country's financi;l scruﬁture. Other variables
include, as was earlier notéd, the composition, distribution, penetra-
tion and concentration of the country's financial resources within the
financial sector and economy as a whole {see Table 2-2 below}. 8ize,
however, has tended to play the most dominant role as a measure aof
financial structure. Hence, a country is considered to have a weak or
rudimentary financial structure, if its financial ratiuza is low, or its
financial superstructure relative to its real infrastructure is small
(that is its FIR is low). This general approach appears to be related
to the close higtorical relationship between low FIRs and

underdevelopment, hence, likely identical implications for compogition,

26The finance ar financial ratio relates total assets of finan-
cisl institutious to Gross National Product.
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distribution, penetration and concentration in financial sector

. 29
variables.

Given the importance and general application of measures of
'size' as indices of financial structure, the tendency has also been to
equate those factors closely determinate of the FIR, with those for

financial structure in general,

In this respect, the literature has generally identified some
eleven factors determinate of financial structures, most of which are
considered "financial." Of these, theory suggests that the FIR is
negatively correlated with three--namely the capital/output, inflation rate
and growth in GNP--and is positively correlated with the balance. Thus, 'a
country...will have a relatively large financial superstructure...if the
monetization ratia,ju the capital formation ratio, the ratio of non-
financial and financial institutions issues to capital formation, the
layering ratio among financial institutions, the foreign financing
ratio, and the valuation adjustment terms (i.e the rise in financial

assets prices and the share of price-sensitive in total issues), are

gwh11e this chapter elaborates the size dimension of financial

structure, composition and distribution variables will play critical
roles in several of the later chapters as the central thesis of the
study develops.

BUA. G. Chandavarkar, in his "Monetization of Developing
Economies," IMF Staff Papers, Vol. 24, No. 3 (1977), has pointed out
that there is a clear relationship between monetization and two other
terms often used interchangeably "commercialization" and "financial
intermediation.” He has argued they are distinct concepts, though
monetization is a necessary condition for both commercialization and
financial intermediation.
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TABLE 2-2

PRINCIPAL INDICATORS AND MEASURES
OF THE FINANCIAL STRUCTURE OF ECONCMIES

Dimension of
Financial Structure

Common Name of
Indicator

Ratio{s}/
Relationship(s)

(i) SIZE

(ii) COMPOSITION

tions Ratio (FIR)

{b) Finance, Financial
Ratio

(c) 'Monetary' Ratio

|
|
I
|
[
I
I
I
!
I
I
I
I
|
I
I
I
I
I
I
I
|
I
[
I
I
I
I
I
I
I
|
I
I

|
I
I
I
!

(

(

(
(

I
|
|
|
I
|
I
I
I
l
I
I
I
I
I
|
I
I
|
I
I
I
|
I
|
I
¢
I

{(a) Financial Interrela~|{a}

b)
c)
a)
b)
c)

Total Financial Assets %
Total Tangible Assets
(Net Wealth)

Total Assets of Financial
System § GNP or Total Net
Wealth

Total Monetary Assets or
Total Assets of Monetary
System $ GNP or
Total Net Worth

Distribution of Specific
Types of Financial In-
struments {or Institu-
tions) ¥ Total Volume of
Financial Instruments

(or Institutions)

Distribution of Total
Assets of a Financial or
Non-financial Subsector
% Total Assets of the
Financial or Non-
financial Sector

Sources and Uses of Funds
of Various Sectors
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(TABLE 2-2 CONTINUED)

Dimension of
Financial Structure

Common Name of
Indicator

Ratio(s)/
Relationships

(iii) PENETRATION

mediation Ratio

| |
| |
1 |
l |
l l
! |
| |
| |
| - | €
| |
| I
| |
| |
| |
i - | €
| |
| |
| |
| 1
| I
] |
I - | €
| |
| [
; 1
(iv) INTERDEPENDENCE/ | (a) Financial Layering|(
INSTITUTIONAL- | Ratio |
1ZATION | I
| |
| (b) Financial Inter- |(
| |
| |

b)
c)
d)
a)
b)

(a) Total Number of Accounts,

Individuals, etc. % Total
Population of a Given
Area or Economy

Total Number of Branches,
Units or Agencies of a
Type of Institution %
Total Population of a
Given Area or Economy

Total Number of Stock-
holders, Borrowers, Len-
ders of a Type of
Institution % Total
Population of a Given
Area or Economy

Total Assets of an Insti-
tution, or Financial or
Non-Financial System 3
GNP.

Total Intra-Financial
Sector Assets 4 Total
Financial Assets

Total Assets of
Financial Institutions
4 Total Financial Assets

SOURCE: Sundry pt¥lces of literature and research formulations.
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n3l

high, It will tend to be relatively small, on the contrary, ceteris

paribus, "if the real rate of growth, or the capita-output ratio are
high, or if the rise in the general price level has been ptonounced."32

According to GColdsmith, the eleven major determinants of an

economy's financial structure are specifically:33

(A) Non-Financial (largely involving real vaviables)

(1) The Monetization Ratic (N}

(2) The Gross National Product (Y}

(3) The general price level change, or inflation rate &Y)

(4) The Capital Formation Ratio (%)

(5) The Capital/Q@utput Ratio (@)

(B) Financial (largely involving financial variables)

(1) The new issues of financial instruments by non-financial
units (85

(2) The ratio of new issues of financial instruments (‘),
held by financial institutions to new issues by
domestic and external non-financial units (g¥X)or
the finanecial intermediation ratio (& )

(3) The 'layering' ratio among financial institutions N

{4) The average annual increase in financial assets

subject to price increases »

31R. W. Goldsmith, The Determinants of Financial Structure,

p. 24.

32 1pid., p. 26.

33 1pid.
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(5) The proportion of net new issues subject to asset
price changes, mainly equities of corporations (@)
(6) The proportion of GNP that net foreign investment is (X)

(foreign borrowing ratio).

Goldsmith further determined that the size of an economy's FIR (5E;
at any point in time can be calculated both by observation, and more
synthetically, by a formula which he constructed from the determinants
above as:

(Ft) _ @7 [ty v +uw)" +0]Dm1+¢(\+M+x}@rabg&)&_ﬂ}
N L I 3 (I S 7) MU €

in shortened form. In effect, FIR at any point in time is equal to the
products of (a) the sum of all past issues of financial instruments,
appropriately adjusted, and divided by current Gross National Product or
tangible assets (§4 , )5 (b) an intertemporal valuation adjustment
factor (1 + v); and (c) a GNP inflation-adjusted multiplier Gﬂ).(q_is
the ratio of issues of non-financial units to their gross capital

formation).

Of the determinate variables for an economy's financial struc-
ture above, the monetization, capital formation and financial inter-
mediation ratios are particularly significant, although in practice for
most LDCs, only the first two are usually susceptible to ready
calculation. To some extent, however, the capital formation ratio gives
an indication of the degree of financial institutionalization or inter-

mediation in the system, since it is largely related to the savings
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ratio in the economy, which tends to be related in LDCs to the degree of

intermediacion, as earlier noted.

Given their specific importance to the research, the next sub-
section examines, 'prima facie,' the evolution of the monetization and
capital formaticon ratios, relative to one measure of the size of the
financial structure of the four research economies over the survey

periad 1960 te 1980.

4. The Evolutionary Experience (1960-1930)

Before a 'prima facie' analysis of the experience of the fipan-
cial structures of Jamaica, Korea, Trinidad and Tobagoe and the U.S.A,
-over the two decades 1960 to 1980 is made, it is important to briefly
highlight the real significance of monerization and capital formation
ratio concepts to che finanial structure of an economy and to thé

central thesis of thig research.

fhe monetization ratio measures the proportion of a country's
cutput that is monetized or sold for money. It tends to be low in
countries with a strong subaistence sector, or where bartering still
plays a predominant role, and high in those in which a strong monetary
and financial system prevail. The significance of thia ratio as a
determinant of a country's financial structure lies in the fact that the
higher this ratio, the larger the economy's monetary system tends to be.

The larger the latter, the larger the volume of financial instruments in
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general. GCurley and Shaw have argued that "diseconomies of finance~in-

n 34

kind induce monetization, which, in a way, makes the monetization

phenomenon increasingly significant in developing economies over time.

Monetization of an economy has implications for both its
monetary and fiscal policies. It can affect money demand and velocity
through the transactions, precautionary, as well as speculative or asset
motives. As a result, via changes in cash balances and portfolio
compositions, it can influence the effectiveness of national economic

policies to a large extent.

Several proxy variables have been traditionally used as measures
of the monetization ratio (M\). One such measure is the ratio of a
country's monetary liabilities or money supply (broad or narrow), or its
components, to GNP. Using this ratio, for instance, McKinnon has argued
that it is "the mirror image of outstanding bank finance provided to
both government and the private sector,” and that "it seems to be the
simplest measure of the importance of 'real size' of the monetary system
in the economy."35 Another is the relationship between the size of the
monetary system (i.e central and commercial banks) to that of GNP. This
parameter signals the relative magnitude, and by implication potential
power for domination, of the banking system in the financial sector as a
whole, and therefore underscores the importance of the monetization

variable to this research. In this section of this study, the first

Yigee J. K. Gurley and E. S. Shaw, "Financial Structure and
Economic Development."

35R. I. McKinnon, Money and Capital in Economic Development,

p. 91.
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where GS = Gross non~financial savings |
AFL = Increase in financial liabilities in the system
GDCF = Gross Domestic Capital Formation
A FA = Increase in financial assets
NFI = Net fipancial investment,

emitting net capital tranafers

The capital formation ratio, which in a closed fully employed economy is
- an alternative measure of the size of capital accumulation cto GNP, can

exert its laverage on the financial structure of an economy through its

BGThis sppears to be so even in the commgnd economy. Garvy has
pointed out, for inatance, that in the U.5.8.R., one impact of increased
monetization is a greatar reliance on the banking system for monitoring
the performsnce of the antire socialized econcay., See G. Garvy, Money,
Financial Flows and Credit in the Soviet Union (Cembridge: Ballinger for
MBER, 1977), pp. 36-5l.
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impact on both the liability and asset sides of the financial system.
This is so for both the market and planned types of economic systems.
The larger the degree of capital formation in any economy, the greater
is the economy's growth potential, which in itself will have direct
later round effects on the financial system and structure of an economy
as a whole. Given its indirect relationship to financial intermediation
and accumulation, this ratio is significant to the study as a measure of
the likely repressed state of a financial system resulting from the
presence of financial asphyxiation. The more intense is the presence of
asphyxiation, the less stable is likely to be the national savings
ratio, as the banking system dominates the mobilization of resources.
In general, monetary (short-term) deposits tend to be less stable than

longer-term deposits characteristic of NFIs,

Table 2-3 below illustrates the evolutionary experience of the
financial structure of the four research countries between 1960 and
1980, utilizing three determinants: the finance, the monetization and

capital formation ratios.

In respect of the financial structure itself, approximated here
by its size (the finance ratio), there is support for the theory that
with development, the size of the finance structure enlarges. Of sig-
nificance also is the fact that the upward trend of the ratio for the
three LDCs is much more significant than that of the more mature U.S.A.
economy. Average growth in the LDC financial structures of Jamaica and
Trinidad and Tobago exceeding that of the economy as a whole, in marked
contrast to that for the U.S.A. and less so for Korea, whose financial

superstructures have evidently begun to level off (as is later
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illustrated in Figure 2-3). The significantly Larger and more stable
absolute values for the U.S.A. in all years, relative to the developing
economies, is also consistent with theory, which also holds that
stronger growth in a country's financial superstructure relative to the
real infrastructure does not continue 'ad infinitum.' When the FIR
reaches between 1 and 1.5, its growth élows up gignificantly, later
levelling off. This typical behaviour in the finance rati¢ for the

U.8.A. is evident here,

In a recent study of the behaviour of the monetization ratio in
LDCs, Chandavarkar observed a distinctly parallel trend of this ratio
with economic development. He notes that the path of monetization for a
typical developing economy is usually markedly upward over time, with
the curve levelling off or flattening iﬁ the course ﬁf advanced econoyic
evolution. This finding supported earlier observations made by
Goldsmith. Such earlier experiences have alsc been corroborated in the
case of the three LDCs surveyed in this study. The monetization ratios
for Jamaica, Kores and Trinidad and Tobago were consistently higher in
1980 than twenty years earlier, almost doubling for the currently least
developed of the countries, Jamaica. The trend of the evolution was
generally mixed during the course of the period, except for Jamaica,
which was consisteantly upward, and for the U.8.A., which generally
declined-—a phenomenon largely attributed in the last five years, in
particular, to the strong American efforts to veduce inflation, hence

monetary contraction.
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TABLE 2-3

SELECTED INDICES OF THE EVOLUTION OF
FINANCIAL STRUCTURE OF SURVEY ECONOMIES
(JAMAICA, KOREA, TRINIDAD AND TOBAGO, AND U.S.A.)
(1960 - 1980 )

(Nominal Terms)

a/

A. Finance Ratio—

u

' I d/] a7

l | Av, oaa | Av, pPs«sa.

| | Change ov7rl GNP Growth

| 1960 1966 1972 1976 1980] Period®’ | over Periode/

| | (€3) | (Z)

| | |
JAMAICA | 0.34 0.61 0.78 0.82 1.17| +12.2 | +12.0
KOREA | 0.28 0.48 0.94 1.05 1.26] +17.5 | +28.4
TRINIDAD AND TOBAGO | 0.33 0.31 0.55 0.80 1.31] +14.8 | +13.3
U.S.A. | 1.02 1.03 1.08 1.09 1.09]| + 0.3 | + 8.6

B. Mo b/
. netization Ratio—

JAMAICA [ 0.11 0.12 0.13 0.14 0.20] + 4.1 [ +12.0
KOREA | 0.09 0.08 0.13 0.12 0.11]| + 1,2 | +28.4
TRINIDAD AND TOBAGO | 0.12 0.10 0.11 0.10 0.19] + 2.6 | +13.3
U.S.A. | 0.29 0.24 0.22 0.19 0.16]| - 2.9 | + 8.6

a/Finance Ratio --
divided by Gross National Product.

Gross National Product.

Total Assets of Financial Institutions
This is a proxy measure for the FIR.

b/Monetization Ratio -— Narrow Money Supply (M;) divided by
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TABLE 2-3 -- continued

C. Capital Formation Ratio—

c/

== = n== === -+ 3 === 54— & + 4
I I d/| d/
| | Av. p.a. | Av. p.a.
| | Change over| GNP Growth
| 1960 1966 1972 1976 1980]| Period | over Period
| | (2) | (2)
| [ |
JAMAICA | 0,22 0.23 0.26 0.17 0.16]| - 1.0 | +12.0
KOREA | 0.11 0.20 0.21 0.24 0.32] + 6.1 | +28.4
TRINIDAD AND TOBACO | 0.32 0.23 0.31 0.27 0.59] + 4,1 | +13.3
U.S.A. | 0.18 0.18 0.18 0.17 0.18] + 0.2 | + B.b

SOURCE: Sundry issues of International Financial
research calculations.

Statistics and

c/Capital Formation Ratio -- Gross Capital Formation divided by
Gross National Product.

d/Crude arithmetic average over 20 years.

g/Average change for Finance Ratio arithmetically calculated;
all other changes geometrically calculated.
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The literature suggests that the capital formation ratio, like
that of the monetization ratio, has shown a definite upward trend for
both developed and developing countries over the past century.
According to Goldsmith, this ratio has also been statistically closely
associated in both developed and developing economies with both the
level and growth of real per caput GNP. This empirical experience
derives strong support from the sample of countries surveyed here. The
capital formation ratio was higher in 1980 for Korea and Trinidad and
Tobago and identical for the U.S.A. as in 1960, but lower for Jamaica.
In closely analyzing the trend of the ratio for Jamaica, it is noticed
that the ratio emerged upwards until 1972 and started to decline
thereafter. This experience appears closely correlated with the general
macro-economic decline of the Jamaica economy shortly after the first
oil crisis in 1973,a trend that has since worsened. Negative real
growth in the past five years, in particular, is likely to have adver=
gsely affected the nation's savings ratio, hence the capital formation
ratio, which is expected to have declined even further since 1980. (See
the experiences of selected macro-economic denominators for the Jamaican

economy between 1955 and 1982 in Figure 2-2 overleaf).

In an examination of the magnitudes of the capital formation
ratio also, one striking feature is its unusual size for Trinidad and
Tobago. This is largely due to the significant change in the behaviour
of the Trinidad government sector after 1973, which Bourne notes then

"emerged as the main surplus sector. Its share escalated from 3 percent
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FIGURE 2-2(a): JAMAICA: RATIO OF REAL BROAD MONEY STOCK (M3) TO REAL GDP AMD PATIO

. OF NARROW MONEY STOCK (M1) TO BROAD MONEY STOCK ‘
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SOURCE: C. Bourne, "Financial Deepening, Domestic Resource Mobilization and
Economic growth--Jamaica, 1955-1982," Unpublished Paper (May 1985).
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in 1972 to 36 percent in 1974 and by 1978 amounted to 70 percent.>’

In
addition, Bourne draws attention to "the rapid decline of the foreign
corporate sector as a contributor to financial deficits from 1974

onwards."38

The deficit in this sector, was about 50 percent since
1966, but declined to only about 20 percent in 1978. At the bottom of
both of these phenomena, and at the root of the sharp upward movement of
Trinidad's capital formation ratio, is the "huge balance of payments
surpiuses and the counterpart rapid accumulation of official interna-

tional reserve:,"ag

which effectively transformed the Trinidadian
economy from a net debtor to a net creditor by the late 1970s.
Additionally, a 1970 Trinidad government directive to foreign-owned

companies to divest some ownership to nationals had a positive impact on

_the domestic savings ratio, hence on the capital formation ratio itaself.

Of final note in this regard, is the interesting feature tﬁat,
consistent with expectations in a developing economy such ag Trinidad,
sharp inéreases in the capital formation ratio and the finance ratios
between 19460 and 1980 were matched by equally sharp increases in the
layering ratioc and modeat increases in the financial intermediation
ratio. These in general underscore the growing interaction among finan-
cial institutions in the economy and the increasing role of financial

intermediation in any financial system.

'3?6. Bourne, "Notes on Financial Changes in Trinidad and Tobago,

1966-1978," Social and Economic Studies, Vol. 31, Ne. &4 (1982): p. 177.
38 ‘ '

Ibid.

B 1bid.
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C. A Critique of the Orthodox Analysis of Financial Structure

Sections A and B have reviewed the rheoretical elements and some
bistorical dynamics of financial structures of the research economies.
As in so many other facets of economic analysis, however, the existing
body of literature on this area is quite long on the analysis of the
experience of the developed countries and relatively short on that of
the developing countries. This is in itself a severe weakness in the
corps of knowledge in the area as it existg today. Of even more
significance, however, is the existence of a number of areas of
"woolineas" in the related literature as largely developed by Goldsmith,
Patrick, Gurley and Shaw, McKinnon and other leading writers on the
financial sector. Soma of these concerné of relevance to this study,
include:

(i) the relatively "static' treatment of the analysis of financial

structure;

{ii) the limited analysis of risk;

(iii) the 'lukewarm' approach to inflation in the basic formula
model/formulasj

{iv) the scanty treatment accorded to the role of the unorganized
sector in the financisl structure of an economy; and

{v) the apparently limited appreciation of the real significance

of the banking system in the financial structure of

economies.

Each of these areas will be briefly discussed in this section.
It should, however, be noted at the outset, perricularly in the case of

Goldsmith, whose contribution to the area has unquestionably been
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monumental, that a reasonable body of financial sector literature has
been built up over the past three decades. There, nevertheless, remains
much scope for more intense and detailed research in this area, espe-
cially in light of the increasingly strong role 'supply-side' economics
is likely to play in future international economic management. Less
focus on demand-oriented Keynesian type of economics will induce
increased reliance on monetary and financial type of economic
strategies. More reliable data and a stronger appreciation of the
behaviour of financial parameters in the average economy will,
therefore, be crucial to better and more effective national economic
management. Hence, the need for greater and more detailed assessments

of some of the areas, as below.

l. Operational Efficiency

As was evident in Sections A and B, conventional analysis of
financial structure has been couched largely in terms of balance sheet
aggregates, related to some real, or another, financial variable.
Attempts are usually made to contrast this 'stock' approach with a
'flow' approach, which in effect is a change between interperiod balance
sheet positions. While useful for purposes of indicating the general
framework or structure of the financial relative to the real sector,
however, this approach does not scientifically enough mirror tﬁe under=
lying workings of the financial sector itself. The stock approach is
undeniably static, while the 'flow' approach is at best 'quasi-static."
It is well known, for instance, that year-end balance sheets of finan-
cial institutions can be "dressed up" for 'appropriate' accounting

purposes of presentation. Year-end financial aggregates can, therefore,
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conceivably submerge underlying weaknesses in operational performances
over a given period. It is, for example, possible for a company to
incur a loss and still have an expansion in total assets. The financial
superstructyre will actually have grown. This then begs the question as
to the real significance of an enlarged financial superstructure in the

context of efficient operations in an economy.

It may be argued that the capital-gutput ratio in the basic
formula (or more accurately, irs reciprocal form as ir enters the
equation) takes care of this operational efficiency concept. This is,
however, not necessarily accurate for several reasons., One major reason
is that '"output' in macro-economic theory relates to aggregate 'value
added,’ while revenues or sales in terms of a financial institution is a
more all-embracing accounting phenomenon, usuyally involving mere than
the 'value added' concept. There is éanerally an 'accrual' concept in
accounting, By this ‘accrual' concept, revenue for which the actual
value or cash will be received in another 'accounting period,' usually
appears in an entity's profit and loss statement for the current period
of analysis. A similar treatment on the debit side can be used for
'deferred expenditure,’ that is expenditure due now, but to be paid in
ancther accounting period. The effect of an accounting, as opposed to
an economic output treatment, can, therefore, be quite significant at

the aggregate level.

It follows rthat an analysis of financial structure merely on
balance sheet~-type parameters is then not as useful as if some con~-
gideration is given to inclusion of aspects of the operational perfor-

mances of the finmancial sector. Although takaen by itselfyttle
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profit #nﬂ loss experience could conceivabl? a;ffer some of the identi-~
cal drawbacks of the balance sheet. When ugsed with the latter, a more
balanced picture emerges. The 'profit and loss' experience of a firm
should be integrated into the basic formula for determining the charac;
teristics of a‘country's financial structure. An adjustment parameter
perhaps called an "operational efficiency ratio" might be added to the

basic formula (Equation 3 above) to reflect at least the avarage net

operational perfarmance of at least financial institutions, though
ideally it should reflect both financial and non-financial, corporate

type entities.

One way in which some adjustment may be made to the bagic for-
mula to reflect operational efficiency can be to relate aggregate
average net profit of the institutioms, both financial and non-

_ financial, to the averaﬁe CNP (or more appropriately, net wealth of the
Ieconomy aa a whole) for a given period. The value of this 'Opefational
efficienc& ad justment ratio' may be added to the FIR value provided by
the basic formula. The impact on the overall formula becomes sig-
nificant to ﬁne extent that, in general, the larger the efficiency of
the productive entities in the gystem, the larger the corrective factor,
ceteris paribus, and the higher the FIR, relative to its position
without the adjustment. An alternative approach may be to relate the
average change in net capitalization or equity of these institutions to
the average change in GNP or net wealth, Even if the astatistical data
are available, this is less preferable to the earlier approach, in that

changes in capitalization might be influenced by increased capital
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contributions, for instance, and not only increased profitability from

one period ro a next.

Additionally, there are a number of other ways in which such an
ad justment factor can be incorporated into the analysis of the financial
factor, and not necessarily only on the 'size' variable, as the FIR
tends to define. Cost/volume or profit/volume relationships may be
introduced in the analysis of penetration, composition or
'interdependency' aspects of financial structure, as required. One
additional and important feature that such an adjustment introduces into
the basic financial structure formulation is the impact of sgcale
economies factors. The inference here is that the larger and more
efficient an operation, the greater are the benefits to be derived from
scale economies, inasmuch as opinions in the literature on this appear
divided.*0 Tﬁis entire area of operational efficiency as it relates to
financial structures is crucial to this research, to the extent that the
study's céntral thesis raises questions about the relarive operational
efficiency of banks and non-banks in financial systema. Implicit in
analysis is the fact that while financial structures may continue to
emerge and appear relatively robust on the surface, in fact one subsec-
tor of the financial structures may well be stifling-the evolution of
the other, by commanding increasing phases of the growth in the finan-

cial market (hence, change in financial structures), while being less

éoFor a survey of the literature and reassessment of the
experience of economies of scale in finaneial institutions, in
particular, see G. J. Benston, G. A. Hanweck and D. B. Humphrey, ''Scale
Economies in Banking=-4 Restructuring and Reassessment," Journal of

Money, Credit and Banking, Vol. 14, No. 4 (November 1982, Part 11): pp.
317-360.
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efficient operationally. Emphasis in this study will, therefore, be on
this approach, rather than on the more static balance sheet approach,
although this latter method has its distinct relevance and usefulness to
the analysis, especially in light of data constraints and its theoreti-

cal significance.

2, The Treatment of Risk

To some extent, the issue here is an extension of the argument
in (1) above. However, it is an equally distinct and important issue as
to warrant separate analysis, since traditional analysis of financial
structures does ﬁot explicitly indicate how "fragile" or "robust" a
financial sector really is. Risk in an institution can be expressed in
several ways, either in terms of purely operational variables (e.g. the
degree of financial debt service requirement in relation to earnings at
a given point in time), or in pure balance sheet terms (e.g. total debt
or claims to total equity or capitalization). There may also be a
mixture of both (e.g. debt service requirements as a percent of total
equity or liquid assets--a cash flow phenomenon). The critical point is
that it is conceivable that a country's financial structure may appear
consistently strong by conventional analysis and even grow, while in
fact, it may be increasingly less robust, insofar as management of its
risk is concerned. Figure 2-3 below sets out, for instance, the
relationship between the FIR and two measures of risk for the U.S.A.
Although over the last decade or so the FIR has been relatively stable
in value, both the non-financial, and financial sectors have been assum-
ing increasing amounts of debt relative to both its level of capitaliza-

tion and volume of business activity. This is particularly evident in
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the upward trend of the debt to equity ratio and the downward trend of

the liquid assets/short-term debt indicator.

FIGURE 2-3: U.8.A.—~RELATIONSHIP BETWEEN RISK
AND FINANCIAL STRUCTURE VARIABLES
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SOURCE: International Financial Statistics and other publications.
The relevance of this feature to the research is largely related

to the observation made above concerning ‘operational efficiency' in
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3. Inflation

Inflation is introduced into the analysis of financial struc-
tures by the use of two "operators" included in the basic formula,
namely the change in prices of price=sensitive financial instruments
such as equities (¥) and in the general adjustments made for changes in
GNP and net wealth &%) reflecting the overall national rates of
inflation. The impact of inflation on FIR is generally to depress the
value of FIR except "if the average long-term rise in stock prices far
outruns the rise in the general price level, or if the average share of
stock issues in all net new issues of non-financial sector is unusually

high."4!

In this case, there will be a net increase of FIR. In this
treatment, however, inflation plays a relatively 'passive' role, com-
pared with an alternative interpretation which tends to have a more
dynamic connotation. In this connection, it is well known that infla-
tion is often used as a technique for mobilizing financial resources,
perhaps to finance government expenditure (mainly through the excessive
expansion in money stock). As a technique for mobilizing savings, this
inflation-based technique is designed to alter relative prices and,
hence, incomes with the aim of increasing savings and directing them to
potential private investorl.42 This process tends to increase internal

financing and reduces the economy's dependence on the financial system.

However, if this 'active' inflation is later reinforced by demand=-pull

4

413. W. Goldsmith, The Determinants of Financial Structure,
p. 21.

“2g¢¢ J. G. Gurley, "Financial Structures in Developing
Economies," in D. Krevire ed., Fiscal and Monetary Problems in

Developing States (New York: Praeger, 1962).
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factors, in which the money supply is relatively restrained but in which
output is systematically cut back, then it is quite likely that with
a fall in the size of the real infrastructure, which enters the
denominator of the basic formula, FIR may be larger. Inflation can then
have a different effect on the country's financial structure, especially
on its size and composition. Further, and perhaps most importantly, in
the case where inflation is induced by sustained government defieit
financing through the banking system, there is a coasistent enlarging of
the banking subsector, relative to the rest of the financial secter.
This is likely to be partly symptomatic of and induce financial
asphyxiation, with resultant social costs to an economy. Conventional
analysis of financial structure of itself is incapable of detecting such
coats, uhicﬁ can be significant, as will be seen in Chapter B of the

atudy.

‘4, The Unorganized Financial Sector

Because of the difficulty associated with its measurement,
discussion in the literature of the role of the unorganized financial

43 in his subsatantial wark on

sector is relatively limited. U Tun Wai,
. this sector, has pointed out the overwhelming significance that this
sector has played in both developed and, more so, post-war developing
economies. The disruptions of international and national economies
caused by the precipitous rise in oil prices in the 1970s, with the

resultant chronic shortage of foreign exchange, has given rise to an

unprecedented evolution of the unorganized financial sector in virtually

433¢e U Tun Wai, "Interest Rates Outside the Organized Money
Markets of Underdeveloped Countries."
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all deveioPing ecoﬁomies. Failure to account for these in the analysis
of the financial structure of LDCs, as does the body of literature
currently, omits a significant dimension of the issue. It is estimated,
for instance, that in some countries like Ghana, Jamaica and Guyana,
growth in the unorganized financial sector has been several times larger
_than the formal sector in recent years. While this is, in fact, a
recognized weakness in traditional analysis, not much can be done in thé
context of the study to redress it, except to note that it haa indirect
relationship to financial asphyxiation and dualism, to the extent that a
large part of financial activity likely to benefit non-banks, for,
instance, is usually kept out of the formal system. The loss to non-~

bank, in relative terms, tends to be greater than banks, given the size

. usually of the latter.

5. The Role of the Banking Systam’

Finally, while orthodox analysi; does address the fole of the
bhnking sttem in a country's financial structure and, as will be
elaborated in the next chapter, has noted some distinct behavioural
patterna, there appears a less than adequate appreciation of the over-
whelming influence this subsector may have, not only on the financial
gector itself, but on the economy as a whole. A usually large or
exp#nding banking system has clear monetary and figeal implicatiaps for
the sconomic system in general. In respect of the monetary impact,
McKinnon has noted that normally "the banking system should be expanded
until the real return in holding money, plus the marginal costs of

providing banking services, are equal to the marginal returns on new
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investments."a4

In the reality of developing countries, in particular,
howaver, little or no attention is paid to this maximization rule., As a
result, tremendous social costs arise in the economy out of inflation,

unduly strained budgetary arrangements and, of increasing significance,

asphyxiated financial and economic development.

In this connection, it is this particular aspect of the
relationship of the banking system to total financial structures of
post-war economies that will be explored much more closely in the next
chapter and, thus, form the basis for the development of a theoretical
foundation for subsequently testing the empirical experience of the

phenomenon of financial asphyxiation.

QQR. 1. McKinnon, Money and Capital in Econamic Development,

p. 122,




CHAPTER III

BANKINGC IN FINANCIAL STRUCTURES

-—THEORY AND DYNAMICS

The twa‘previous chapters have defined the finance process in an
econ;my and have identified the central elements of its workings and
evolution over time. The end-product of the finance process, the finan-
cial structure of an economy, was also examined and relsted to the
broader context of economic development. In this respect, one of the
ma jor dimensions of f1nanc1al structure was h1ghl1gh:ed, namely its
size, with only margxnal reference being made to other significent

facets, such as its compocsition and penetration of an economic syatem,

" This chapter seeks to emphasize perhaps the most significant
dim?ﬁsion of the financial structure of an economy with respect to the
central thesis of this study, namely its composition. Specifically, the
role and significance of the banking subsector in the financial sector
and structure is amplified, as a crucial background to further develop-

ment of the main thesis.

The chapter has three broad sections, 4, B and C, Section A
seta out the conceptual framework of the banking system in an economy,
 identifying the specific roles of its two main pillars, the central bank

and commercial banks. Section B examines the major dimensiona of the

96 -
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evolution of post-World War II banking, citing the implications of these
global developments for banking structures of both MDCs and LDCs.
Section C examines the well-known symbictic relationship between banking
and financigl and economic development, with specific reference to
Jamaica, Korea, Trinidad and Tobago and the U.S.A. Some hypotheses to
be tested later in the research, about the impact of post-war structural
developments in banking on the process of financial asphyxiation in

these economies, are finally introduced.

A. The Conceptual Banking Framework

1. Banking a8 a Financial Subssctor

Despite its overwhelming significance to both economic and
financial relationships, there has historically been no universally
'accepted legal definition of the term '5;nking' or 'banker.' In English
law, for instance, to which most aother countries turn for guiéance in
this field, a banker is generally defined only as a person engaged in
the 'business of banking' with no further elaboration on what banking
'per se’ actually is. Custom and usage over time, however, have estab-
lished that basically banking involves the acceptance of deposits and
payment of these funds on demand, the principal distinguishing feature
from ocher intermediaries traditionglly being the ability of banks to
create and use their liabilicties as a means of payment or purchasing
power. Typically, the characteristic of the demand or sight deposit has
been the basis for distinction between banks and non-banks, although
this distinction is rapidly becoming blurred in today's changing finan-

cial world, as has been already noted.
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Conceptually, the banking subsector or industry of a financial
system can be viewed in both a narrow and a broad sense. In practice, a
number of institutions worldwide have used the name 'banks' or
'banking,' inasmuch as they do not necessarily perform the generally
accepted characteristics of banking 'per se.' This constitutes the
broad or aggregate view in which the banking subsector embraces a number
of financial intermediaries, apart from the traditional central and
commercial banks. Under this approach, institutions divide into three
broad groups:
(a) Banks of issue--the central or reserve bank--the banker's
bank;
(b) deposit=taking banking institu:ions,1 which can be
broken down into thrift2 institutions (savings, trustee
savings, postal s;vings banks) and non—chrift-or'money
(commercial, chartered [Canada] or clearing [U.K.]
banks);
(c) long-term specialist banking institutions=--all types of
development banks, investment banks or other institutions

performing specialized functions.

Table 3-1 below details some of the essential characteristics and func-

tions of these broad types of banking institutions, excluding central

lThnt is, where deposits represent the bulk of their sources of
funds.

2Time deposits generally play a greater role in the deposit
structures of thrifts than demand or sight deposits.
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and commercial banks, to be examined in detail lgter. Savings types of
inatitutiona, one form of deposit-taking institutions, appear to play a
much greater role in financing non-financial companies. In terms of the
developed economies, the array of bank-type institutions appear to be
very similar for most countries, except for the virtual absence of
development banks in the U,5.A, These deavelopment banks are often
replaced by federal and other private types of specialized institutions.
In most developing economies, virtually all of these types of institu~
tions typically appear, with investment banks tending to be less
prevalent, in contrast with development banks which oparate in virtually

every LDC today.

In developed economies, deposit banks represent, by far, the ‘
largest share of both the liability and asset submarkets, not only for
bankinglinatitutions themgselves, but even for financial intermediaries
in general. A recent study by the Inter-Bank Research Organization
(IBRO) in the U.K. of the financial systems in eight developed
economies, for instance, has indicated that, on balance, in none of the
country cases has the share of deposit-~taking banking institutions been
less than 36 percent of the claims on or in favour of non~fimancial
corborations.3 Among LDCs, institutions performing the traditional

© functions of commercial banking appear ?o represent the largest

category, although, as will be shown later {in the case of Trinidad and

. 3See T. Hindle, P Frazer and R, Brown, Banking Sysctemsa Abroad:
i"I'he Role of Large Deposit Banks in the Financial Systems of Germany,
France, Italy, the Netherlands, Switzerland, Sweden, Japan and the
Unitﬁd States, ad. D. Vittas (London: Inter-Bank Research Organization,
1978).
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Tobago and Jamaica), this trend appears to be rapidly reversing. Of the
three categories of institutions in this 'broad' definition of the
banking subsector, banks of issue appear to command the smallest share
of the market, though these institutions undeniably direct the evolution
and tone, not only of the banking gystem itself, but of the entire

fi-ancial system, as will be elaborated in the next szection,

By contrast, the narrow approach to banking equates the banking
system to what can alternatively be considared the 'monetary system.'4
In this case, the central bankS'and non~thrift deposict banks or commer=-
cial banks, whose liabilitieg are specifically employed as a means of
payment, constitute the banking system. Primarily because cf the nature
of the main thesis itself, in which an explicit comparison is made
between the behaviour of the banking system rélative to the-non-banking
system (which often includes several of the institutions in Table 3-1),
this study utilizes the narrow concept for the banking subsector. The
next gection, thus, explains some conceptual issues related to central
and commercial banking, the cornerstones of the banking subsector,

narrowly defined.

“Central banks will be used as 4 proxy for the mouetary
authorities from now on.

.BAny future reference to the banking system will, therefore,
caver only commercial banks (or equivalent) and central banks, unless
otherwise defined.
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2. Central Banks--Alternative Interpretations

The functions of a 'bank of issue' or central bank are generally
indispensable to any financial system, irrespective of whether the
economic system is free enterprise or centralized in nature. While
institutionally central banking relations are usually distinct in market
economies and tend to be less integrated with other banking activities
than in the 'monobank' planned economic model, functionally central
banking, tends to be essentially similar in both systems. With specific
reference to market economies, the role of the central bank is generally
well known to include:

(a) Regulation and supervision of monetary policy activities;

(b) management and development of the financial system;

(¢) service as banker to the rest of the banking system and
go#ernmunt;

(d) issuing of the legal currency; and

(e) management of the economy's external sector activities,

especially its foreign reserves portfolio.6

These are operationally broad functional areas, subject to alternative
tactics of execution from system to system. Of the above functions,
monetary policy is generally’'considered the most important and is per-
haps one of the most thoroughly studied and controversial areas of

economics, particularly with respect to the tools and instruments to be

61n developing countries, central banks are often required to
manage specialized developmental funds, usually in priority sectors,
such as agriculture.
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utilized in any given economic context. The gist of the controversy
appears to relate to whether monetary policy should normally be imple~
mented through manipulation of credit availability, rather than credit
cost (a traditional European approach) or by means of changes in the

money stock or 'high-powered' money (a traditional American approach).

One issue concerning central banking of specific relevance to
developing countries in the 1960s and 1970s has been the particular form
the structure of a central bank should assume to optimize its effective-
ness in a given economic system. A recent study clearly relates close
operational and administrative effectiveness to specific structural
characteristics and urges care by developing economies in its final
choice. Table 3-2 below sets out major types of central banking
iqstitutions and an assessment of their likely impact with respect to

specific functions and activities, identified in that study.

Traditionally, there has been so much preoccupation with the
role of monetary policy within the portfolio of central banking
activities, that the very important function of intermediation which
such institutions also perform is often very much overlooked. Like
commercial banks and other intermediaries in the financial sector,
central banks do in fact play an important intermediation role, to the
extent that they lend or invest some of the 'costless' reserves of the
commercial banking system and sometimes issue financial instruments for
their own account, or co facilitate 'open market' operations. In this
context, this study takes the view that sub-optimal performance of this

crucial intermediation function by central banks noticeably enhances the



TABLE 3-2

ALTERNATIVE CENTRAL BANKING INSTITUTIONS

=
Operation
Banker to Regulation of
Currency  Banker to Commercial of Financial Monetary
Institution _Issue  Government _ Banks  Institutions _ Policy
Full-fledged central bank 3 3 3 3 3G
Supranational central bank IE 2E 2 2 2E
Open economy central bank-
ing institution ic c 2 3 1
Transitional central bank-
ing institution 3ce 2C 2 1 2G
Currency enclave central
banking institution 1,2CE 2CE 2 1 1
Currency board ic 1 1 1 1

Promotion of
Financial

Development

1
2

Eey: 1 = limited involvement

2 = substantial involvement E = considerable external influence
J = full involvement G = considerable government influence

C = considerable constitutional restrictions

SOURCE: C. Collyns, "Alternatives to the Central Bank in the Developing World, IMF Occasional
Papers (Wash., D. C.: July 1983): p. 22.



J 105 '

phenomenon of financial asphyxiation by the banking system. This facet

of the thesis will be develaped in later chapters.

3. Commercial Banks--Some Conceptual Approaches

In terms of financial sector institutions, perhaps none other
has been more actively studied at both theoretical and empirical levels
than commercial banks. As in the case of central banks, one of the main
reasons for this is the spécial place these institutions have held
within the framework of monetary policy and the financial and economic
systems in general. Commercial banks are the principal institutional
mechanisms through which (directly as in the case of the 'credit
availability' approach cor less directLy as in the 'manipulation of the
cost of credit’ approach), the major elements of an economy's control
over monetary aggrepates and policy are effected By the monetary ]
authorities. Yet another reason of more relevance to this study is the
central intermediation role also played by commercial banks. As a
result of this intermediation function, commercial banks are in some
respects the most powerful institutions in the financial sector, often

owning as much as thirty to forty percent of the financial assets of an

economy.

At the firm theoretic level, the literature on commercial bank-
ing can be decomposed into two broad areas—-those presenting 'partial’
models and the others with 'complete' or ‘'general equilibrium' models.
Moat of the former types concentrate on tl. portfolio management

approach. Thus, given an exogenously determined portfolio size,
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optimization is concerned with asset allocation.7 Alternatively,
emphasis is on basic liquidity management, in which the central issue is
the optimal choice between holding bank reserves and earning asaets.8
Less frequent among the 'partial' models are those concerned with
liability management, a technique which, prior to the 1960s, was con-
sidered unconventional in commercial banking. In the early post-war
years, banking practice traditionally centered around the "bills only"

'

or "golden rule theory" of banking as opposed to the more recently

evolving concepts of the 'sediment theory'9 and related approaches.

Prior to the evolution of liability management models, total volume of
capital and deposits used to be assumed away as exogenously determined
variables, not subject to optimization problems, with the all important

role of bank equity as a cushion and protective layer for resources

‘One of the earliest of this type of model was D. Orr and W. G.
Mellon, "Stochastic Reserve Loans and Expansion of Bank Credit,"
American Economic Review, Vol. 51 (September 1961), and one of the
latest was by J. Niemans, The Theory of Money (Baltimore, Md., 1978).

8See R. C. Porter, "A Model of Bank Portfolio," Yale Economic
Essays (Fall 1961): pp. 323-359; J. Pringle, "The Capital Decision in
Commercial Banks," Journal of Finance, No. 29 (June 1974): pp. 779-795;
and R. A. Taggart and S. I. Greenbaum, "Bank Capital and Public
Regulation," Journal of Money, Credit and Banking, No. 10 (May 1978):
pp. 158-169.

9

The "sediment theory" of banking suggests that from every
deposit acquired by a bank, a certain small proportion at least, remains
as 'sediment' in the bank's operations, after normal customer
withdrawal. It infers that banks should be able to lend longer than
previously, as a result now of the predictability attached to this
'sediment.' It, therefore, is generally a contrary view to the "bills
only" doctrine, which in classical, commercial banking held that commer-
cial banks were short~term institutions that should only operate within
the short-term spectrum of the market, being involved only in gelf-
liquidating financial assets. The "bills preferably" approach suggested
that the "bills only" doctrine be dominant, but not supreme in the
operations of commercial banks.
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being igrnored. With the emergence of liability management, however
(Section B below), there is now also strong emphasis on the deposit and

capital bases of the banking firm.

By contrast, the general equilibrium models take a more helistic
view of the banking firm, after emphasizing a specific dimension of
system~wide relevance and significance. Among the complete or total
models in the theory of commercial banking, three basic types can be
identified:

(1) The ‘'real resource' or 'real production' models, in which banking
activities are expressed in terms of real resource flow and stock
costs.lo

{2) The 'risk aversion' models, employing the general theory of
portfolio balance as articulated by Tobin and'Markowitz.l1

(3) The 'monopolistic price setters' models, which, unlike the bulk
of theoretical models of the banking firm which assume that the
banking firm operates in a competitive environment, present the
firm in an alternative framework of monopalistic competition.
Because of their specific relevance to the central thesis of this
research, monopolistic models of banking are briefly more

clogsely examined.

OFor typical presentations of this model, see B. Pesek, "Bank's
Supply Function and the Equilibrium Quantity of Money," Canadian Journal
of Economics (August 1970}: pp. 357-385; and T. Saving, "A Theory of
Money Supply with Competitive Banking," Journal of Monetary Economics,
Vol. 3 (July 1977): pp. 289-303.

11 , . : . . .
See, in particular, J., Tobin, "A Dynamic Aggregative Model,"
(1955).
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One of the earliest treatments of commercial banks within the
monopolistic framework was that of Lester Chandler's.12 In a seminal
article, he refuted the orthodox approach of pure competition for bank-
ing and went on to define the banking firm within the context of monopo-
listic competition. From then on, Alhadeff13 and a number of others
introduced supporting views, with a few writers casting the analysis in
an oligopolistic framework. By the end of the second World War, the
basically pure market treatment of the banking firm had been relegated

to a less important place.lé

The basic monopolistic banking models of which Klein's'’ perhaps
stands out the most, determine bank portfolio structure and scale,
through revenue maximization (MC = MR) along demand functions for bank-
ing services determined by the market. In so doing, however, as is the
case for the risk aversion models, resource cost aspects are generally
omitted, since to the monopolist, production and supply characteristics
of bank services do not have real significance, except that operating

costs are fully covered by the set price.

1250e L. Chandler, '"Monopolistic Elements in Commercial
Banking," Journal of Political Economy, Vol. 46, No. 1 (February 1938).

135ee D. A. Alhadeff, Monopoly and Competition in Banking
(California: Berkeley University of California Press, 1954); and
J. Powers, "The Existence of Economies of Structure and of Economies of
Scale in Commercial Banking,'" Staff Memorandum, Federal Reserve Bank of
Chicago (January 1967).

lAFur a fairly recent treatment under assumptions of pure
competition, see E. F. Fama, "Banking in the Theory of Finance," Journal
of Monetary Economics, Vol. 6 (January 1980): pp. 39-57.

15gee L. A. Klein, "A Theory of the Banking Firm," Journal of
Money, Credit and Banking, Vol. 3 (May 1971): pp. 205-218.
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One major criticism of such models is that they break down
"completely as soon as the bank has to operate as a price-taker in

"6 snother is that the cost of banking activities

competitive markets.
is generally not satisfactorily analyzed. Costs of liquidity management
and producing and maintaining liabilities are often omitted.
Notwithstanding these weaknesses, the monopolistic or, more
appropriately, the monopolistically competitive model appears to have

the most direct relevance to the situation of developing countries,

where the banking subsector is generally very dominant.

Further, it is this approach, rather than the largely academic
"pure market" type of model that more closely explains one facet of the
asphyxiating role of the banking subsector in the financial sector of

economies.

4. Towards a Synthesis in the Banking Subsector

The links between commercial banking and the monetary authority
or central bank in a given economy are well known. The central bank can

be considered the commercial bank's banker, and normally its banker of

wl/

"last resort. As was already noted, these two types of institutions,

when consolidated, can be viewed as the monetary system or the banking

system narrowly defined. In terms of a simple system of equations, the

iy, Baltensperger, "Alternative Approaches to the Theory of the
~anking Firm," Journal of Monetary Economics, No. 6 (1980): p. 19.

i?‘l'l'n:n.xgi'l often, particularly in LDCs, the view is taken that the
central bank ought to be a lender of "earlier" or even "first resort"
for the commercial banking system, rather than one of 'last resort.'
The basic argument here is that the central bank ought to play a greater
developmental role in the financial system as a whole, than the one
ascribed in the orthodox models, prescribed usually for MDCs.
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basic link between commercial banking and central banking can be

18
expressed as follows:
TOTAL ASSETS = TOTAL LIABILITIES :

NFA + NCG + CPS = CY + DM + ONI == Monetary Survey or
Aggregate Monetary
(Narrow Banking) System ...

NFA + NCGC + CDMB = RMO + ONI == (Central Banking System ....

NFA + NCG + CPS = DM + CDMB + ONI -~ Commercial or Deposit
Banking System ...ccccveaes

NFA = FA - FL = (FAC » FAd) - (FLC + FLd) R R I I

NCG = CG - GD = (CGC + Ccd) s (GDC + G%) CRCRC I I NI B I S I B T I I O B I

RHO = CY * CA lllllll'l.I..--.t-.-.‘ll..l.l.llll.lll.ll.l.llll..l..-.-

where subscripts c and d represent central and commercial (deposit)
banks respectively, and:

(a) NFA = net foreign assets, consisting of the difference between
foreign assets of the banking system (FAC + FA;) and foreign
liabilities (FL, + FLy);

(b) NCG = net government claims, consisting of the differences between
credit to or claims on government by central bank and commercial
banks (CG, + CG4) and government deposits with central bank and

commercial banks (GDC + GDy)s3

18por a summary presentation and detailed explanation of the
framework, see G. S. Dorrance, "A Framework for the Determination of
Central Banking Policy," IMF Staff Papers, Vol. 17 (July 1970).

(1)

(2)

(3)

(4)

(5)

(6)
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(c) CDMB = central bank claims on deposit-money banks,

(d) €PS = claims on private sector;

(e) CY = currency in circulation outside banks;

(f) ONI = other net items, for both (ONI.) and commercial

banks (ONI );

(g8) €A = deposits at central banks,

In thig partial representation, the major links between the two
ma jor components (central and commercial banks) of the narrow banking
subsector or monetary system are identified. Essentially, this is bank
reserve money, representing the mandatory reserve requirements under the

. 1
fractional reserve system.

By extension, the link between the banking system and the rest
of the financial system can be seen through an addition to the above

system of equations as follows:
NFA + NCG + CPS = CY + DM + ODM + OFL + ON] ..ccenvvavensnnannns (7)

where NCG and CPS are adjusted to include transactions of other finan-
cial institutions, with ODM, largely term deposits, and OFL, other
financial liabilities (e.g. insurance reserves being explicitly
included). CY + DM + ODM can then be considered My, — a broad measure of

money supply .

190ther 1inks between the central and commercial banks can be
through the central bank lending to commercial banks, or foreign
exchange accounts held by the central bank, or the commercial banks for
the respective benefits of the other institution(s).
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From the above identities, therefore, the close interrelation-
ships between the major elements of the financial sector are evident,
As is well known, to the extent that the ultimate custodians of the
nation's money stock are largely banks, to that extent, 'inter alia,' is

the banking subsector particularly important in the financial sector.

B. The Emergence of Post-War Banking Structure

Globally, post-World War II banking has witnessed an unprece-
dented metamorphosis. Radical changes and reforms were the order of the
day through the 1950s, intengified in the 1960s and were sustained in
the 1970s in virtually all the more developed economies. It is also
highly likely that these fundamental international reforms
characterizing the banking industry have also rippled through LDCs.

In general, reforms were multi-dimensional, but broadly divide into two
types: (a) administrative and (b) operational. In the context of these
reforms, however, what is of critical significance is the impact that
these developments have had on banking structures themselves and how
these in turn relate to the financial structures of individual
economies. In this respect, this study hypothesises that several of these
post-war banking activities have in fact induced the phenomenon of
financial asphyxiation in economies, both developed and developing.
Before this point is more closely examined, however, it may be useful to
review aspects of the theory of an optimal banking structure. It can
then be conjectured to what extent post-war international banking
developments have in fact induced banking structures to diverge from

optimal behavioural patterns.
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1. The Optimal Banking Structure

Under a market system, economic welfare is optimized in Paretian
terms, if a specific change in the banking system confers increased
benefits for both consumers and producers. Typically, for consumers
“the banking structure is optimal where financial institutions have the
desire and ability to serve them and are rewarded accordingly. In
genaral, this gituation prevails when firms are wealth-maximizing com-
petitors that are neither subsidized, penalized, or regulated by the
government, and where entry into and exit from the market is not

constrained."20

Producers will then provide banking services according
to consumer demands, as expressed by the willingness of the latter to
exchange their financial resources for services. The existence, then,

of perfect competition appears a critical preconditien to optimality in

bankipg structure.

George Benston specifically defines four main criteria for
banking oﬁerators to optimize behaviour. These are: (a) no restrictions
to entry into the market; (b) no restrictions to exit from the market,
by merger or failure; {c) the absence of collusion leading to the forma-
tion of oligopelies or monopolies; and {(d) the absence of economies of
scale, resulting in 'natural' monopolies. Any banking structure emerg-

ing in these circumstances is likely to optimize welfare,

20

G. J. Benston, "The Optimal Banking Structure: Theory and
L

Evidence,"” in Current Perspectives in Banking Operations, Management and
Regulation, edsa. T. M. Havrilesky and J. T. Boorman (Illinois: AHM
Publishing Corp., 1980), p. 365.
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A determination of the real impact of change in post-war banking
structures of MDCs will, therefore, be a function of the degree to which
pure competition is constrained and the extent to which efficiency is,
by extension, impaired. This assumes, as Greenbaum does,21 that banking
structure is, in fact, a dynamic means to performance (as CGurley and
Shaw >~ interpret the financial structure of an economy to be) rather
than a passive end in itself. This notwithstanding, the view taken in

this paper is that optimality of banking structure is a relative factor,

varying from economy to economy and from one economic system to another.

i
2. Post-War Banking Reforma“3

As already noted, post-war banking reforms were essentially of
two types, administrative and operational. Administrative restructuring
of the banking industry between 1955 and 1980 emphasized (a) increased
formalization, (b) enhanced liberalization, and (c) improvements to
efficiency in existing banking environments. Although often the
gpecific motive of individual pieces of legislation of new directives in
a given economy did impinge on all three of these areas, some distinct

categorization is still possible.

213. I. Greenbaum, "Competition and Efficiency in the Banking
System--Empirical Research and its Policy Implications," Journal of
Political Economy, 75, Pt. 2 (August, 1967): pp. 461-79.

"
2“See J. Gurley and E. S. Shaw, "Financial Structure and
Economic Development."

2jBecause of overwhelming significance of commercial banking in
banking dynamics, emphasis in this section is largely on commercial
banks. Post=-war changes in central banking were largely related to
changes in techniques of monetary policy, in response to particular
domestic economic circumstances.
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In respect of formalization of banking arrangements, the major
example over the period was in the U.K., where the 1979 Banking Act,
which arose partly because of the 1973-74 fringe banking crisis and the
First Directive of the European Economic Corumunit.y,z4 moved to codify
banking laws and categorize banking institutions there for the first
time. Three categories of banks were created, as follows:
(a) recognized, (b) licensed and (c) exempt banks. In addition, for the
first time, a mandatory deposit insurance scheme was created. Prior to
the 1979 Act, banking in the U.K, was based largely on tradition. The
1946 Bank of England Act, Sundry Company Acts and the Depositor's
Protection Act provided the legal framework within which banking was

circumscribed in the past.

Effor;s to liberalize existing banking systems in the ﬁost—war
eras were many. In the socialist economies, changes in banking essen-
tially responded to macro-economic changes. The mid-1960s and early
19705 witnessed significant attempts at broadening operational
activities and redefining aspects of credit and liquidity management.
Less reliance was placed on the budget for provision of credit to the
economy and increased dependence was placed on the banking system.
Interest rates were made more determinate over credit allocation proces-
ges and internationalization of trade between COMECON and non-~COMECON
trade was expanding, largely as a result of the creation of the
International Bank for Economic Cooperation in 1964 and the

International Investment Bank in 1971. In these changes, virtually all

24'See EEC: Qfficial Journal of the European Communities, Report
No. L322/31 (December 17, 1977). '
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socialist countries--including East Germany, Poland, Hungary,
Yugoslavia, Romania, Bulgaria and the U.S.S.R.--were involved to varying

degreea.25

For the market economies, prior to 1967, the French system
strictly adhered to traditional "bills only" doctrine in commercial
banking. There was, however, a marked shift thereafter to a more broad-
based system, with less distinction between commercial and investment
banking activities, as was the case in West Germany earlier, In 1969,
banks in Sweden were permitted for the first time to engage in virtually
all financial activities, while in 1973 Holland reformed its credit
control system, making it more responsive to market mechanisms, includ-
ing the lifting of credit controls. Undoubtedly, the greatest post-war
reforms aimed at increased financial system liberalization took place in
the U,8.A., when in 1980, the Deregulation and Monetary Control and
Depository Institutions Deregulation Acr_,26 with widespread implications
for banking institutions, in particular, was passed. Most of these very
reforms had specific impact on and implications for operational and
financial efficiency, the essence of which are elaborated in the next

subsection.

SFcr an informative analysis of post-war socialist economic
reforms, see P, T. Knight, "Economic Reform in Socialist Economies: The
Experiences of China, Hungary, Romania, and Yugoslavia," World Bank
staff Working Papers, No. 579 (Wash., D.C.): 1983.

26Hnst of the deregulatory and other aspects of this Act are
already in effect with mixed results to date.
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3. Functional/Operational Dimengions

In general, virtually all the post-war administrative reforms
introduced in developed countries had the ultimate objettive of enhanc-
ing banking and financial system-wide operational efficiency. However,
there were a number of specific innovations directly aimed at broadening
and deepening operational dimengions of banking in both Europe and North
America. Most important among these were: (a) changes in monetary
policy, (b) innovative techniques in liability management; and
(c) increased internationalization of banking. Because of their
specific significance and implication for changing banking structures
not only in MDCs, but more importantly in LDCs, these three areas are
briefly reviewed. The extent of the influence of these developments in
the banking and financial structures of the four research economies are

later hypothesized.

(a) Changes in Monetary Policy Techniques: In part influencing and in

part adjusting to the changes in the regulatory and administrative
environment, post-war banking experienced a number of functional shifts,
both at the level of central and commercial banking. Primarily in the
area of monetary contral:

One aspect of the reforms introduced in several countries in the
late 1960s and early 1970s has been the change of emphasis in
credit control from interventionist policies to market-oriented
techniques., However, in most countries there has been a return
since 1973 to direct restrictions of one form or another,

Credit ceilings or supplementary reserve requirements on the
growth in loans or deposits in excess of a stipulated norm have
been applied either cont nuously or intermittently in France,
Italy, Sweden, the Netherlands, Switzerland and the United
Kingdom. But the emphasis on the need to control monetary
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aggregates has continued and probably increased in more recent
years,2? - ' - '

The last sentence of this quote has been especially true in the late
19705 and early 1980s in the U.5.A., when the Federal Resarve system had
been maintaining a particularly tight monetary policy through control
over the money supply. As a result, interest rates had been unugually
high and credit demand slack. While the objective of this policy had
been to control soaring inflation {and did succeed in large measure)

stagflation, undoubtedly, set in, with unemployment soaring with

increasing recession.

{b) Innovative Techniques of Liability Management! The most over-—

whelming development in commercial banking at the functional/operational
level has possibly been the evolution of the use of liability,as opposed
to traditional asset, techniques in management. The implications of

this new preoccupation with liability management have been manifold,

The growth of the use of liability management techniques mainly
by American banka in the early 1960s emerged as a result of falling
market shares and declining domestic profitability in commercial bankﬁ.
The concept centered around the aggressive purchase of liability funds,
primarily through the acquisition of certificates of deposits, federal
funds and subordinated debentures. The principal objective was to
bolster sagging capital and funding capacities of commercial banks, at

the same time enhancing their ability to expand their operations.

"
St

277, Hindle, P. Frazer and R. Brown, Banking Systems Abroad=--The
Role of Large Deposit Banks in the Financial Systems of Germany, France,
Italy, the Netherlands, Switzerland, Sweden, Japan and the United
States, p. 7.
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While, Eof the most part, these objectives appear to have been met both
for European and, especially, American commercial banks, the emergence
of the intensive use of liability management techniques brought in its
wake a number of financial system-wide problems not previously

anticipated or experienced. This was especilally the case in the U.S.A.

One of the major results in the U.S.A. of this development was
inereased regulation in banking, which through changes at domestic and
international levels, has significantly changed the face of commercial
banking. In particular, largely as a result of increased price competi-
tion for deposits in mid-1966, the Federal Reserve System's Regulation Q
established in the 19303, was enforced at a very low level of interest
rates. The objective was to control the larger banks and to allow the
smallar banks and non~banks ta acquire a larger share of availabla
funda. However, the 'disintermediation’ that resulted involving the
direct placement of the public's funda into money market instruments
without channelling them first through banks or other financial inter-
mediaries was particularly acute in 1966 and in 1969, Disintermediation
again intensified during the 1973-1976 credit crunch, when tight money
policies were being pursued in the U.S.A., as a result of which banks

were forced to sell their portfolio investments at low prices and to
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radically restrict lending.28 A number of near-banks consequently
failed, and there was a notable increase in banking mergers. Banks also
tried to avoid the impact of Regulation Q by investing abroad, through
the creation of one bank holding companies. Further, both of these
developments, in their own specific ways, adversely affected the domes-
tic U.S. economy. The effectiveness of monetary policy weapons by the

Federal Reserve System was, for instance, reportedly severely affected.

In essence, commercial banking had sent ripples through the
financial system, as a result of the marked shift to the innovative but

destabilizing liability management techniques.zg

(c) The Internationalization of Banking: '"One of the most remarkable

features of post-war economic history has been the progressive inter-

n30

nationalization of banking. This feature has taken many forms and

shades, namely: (a) the growth of the Euro-currency market itself;
(b) the increasing dominance of off-shore banking centres; (c) increased

consortial banking; and (d) major changes in export credit financing.

28Regulation Q then caused some serious problems when the

failure of the Central Transportation Company in 1970 caused increased
credit demands on commercial companies which previously sold large
amounts of paper as a result of Regulation Q. Companies involved were
then turning to commercial banks, at that time relatively illiquid. The
federal authorities were later forced to ease the tight restriction on
the Regulation Q.

2%F0or a useful review of the impact of liability management in
the U.S. economy, see Chapter 9 of P, S. Nadler's work, Commercial
Banking in the Economy, 3d ed. (New York: Random House, 1979).

30g, Mayer, "Credit and Liquidity Creation in the International
Banking Sector," Economic Papers, No. 1 (Basle: Bank for International
Settlements, Monetary and Economics Dept. (November 1979): p. 5.
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Underscoring all of these marked functional changes, has been an overall

upsurge in the presence of multinational banking.

In this last respect, Maurice Odle31 has noted that the preoc-
cupation with Eurc-currency market developments, fuelled largely by the
gearch by American banks for cheaper sources of liabilities, is merely
one facet of the increased level of internationalization of banking,
particularly over the past twenty~five years. He has argued that the
historical system of the evolution of capitalism with its symptomatic
internationalization of productive capacity, has induced the rapid
emergence of international banking over the years. The British were the
pioneers, together with the French.32 Orthedox literature has
attributed the growth of international banking to the following facéors:
{a) the growth of international trade, whereby absence in domestic
economies of banking facilities necessitated the presence of foreign
banks; (b) the use of superior marketing, management and technology by
industrialists in metropolitan countries and (c) the need for service
banking facilities in host economies--supposedly a "defensive entry"
technique., These general arguments in the orthodox literature have
basically inferred that internationalization of banking has done more
good than harm for host developing countries. Taking exception to this

position, Odle has, in fact, demonstrated that while, historically,

3lgee M. A. Ddle, Multinational Banks and Underdevelopment
{Georgetown: University of Guyana, 1979}, for a very informative 'non-
orthodox' representation of the problem.

32g5e an orthodex approach, see H. G. Grubel, "A Theory of
~Multinational Banking," Banco Mazignale del Lavora Quarterly Review,
No. 123 (December 1977).
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there were indeed benefits to domestic economies through inter-
nationalization of banking (mainly in the form of employment generation,
exposure to new technology, incremental direct and indirect investment
opportunities, marginal revenues, etc¢.), there have also been a number
of significantly distortive and repressive features. These often
include: (a) reduced national autonomy in the use by host economies of
monetary policy for local purposes; (b) encouragement of policy stances
not in the interests of the long run stability of the world economy as a
whole and certainly almost always not in those of the specific domestic
economies; (c) encouragement of destabilizing capital inflows to
already fragile LDC economies; (d) the generally repressive impact on
the development of domestic financial institution and (e) sustained
dependence of host economies, usually developing ones, on the
metropolis. In short, he implicitly suggests that international
banking, with its domestic counterpart banking operations, is an
integral dimension of the financial asphyxiation process adversely
affecting optimal financial and economic development in host economies.
This argument will be further explored in Chapter 7, when selected
aspects of financial asphyxiation are elaborated in light of the empiri-

cal evidence in Jamaica, Korea, Trinidad and Tobago and the U.S.A.

4. 1Implications for Banking Structure

Given the often sweeping nature of their impact, several of the
administrative and functional/operational developments in banking in
MDCs have undoubtedly fundamentally reshaped the underlying structural
features of MDC banking, and more likely those of LDCs, whose structures

have in the past been chronically dependent on the metropole. The
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evidence has indicated that some of the major structural changes likely
to arise as a result of these post-war developments include:
(a) increased complexity of national banking syatems;33 (b) greater
tendency towards increased concentration;34 (c) tendency towards more

3 and {d) increased owner-

“congeneric" or multipurpose type of banking;
ship and control by financial institutiona, especially banks, of non-
financial entities.36 The result of the complex of structural changes
in {a) to (d) above, is more than likely to be increased asphyxiation by
the banking institutions of non-banking institutions at the national
economic level. In real terms, the effect of such developments is
further likely to be a systematic reduction of competition in the finan-
cial sectors of economies, with the related evolution of less thanm
optimal banking structures. This will evidently have implications for

the significant role of the banking system on financial and economic

development.

33uThis has resulted both from the expansion of the domestic and
international activities of most types of institutions and from the
emergence of new institutions to meet the changing financial needs of
the modern capitalist economies," in T. Hindle, P. Frazer and R. Brown,
Banking Systems Abroad, p. 1l,

341his has developed largely as a result of mergers, changes in
operational efficiency and changes in consumer and institutional
preferences.

35 0f related significance see, far instance, D. R. Khatkhate and
K. 5. Riechel, "Multipurpose Banking: Ivs Nature, Scope and Relevance
for Less Developed Countries,” I.M.F. Staff Papers, Vol. 27 (Sept.
1980).

3 por an excellent analysis of the factors underlying this
phenomenon in the U.S.A., see D. M. Kotz, Bank Control of Large
Corporations in the United States (Berkeley: Univ. of California Press,
1978).
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This question will be the focus of the last section of this
chapter. It will be hypothesized there that, largely as a result of
distortions arising from financial asphyxiation induced in part by
several of the structural changes in banking systems of post-war
economies, the post-war evolution of the banking systems in the four
research economies has not been consistent with theoretical and histori-
cal experiences. The analysis at this point must necessarily only be
indicative, to be more scientifically empiricized in Chapters 6 and 7,
once the model of financial asphyxiation has been fully formulated in

Chapters 4 and 5.

C. The Banking/Development Symbiosis

In the context of this study, the question of development can be
addressed at two levels: (a) economic development and (b) financial
development, Both have their respective relevance and significance with
respect to the influence the banking system can exert in a given

situation.

1. Growth and Development

The question of development inevitably introduces the highly
controversial area in the literature of "growth versus development" at
the level of the macro-economy. The well-known controversy appears to
arige from the definition, measurement and factors influencing each of
these two phenomena and need not be regurgitated here. Economic growth
implies sustained increases in per capita real incomes or output of an
economy, usually without consideration of structural or distributional
factors. The most well-known and generally accepted measure of growth

is GNP or some form thereof.



3?For a useful review of such indicators, see N. Hicks and
P. Streeten, "Indicators of Development: The Search for a Basic Needs
Yardstick," World Bank Reprint Series, No. 104 (1980).
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technology and gsupplies of capital and labour, with relatively little
significance being placed on savings as a central feature.38
Schumpeter, in particular, argued that 'innovation' and
'entrepreneurial' skills were the key to changes in output over time.
Neo-Keynesians, however, have placed strong stress on the accumulation
process and have ascribed a strong financial dimension to the impact of
such a process. Investment is influenced by interest rates, which in
turn influence savings, which then levers the output/capital ratio, as
in the Harrod-Domar formulation.39 Marxists, at another level, have
taken the view that the rate of capital accumulation, the key to growth,
can only be sustained at the expense of exploitation of labour. They,
however, downplay the finance or investment motive in the Keynesian
framework, though the views of the schoolas are gimilar on the importance
of capital accumulation. While Keynesians and neo-Keynesians, however,
have agreed that growth can continue indefinitely as long as the savings
or accumulation process is sustained, neo-classical scholars and
Marxists refute this position, though for different reasons. Under the
Marxist system, it is strongly believed that capitalism is doomed as a

result of the historical dialectics of materialism, which is the very

38'I'hus the typical neo-classical production function will be as

follows, using the Cobb-Douglas production function:
Y = Ak2 Nl-2

where A = technological change, Y = output, K = capital, N = labour, and
'a' represents the fraction of income accruing to capital, and the elasticit
of output with respect to changes in the capital stock.

391n the neo-Keynesian Harrod-Domar formulation, the production
function can be represented as Y = GK, where Y = output, K = capital, and
G = the average savings ratio.
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embodiment of the capitalist system. The inherent contradictions of the
capitalist system are supposed to be highly determinate on the distinct
finiteness of the production and growth frontiers. This Marxist view is
well articulated by Clive Thomas, who has argued that neither growth,
let alone transfgrmation, of the structure of production, exchange,
distribution an/consumption, can be positively affected in any sustained
way unless the two "Iron Laws" of the convergence of "“resource use and
demand” and "of needs with demand” are fully observed.*d Thus, the need

for comprehensive planning in and an integrated approach to the develop-

ment process of economies become highly necessary.

2. Financial Development

* AS has already been noted, virtually all schools of thought have
confessed to a strong positive relationship between the behaviour of the
financial sector and the economy as a whole. Specifiéally, a clear
direct link is ascribed to financial development and general economic
development. Khatkate and Riechel have suggested that "financial
development i3 a generic term that embraces structural, functional,
instrumental and pracess-related aspects af the financial system."41
Goldamith has been less comprehensive and defines it as a "change of

1wh2

financial structure," “ though financial structure is itself a complex

phenomenon as was noted in Chapters I and II. Camercon has argued that
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there are three broad indications of the influence of the financial
system on general development: (a) inadequate finance, which generally
restricts industrial and economic development; (b) whether the financial
system itself is permissive and accommodates all "creditworthy" bor-
rowers and (c) whether financial institutions themselves actively
promote new opportunities or encourage the consumption of finance,
through direct availability and support to entrepreneurs.
"Metaphorically, finance is the lubricant of the process of economic

growth and the banking system is the chief dispenser of finance."43

3. Banking in Financial and Economic Development

By analogy, the processes by which the banking system in a given
economy influence financial and, ultim;tely, economic development are
largely identical. Schumpeter was the first among modern orthodox
economists to explicitly identify such relationships.&& He ascribed
positive significance to the ability of commercial banks to create
purchasing power, which was the hub of the finance and investment
process. Gurley and Shaw have lent more substantial support recently

8
arguing that financial institution/in developed countries are automatons

generating the demand for financial agsets. Bankaas are a leading

agency in this respect,

43g, Cameron, Banking in the Early Stages of Industrialization, with
the collaboration of O. Crispo, H. T. Patrick and R. Tilly (New York:
Oxford University Press, 1967), p. 2.

44 gee I. A. Schumpeter, The Theory of Economic Development

(Cambridge, Mass., 1933), cited in R. Cameron, Banking in the Early Stages of
Industrialization.

&SEssentially, but not exclusively, commercial banks, since central
banks do have a significant input in this respect.
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In general, the literature has ascribed a number of clear causal
relationships to banking and development at large. One of the leading
authorities on this subject, Rondo Cameron, has noted the following on

these relationships:46

(a) Banking has historically been influential, through the provision of
"supply~leading" finance, in the investment, and hence,
industrialization process (Germany, Japan, in particular, and in the
case of the U.S.A., in agriculture);

(b) such investment-induced development has improved the quality of
financial sector service delivery, and has produced a narrowing of
dispersion of interest rates over time. Though this does not
necessarily imply a lowering in such rates, it certainly does infer a
more stable environment; |

(¢) with monetization of subsistence sectors, largely through the
creation of banks, there were shifts historically to commercial
production with increased specialization, increased work efforc and,
ultimately, changes in relative prices of different products;

(d) banks' ability to create means of payment confers power of
transferring resources directly from less productive to moré
productive areas of the economy, directly influencing output; and

{e) banks have in the ﬁast been in a position to influence the quality of

entrepreneurship and innovation in a system, though the literature is

46Apart from Cameron's book on Banking in the Early Stages of
Industrialization, see his book on Banking and Economic
Development~-Some Lessons of History {Clarendon: Oxford University
Press, 1972).
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generally divided on the contribution of commercial banks
historically to the latter, conservative, as they have traditionally

been known to be.

Most of the benefits identified above are, however, directly
related to commercial banking. A number of potential and real benefits
can alsc be linked with the central bank, including: (a) stability of
the financial systemj (b) influencing of investment decisions;

(c) control of inflation and (d) even limited credit through sound
monetary and fiscal policy, etc. "In short, wherever bank credit per-
mitted a more efficient allocation of resources and increased

’ -
productivity, it also promoted the progress of industrialization."'’

| e
is, in fact, its influence on industrialization as a whole that is

believed to be banking's major contribution to economic development.

4. Some Empirical Relationships—-Banking Structure and Development

Table 3-3 below sets out the experience for the banking systems
of the four research economies between 1960 and 1980. Contrary to
historical empirical relationship, the banking systems of all of the
four countries indicated a sustained upward trend over the two decades
as its share of the financial sector continuously rose. This is a
critical and necessary 'prima facie' evidence of the presence of finan-
cial asphyxiation in thegse economies. It is, however, interesting to

note that the size of the banking system of the mature economy in the

4?R. Cameron, Banking in the Early Stages of Industrial

Development, p. lé4.
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ly

sample, the U.S.A., has been consistent/ just over a half that of non-
banks, for the sample of institutions constituting the financial sector
in thig case. (In practice, the size of the U.S. banking system is
probably less than half, if all the non-banks jncluding securities markets,
from the broader definition of banking gre taken). gsuch fundamentals change
regulting from use of the broader view is, however, unlikely for the developing

countries (with the possible exception of Korea), as the other non-banks

included here are relatively insignificant in size.’

An analysis of the evolution over the period of the component
institutions of the banking system presents some interesting findings.
There has been a massive increase in the size of the central bank in the
banking system for both Trinidad and Tobago and Jamaica, both countries
experiencing more than a doubling of its 1960 share by 1980, at the
expense of tﬁe commercial banks. This contrasts significantly with
Korea and less so with the U.S.A., in both of which cases the central

bank's relative size diminished.

With respect to this Trinidad and Jamaica feature, there were
two fundamentally different underlying reasons-—basically "boom and
buat"48 situations, as Bourne noted. With the influx of 'petro-dollars'
in the 19708, Trinidad's central bank, as custodian of the nation's

reserves and government's banker, benefitted remarkably, hence its

48 , . .
“C. Bourne, "Banking in Boom and Bust Economies: Lessons from

Trinidad and Tobagc and Jamaica," Social and Economic Studies, Vol. 34,
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TABLE 3-3

POST-WAR EVOLUTION OF THE BANKING SYSTEMS OF JAMAICA, KOREA,

TRINIDAD AND TOBAGO AND THE U.S.A.

Share of Banking in The Financial Sector (%)

1 | Per Annum Avg.

| 1960 1966 1972 1976 1980 |  1960-1980
JAMAICA { 84.0 a/ 71.9 76.4 16,2 81.0 : 76.8
KOREA : 99.1 a/ 66.7 70.4 T71.2 75.9 { 73.5
TRINIDAD AND TOBAGO i 84.0 a/ 77.6 75.0 90.0 91.8 I 82.2
U.S.A. { 54.0 54.6 56.7 56.4 56.9 i_ 55.9

Growth Performance of Banking System
Relative to GNP and Inflation
(Z per annum}

Per Annum Avg.

| |
| 1960 1966 1972 1976 1980 | 1960-1980
[ [
JAMAICA | |
| I
Banking System | 16.1 11.4 20.1 15.9 32.4 | 18.8
GNP | 5.6 5.3 12.4 1.8 10.4 | iz2.0
Inflation 9/ | 4.7 2.4 4.6 13.4 28.0 | 11.3
I I
KOREA | |
| |
Banking System | 28.2 at.7 36.2 40.7 34.8 | 36.5
GNP [ 20.5 20.3 22,5 34.5 23.6 [ 28.3
Inflation E/ i 7.1 12.5 1249 20.1 23.4 | 15,2
[ [
TRINIDAD AND TOBAGO | |
f [
Banking System | 3.0 7.8 23.5 51.5 24.0 | 22.5
GNP | 6.9 8.4 13.6 28.2 4.9 [ 13.3
Inflation E/ [ 2.2 2.9 6.4 13.7 16.1 | 8.1
[ [
U.S.A. | |
| |
Banking System | 7.2 7.3 1l.4 7.5 10.8 | 9.3
GNP | 5.6 8.9 9.3 9.4 10.3 | 8.6
Inflation b/ | 1.1 2.6 6.8 8.7 8.5 | 5.3

SOURCE: Research Calculations from base data in International

Financial Statistics and Annual Reports of Central Banks.

a/Figure may be highly distorted due to large volume of missing

data for non-banks.

b/Change in Consumer Price Index.



133
signifiéant increase over levels of the 1960s. Jamaica, however, was
the victim of rapidly declining national economic circumstances, with
marked fall offs in budgetary resources. As a result, deficit financing
became gsignificant, with the Government, in fact, substantially borrow=
ing from the central bank, Hence, claims on the public sector
(Covernment) increased from J$6 million in 1960 to J$1.5 billion by
1980=-=-an incredible increase. This, thus, constitutes a clear example
of the inherent advantage that accrues to the banking system of an
economy, whereby it benefits both in times of bocm and bust, undoubtedly
a contributing factor to financial asphyxiation, in times of boom and

busat.

The slight reduction of the central bank share in the U.S.A. is
consistent with historical trends. The experience haa been that, after
" an initial rise, their share of central banks in the total financial
system begins to decline with financial development, as financial struc-
tures become more complex, There is, thus, a historical empirical
explanation for the behaviour of Trinidad and Jamaica, being fairly
undeveloped. The Korea situation, however, remsins less clear, possibly
except that as the financial system expanded very rapidly during the
19608 and 1970s, it also broadened and deepened, with the commercial
banking system playing & rapidly important role. This, however, only
partially explains'the massive decline of the central bank's share of

the financial system from 70 percent in 1960 to 21 percent by 1980.

Consistent with the theory of the growth of a country's finan-
cial superstructure relative to its real infrastructure, growth in the

banking sfs;em_outstripped that of both GNP and the rate of inflation in
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all four of the survey countries (Table 3-3). Banking system growth in
all countries was, therefore, real and positive. There were no major
trends from year to year in growth, except for Trinidad and Tobago whose

rate increased markedly from year to year right up to 1976.

In general, in all countrieg except Trinidad and Tobago in 1980,

the annual average rate of inflation was less than the growth in GNP,

Finally, with respect to the relationship between the banking
gystem and development, Figure 3=l above clearly illustrates the dia-
tinct parallel evolution of the GNP and banking system curves for the
three developing countries, in particular. 'Prima facie,' there is a
cleaf positive relationship consistent with the literature, but the
.direction of the causzl mechanism is unglear and must be more closely

investigated before a conclusive position can be adopted,

In summary, while empirically the post-war evolution of the

panking structure of Jamalca, Korea, Trinidad and Tobago and the U.S.A,
in large measure supports conventional theory, there are still a number
of phenomena that have emerged for which there are, as yet, no clear
explanations. The major of these appears to be the sustained and rapid
rise of the banking system relative to non—banks in the late 1960s and
19708 within the financial system, contrary to the theory of the evolu-
" tion of the financial sector. This study takes the view that this is
the clearest and earliest evidence of the emergence of the phenomenon of

financial asphyxiation in an economy.

- Chapter 4, thus, attempts to formulate a theory for thisg

process of financial asphyxiation.



PART II. THE FINANCIAL ASPHYXTATION PROCESS



CHAPTER IV
TOWARDS A THEORY OF FINANCIAL ASPHYXIATION IN AN ECONOMY

The first three chapters have discussed in great detail the
process of finance and the determinant elements of the financial struc=
ture and development of an economy. The previous chapter, in
particular, defined the role and relationships of the banking system in
the context of financial and economic structures. Of particular inter-
est to this chapter and the remaining ones of this study was the finding
in Chapter 3, for almost all of the research economies, that contrary to
conventional theory, the size of post-war banking systems has apparently
been enlarging at an unusual rate relative to their GNP (the exception
to some extent being the U.S.A.). This phenomenon was suggested to be
indicative of the emergence or actual presence of the process of finan-
cial asphyxiation in an economy, a theory for which,this chapter

attempts to define,

This chapter is divided into six sections, A through F. Before
the development of the theoretical framework of the concept, Section A
briefly examines the major features of non-banks in an economy, against
whose performance the banking system is measured throughout. Section B
then formally introduces the concept of financial asphyxiation, which is

graphically represented in Section C, Section D hypothesizes

136
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the factors that are likely to induce financial asphyxiation in an
economy., Section E then highlights some symptoms of the process, while
Section F concludes with a discusgsion of the likely transmission chan-
nels for the effects of financial asphyxiation to the real sector of an

2CONOMY .

A. The Significance of Non~Bank Fipancial Intermedistionl

Conventional theory ascribes an increasingly significant role to
non-bank financial intermediation, with the general development of an
economy over time. The literature indicates aﬁ increasing share of NFIs
in the total assets of financial institutions as an economy emerges,
with a corresponding decline in the share of BFIa.2 Ag a result, the
behavior of NFIs in both LDCs and MDCs should be carefully monitored, if
only because their evolution can conceivably have majof implications for
the effectiveness of banking intermediaries and, by extension, for

monetary policy and general economic management.

Structurally, NFIs can be divided into four groups: (a) savings
types (e.g postal savings banks, giros, credit unions, building
societies, etc.); {b) insurance or contractual savings types (life,.
non~-life insurance or pension funds, etc.); {(c) unorganized money market
types (pawn shops, money-lenders, etc.); and {d) sector-specific public

and private finance corporate typea {industrial, housing and agricul~

1Since the general thrust of the thesis is to demonstrate
asphyxiation by the banking subsector of the non=-bank subsector, more
stress is placed on the former (as in Chapter 3) than on the latter,
This section, therefore, only presents an overview of NFIs.

2See, in particular, R. W. Goldsmith, Financial Structure and
Development, especially Chapter 5.
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tural development credit entities and finance companies). In terms of
their asset/liability structures, there are distinct similarities in
most of these institutions, though they are equally striking
dissimilarities. Table 4~1 below demonstrates some of these common and
disparate features by identifying the major sources and uses of funds by
NFIs. Post-war growth of NFIs, like that of BFIs, has been quite strong
in both LDCs and MDCs, as the entire process of financial intermediation
has intensified world-wide. In the Caribbean, for instance, insurance
companies have tended to lead the way in growth, followed by building
gocieties, while postal savings have remained constant in some economies
and have actually declined in others at the expense, mainly, of commer=-

cial banks.3

With respect to the Caribbean, Odle4 has noted a number of
compelling reasons underlying the strong post-war evolution of NFIs in
LDCs. These include:

(a) Changing behavioral patterns of the household sector, in which
savings in financial assets have increased tremendously and

remained more stable;

3See, for instance, Chapter 4 of M. A. Odle's study on The
Significance of Non-Bank Financial Intermediaries in the Caribbean,
fﬁgna: ISER, University of the West Indies, 1972).

4

Ibid.
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TABLE 4-1

MAJOR TYPES AND CHARACTERISTICS OF NON-BANK

FINANCIAL INTERMEDIARIES

CATEGORY OF

MAIN SOURCES

OF_FUNDS

b

Postal Savings Banks
Giros

Credit Unions
Savings and Loans
Building Societies,
etc.

. Credit Cooperatives

LT

|

. Life Insurance

. Non-life Insurance

. Pension Funds

. Social Security
Funds, etc.

. Retirement Funds

. Holding Companies

UNORGANIZED MONEY

|

Pawnbrokers
Moneylenders

. Informal Arrange-
ments, such as
“Suso” and
“Partner,” etc.

PUBLIC AND PRIVATE

E

. Agricultural Finance
Cos., Banks

. Industrial Finance
Cos.

. Housing Banks

. Investment Trust
Banks, etc.

LR

STNM
LIAB. LIAB.

Ll ]

=

LTML  LTNM

LIAB. E | C

|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
I
|

]

[
|
|
|
|
|
I
!
|
|
I
|
|
|
|
[
|
i
|
|
|
|
|
|
I
|

ST™

|
_|__MAIN USES OF FUNDS

T LT CORP.
MS CLAIMS STOCK

b e

Money

Liabilities

"Near-Money"
Short-term Non-monetary

L™ LIAB = Long-term Liabilities

LTRM LIAB =~ Long-term Non-Monetary
Liabrlities

STMT CLAIMS = Short /Medium Term Claims

LT CLAIMS = Long-term Claims

E = Equities (monetary and
non-monetary)

SOURCE: Study

Development, p.

15.

formulation and R. W. Goldsmith, Fipancial Structure and
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(b) provision of more varied types of service by NFIs, catering for
the needs of almost every would-be aaver;s

{(c) vigorous price and non-price competition on the part of NFIs--
mainly through more competitive rates of interest, expansion
in branch networks, etc.;}

(d) less subjection to asset/liability operational regulation and
control than banking intermediaries, particularly in the face
of increasing pressure on banks with the re-emergence of
monetary policy as a leading tool of economic management in
post-war years=--government behavior being particularly
influential here}

(e) increasing social security consciousness among people, as the
quest for home ownership, insurance and pension coverage,
ret{rement savings, etc., intensified;

(f) inherent advantages attached to tenure of NFI instruments, e.g.
mortgages offerable to holders of insurance policies, and
savings in building societies;

(g) demographic factors, such as increasing family sizes, declining
marital ages and increasing life cycles which have had clear

positive implications for shelter; and

SE. P. Neufeld, in his Essays in Money and Banking, In Honour of
R. J. Sayers, ed. by C. R. Whittlesey and J. S. G. Wilson (Oxford:
Clarendon Press, 1968) has, for instance, argued that, in the case of
the Canadian financial system in post-war years, "the banks failea to
introduce competition of a kind that might have resulted in a relative
decline of their 'near' competitors, and this largely because of their
failure or inability to develop the debenture and to enter the mortgage
loan business, and by their long delay in competing in the short-term
market for funds and in entering the installment loan business."
P. 147,
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{h) improvement in the quaiity of services by NFIs, particularly in
the 'quality' of their liabilities offered to the public: "non=-
bank intermediary liabilities are also substitutes for meney
whether money 13 defined traditionally or broadly. The demand
for money is negatively related to changes in yields on non-bank
intermediary liabilities and has, in fact, been reduced by

quality changes in non-bank intermediary liabilities."6

It is generally agreed that the systematic and sustained growth
of NFIs relative ro BFIs can have significant consequences for the
behavior of the financial system in beth developed and developing
economies. In the case of LDCs, in particular, it has usually been
argued that a dominant NFI presence can have adverse implications for
the effectivéness of monetary policy, already weakened by the openness
of these economies. Efficiencylof resource allocation and general
economic stability and management can by extension be compromised. On
the other hand, given the common tendency for NFIs to operate
predominantly in the longer—-term segment of the financial markets, it
can be argued that their increasing strength during the process of
economic development can be a positive growth reinforcing factor. On
balance, the average effect can be ambiguous. Thus, speaking about a
powerful segment of the NFI submarket in the U.K. {building societies),
David Llewellyn has noted that "the ultimate effect upon the total

volume of credit, the money supply and the supply of reserve assets to

81bid., p. 147.
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the banking system following our inflow of funds to the (building)
societies is the balance of the net impact of the portfolio decisions of
the personal sector (determining the initial monetary effect of the
movement into building society deposits) and in portfolio choices of the
societies as they dispose of the funds acquired."7 While this is likely
to hold true for NFIs as a whole in any given economy, it is important
to note that there are a number of other considerations that affect the
overall impact these non-bank institutions can have for an economy. One
such factor is the relative strength of the banking system itself, which
strength does not necessarily relate to its effective share in the total
financial assets of the system (although this is a critical factor), but
can be largely influenced by a myriad of 'asphyxiating' variables
(including effective control), to be defined in Section D below. Such
variables can be detrimental to both non-banks and the rest of the

financial system as a whole, especially in lagging economies.

B. The Hypothesis of Financial Asphyxiation

The general concept of financial asphyxiation being hypothesized
in this research represents a process in the financial sector of an
economy in which there is evidence ideally over a sustained period, of
stifling or "asphyxiation" of one segment or subsector by another seg-
ment or subsector therein. In this study the asphyxiating or dominant
subsector is assumed to be the banking system of an economy (narrowly
defined to constitute central and commercial banks only), while the

subsector being asphyxiated or stifled is the non-banking. This

.. 1. Llewellyn, "Do Building Societies take Deposits away from
Banks?" Lloyds Bank Review, No. 130 (October 1978): p. 31.
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phenomenon manifests itself most clearly in situations where the
dominant banking subsector continues to assume an increasingly larger

ghare of the financial sector, relative to non-banks, despite relatively

more inefficient operational performance of the banks over the period.

While inhevrent banking features and market forces may in a
limited way induce asphyxiation, it appears to be in large measure
non-market determined. Financial asphyxiation is largely rogted in
forces of regulation, but is also significantly induced by the general
operationsg, structure and nature of the specific constituent
institutions, together with the instruments and techniques for the
financial sector as a whole. Such is the nature of the process being
hypothesized, that if ic is permitted tec evelve unchecked over av
protracted period of time, significant distnptions can be introduced
into the financiél sector. These adverse effects can in tuen be trans=-
mitted outside of this sector to the real sector, as is normally the

case of major imperfections in financial markets in general.

Since financial asphyxiation is genmerally a reflection of inade~
quacies of the basic structure and development of a financial system, it
will probably be a dominant feature of lagging economies, though it ig
being hypotheasized that it can conceivably appear in succeeding or even
already developed economies., The repercussions can be negative and can
induce sizable private and social costs, ultimately directly affecting

general economic welfare and transformation.
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Specifically,hif there are, by assﬁmption, two submarkets “B"
{representing 'asphyxiating' financial intermediaries) and "NB" (repre-
éenting financial intermediaries being asphyxiated)} in the financial
sector of an economy, and "B" is traditionélly dominant, market-wise,®
in the short and medium term segments of both the input and output
markets (as banks tend to be), while "H?“ is traditionally dominant in
the long~term segments of the input an/cutput market (as non-banks tend
to be), then there is a process of asphyxiation in the financial system
if the following can be demonstrated tc be evident! |

(a) Over a given period, whilé there 15 a secular enlarging of subsector
"B" relative to "NB" in terms of the outputs markets, there is

9

a correspondingly less efficient’ performance overall of sub-
sector "B" relative to subsector "NB" for the same period; and

(b) in spite of relative inefficiency in the segment of the input
market for which subsector "B" does not have traditional
dominance (i.e. long term segment for banks in LDCs), subsector
"B" still manages to command a relatively larger share over the

same time period of that input market (i.e. long term) relative

to subsector "NB."

8hat is "B" commands a larger share of the input or output
market. Share may be related to deposits, or revenues, total assets or
credit and investmentg, This study uses total assets for the output
market and deposits for the input markets.

gIn aggregate output markets.
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In essence, there are two basic criteria for determining finan-
cial asphyxiation, both of which must be present: {a) an efficiency

criterion and (b) a market~based criterion.

Financial asphyxiation may be 'pure' or ‘'full,' when the
efficiency and both of the market-based behavioral criteria are met. It
is 'partial’ if the efficiency and only the input ar output aspects of
the market-based criteria are met, In this partial case, there is
merely a 'tendency’ to financial asphyxiation, as compared with 'actual'

financial asphyxiation in the pure case.

Efficiency: A word about the efficiency criterion is necessary
at £h15 point. 1In pure economic terms, afficiency has a very wide
connotation and is usvally associated with optimization concepts,
involving both private and social dimensions. In terms of factor
markets, for instance, optimum efficiency is related to their mobi-
lization and consumption at the least private and social cost, with
owners/sellers deriving the largest possible 'pure rent' or 'returns'
from their use. Generaily this infers a perfectly competitive market
environment, where there is perfect convergence of private and social
benéfits. In terms of the output/product markets, maximum efficiency
relates to optimization of the production, distribution and exchange
processes, again ideally in a perfectly competitive environment, and for
both the private sector and society at large. Thus, the efficiency
factor in th. pure economics sense relates to maximization of private
and gsocial welfare functions, with the most efficient point of activity,
in comparative statics Paretian terms, being the unique "point of

blias,"
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Because of the nature of their activities, however, financial
institutions which constitute the backbone of the financial sector of
economies, generally confine themselves to a financial or accounting
treatment of their operations. Their main concern is the
maximization/minimization decisions of financial returns and financial
costs respectively for their shareholders, with often serious divergen-
cies existing between private and social dimensions. The traditional
forms of measurements of financial structures is largely

financial/accounting in nature. Thus, this study assumes a private,

financial definition of ‘efficiency,' relating this to a series of

operational (profit and loss) and structural (balance sheet)

relationships, in an effort to redress some of the weaknesses described

in Chapter 1 arising from the use of balance sheet aggregates alone. To

the extent, however, that both the efficiency and market-based criteria
are expressed in financial terms, there are potentially no major
inherent contradictions, although it is likely that there can be more or
less distortions in the relative relationships between banks and non-
bankg, if social, as opposed to private, measures are used. This is a
recognized weakness in the theory now being developed and the framework

to be constructed in the next chapter.

C. A Graphical Representation of the Financial Asphyxiation Process

Figure 4-~1 below graphically illustrates the concept of finan-
cial asphyxiation in a given economy., Given an exogenous increase in
total long term deposits in the financial market (supply curve for
market (Sg,) shifting to (Sp;) in diagram [1]) between the time periods

to and t;, there is also necessarily an increase in the aggregate input
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market (diagram [2]) supply curve Sgo shifts to Syy). The share of the
asphyxiating subsector (B) increases in both cases, in response to the
changes in the financial markets as a whole (SB, < SB;), but to a larger
degree than the non-asphyxiating subsector (NB); b; - b, and B; =~ B
in (1) and (2) respectively being greater than half of input and output
market increases f; - f, and F) - F,respectively. These market changes
in diagrams (1) and (2) will in turn have repercussions on the other
market situations (diagram la) and (diagram 1b) (long-term input/output
segments respectively) and on the efficiency and output market situa-
tions (diagrams 3 and 4) respectively. Diagram (la) demonstrates, by

assumption, that by moving to higher '

‘consumption possibility" curve S,
to 33, subsector B has, by assumption, received a larger share of incre-
ment in input market (S4 - S, for B > $4~S, for NB). Similarly, in the
long-term output market (diagram 1B) movement by subsector B to "produc-
tion possibility" curve %E from 4%, has induced a relatively larger
share of increment in long-term output market for B than NB (Qg - é:for
B > é; - £§ for NB). In diagram (3), despite a relatively smaller
increase in efficiency (input/output) of subsector B relative to NB

(movement by B to "lower" '

efficiency possibility' curve E, from Eg
and E; - E5 for B < E; - E5 for NB), the asphyxiating subsector B still
manages to command a larger share of the change in the aggregate output
market (movement from & 9 'social welfare function' to higher ‘4 over
the period)%éy 62 for B >‘4 -‘2 for NB. The net effect, therefore,
is that despite increasing ineff._iency, asphyxiating subsector B has

managed to command an increasing share of both the long-term input and

output markets, in which it is generally less dominant (by assumption),
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and the aggregate output market--the "purest" case of financial

asphyxiation,

D. Factors Inducing Financial Asphyxiation

In general, any factor or variable that radically alters the
structure of the banking industry in such a way as to enhance its
influence and dominance over the non-banking system, can be congidered a
determinant of the financial asphyxiation process. In the context of
post-war economies, it appears there are a number cf such possible
factors. These may be classified into two broad categaries:

(a) market-related inducers and (b) non-market-related inducers of the
asphyxiation process. A sub-hypothesis of this study is that by the
very nature of the financial asphyxiation process, it is likely that the
non-market-related inducers will play a more significant role. It is
further béing suggested that the less developed an economy, the more
likely are the non~market factors to play a stronger role in the
phenomenon. What is fairly clear, however, is that in the final
analysis, it is a combination of these two categories of factors that
aggregate to give rise to the financial asphyxiation process or over a

given time frame.

Figure 4-2 below illustrates the major theoretical determinants
of the process being developed. The following subsections elaborate
each of these possible determinants, taking the general view that any
number of these factors is likely to be evident in a given economy,

developed or developing.
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1, Market-related Inducers

(a) Operational Aspects: Particularly in the context of LDCs,

most post-war central and commercial banks are generally considered to

have operated less than efficiently over time for a number of reasons.

FIGURE 4-2: LIKELY FACTORS
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With respect to central banks in the Caribbean, for instance, Clive

Thomas has argued that, having been created by expertise from the

metropole for the most part, a number of these central banks were

originally, in fact, mere modifications of traditional currency board
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drrangements, with little relevance to the requirements of the economies
in which they were rooted. He noted, for example, that the "central
banks approach their regponsibilities with the preoccupation of ensuring
the financial system serves principally short-term ends,"11 focusing
mainly on maintaining internal and external monetary stability while
simultanecusly crucially neglecting the development of a sound and
dynamic financial system, especially the capital markets., Commercial
banking in most LDCs, for ita part, is fraught with price and non-price
collusion, as its usual cligopolistic and even monopolistic systems tend
to discriminate in the allocation of credit and investment resources,
Phillips' writing about the developed U. S. economy has noted, for
imstance, that tacit collusion is a more serious problem in banking than
in most other industries. This is due not only to the small number of
competing banﬁs in most matket areas, but also to the existence of a
structure of public regulation that "has the express purpose...of

nl2 With structured

producing essentially non-competitive results.
'creditworthiness’ in credit/investment allocation decision making and
their tendency to operate within a framework of 'global maximization' of
profits (often inconsistent with the interests of developing host
country) commercial banks in most post-war LDCs have generally not been

different from those in a typical MDC to which Phillips is specifically

alluding. Further, referring to developments in the U.K., the National

11C. Y. Thomas, The Structure, Performance, and Prospects of
Central Banking in the Caribbean (Mona: ISER, Univ. of the West Indies,
1972), p. 46. 4

12A. Phillips, “Competition, Confusion an/Commercial Banking,"
Journal of Finance (March 1964}: p. 39.
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Board for Prices and Incomes reported in the late 1960s that "because
the banks have been permitted to conceal their true profits and their
true reserves, they have escaped the stimulus to efficiency and competi-
tiveness that informed comparison of performances and profitability
might have been expected to produce."13 Such a situation is still very
applicable today, particularly in LDCs where banks in general do not
even disclose their operational performances, largely due to the endemic
features of foreign ownership, on the one hand, and privileged practices

in the case of newly created indigenous institutions, on the other.

Of distinct significance in this context of their operations, is
the strong tendency by banks in post-war years for an increase in inter-
nationalization of their activities. As was noted in the last chapter,
this was largely related to the continued emergence of Euro-currency
banking. Mention was also made in that chapter of the increasing con-
vergence towards universal or general purpose type of banking practices
in most major economies today, probably with the exception of the
U.8.A., in which a strong distinction still by and large subsists
between various types of banking functions, especially as between com—
mercial and investment institutions, as defined by the Glass-Steagal Act
of 1934. The internationalization of banking and the increasing ten=-
dency towards "multipurpose'" banking have in their respective ways
further induced asphyxiation in LDC financial sectors in particular, for
different reasons. In the case of the former, increasing

internationalization, generally far more dominant for banking operations

1National Board for Prices and Incomes, "Bank Charges," Report
No. 34 (London: HMSO, May 1967).
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than for non-banking operations, has meant less control over financial
commitments to metropolitan countries by LDCs, given that the cost of
capital and other Lerms of financing are basically set by these 'center'
countries. In the latter case, multipurpose banking, while in itself a
useful model for indigenous financial institutions in LDCs (as will be
developed later in this thesis) has lost a lot of its effectiveness as a
developmental financial alternative, since the basic structures of
foreign ownership of commercial banking still subsists to a large degree
in most economies. More importantly, however, non-bank institutions,
partly because of their naturally specialized functions (insurance,
mortgage lending, etc.), tend to remain more 'uni-purpose' and less

conglomerative.

Thus, it is being hypothesized that these combined operational
factors go a far way towards asphyxiating the financial sector of post-
war emerging economies by rapidly conferring relatively greater capacity
to banking institutions, much in excess of that which their normal

operational strengths would have permitted.

(b) Structural Aspects: Structural characteristics are

ultimately a product of operational behaviour. To the extent that
central and commercial banks have generally not in their past operations
optimized potential benefits to their economies, other symptoms tend to
emerge in time in the very structures of the financial systems in which
they are located. Banking concentration, ror instance, is likely to
intensify, while it is likely that non-bank structures will remain
shallow and narrow. Banking size will also continue to enlarge and

non-banking financial intermediaries are likely to reflect stunted
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growth, thus denying the economies an appropriate flow of vital long=-
term finance, essential for healthy economic transformation. In time,
skewed operational performance will also reinforce natural monopolistic
and oligopolistic inclination of bank-type intermediaries, which in
itself can compound existing imperfections in the financial system as a

whole, often inducing increased complexity.

The growth of mergers in financial institutions is in turn
likely to arise over time, given the inability of less 'strong' institu-
tions to evolve at the hands of the structurally more developed banking
intermediaries. As earlier noted, in view of the continued ownership
patterns and, more importantly, control of most major financial institu-
tions in LDCs, indigenization of the financial structure becomes more an
illusi;n than a reality as a result. Increasing bank control.has,
therefore, re—-emerged as a phenomenon of post-war economies, mainly as a

result of these structural but, to some extent also, inherent and opera~

tional characteristics favouring bank-type financial intermediaries.

(c¢) Inflationary Aspects: Given its paramount control over the

monetary system, the banking subsector is likely to be the principal
architect (or at best agent) of inflationary spirals in any economy.
This is notwithstanding the fact that, as net creditors, commercial
banks are potentially very susceptible to inflation as a phenomenon.
Preoccupation in LDCs, in particular, with management of the external
sector, given the usually marked constraints of "openness' in these
systems, has often limited the ability of monetary authorities to
optimally manage inflation in their domestic economies. Poor investment

and credit decisions, which are often not influenced by the market, or,
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where planned, without a consistent syatem—wide approach, have also
fuelled unprecedented expansions in the price systems of economies.
Above all, LDC post-war governments, in particular, have continued to

'dominate' their 'fiscal agents,’' the banking systems. Deficit spending

has been the norm in most emerging economies particularly in the last

nld |\ ocame more of a reality,

decade, as the notion of a "world inflation
egsentialiy as an upshor of the internatiomal oil crigis of the 1970s.
The general result has been that deficit-=financing induced already-
creeping inflation, which itgelf increased government borrowing from the
centr#l bank, expanding the base and the money stock, This in turn
intensified the rate of inflation, worsening the government's deficit.
The tendency thus set in motion a process that then became very dif-
ficult to contain. Typically, as inflation rages, scarce resources in
economies continue to be poorly allocated, with lop-sided development in
the financial system perpetuating itself. An increasingly inefficient
banking system thus tends to benefit from the 'money illusion'
phenomenon, often asphyxiating the rest of the financial syatem. Over
time, the aggregate effects of these factors are likely to induce a fair
degree of permanency to the phenomencn of financial asphyxiation, espe-
cially in emergiung eccnomies with their endemic structural and institu-

tional frailities.

lpor a simple and useful analysis of post-war "world-inflation"
trends, see A, C. Harberger, "A Primer on Inflation," in Money and
Monetary Policy in Less Developed Countries - A Survey of the Issues and
Evidence, ed. by W. L. Coats and D. R, Khatkhate {(Oxford: Pergamon
Press, 1980), pp. 149-164.
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2. Non-Market-Related Inducers

(a) Inherent Elements: Banks, both central and commercial, are

extremely strategically well placed to facilitate the vital functions of
mobilization and allocation of investible domestic funds. As the sole
custodians of an economy's money stock and with almost exclusive power
to expand the size of this stock over time,15 banks are inherent net
beneficiaries from the activities of the financial system. Further,
because of their relatively low overheads, partially occasioned by the
need for no substantive investment in fixed assets and costly inventory,
banks are generally endowed with significant economies of scale in their
operations, Their ability to administer the stock of money and their
roles as guardians, in the case of central banks, and 'creators' in both
cases, of money and credit in the economy, at a much larger capacity
than NFIs and (at literally no cost), put them in a relatively superior

position.

Moreover, to the extent that banking institutions tend to be
bankers to the very NFIs themselves, they are directly and indirectly
capable of influencing the effectiveness of these latter institutions,
often to a large extent. In a related way, since, as Harry Johnson
notes, "According to general equilibrium theory of a monetary economy,
central bank control presupposes the power to determine one nominal

16

monetary magnitude in the system and one interest rate,”"” BFIs tend to

15A1though in practice in open economies such control and power
are highly diluted.

164, . Johnson, "Problems of Efficiency in Monetary
Management," Journal of Political Economy (September/October 1968):
p. 977.
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be in an innately superiar position. Cagan and Brunner havel7
demonstrated, for instance, that over long periods of time the monetary
base dominates overall expansion of the money supply, though the money
multiplier is in itself also a significant factor in the expansion
process. In the final analysis, it is banking intermediaries that are

in control of these aggregates and, by implication, over spending and

the real sector.

While it cannot be denied that the operations and several of
these inherent factors benefitting banking are often significantly
constrained by copious prudential and operational regulations, it can
also hardly be denied that 'matural' advantages favoring the banking
gubsector do outstrip those of the non-banking system. Often these
natural endowments are taken for granted, at the expense of opergtional
efficiency, inducing and exacerbating the process of asphyxiation in the
financial system. This, in turn, i3 usually ncot without its social
costs. Economies of scale in operation itself, if not properly managed,
can eventually lead to structural imbalances in the financial sector as
strong insticutions come to dominate weaker ones. Excessive seignorage,

mainly in the case of central banks and 'supernormal’ profits by

17p, Cagan, Determinants and Effects of the Monetary Authorities
and the Public on Monthly Changes in the Money Supply, (New York: NBER),
1975, and K. Brunner, "The Role of Money and Mometary Policy," Federal
Reserve Bank of St. Louis Review (July 1968).
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commercial banks, induced essentially by an 'endowment' factor,18 repre=-
gsents a tax on the society as a whole from which government benefits,

often for no justifiable reason.

(b) Legal and Regulatory Aspects: In most post-war economies, as

a result of the legal process "banks...enjoy certain exemptions from the
normal provisions of company law; they make hidden transfers to or from
reserves before arriving at published accounts; are not obliged to show
the market value of investments; do not have to disclose the methods of
valuation and depreciation applied to fixed assets; need not show their
tax charge; and do not have to distinguish between reserves, provisions
and liabilities in their balance sheets."l9 While it is true that
commercial banks, in particular, are subject to a number of restrictions
in asset/liability m;nagement, reputedly in the interest of stability in
the financial system, it is generally agreed that several of the
benefits conferred to bank-type intermediaries often do not induce the
types of positive responses and incentives for efficient management, as
they are theoretically supposed to do. Very often efforts to circumvent
regulations have given rise to 'questionable' practices in the system
(such as the rapid evolution of bank-holding companies) and have often
encouraged flight of capital from one system to another (as was the case

in both examples in the U.S.A., in responge to Regulation Q in the early

18'gndowment factor' is a feature arising from the fact that in
most developed economies, commercial banking lending rates are tied to a
major interest rate (discount, bank or federal funds). Rapid increases
in this rate can create precipitous increases in bank profits, espe-~
cially as a result of this factor only.

19pank Charges, p. 36.
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1960s and 1970s5). As a result, there is still doubt about the effec-
tiveness and value of the Euro-currency market, for instance, to the

development efforts of LDCs.

Banks have, on balance, become stifling agents to the rest of
the financial system (NFIs), which often do also have a number of

prudential and other constraints placed on their operaticns,

especially in LDCs.

(c)} The Role of Government: The influence of Sovernment and the

public sector in general on the banking systems of most economies is
very significant, if merely because the central bank is usually banker
to the government. In post-war-devéloping economies, the role of the
public sector in commercial banking has grown increasingly strong, both
in the élear avolution of the process of indigenization of banking
institutions and in terms of increased reliance on these institutions
for funding. As was 2arlier noted in the discussion on inflation, with
weakening budgetary positions in most economies after the oil-crisis of
the 1970s, deficit financing via the banking system has become a criti-
cal norm world-wide. Not only is this development confined to develop-
ments in the domestic sector, but as balance of payments situations
become chronic, so have the need for public sector intervention in the
usually bank-controlled foreign exchange markets. Further, there i3
often clear evidence of usurpation by Zovernment of the traditional
banking functions of Joreign exchange management and budgeting, usually
arising from 'panic’ situations of rapidly dwindling reserves. It is
not uncommon to see public—sector agencies, other than central banks,

attempting to effect this role.,
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The potential for further government involvement ig the banking
system becomes even greater in efforts at financial integratiﬁn, sfeﬁf-
. headed by regional development banking institutions, for instance.
Management of the transiticn to various stages of financial integration
can be very crucial to the largely politically-inspired process of f
financial integration, often giving rise to substantial government
involvement, if only because most regional integration or development.
banks tend to be government-owned and promoted. Thus, if not merely for
the fact that government's direct ownership or interest in a banking
inatitution tends to induce financial subsidies to such institutions, it
ia for the fact that govermnment's implicit support in times of stress,
appears to confer real psychological advantages to most banking
intermediaries. By far the buik of post-war financial intermediaries
created in LDCs, for instance, tend to be banking types (central and
commercial banking), given the substantial historical presence of for-
eign ingtitutions in these economies, Hence, both in terms of their
possibly less efficient operations and of the sheer size and strength of
their presence, bank-type intermediaries appear to be active instruments
of financial asgphyxiagtion, largely inspired by the role of government in

the financial system,

E. Symptoms and Manifestations of Financial Asphyxiation

As 1s the Ease with most major impérfections in the financial
system of any economy, financial asphyxiation-induced deficiencies are
capable of manifesting themselves in a number of ways. These include
'ex definitio' featurea, such as rapidly declining operational and

structural efficiency for BFIs and noticeabie enlargening of the share
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of thede intermediaries in the output and input segments of the finan-
cial markets, at the expense of non-bank intermediaries. These are
manifestations inherent in the model itself. More generally, however,
the following financial and non-financial symptoms are likely to emerge
over time in an economy that has become susceptible to financial

aaphyxiation:

20y, ¢. Wallich, “Banks, Profits and Inflation," Economic
Review, Vol. 66, No. 3 (1981), p. 27.
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21

bureaucracy to the 'banking bureau,'“" often for consumptive

borrowing}

(c) increasingly fragile financial systems, as both banking and
especially non-banking financial institutions become highly
leveraged in quest for increasing 'supernormal' profits;

(d) rapidly emerging informal financial markets as the high-cost
monopolistic (or at least oligopolistic) banking systems
continue to administer prices outside of market signals and
continue to apply their well-known 'metropolitan' standards
in credit allocation decisions in LDCs. Marginal borrowers would
then have to resort to 'curb markets' for their investment and
consumption financing;

(e) increasing bank-control of both financial and non-financial
corporations, as bank-finance predominates among scarce finance
in general, especially in LDC systems. Increasing bank-control
tends over time to suggest rising concentration ratios.
Increasing credit controls are also a reality in such situations,
themselves compounding the underlying imperfections in the
allocative process. Poor term transformation of liabilities is
likely to result. There are also likely to be lower penetration

ratios by banks in economies, since the presence of banking

2175 use a Gurley and Shaw terminology in their Money in a
Theory of Finance study.
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facilities are likely to be mainly confined to a disproportionate
size of the population, generally those urban-based and
(£) a relatively ineffective system of financial indigenization, with
newly created indigenous banking institutions, in particular, being
unable to make an adequate development impact, in line with their

original 'mission.’'

In general, what emerges in the presence of financial asphyxia-
tion is a less resilient financial system, which simultaneously tends to
be in a repressed state. A repressed financial system is, however, not
necessarily an asphyxiated one. The process of financial asphyxiation
is much more all-embracing and transcends occasional or mildly sustained
elements of repression in the sector. It is by implication a more

devastating phenomenon.

F. A Likely Transmission Path for Financial Asphyxiation

It is suggested that financial asphyxiation is largely a finan-
cial process, though induced by both financial and non-financial
factors, as was noted in the previous section. To the extent that this
is so, transmission of its effects are likely to move from the financial
sector itself to the real sector, intensifying second-round distortions

in the financial structure itself.

Because the principal medium for the existence of the phenomenon
is the banking system, it is then likely that the channels through which
the transmission of its effects to the real sector take place, are
likely to be those specifically involving the banking subsector itself.

Secondarily, channels involving the non-banks may be a possibility,
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although given the likely reduced influence of these latter types of
intermediaries in LDC financial systems, in particular, this is unlikely

to be real in practice.

In Chapter 1, it was argued that there were basically six clear
channels of transmission for monetary/financial influences to the real
sector of a typical economy. There were via (a) the cost-of-capital or
interest rate; (b) wealth effects; (c) credit rationing; (d) portfolio
changes; (e) financing constraint and (f) inflation/price expectations.
Of these, it may be recalled that the credit rationing, financing con-
straint and inflation/price expectations were largely facilitated by the
presence of financial intermediation, especially bank-type. It is,
thus, likely that if bank subsectoral behaviour is imperfect and
asphyxiating to the financial syé:em, adverse effects from such

behaviour are likely to reach the real sector all the more quickly via
these most direct channels, The ready and likely impact of these trans-
mitted effects on real spending will then probably feed-back in second-
round repercussions on the financial sector, intensifying the process

further,

In assessing the likely transmissionary channels of repercus-
sions arising from financial asphyxiation to the real sector, it is
important to recognize as far as possible which specific variables are
likely to be largely influential in these dynamics. Given that the
phenomenon being developed appears to ve a largely financial one, it
would seem that it would be highly correlated with financial parameters
especially the monetization and 'financialization' ratios, as well as

the rate of inflation. By contrast, a less strong current period cor-
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- relation will be likely between real sector variables and measures of
asphyxiation, though one would expect this to be less so with future
values, for say CNP or growth in GNP. This is because it is likely that
the distortionary effects on the real sector arising from the process of
financial asphyxiation will manifest themselves only after some period
in the first round. As its adverse effects are internalized, however,
it is likely that second round effects, especially on the real sector,

will be more instantaneous and intense.

On balance, the longer and more protracted the process of finan-
cial asphyxiation, therefore, the more distortionary are the effects
likely to be on financial structure and development, and in turn
economic structure and development. An adequate basis for identifying
and measuring its likeiy intensity and impact is, therefore, critically

required. The next chapter attempts the formulation of such a measure.



CHAPTER V

A FRAMEWORK FOR MEASURING FiNANCIAL ASPHYXTIATION

The previous chapter set out aspects of a possible theory of
financial asphyxiation in a typical economy. It emphasized that this
process can be induced by market and non-market factors and apparently
ofiginates in the financial sector of the economy. Because of the
traditionally strong relationship between the financial superstructure
and real infrastructure in an economy, the effects of financial
asphyxiation are quickly transmittable through the real sector, mainly
. via the credit markets and the process of ipflation, itsglf often a
causative factor. In turn, these transmitted distort;ons are often.
likely to induce significant economic and social costs, possibly impair-—

ing economic¢ transformation.

This chapter presents a financial quantitative expression of the
concept of financial asphyxiation, defining an approach to its iden-
tification and measurement. Section A sets out a simple representation
of the major elements of the process of financial asphyxiation, includ-
ing definitions of the efficiency and market=-share criteria. Section B

elaborates the techniques and methodology pursued in the research.

les
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~ A, A Quantitative Formulation

1. The Basie¢ Hypothesis

Null Hypothegis (H,):! In a typical post-war economy, there has

been evidence of full or partial financial asphyxiation, induced by the

banking subsector over the non-banking subsector.

Alternative Hypothesis (H )t 1In a typical post-war economy,

there has not been evidence of full or partial financial asphyxiation,

induced by the banking subsector over the non-bank subsector.

Decision Rule: Accept H, if (i) both market-shares and the one
on
efficiency criteri/ (all defined below) are satisfied, or (ii) one of
on

the market-share and the efficiency criteri/ are satisfied. Otherwise,

reject H,/accept H,.

2. The Basic Elements

{a) The Financial Sector:

Given the financial sector in an economy in which?

Fd=F LN R N RN RN N R RN RE R NN N B BN R BN B B I N (1)

5

T
-
]
a
]
R
|

‘Bd+NBd LA B BE BL BE BN BN B B BN IR BN BN BN BN DR BN BE BN BN O BN BE IE B BN BN DR B BE BN BN DR BN BN R BN BN BN (2)

=
n

s Bs + NBS R NN N N N N RN NN NN NN RN (3)
and FLt = BLt + NBLtoocbtt----v--co-on-.-c-o.-lsoonl.ocooio-C (4)

where Fj and F; represent the total assets and total liabilities
regpectively of the financial sector;
By and NB, are proxies for the assets of the banking and non-

banking sectors respectively, vepresented by the demand for services of
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these sub-sectors; B, and NB, represent the supply of services
(liabilities) of these sub-sectors; and By, + NB,  _ represent the total

supply of long-term deposits in the financial system (F ) by the bank-

ing and non-banking sub-sectors. RN

(b) Market Share Parameters

For the identical financial sector in (a) above:

Ed-Gb l..llﬂ.l..........DlI...'.llll.“.....‘....C0.0..I. (5)
Fq

and NBd =énb L B B B B BN SN B B B BN B R O R R RN N N O B R R R RN T R R O B B RN A R ) (6)
F3

ﬂ‘; = S‘b IR RN RN TSN RN NN N IR A I I A R I I ] (?)

CMBpy =S, ettt et e ottt rarataaaiteataenerantearnses (8)
F 1t | .

WhereGb andan are the percentage shares of total assets respectively

of the banking and non-banking subsectors of the total financial sector,

and measures of the relative shares of these types of inastitutiom in

the 'output’ financial market; and where Sy and S, are the percentage

shares of total long-term deposits of the banking and non-banking sub-

sectars reapectively of total long-term depositg of the financial

system, and measures of the relative ghares of these types of ingtituy-

tions in the long-term 'input' financial markets.

(c) Efficiency Parameters

Similarly, if %] «...... %y individually represent a set of

financial ratics, depicting varying measures of financial
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efficiency in both the banking subsector and non-banking subsec-
tor (as in Table 5-1 below), such that Xlssaosnen x6', repregent
measures of "structural efficiency” and xy........ %7y, repre-

al

sent measures of "operation/ efficiency,"”

then a composite
measure of efficiency (E) can be computed such that, for any

given period,

E = £(x1 semarans 112) “abuduemnranman arsrsnsananEy ( 9)

and E = ES + EU Wes AL AN LN ST I sE YIRS s EARSETRTARATIDSRRSNADRRBAD (lu)

Whefeﬂs = i(X]_ n--o-a..xs ) P N I S N O I I R R A ) (11)
and EU = i(x? o--oooloxlz) S AN T NI B E OO O DO ST IS C IR (12)

Uith% = Eob + ESb R A N R A AL (13)
and Erlb= Eonb +E3nb A F D GO OCRCHETIRCHGOOS 40000 AEDADSEEdS (1“)

Ey, and E_, representing respectively the banking subsector and
non-banking subsector respectively, with the prefixes 'o' and 's

indicating 'operational' or 'structural' measures in either

subsectors.

3. The Test for Financial Asphyxiation

From equations 1-14 above, a test for the presence of financial

asphyxiation can be made. If over any given period of time:

(a) Market Share Criterion I

Loy,

7 l LR B L O B B N BN B B L BN B N BN B BN Y R RN N BN O RN RN R NN W) (15)

where h(ﬂb can be considered a Relative Index of

AGn,
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1 ‘ - |
Incremental (output) Market~share (RIM) between banks and .

a

non-banks; and

(b) Market Share Criteriom II

. o S o
A sb > l . ......‘............-..."-.-....-‘-'...-.'. (16)
A nb ' '
415 . . .
where b can be considered a Relative Index of '
nb ' '

Incremental Long-term deposits Market-share (RILM) between
banks and non-banks} and

(c) Efficiency Criterion

A Eb 4 d Enb R R R R R R N N N N N A A I S I I R SR o (l?)

and where .i%_EE, can be congidered a Relative Index of
nb -

Incremental Efficiency (RIE) between banks and non-banks; -
then a measure of financial asphyxiation can be computed.

(d) Degree of Financial Asphyxiation

This can be represented either as (i) an Index of Full Financial

Asphyziation, such that

A- RIE t LB L L B B L B B IR BB L B O I B BB LA BN L B L BN B L (18)
M - : : : -

ean (RIM + RILM)

“or (ii) an Index of Partial Financial Asphyxiation,

-
“Percentage change.
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1 2

I erratsererennaceresaencn. escessnmuoan cnasances (19}
I

e
M

W|m|
=l

2]

joe]

1 2
orAA = RI AN AR B I RASE T A ASA R R AR Y S A LA AT RS SRS RS TR (20)
ILM

{(d) As was also noted in Section A, totsl assets are used for
measures of the output market, while long=-term deposits are used

for the long~term {input market),

§. Constraints
(a)' As cross-sectional data for a twenty-year period is used for the
sample of four countries, methods of reporting and measurement of
data are likely to be inconsistent over time and from economy to

_economy. Attempts will be made to adjust for these whenever evident.

likely to arise. Adjustments are made (results excluded from the
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TABLE 5-1

MEASURES OF EFFICIENCY

| |
STRUCTURAL | Finaneial lof Financial | Financial | Significance of |
EFFICIENCY | Relationship IRelationship/! Relationship/ | Size of |
VARIABLES I _-or Ratio 1___31111___.'Biliﬂ_iiqlihljﬁll_li IRelacionship/Ratio |
| | |
X ITotal Capital 7 Total | TCAP |Operational safety |Generally the high=|
1 |Long-term Assets | TLTA | ler the measure, the|
! l | lmore "efficient" |
: | : |the performance., |
| I
X, |Total Long Term Assets | |Term of maturity | ~do= |
|+ Total Long Term | TLTL {transformation and | |
ILiabilities | |long~term financial | |
| | leushion | |
| | | | |
x, [Total Assets © Total | TA |Extent of absence of ! ~do= !
IClaims on Government | TCOG |“erowding out” by | |
: : |public sector { |
|
X, ITotal Long=term Assets | TLTA |Partial solvency | ~do= |
:5 Total Deposits ! T l : |
|
X4 ITotal Foreign Assets | _TFA IDegree of contribu- I “do= |
|+ Total Short-term | TSTCR |tion of short-term | |
|Credit | leredit to strength of | |

: : :o:torual sector |

|
X, |Total Reserve Assets » | [Liquidity | ~do~ |
|Total Long Term | TN | | |
|Liabilities | | | |
| | | | |
OPERATIONAL | | I I |
EFFICIENCY | | | I |
VARIABLES | I I I |
| i | | i I
x, INet Income - Total | HNL |Profitability on assets| ~do= |
|Assets | TA | | |
| | [ | |
x |Total Revenues # I B |Gross operating expen= | ~do= |
8 |Total Operating Expenses| TOE |diture coverage | !
| | | [
X INet Income + Total Short| NI IProfitability om short-| ~do= |
g |Term Assets : TSTA |[term assets : [
|
X |Net Income ¢ Total Long | NI |"Payback” on liabili- | ~do= |
10 ITerm Liabilities : TLTL :l:iu profitability : :

|
X ITotal Long-term Assets +|  ILTA IPartial economy of | ~do~ |
|Total Operating lmnul} TOE }lcnlt : :
I

X |INet Income ¥ Total [ § |Financial cushion | ~do- |
12 |Reserve Assets TRA | [ !

|

|

|labbreviation |

(5

SOURCE: Research formulations,

- rrici

e
- i(;l......xa ) =

Composite Index of Structural Efficiency for any given period.
the Index, the more structurally efficient the overall performance.

zl......xu) = Composite Index of Efficiency for any given period. The larger the Index,
the more efficient the overall performance.

The larger

P i (X9sssssakqs) = Composite Index of Operaticnal Efficiency for any givem peri-d. The
o 7 12 .
larger the Index, the more operationally efficient the overall performance.
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analysis) once traditional measures, especially the Durbin-'n'atlson, ‘
suggest stfong evidence of any of these statistical discrepancies.
(d) There is a lack of data in several cases for various variables,

especially for non-banks in the earlier years (1960s) for non-banks

in most economies.

5, The Data
(a) The Sample: As already noted in several instances, four economies,
of which three--Jamaica, Korea and Trinidad and Tobago=--can be
considered LDCs, and the fourth, the U.S.A., an MDC, constitute
the research sample being tested.

(b) The Time—-Frame: The study covers a twenty-year period--1960-1980.

Merely for ease of analysis, specific data are randomly collected,
however, for only the following 11 years: 1960, 1962, 1964,
1966,1968, 1970, 1972, 1974, 1976, 1978, 1980, alternate years in
the time series. |

(c) Déta Input: For each of the 1l years over the twenty-year period,
thirty-three variables are input for five financial institutions from
each of the four economies. For each economy, two of these five
institutions are banks, the remaining three non-banks., Thirteen of
the variables are assets, six are liabilities, four are
income/expenditure and ten are macro-economic in nature (Details of
variables at Annex 5-1).

(d) Data Sources: The bulk of macro-economic and asset/liability data for

the banking subsector are taken from the International Financial

Statistics publication of the IMF, while most of the data for the

non~banks and remaining banking data are extracted from the Annual |
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Reports and other Government statistical publications (Listing at

Annex 5-2).

Techniques and Methodology Utilized

each of

(a)

(b)

(e)

(d)

(e)
(f)

indices
between

For each of the five types of financial institutions and for
the four economies, the following are performed:

Calculation of structural and operational efficiency measures
(xl «e«sX) and the resultant indices of efficiency (E8 v B,

respectively) for both banks and non-banks (E_ and E .

reapectively);z (Table 5-1 below)
Calculation of the Relative Index of Incremental Efficiency (RIE) for

the financial system, i.e. (AE; )
ZSEnb

Calculation of the Relative Index of Incremental (Output)

Market-share (RIM) for the financial system, i.e. (%b)
nb

Calculation of the Relative Index of Incremental Long-Term Deposit

Market-Share (RILM) for the financial system A4 Sp )
id Snb

Test for Financial Asphyxiation ('full' or 'partial') (A, Al or aal)
Identification of major areas of intra~country and cross-country

differences and similarities between banks and non-banks, using

9
-

In the calculation of the efficiency and two market-share
(RIE, RIM, RILM), weighted average relationships were used as
types of institutions for each of banks and non~bank subsectors

for a given economy. Where financial system-wide aggregates are used as

between

the banking and non-banking subsectors as a whole.



3 Canonical discriminant analysis is a dimension-reaction tech-
nique related to principal component analysis and canonical correlation.
Given a classification variable (banks or non-banks, for example), the
statistical technique derives canonical variables in linear combinations
of the guanticative variables that summarize between-class variation,
For each canonical correlation, the routine tests the hypothesis that it
and all smaller canonical correlarions are O in the populationj using an
F approximation. For a more comprehensive description of the technique,
see W. R. Klecka, Discriminant Analysis, No. 19, in Series, Quantitative
Applications in the Socjal Sciences, ed. by J. L. Sullivan (Sage
Publications, 1980). For an example of the application of multiple
discriminant analysis to Institutiomal financial analysis, see
E. Altman, "Fipancial Ratiecsg, Discriminant Analysis and Prediction of
Corporate Bankruptcy,'" The Journal of Finance, Vol. 23 {September 1970):
pp. 389-609.
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partial asphyxiation as identified=-to determine whether there are
any consistently strong or weak correlative behaviocur. In each case,
these variables are alternately switched as between dependent and
independent variables under the regression techniques used, with
independent values lagged one and three years in each case.

(h) Running of a series of graphs to determine any trends over the
twenty-year period for each country between specific variables of

efficiency, market share, financial and real sector.

On the basis of the above framework and methodology, the next
chapter now sets out the results of the quantitative analysis involving
the identifica;ion, measurement and assessment of correlative and dis-—
criminatory characteristics of major elements of the financial asphyxia=

tion hypothesis. ' - ._ D



CHAPTER VI

FINANCIAL ASPHYXIATION=--THE POST-WAR EVIDENCE

The last two chapters presented a theory of the phenomenon of
financial asphyxiation and formulated a framework for identifying its
existence and measuring its intensity. This chapter builds on those two
by introducing an empirical dimension to the concept and testing its
validity in the post-war economies of Jamaica, Korea, Trinidad and
Tobago and the U.S.A. The chapter decomposes into four broad sections=-=
A, B, C and D. Section A briefly examines general charactéristics of
the sample economies, Section B then summarizes the principal findings
of the survey, identifying the evidence of financial asphyxiation in the
economies. Section C undertakes a comparative static analysis,
emphasizing the findings for the constituent elements of the financial
asphyxiation formulation. The final Section D assesses the empirical
findings on the dynamic aspects of the asphyxiation process, illustrat-
ing how they relate to the financial and real sector processes, and
examining the experiences with indicators of general economic
development. It is primarily these last interrelationships in Section D
that will, in fact, principally affect social welfare, the degree and

extent to which the analysis in Chapter VIII emphasizes,

177



178

'®X0Jdde uoL||ve LZ§SD

AlaA110adsau ogel pue 2

3.4aM SIISSE |07 ALY UDium TR TOL6. UL wURE SUANJO0M YUY AQ PIgIOSQE Sem yueg SBU|ARS JULIIAOY

2961 /t
(pieog A3uauun)) saijiaoyiny Laejavow /8
"SUOLIRNILED YIJeIsSaL pue STIOUSH (UWUY “SITISTIUIS [EISURUTI [PUOTICUISTUY :3J4n0<
(44 St SNOLJIRA SALuedwo]) IURINSUT 3\
1£9 28 SNOLJRA SUDLIELI0SSY SURDT pue SBuiaes £9b° 1L 10§ snoyJep SAURE | R}I4uM0)
44 v SnojJeA Aueg SBuiaRs (eniny 991 (8 bE6L AuRg JAJasay (eJIpay
292 52 SNoLJep S3LURAWOT IJURANSUT 3\
LA et pi6l queE JUBWDO | 3A3Q 3A11R13D00) 956" | g0l SNOLJEBA SHURE | R 12007
Fueg Juawdo|arag obeqo) ¥
59 L 1e6l LRANI NI ABY (RUOLIRN AT A vl 5961 PepLUiAL JO yueE (RJIUID
09va0L aNY avC
2081 Pr1d snajJdea S3uURAWO) AduRINSUT 3|
(LT A0 Lt 8961 queg BuLSNON R3J0Y £6l'0¢ 1781 SNoL4eA SHUPT | BLJ43U0))
800 €1 ,aSLy ¥s61 yueg UKo (3A3Q B30 SEL' 0l REL 0561 23403 jO wyueg
il {114 SNOLJBA S3jURdWO) JJUBRINSUT 2417
921 s34l IL6l AURE JUMCO | 3430 URD|BuR(
“3 S1 0L81L yueg SBuiARS UBWLIANOG 820° L 561 SNOJBA SHURE | B1JJ3uW0)
LA l SNo|JRA §21331205 Bulping ®)jeuel ez’ gl 0961 BI(Rwe( 40 wueg
v
oEel 0561  INJIWASTYAVISY TYVIGINGIINT 30 JWVN 0881 0561  INIHHSTYAVISY SVIOTWITINT 30 JHVN A¥
TROITTIN $5M) 40 3ivo TNOTTTIH $51) 3ivo
S13SSv V104 S13SSV vi0L

(403235-qnS pue £J4junod Ag)
03NJYY3ISIN SITHVIOIWMIANT TIVIINYNI4 40 STIVLIIC Q3LD313S

I-a 3vavi



179

A. The Research Sample

Table 6-1 above sets out selected features of the four economies
surveyed in the research, Jamaica, Korea, Trinidad and Tobago and the
U.S.A. Major economic details of the economies themselves are presented
at Annex 6-1. From the table, two things are worthy of note. One 1is
the fact that the overwhelming majority of institutions, especially the
non-banks, have been created during the 1960s and are, thus, fairly
young institutions. The other is the extraordinary growth of the assets
of these financial institutions between 1960 and 1980, especially the

case of Korea's banks and non-banks.

As was noted in the Introduction to this study and supported at
Annex 6-1, all of the sample countries, except the United States, can be
consi@ered developing, if one were to utilize the conventional method of
the GNP. Although in terms of per capita GNP, Korea is the 'poorest,'
it is probably not accurate to consider this economy the least developed
of the lot, given its strong real growth over the past 20 years (over
13Z per annum in real terms), its strong inter-sectoral linkages, sound
and relatively balanced financial system and the generally rapidly
emergent nature of its economy. In this respect, Jamaica might cur-
rently be considered the least well endowed, Trinidad and Tobago being a
ma jor oil=-producer and having experienced uncharacteristically strong
growth in the late 1970s as a result. While Trinidad's economy is
evidently not as robust presently, as it was five years ago (on account
of (a) falling oil prices and (b) failure to effectively diversify its

economy and broaden its production structures over the years), it still
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has a relatively strong external sector, compared with both Korea and

Jamaica {(Annex 6-1).

These factors being as they may, the study expects that there
would be gsome marked differences in the findings of the empirical
analysis as between the three developing economies and the one developed
economy, the United States. This is likely to arise on account of the
clear differences in complexion, complexity and robustness between the
economic and financial systems of these countries. The next section now
presents the main findings of the empirical study, while subsequent

sections analyze these findings in greater detail.

B. Summary of the Empirical Findings

Table 6-2 below sets out the evidence on the presence of finan-
cial as#hyxiation in the post-war economies of the four gample
countries. The most striking feature 1s the fact that financial
asphyxiation, as defined and measured in this study, while clearly
existing in several instances in all economies, does not appear to have
been as overwhelming a phenomenon in the twenty-year period surveyed, as
the theory and symptoms tended to suggest in Chapter 4, This is all
the more so, when cne considers the absence of any real sustained trend

of the phenomenon in any of the four economies.

Another striking feature is that, very much in contrast to the
theory suggested in Chapter IV, the most severe and sustained case of
financial asphyxiation is in fact evident in the United States, the most
developed of the four sample economies. On the contrary, the least

evidence of the presence of the financial process is in Jamaica, if mﬁasurﬂi

by intensity, but in Trinidad and Tobago 1f by clustering of years.
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TABLE 6-2

EMPIRICAL EVIDENCE OF FINANCIAL ASPHYXIATION

TRINIDAD
YEAR JAMAICA KOREA AND TOBAGO U.S.A.

1960
1962
1964
1966 A, A', AA!
1968
1970 AA' A, A', AA'
1972 A,A" AA' A,A' ,AA' AA'
1974 A,A",AA} Al
1976 Al
1978

1980 A A" ,AA'

No. of in-
stances of
full asphyx-
iation 1 1 2 2

NO - Of i.n'-
stances of

partial
asphyxiation 3 3 4 g 6

Total No. of
instances o 4 6 8

% Breakdown of
Instances by
Period:

1960 - 1968 - - - 38%
1970 - 1980 100% 100% 100% 62%

SOURCE: Research findings based on empirical obsarvations.

Key: A = Full, financial asphyxiation (f.a.); A' or AA'
= partial or quasi f.a.



182
which as earlier noted, can presently (as well as in the late 1970s) be

congidered the least developed of the sample economies.

Yet another unexpected feature of the empirical evidencesis the
virtual absence of the phenomenon in the economies during the 1960s,
except for one year, 1966, for the U.S5.A. By contrast, the phenomenon
rapidly emerged in the early 1970s, even before the precipitous
increases in oil prices in the mid-1970s. In one case, Trinidad and
Tobago, it was strongly evident as late as 1980. The year 1972 was
undoubtedly the year in which it was most strongly evidént for the

sample as a whole,

. In terms of the specific instances in which financial asphyxia-
tion was experienced, there were more cases of full than partial
asphyxiation, if consideration is taken of the fact that the presence of

!

the former necessarily inferg the existence of the latter, 'ex

definitio.'

The following two sections further analyze these hroad findings,
attempting to relate these to the theory of financial asphyxiation as

far as possible.

C. Empirical Evidence-—Aspects of the Comparative Statics

1. Values of the Indices

Annex 6-2 sets out the specific values of the indices of finan-
a Rl
cial asphyxiation (A, 4 , AA ) in those instances in which it was evi-~
dent in the four economies. Table -3 below summarizes the mean statis-

tical characteristics of these indices for the regearch as a whole.
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TABLE 6-3

STATISTICAL SUMMARY OF VALUES OF INDICES

OF FINANCIAL ASPHYXIATION

INDEX OF TRINIDAD
ASPHYXIATION JAMAICA KOREA AND TOBAGO U.S.A.
A MEAN 0.19(1)Y | 290.8(1) 9.40(2) 0.25(2)
S.p* o - 0.18(2) n.11(2)
Al
MEAN 0.23(1) 468.4(2) 11.50(2) 2.80(3)
S.D - 666.2(2) 0.11(2) 4.30(3)
Ml
MEAN 11.1(2) 139.7(1) 7.90(2) 0.40(3)
S.D 13.0(2) - 0.35(2) 0.30(3)
SOURCE: Research Calculations.

g‘fS.I}I. = Standard Deviation,

Eﬁigures in parentheses represent number of cases observed in empirical

analysis.
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While in terms of the values, there are wide inter=-country
variations in the indices of partial asphyxiation, there igs generally
clear support for the definitional and inctuitive expectationa that the
more intense the asphyxiation phenomenon the smaller is the value of the
index likely to be. By definition, however, this intuitive relationship
can hold only for the relationship between A and AL, given the presence
of the RIM in the denominator of both. AAl; on the other hand, is
likely to vary, given that its denominator is the RILM. Disparities
between banks and non-banksg in the input-market are likely to be less
proncunced (hence, a likely smaller RILM denominator in the A&l
formula), given that non-banks traditionally tend to be better placed as

mobilizers of longer—-term liabilities. AAl values will, therefore, tend

to be larger than A and Al values, if only out of mere arithmetic.

Valﬁes for A tend to be more uniform in general than those for Al
and AA1; as may be expected once the phenomenon has gained in its inten=
sity and is fully evident. Of interest is the striking uniformity in
all the asphyxiation indicators for Trinidad and Tobago (being 0.18,
0.11 and 0.35 for A, Al and aal regpectively). This, 'a priori,' sug-
gests a stronger 'permanency’ of the phenomenon in this economy and
raises questions about the robustness of its financial asystem, a concern
supported by Bourne in his recent study.l 'A' values for the U.S5.A.
were also claose (0.36 and 0.15) for the two years (1966 and 1970), in

which full asphyxiation was experienced.

ic, Bourne, "Potentials and Pitfalls of Rapid Financial

Innovation in Less Developed Countries: The Case of Trinidad and
Tobago," Social and Economic Studies (Jamaica: ISER, University of the
West Indies, May, 1975).
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In general, the values of the indices of financial asphyxiation
for the developing economies tend to be higher than those of the
developed U. S. economy. This essentially infers that the
efficiency/market-share criteria differential are more pronounced in
developing economies, as is very likely to be the case. This intuitive
position does by and large hold water when one analyses the respective
relative indices of efficiency, market share and long-term deposits
(RIE, RIM, RILM) values for the developing economies themselves. Except
for the unusually high vﬁlues for Korea in 1972, Trinidad tends to have
the highest mean values for A and &1, though less than Jamaica for aal,
As is clearly emerging, this seems consistent with the structurally less
balanced nature of Trinidad's financial and even economic systems. The
ma jor distortion in values in 1972 for Korea stems largely from the
significant weight of banking efficiency change between 1970 and 1980,
resulting mainly from a strong build up in the long~term deposits from

1972, possibly stemming from external capital inflows and marked inprovements in
operating procedures and systems in banks.

2. Constituent Elements of the Asphyxiation Formulation

As is known, the basic constituents of the A, Al and AAl
measures are the RIE, RILM and RIM. Details of the observed post-war
year values for these components are provided in Table 6-4 below. In
general, there ismuch variation in the values of the RIE as between
countries, though intra-country experiences have been consistently
stable (Figure 6-1 below). By contrast, RILM and RIM tend to be very
stable in all cases, with strong similarities in some country instances

between the behaviour of these two parameters.
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TABLE 6-4

SELECTED VALUES OF THE BASIC COMPONENTS OF FINANCIAL ASPHYXIATION
(RIE, RILM, RIM)

f—— ——
1962 1970 1980 Mean s.p.d/
RELATIVE INDEX OF INCREMENTAL EFFICIENCY (RIE)?/
Jamaica 6.03 -1.79 D.63 -1.15 5.30
Korea -1.19 1.51 =0.91 ~0.69 5.58
Trinidad -0.11 -0.93 =0.33 -0.41 7.5
and Tobago
U.8. A, 1.28 =0.34 1.00 1.37 14.4
RELATIVE INDEX OF INCREMENTAL LONG-TERM DEPOSITS MARKET-SHARE (RILM)EI
Jamaica -0.22 ~-0.38 =0.37 =0.37 0.06
Korea ~0.0% -1.06 ~1.29 ~1.38 0.89
Trinidad -0.32 -0.38 -0.12 -0.30 0.10
and Tobago
U,5.A, -1.43 -1.02 ~1.10 -1.1¢ 0.17

RELATIVE INDEX OF INCREMENTAL MARKET-SHARE (RIM)S/

Jamaica -0.21 ~0.31 ~Q.28 ~,31 0.05
Korea -0.03 -0.43 -0.36 ~0.138 0.14
Trinidad -0.20 -0.31 ~0.10 -0.23 0.08
and Tobago

U.5.A. -0.85 -0.77 -0.77 ~0.79 0.04

SOURCE: Resource calculations based on empirical observatious.

a/RIE = AE
A,

‘9/RILM = A 5y
4 Sap

¢/RIM = AbD
i é’nb

d/Standard Deviation,



- - — wam - - - - iy e . l. lI -.t
-
-
L
-
-
-
T
SAATLE o
~
8 -
w"
" -
L
e
e

ORY 09VI01L (XY OVOINTEL ‘VIHON CYOIVHVT HOd

(0861-0761) “V'S°N JNL
1 40 XFONI FAILYVIEE FHI 30 NOTINTOAT FHL

(21¥) AONFID144d TVINIHIEON

£1-9 F4N014




188

Relative Index of Incremental Effiéienqy (RIE). The most strik-

ing aspect of the RIE is the moderate uniformity in inter-country
values, as summarized in their means. It appears that the lese
developed the financial system, the higher the absolute value of the RIE
index, a theoretically consistent empirical observation, given the
likely greater presence of financial repression and less financial
liberalization in such economies. Of particular interest, however, is
the fact that only the U.S.A. has had a positive mean RIE value, pos-
sibly underscoring the relative maturity of this economy; The likely
explanation appears to be that, given the relatively more balanced
nature of the economy, changes in efficiency are more likely to be in
the same directioh, though at varying rates as between banks and non-
banks, especially when asphyxiation occurs. By contrast, there may be
the}tendency for changes in LDCs financial sub-markets to be inversely
related, given the strong structural presence of financial dualism, and

the usual heavy dominance of banks in these economies.

As far as inter-country experiences go, no clear RIE trends have
emerged, except for the substantial variation, as measured by the fairly
high standard deviations. As Figure 6-1 shows, however, these high
values are often induced by distortions caused in a few years only, and

are generally not typical.

Relative Indices of Incremental Long-Term Deposits Market-Share

("ILM) and of Incremental {Output) Market=-Share (RIM). Over the twenty-

year period, values for these components have been consiatently uniform,
not only as between countries, but also from year to year in each case.

Worthy of note again is the relatively low standard deviation in both



189
indices for Trinidad and Tobago, especially for the RILM. These again
confirm uniformity in the behaviour of this market-share variable, the
size of the mean values also, reflecting the relatively strong evolution
of the financial system as a whole, despite the strength of the banking
system itself. Standard deviations are largest for Korea in both cases,
while the behaviour of its RILM provide the only instance of a marked
upward trend over time. This possibly reflects the increasing role of
the commercial banking system in that economy and, more importantly, the
increased participation of these types of institutions in the mobi-~
lization of longer-term liabilities, a likely spin-off effect of the
increased international surge to liability management in the 1970s.
RILM and RIM values for the U.S.A. are generally downward in both cases
for the U.S5.A., a somewhat expected result for a mature economy, whose

structure is likely to be fairly balanced.

3. Correlates of Asphyxiation and Its Constituent Elements

The question is quickly raised as to which of these three
indices RIE, RILM and RIM hasg the Strozg;influence on the asphyxiation
process. The theory, as initially formulated in Chapter IV, does not
specifically address this in these terms, but confines itself to the
broader 'inducers,' suggesting non-market related forces to be the major
determinants. The empirical evidence unfortunately does not provide
ample information, as the correlation analysis supplies clear results
only for the United States. In the case of the U.S.A., the RIE has the
strongest correlation with A, (r = -0.93, compared with -0.21 and 0.20

for RILM and RIM respectively). The negative sign is consistent with

expectations, given the possibility (to be confirmed later) that the
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higher the intensity of asphyxiation, the lower the value of the A
measure and the likelihood that RIE is the strongest determinant of the

three constituent elements.

In terms of correlatione among themselves, the only consistent
trend that emerges is that of RILM and RIM, 'r' values, ranging from
0.85 in the U.S.A. to 0.86 for Jamaica and Korea. In the case of
Trinidad and Tcbago, however, there is not a strong case of correlation
between these two indices, but an unusually strong one between RIE and
RILM (r = 0.97). These potentially suggest the likelihood of increasing
intensity of financial asphyxiation over time, if not unchecked, as both
components are likely to vary directly. This tendency should definitely
not go umnoticed, as there is the strong implication that as financial
development takes place, unless market share behaviour changes
Iradically, banking inefficiency will commensurately increase} hence the

continued emergence of asphyxiation.

4. The Underpinnings of the RIE

Because of its apparent influence on the financial asphyxiation
process, the major elements of the RIE are more clogely examined at this
juncture. As.was already mentioned, the principal elements of RIE are
AEy and AEnb’ which are in effect the interperiod percentage changes in

2 As ig

the composite measures of efficiency for banks and non-banks.
known, these each, in fact, consist of 'structural' elemencs and

‘operational' elements.

P . . .
These measures are, in fact, weighted to reflect the varying
sizeg of constituent institutions. '
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Figure 6-2 above shows the relationship of the growth in com-
posite efficiency index for banks and non-banks for the four sample
countries. Generally, growth levels for efficiency in the financial
system as a whole tended to be higher in the 1960s than the 1970s., In
most countries, also, the non-banks performed better in the early 1970s,
but banking system efficiency growth appeared to be more on the upswing

than non-banks in the late 1970s.

Tables 6-5, 66 and 6-] below present analyses of various
aspects of the efficiency variable for banks and non-banks. Table 6=5
analyses period averages for the growth in the structural, operatiomal
and composite measures of efficiency. This analysis indicates that in
virtually all cases efficiency in non-banks grew at a faster rate than

over the 1960-1980 period.
banks /Results with respect te structural and operational measures were
mixed, with growth in operational efficiency for Jamai;a and
U.S.A, tending to be markedly better than for structural efficiency,
while the situativn was the reverse for Korea and Trinidad and Tobago.

Overall structural efficiency growth in Trinidad was particularly

strong, due to exceptional growth in non-bank efficiency.

Examination of levels of efficiency (Table 6-6), as distinect
from growth in these levels {Table 6-5), over the 1960-1980 period
reveals a significantly different position, however, The efficiency
indices for banks have in all cases, but Jamaica, been higher than those
for non-banks, suggesting 'prima facie' better performance. This con-
trasts strongly with the growth in these indices, at the center of which
is the financial asphyxiation thesis. Banks are, therefore, loaing

ground to non-banks, at the margin, in efficiency, but are still
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TABLE 6-5

MEAN MEASURES OF GROWTH IN EFFICIENCYR/

{Period X Averages, 1960-1980)

: A Eg ! AE, : AE I A E,
: I ] I I
JAMATCA i } | #
|
Banks | 12.0 | 66.9 | 0.8 | =-2.2
Non-Banks | =-16.6 | 49,1 | 1.1 | =-1.8
AveragaZ. | -2.3 | 58.0 | 0.95 | =2.0
, I | I |-
KOREA | ] | I
| I I |
Banks | 86.3 | 23.4 | 2.1 | 28.0
Non-Banks | 40.3 | BB.6 | 1.8 | 5.0
Average?: | 63.3 | 56.0 | 5.0 | 17.0
| | [ |
TRINIDAD AND TOBAGO | | b |-
| | I ' I
Banks | 83.6 | 74.2 | 29.3 | 21.0
Non~Bank | 308.4 | 4.0 | 13.1 | 80.0
Average | 196.0 ! 39.1 | 71.2 | $1.0
| ==mmen I ==== I ) e | ====
| ' f |- g {
U.S.A. I I I i
I ! ! ' !
Banks | 1.6 | 2.0 ] 2.3 | =5.0
Non-Bank | 1.7 | 18.4 | 2.6 | 4.0
Average2 | t | I
I ! | I

o
n o
I -
nr

1
n e

N wn

SOURCE: Research calculations based on-empirical observations,

a/Unueighted average.

g/dss, AEO, AEe, A E, are average percentage growth in structural
operational, total and weighted total efficiency for the 1960-1980 period as
a whole.



194
commanding incrementally larger shares of the market. One further
difference from Table 6-6 below is the clearer emergence of structural
efficiency variables as mofe significant in the composite index of
~efficiency than operational variables (i.e. these have higher values

than operational measures).

Discriminant Analysis of Efficiency Variables. Table 6-7 below

sets out the results of a canonical discriminant analysis of the
efficiency variables for each of the four survey economies. The
analysis attempts to statistically determine any indications or trends
of differences between banks and non-banks, both within individual
economies, as well as between (cross—country) economies, as a basis for
further defining and characterizing the financial asphyxiation process

in these countries.

From a discriminant function such that:

A .
D= Ez,+ E{E + éi%a * EEEO,

A

where D is a discriminant score and F

o 15 the intercept constant, while

a; 6;’and a,'are coefficients for the E, Eg; and E variables, the results
suggest marked differences between efficiency behaviour for hanks and
nen-banks in general. Values of Wilks' lambda from Table 6-7 indicate
that group centroids are noticeably separated between banks and non-
banks ag overall groups, suggesting a higher 'discrimination' by the
former and likely less uniformity (lower lambda values) in all cases,
except the U,S.A. However, the strongest evidence for all of the
countries, for banks and non-banks as separate groups, is evident in the

U.S.A. results. This corroborates the strongest case of financial
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TABLE 6-6

MEAN MEASURES OF EFFICIENCY

(Period % Averages, 1960-1980)

b/ c/ d/ e/
By B E- By AR,
JAMAICA
Banks 16.3 3.5 19,5 8.8 -0.02
Non-Banks 9.8 22.8 31.0 7.0 -0.02
Average 8/ | 13,2 2.2 8.3 L3 =0.02
+
KOREA
Banks 178.7 2.3 186.0 113.8 0.28
Non-Banks 33.4 12.4 45.8 21.0 0.05
Average 2/ {106,0 9,9 116.0 67.8 Q.17
TRINIDAD AND TOBAGO
Basiis 28.7 71.6 76.1 36.2 0.21
Non-Banks 18.5 14.2 32.7 11.3 0.80
Average 3 23.6 42,2 24,4 3.8 Q.01
U‘SOA
Banks 134.9 79.2 214.1 42.1 -0.05
Non-banks 20.9 37.1 52.1 18.7 0.04
Average 8/ | 77,9 58.9 133.1 30.4 =0.005

SOURCE: Research calculations based on empirical observations.

a/Unweighted Average
b/Eg = Structural Efficiency

c/E, = Operational Efficiency

d/E = Composite Unweighted Index of Efficiency

e/E, = Composite Weighted Index of Efficiency
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asphyxiation evident in the U.S. observed results. The greatest dif-
ference in banks and non-banks is evident in Trinidad and Tobago {lambda
values of 0,482 and 0.0816), further underscoring the averall fragility

of this financial system.

The total canonical structure results provide further evidence
of both intra=-country and c¢ross-country differences between banks and
non-bank efficiency., In general, banks have higher absolute values than
non-banks for a1l three efficiency variables indicating closer correla-
tions between discriminant function coefficients and original efficiency
values. No conclugive results are, however, attained to permit
ranking of the 'degree of' contribution to the discrimination between
banks and non-banks for the three variables, This is due to the fact
that the additive nature OE'ES and E, (totalling E), partially violates
the-effectiveness of the statistical tbchniﬁue and as a result values of
E, are not output--an overall weakness of the technique itself as
applied to this research. Nevertheless, the relatively close absolute
valuea of the structural efficiency variable (E ) to the composite index
(E), 'a priori' suggests a stronger discriminating role for structural
efficiency than the operational efficiency variable, for most of the

survey economies.

Underlying Variables: Finally, in terms of the underlying

variables (xl +rees X|9 ), Strongest and most consistent influences on
efficiency were observed for (.) the total long-term assets to total
operating‘expenses ratio (xll’ TLTA/TOE) {(a partial measﬁre of economies
of scale in long-term resource mobilization) and (b) the total assets to

total claims on government (XB’ TA/TCOG) (a measure of government
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TABLE 6-7

DISCRIMINANT AMALYSLIS OF FINANCIAL SECTOR EFFICIENCY

al
Wiiks” Lambda Values
Banks Ngn-Banks
Jamaica D.138 0.2C8
Korea 0.571 0.5%86
Trinidad and Tobage 0.482 0.818
D.8.A: 0.123 0.027
-1
Total Canppical Structure Coefficients
E L] )

Jamaica

Banks 0.272 0. 502 ~0.993

Non-Banks 0.209 0,981 -0, 066
Korea

Banks 0.991 0.995 -0).428

Non-Banks -0.303 -0,016 =0, 985
Trinidad and Tobago

Banks 0. 989 0.338 0. 945

Non-Ranks 0.973 0.928 0. 534
U.8.A.

Sanks 0.884 0.767 0. 998

Non-Banks s 0.99 -0.182 0.999

gf
s ¢ ) L
-
3 5= )

Jamaica

Banks -9.10% 10.133 -

Non-Banks 0.074 0,148 --
Koren

Banks -4,389 5.671 -—

Non-Banks 0.074 0,148 -
Trinidad and Tobago

Banks 1.48% -0.238 -—

Non-Banks 2.602 ~-1.600 -
U.8.A.

Banks 8. 540 -6.220 -

Non~-Banks 5.730 ~1.433 -—

SOURCE : Research calculations.

aMeasure of separateness of group centroids--degree of intr-=group
discrimination--closer the value to zero, greater the degree of separateness
and discrimination. Each type of bank and non-bank financial institutiom
considered a separate group in esch country case.

b/Measures of relacedness of discriminant fuaction to original value
of wvariable--the larger the value the closer the relatiomship.

g/Measures of relative contribution of each variable to total
discriminant score., The larger the absolute value (signs ignored), the
greater is & variable’s contributiom.

d/No values because of additive nature of £, + E, (totalling E),
Partial violation of one of assumptions of discriminant anmalysis.
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“"crowding out"). TLTA/TOE is particularly strong for the banking system
in Trinidad and less so, though still the strongest variable, for its
non-banks. By contrast, it is stronger for the non-banks in the U.S.A.
and Jamaica than for banks, in both of which cases it is very influen-
tial for the financial system as a whole. While the variable with the
strongest correlation with the efficiency parameters in the Korean

context is TA/TCOG, TLTA/TOE also has much significance.

The presence of these two variables as the overwhelmingly
strongest influences on the final measure of efficiency is crucial to
this analysis. The enlarging of the value of the TLTA/TOE variable
infers a tendency towards concentration over Lime, as increasing
economies of scale are attained given that there appears to be a posi-
tive correlation between size (especially in banks) and ability to
mobilize long-term deposits. This is largely a market (operational and
structural) phenomenon. On the other hand, the TA/TCOG variable
reflects the strength of the non-market mechanism on the process of
financial asphyxiation, the major influence being government. A very
strong influence of Government on the financial system of Korea is

and early 1970's.
especially noted, a situation arising largely in the 1960% / This may
have resulted from the need for frequent official interventions, in the
face of internal/external sector conflicts arising from the massive
capital inflows into the system, emerging from its aggressive

financial /monetary policies of the late 1960s and early 1970s.

This question of the critical determinants of the financial

asphyxiation process will again be addressed in the next chapter.
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D. Empirical Results--Aspects of the Dynamics

1. Asphyxiation and the Financial Sector

In general there appears to be no overwhelming evidence of
strong correlation between indices of financial asphyxiation and finan-
cial sector variables, possibly partly because of a paucity of

observations.

From the results in Table 6-8, measures of financial asphyxia-
tion appear consistently negatively correlated with the monetization
ratio and mixed with respect to the rate of inflation. This is largely
congistent with theoretical expectations in both cases. In the case of
the monetization ratio, the larger this is, the greater is the
likelihood of an enlarging of the financial superstructure, a 'prima
facie' evidence of financial and/or economic development, but equally so
of asphyxiation. As was already established, the more intense is
asphyxiation, the lower generally is the value of its index. The case

of inflation is amplified in the next chapter.

The multiple regression results (Table 6-9) do not yield any
further information beyond that of the correlation analysis for finan-
cial sector variables. However, in the only case where relationships
for lagged variables are available, the U.S.A., immediate prior period
lags of the independent variables show somewhat stronger relationships
than two periods earlier, tentatively indicating some influences of

financial aggregates on the asphyxiation process or vice-versa.
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Table 6-8

CORRELATION AMALYSIS OF FINANCIAL ASPETXIATION [NDEX (4)
AND REAL/FIRASCLAL SECTOR VAS [ASLES
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On balance, however, the relationships between financial sector
variables and asphyxiation, while clearly indicative, are by no means
conclusive. There are also no clear indications of predictive power
beﬁween financial and asphyxiation variables, given the scarcity of

reliable estimates.

2. Asphyxiation and the Real Sector

Correlation and regression results for the real
sector/asphyxiation relationships are more substantial and appear more
meaningful than those of the financial sector. As in the case of the

however
financial sector, the results for the real sector are/by no means con-
clusive in any one direction. Two of the countries have reasonable
carrelations hetweeﬁ measures of agphyxiation and GNP, though with
different signs (Jamaica -0.43, U.S.A. +0.40) (Table 6-8 above). There
is also a reasonably strong association between the foreign financing
ratio and the asphyxiation index in the case of the U.3.A. In the one
cage where there are estimates, the U.S.A,, there is a stronger correla-
tion with the asphyxiation index when GNP is lagged three periods rather
than by one period, inferring a relatively large lag by real sector
variables (five to six years) behind the actual asphyxiation process.
This is, however, not substantiated in the multiple regrassion estimates
where there are fairly consistent rz'values from lags of one period in
the dependent real sector variables and those involving a three-periocd

lag (Table 6-10 below).

As was the case for the financial sectar, no clear predictive

influences are egtablished between asphyxiation and real sector
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variables, once again possibly on account of limitations in the number
of observations.

3. Asphyxiation and Economic Development

Table 6-8 above suggests that for real sector variables, the
strongest correlative relationships with measures of financial asphyxia-
tion appear to be with AGNP or growth in GNP. Both Korea and Jamaica
show a fairly strong negative relationship for values of A with BGNP,
while the U.S.A. and Trinidad and Tobago have a fairly strong and weak
positive relationship respectively (Table 6-10 below). The indications
are therefore mixed. Although intuitively it would seem that there would
be an inverse relationship between the process of financial asphyxiation
and development or growth, there actually ought to be a positive
relationship between the values of the indices of asphyxiation and growth
(since the lower the growth in GNP, the smaller will the asphyxiation
index tend to be). This stems largely from the fact that the efficiency
criterion appears to exert a strong influence on the asphyxiation
process, especially in LDC's. 1It, thus, follows that increasing
inefficiency by the dominant banking system as asphyxiation intensifies,
should over time induce weakening financial structures and ultimately
declining real sector performance, especially if a supply-side,
finance-leading approach is taken to development. This notwithstanding,
it is not difficult to explain why the U.S.A., despite the frequency with
which the phenomenon is evident, would experience a positive relationship
between the values of the measures of asphyxiation and growth. The
likely explanation hinges around the fact that, although there may be
relatively less efficient operations by banks than non-banks, both types
of institutions would grow on balance in such a mature system, unlike the

tendency in an emergent
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one in which one subsector may experience a fall off and the other an
increase. Differences in efficiency in the U.S.A. may therefore not be
radical, and it is likely that the asphyxiation indices may
increase with development. The question of the specific findings for
the U.S.A. will, however, be more closely discussed in the next chapter,

when some qualitative factors are considered.

These, in effect, are the main findings of the empirical study
of the financial asphyxiation process in post-war economies of Jamaica,
Korea, Trinidad and Tobago and the U.S.A. While there is by and large

some corroboration by the empirical evidence of the broad theory
outlined in Chapter IV of the study, there are also some marked devia-
tions from the intuitive situation. The more important of these are now
discussed in the next chapter, before the real welfare effects of the

financial asphyxiation process are evaluated in Chapter VIII.



CHAPTER VII
ASPECTS OF THE FINANCIAL ASPHYXIATION THEORY REVISITED

The previous chapter examined the empirical experience of the
process of financial asphyxiation in the post-war (1960-1980) economies
of Jamaica, Korea, Trinidad and Tobago and the United States. While the
phenomenon was evident on a few occasions in each of these economies,
there was generally no evidence of an unusually sustained presence,
embracing a significant time frame. In Chapter IV, a number of
hypotheses were advanced to constitute a possible theory of financial
asphyxiation. Foremost among these hypotheses were the determinate
factors of the financial asphyxiation syndrome, and their likely impact
on both the financial sector itself and the real sector. Methods of
possible transmission were also hypothesized, as well as likely patterns

of behaviour between financial asphyxiation and development in general.

This relatively brief chapter revisits aspects of the theoreti=-
cal framework of Chapter IV, in the specific light of the empirical
experience set out in the previous chapter. The chapter, in reality,
attempts to provide qualitative explanations for and answers to two
fundamental questions. These are (a) what really determines the process
of financial asphyxiation and its impact on the real sector and (b) what

accounts for the apparently unusual behaviour of the U.S.A. and Trinidad

206
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and Tobago over the survey period. The chapter is divided into three
sections, A to C, Section A addresses the question of the factors
behind the asphyxiation problem focusing specifically on the role of
government and that of inflation. Section B relates these factars to a
possible transmission mechanism, while Section C examines two specific
aspects of the empirical experience, the unexpected behaviour of the

U.8.A, and Trinidad and Tobago.

A. The Determinants Reassessed

The theory of financial asphyxiation set out in Chapter IV
ascribed the phenomenon of financial asphyxiation to two broad
categories of factors, one market-related and the other non-market
related. The theory suggested at that point that, given the nature of
the phenomenon, non-market related factors {government, inherent and
legal regulatory aspects) were pfimarily responsible, although market-—

factors did play an important part.

The empirical evidence from the gurvey appears to corroborate
the general view that non-market related factors tend to have the
gtrongegt influence on financial asphyxiation as a process. In this
respect, it also appears that the role of government may well be the
single largest determinant, given its direct role in the financial
system, as well as its less direct influences on other non-market based ’
factors such as the legal/regulatory environment and some of the very
inherent factors >f banking 'per se.' The pervasiveneas of government
influence generally appears increasingly strong in the financial systems
of both developed and developing economies and as a critical determinant

of the financial asphyxiation process.
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The second major determinant in the process appears, from the
empirical evidence, to be that of inflation. It is quite likely that
the role of government in this process is also significant. Figure 7-1
above illustrates the behaviour of a measure of inflation (change in
consumer prices) for the four economies between 1960 and 1980. From the
graphs, two distinct periods of inflation clearly emerge in most of the
economies. These are 1966-68 and 1972-1975 periods. By and large the
evidence of asphyxiation in the four economies also tends to cluster
around these very periods, especially in the case of the U.S.A. and
Trinidad and Tobago. This is, however, less so for Korea and Jamaica.
The presence of inflation appears to precede the first appearance of the
asphyxiation phenomenon in all cases, while thereafter the inflation
tends to be sustained in most cases thereafter. This, thus, raises
. unanswerable questions as to cause and effect relationships. Given the
strong role of government, it is likely that inflation in these
economies are largely deficit-fuelled and are, thus, more cost-push than

demand-pull in nature.

In view of the obviously overwhelming role of government and
inflation in the financial systems of these economies, it is, therefore,
not surprising that banking operations become increasingly inefficient,
relative to non-banks, thus actively inducing financial asphyxiation
itself. This most likely explains the strong influence of the RIE in
the determination of the degree of asphyxiation at any point, On the
other hand, it is also likely, as in the Jamaica and possibly Korea
cases, that the expansion of the financial system resulting from infla-

tion can outstrip that of efficiency increases. This will most likely
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give rise to a different sign in correlation analysis, as the empirical

evidence did indicate.

B. The Transmission Process Reconsidered

The theory in Chapter IV suggested that financial asphyxiation
appears to be a largely financial process transmitting its effects to
the real sector through either the credit markets, 'financial
constraint' mechanisms or price level expectations. Given the
government-inflation-banking inefficiency paradigm just established
above for the financial asphyxiation process, it appears that the
strongest transmission mechanism for repercussions from the financial
sector may well be actual inflation itself and, less of the three chan-

nels identified above, including future price level expectations.

Based on the empirical evidence it now appears that financial
asphyxiation, a largely financial phenomenon induced by historical,
non-market factors principally, gains strength with inflation, which
further contributes to its emergence as a process. Rapid inflation
distorts banking efficiency, which then intensifies asphyxiation, fur-
ther fuelling inflation. This in turn, through the credit/investment
processes and the direct redistributionary effects of inflation, then
affect real spending and real sector activity. Inflation-induced dis-
tortionary effects then influence resource mobilization possibilities,
feeding back to distort financial savings allocation and intermediation
in later rounds. This then leads to further distortions in the finan-
cial sector, once again, unless arrested by corrective actions

(Chapter IX). The role of actual price level changes, rather than price



C. The Case of Two Illusions

Because of its perceived links to distortions in the financial
system and its deep roots in historical, institutional and political -
experiences, it is logical to impute the financial asphyxiation
phenomenon largely to lagging or less developed economies. Asphyxiation
ig, in fact, an imperfection in the financial process of an economy,
Since more mature economies tend to be less dualistic and more balanced
structurally and financially, they would, therefore, seem ta be less
susceptible to its presence and effects.
The United States: The evidence that the U.S.A. experienced the

{i.e. frequency)
most intense incidence/of financial asphyxiation was, therefore, quite

unexpected and appears, on the surface, contradictory to the theory
earlier outlined. When, however, account is taken of the fact that
non-market factors, especially government (whose excessive presence in
market-oriented economies typically induces sizable deficit financing
and significant rates of inflation), are critically behind the process,

' during 1960-1980 pericd in particular,
the U.S.,A. experience is less surprising. Being/virtually the most
regulated financial system in the world, the influence of government and
quasi-government authorities and agencies on the system is clear and
very strong. In view of the special roles played by government in the
bauking system, the basis is readily set for asphyxiation. The role of
inflation; directly or indirectly fuelled by government, was thus p?ob—
ably key in both initiating and reinforcing financial asphyxiation in

the economy, especially in the 1970-1974 periad.
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Trinidad and Tobago: The other striking country experience is

that of Trinidad and Tobago, undoubtedly the fastest growing economy of
the four, especially in the last half of the 1970s. With very high per
capita incomes, Trinidad is clearly a 'middle income' country, at least
on the face of it. On closer examination, however, Trinidad's financial
system is not as robust as it ought to be for an economy of its real
infrastructural base and overall potential. Dualism appears
significant, and there appears to be too rapid an emergence of certain
financial institutions in general (finance companies, for instance).
Thus, while the country's superstructure is relatively formidable and
appears to be emerging consistent with theory, financial asphyxiation is
apparently undermining its very fabric and robustness. The growing
keature of increased fragiiicy in the economy and the strong money
illusion of 'petro' dollars have to quickly dis;ppear, if real financial

gector development and balanced structural evolution are to ensue.

On balance, however, it appears that the theory of financial
asphyxiation, as outlined in Chapter IV, by and large, holds good,
although the principal causative factors of its existence are likely to
be more akin to those emerging from the empirical review, those of
government influence and inflation. These are, in turn, largely respon~
sible for the adverse repercussions of this largely financial process on

the real sector.

The next chapter measures the intensity and impact of such

repercussions on the welfare of the four sample economies.



CHAPTER VIII
THE COSTS OF FINANCIAL ASPHYXIATION

As previously noted, particularly in Chapters 6 and 7, where
quantitative and qualitative dimensions of the process were discussed,
financial asphyxiation will have far-reaching effects on any financial
system and economy in which it is evident. The phenomenon itself is a
manifestation of distortions and imperfections in financial and economic
systems and thus has its direct and indirect costs to any economy in
which it is present. These costs can be 'financial' or 'economic' in

nature or, as is more likely, both.

This chapter recognizes both types of costs resulting from the
phenomenon of financial asphyxiation, but attempts to quantify in detail
only the economic (welfare) costs affecting the four economies under
review, during those years in which the process is evident. The chapter
first briefly discusses the nature of the financial costs likely to
arise in any economy from this distortion (Section A). It then
implicitly attempts to estimate the related economic costs therein,
using both a 'macro,' holistic approach (Section B) and a 'micro,'

additive approach (Section C),

213
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A, Agpects of Financial Costs

Financial costs arising from the process of asphyxiatioan in any
given economy or, more appropriately financial system, can derive from
many sources. The major form of financial cost appears to be the likely
impact on the financial sector resulting from increasing dominance by
the banking institutions--that is increased sectoral concentration.
While the monopolistic ar, at best oligopolistic, financial structures
resulting from intense asphyxiation over time are best known to engender
social and economic costs, as will be quantified in the next section,
they also do adversely affect the operational and financial viability of

intermediaries constituting the backbone of any financial sector.

The core of the financial costs issue under a scenario of
asphyxiation is that increasing concentration in the financial sector
induces diseconomies of scale in financial institutions, resulting in
turn in gsub-optimal profitabilicy. This process is, however, in fact
not consistent with normal expectations. Although it is clearly
established, for instance, that the most efficient form of economic
system is one that is perfectly competitive, the tendency in reality has
been for distinctly positive financial correlations between concentrated
or monopolistic forms of economic organization and levels of
profitability. It is, however, unlikely that this will hold under
scenarigos of financial asphyxiation., One of the major causes of a
likely deviation from the 'second best' norm in the case of

asphyxiation, may well be the strong sensitivity of the banking industry
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to Leibenstein's X-inefficiency phenomenon.l This will be discussed

in more detail later in this sectiom.

Significant work has been done on the inter-relationships
between increasing concentration, economies of scale and financial
costs, hence profitabilicty in the financial sector, as well as on these
topics individually (see, for ekample, Stigler2 and Benston et, a13).
Most of the studies with respect to economies of scale, for instance,
indicate "that scale economies exist, are statistically significant, and
are congtant across different sizes of banks.“4 This is also related to
similar findings of strong economies of scope or joint production in
banking. (See, for instance, Longbrake and Haslem on efficiency in

commercial banking.)5

With respect to the inter-relationships of concentration, scale .
economies and financial performance, however, the findings have been
mixed, A number of studies appear Lo suggest positive correlations

between concentration, economies of scale and financial profitability

lgee H. Leibenstein, "Allocative Efficiency versus 'X-
Efficiency,'" American Economic Review (June 1966): pp. 392-416.

2g. J. Stigler, "A Theory of Oligopoly," Journal of Political
Economy, Vol. 72, No. 1 (February 1964): pp. 44-61. .

3¢. J. Benston, G. A. Hanweck, D. B. Humphrey, "S.ale Economies
in Banking=-A Bestructuring and Reassessment," pp. 435-456,

“Ibid., p. 436. |
SW. A. Longbrake and J. A. Haslem, "Productive Efficiency in

Commercial Banking," Journal of Money, Credit and Banking, Vol. 8, No. 3
(August 1975): pp. 317-330.
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(e.z. StiglerG). Baumol, however, raises a question in one of his
studies about these relationships, especially in so far as the presence
or not of economies of scale is determinate on or by a monopolistic or
oligopolistic form of organization. He finds that scale economies are
"neither necessary nor sufficient for monopoly to be the least costly
form of productive organization."7 There is, therefore, the clear
suggestion of a possible negative correlation between profitability and

"the

scale economies in institutions. 1In this context he notes that
critical concept is {by definition) strict subadditivity of the cost
function, meaning that the cost of the sum, of any 'm' output vectors is
less than the sum of the costs of producing them SEparately."B He
further suggests that economies of scale are always sufficient but not
necessary to prove subadditivity. In specific situations, therefore,
appropriate sub_additivity of cost functions could lead to adequate .
profitability even in the absence of scale economies. Again, thig is
likely to arise both on account of financial asphyxiation and through
the presence of X-efficiency/inefficiency factors. X-inefficiency is
likely to be an important element in the asphyxiation process facing the

banking system. It is an inherent and predominantly non-market-related

factor.

6See G.J. Stigler, "A Theory of Oligopoly.” ™

v 3. Baumel, "On the Proper Cost Tests for Natural Monopoly in
a Multiproduct Industry," American Economic Raview, Vol. 67, No. 5
{December- 1977): p. 809.

8

Ibid.
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Table 8~1 below sets out far the four countries under study,
comparative estimates of measures of concentration, scale economies and
profitability in the financial sectors. The evidence from the table is
substantially in support of the intuitive feeling that there will be a
deviation from the 'norm' in the inter-relationships between
concentration, economies of scale and profitability when there is strong
evidence of financial asphyxiation. All four of the economies indicate
increasing concentration (higher 'Herfindahl' values) during most of the
1970s (compared with the 1960s), when the asphyxiation by the banking
sector was strongest in all of these economies. In several cases, also,
there was a tendency for declining economies or increasing diseconomies
of scale, coupled with falling levels of profitability, especially in
the post-1974 periods. Among the LDCs, these trends are most pronounced
in Jamaica, probably siructurally the weakest of the four sample -
economies, while they are correspondingly increasingly less pronounced
in Trinidad and Korea respectively, as are the intensities of financial

asphyxiation observed in these economies.

Contrary to expectations for a developed economic system,
however, the observed relationships for the U.S.A. are possibly the most
congistent and the most strongly deviant from the norm, where monopolies
tend to emerge as a result of economies of scale (or less frequently,
the converse) and where profitability to the typical firm then appears
to increase with growing concentration and stronger
monopolistic/oligopolistic structures. While concentration in the
U.8.A. financial sector varies upwards (albeit only slightly) over the

twenty-year period, there is increasing evidence of declining economies
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TAJLE B-1

RELATTOMSHIPS BETWEEN FINANCIAL SECTIOR
CONCENTRATIUN, ECONOMIES OF osCALE ANDL PROFLYABILITY

h Average Operating Average Net
Country Berfindahl Costr Divided by Incomé Divided
And Year Index 3/ Total Asgets b/ By Total Assets ¢f
JAMAICA

19560 &/ 0.731 - : 0.080
1966 0.53% 0.098 0.042
1970 » 0.637 Q.106 0.030
L1972+ G.640 0.114 0.040
1974 0.648 0.139 0.041
1976 3.638 0.101 0.021
1978 0.641 0.099 0.024
1980 0.692 - 0.042
KOREA
19604/ 0.983 0.237 0.085
1964 0.555 0.044 - 0.021
1970 0.561 0.028 0.006
1972+ 0.584 0.034 0.005
1974 0.581 n0.028 0.004
1976 0.590 0.023 0.008
1978 0.604 0.030 0.0
198¢ 0.634 0.047 0.014
TRINIDAD AND
TOBAGO
1960 4/ 0.731 ©0.098 - .
1986 - 0.653 0.062 . 0.07%
197C 0.634 0.05% 0.047
1972 0.625 0,047 : 0.034
1974 & 0.721 G.359 0.044
1976 - 0.813 0.045 0.055
1978 0.832 0.051 0.087
1980 » 0.850 0.062 0.066
U.5.4.
1960 d/ 0.503 0.019 0.009
1966 & 0.504 0.023 0.007
1970 4 0.509 0.044 0.053
1972% 0.509 0.047 0.031
1974 % 0.514 0.057 0.028
1976 0.508 0.057 0.037
1978 0.507 0.059 0.036
1980 0.510 5.078 0.038

SOURCE: Cdlculationa hasad on several documants.

afterfindahl Index (H) = t X Yot e\ e, vhere &, &
tha respective shares of total asgets by banig'and non-bankg aﬁa :gsro

65 - GCyrO,,.

b/Approximate measure of aconomies of acale.

c/Approximate measure of profitability.

d/Values may not be authentic on account of large number of missing data.

. ""'Denotes years when partial or full asphyxiation is evident.
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of scale, matched by reducing profitability, especially during the

period when financial asphyxiation was most manifest, 1966-1974.

The general implication from the sample is that financial
institutions, especially banking ones, affected by financial asphyxia-
tion are unlikely to be anywhere near profit optimization levels in
their operations, and are thus not maximizing net returns to their
shareholders and creditors. One of the major reasons for this may be
the strong sensitivity of the financial industry to Leibenstein's
X-inefficiency concept.9 as a result of the strong labor component in
its production functions and its significant tendency to concentration.
"Leibenstein hypothesized that managers trade the disutility of greater
effort to keep costs down for the utility of less pressure and worker
harmony. The ability of managers to make this trade-off depends on the
extent of competitive pressure in the market. The term "X~inefficiency"

describes the upward shift of the average cost curve which results from

a reduction in competitinn.lo

This is, therefore, the principal context in which financial
costs induced by asphyxiation processes are likely to manifest themsel-
ves in an economy. As noted earlier, the actual extent and quantum of
financial costs ascribable to asphyxiation will, however, not be

measured in this study, since a larger focus on the inherent and more

Y3ee J. L. Stevens, "Bank Market Concentration and Costs: Is

There X-Inefficiency in Banking?" Business Economics, Vol. 18, No. 3

(May 1983): pp. 36-44; for an application of this concept to the bank-
ing industry.

10

Ibido' pn 36-
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pervagsive social and economic costs resulting from the phenomenon is

more appropriate and certainly more desirable.

In assessing the likely economic costs of the process, two
approaches are used in each of the four economies under study: ({a) a
‘macro’ or holistic approach and (b) a 'micro' or additive approach.
Both approaches manifest a number of theoretical and practical
constraints. On the other hand, they should also present some indica-
tion of the adverse consequences that the phenomenon is likely to have,
especially on the financial systems of less developed economies, and

overtime, on their economic development in general.

B. Social and Economic Costs--A 'Macro' Approach

1. Graphical Illustration

Figure 8~1 below graphically depicts the magnitude of the impact
at any point in time of financial asphyxiation in & given economy. As
was outlined in the theory of financial asphyxiation in Chapter IV, the
pracegs has its impact, usuglly both in the input and output segments of
the financial system. In the input segment the relative inter-period
gain in share of long~term liabilities by banks is observed to outstrip
gaing in the identical period in relative efficiency of the banking
system, which is generally short-term oriented in its operations. Thus

11

in Graph (a), ﬁTLTLb tends to be at a higher level in the figure, in

any given pariod, than is ﬁEb, which meagsures the inter-period increase

'llTLTL measures the total long—~term liabilities of banking
institutions in the financial sector and is used in this analysis as one
of the indicators of the asphyxiating process for the short-term
oriented banks. '
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in efficiency for the banking system. This type of financial asphyxia-
tion in the input market alone is usually 'partial' in nature, as noted

earlier.

In the output segment in Graph (b) for the asphyxiating banking
subsector, total asphyxiation is possible should the inter-period incre-
ment in both the long~term (liability) input market and more
importantly, total output market (as measured by the share of assets in
the financial sector), exceed the increment in efficiency in the banking
subsector. Thus in Graph (b), if between two periods X_; and X, the
change in MTN at point N (MTN representing the positions at period X in
this diagram, of efficiency-adjusted, theoretical and actual banking
assets [TAe, TA¢ TAb]), i.e. the slope at point N is greater than that
at point M (the growth in efficiency over the same period, i.e. the
extension of .ﬂ-Eb from the input diagram), then total financial asphyxia-
tion exists. Point N represents the actual share in the financial
sector and the size of the banking system at period X (TAy) under an
asphyxiated system. Point T measures what the 'theoretical' or notional
size (TAt) of the banking subsector in any given economy should be.

This point indicates what the size of the banking system should notion-
ally have been, based on the performance of the efficiency index for the
banking subsector over the period, relative to that for non-banks (/A Ey,
* gum [A Ep» AE.;]1). Point M represents what the actual size of the
banking subsector should have been based on, prior-period efficiency
performances (TA.). TA, is, therefore, the actual prior-period banking
share deflated (or inflated) by the present period decrease (or

increase) in banking system efficiency, relative to the increase in the
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financial sector as a whole. Thus, JL represents total imperfection in
the financial markets, caused by the asphyxiating banking subsector,
being the difference between the actual situation with asphyxiation (TA,)
and the efficiency-adjusted situation without asphyxiation (TAE). JK
represents the 'true measure' of asphyxiation, being the difference
between the efficiency adjusted size of the banking system (TA.) and the
normative or theoretical value of the subsector (TAE)' KL, thus, repre-
sents total financial sector imperfections arising from other sources.
The actual cost of financial asphyxiation would be JK times an average
measure of interest cost for assets demanded (r) by holders of banking
assets (credit cost can be used as a proxy). This loss of "social
income" can be represented as a percentage of GNP, thus presenting a
yardstick of the real impact of the economic cost of the asphyxiation

process.

2. Estimates of Costs under the 'Macro' Approach

Table 8-2 below sets out the estimates of the economic costs of
financial asphyxiation using this aggregate approach for each year in

which the process was observed in Chapter VI.

Actual values were used in the analysis for the estimates in the
input-market (ATLTL}, and AEb) for a given period of asphyxiation. In
the output market actual banking assets (TA,) for banks, the actual
increment in the asset size of the banking system is deflated (or
inflated as appropriate) by the change in the inter-period banking
efficiency index, relative to that for non-banks (AE, 7 sum (ﬂEb, AE ) -

A notional 'new' asset size for the banking subsector is, thus, derived.
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For the theoretical optimal banking system, the average share of
a typical banking system in post-war years (1949-1963), where the
process of asphyxiation was not intense, is used as a proxy.
Goldsmith's estimates of the size of the typical LDC and MDC banking
sector for that time period was about 70Z and 50% respectively of the
total financial sector.12 These values are, therefore, used., The
minimum lending rate for commercial bank credit (the prime rate) is used
as a threshold measure for determining the loss in "social income"
arising from the presence of agphyxiation, galthough in fact the real
opportunity cost can be represented by the highest charge for credit
anywhere in the financial system {usually in non-banks, whose risk

profiles tend to be greatest).

While as an indicative measure of the likely cost to an economy
of the asphyxiation process, this 'macro’ approach is useful, it never-
theless gsuffers from a number of mainly conceptual weaknesses. These
include: {(a) the use of average empirical measures of relative banking
size as a 'proxy' for the 'optimal' banking size; (b) the implicit
assumption of a production function homogeneous of degree one, where
TLTL, is the input and total assets of the banking sector is the output
(TAb), 18 generally unrealistic, given the straong sensitivity of the
banking industry to economies of scale;13 {c) the assumption that the

costa of asphyxiation arising from the banking subsector analysis in

12g. w. Goldsmith, Financial Structure and Development, p. 264.

13In fact, production functions for the banking industry are
generally thought to be more akin to Cobb~Douglas functions than to any
other form.
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Figure 8-1 represents the total cost, without direct and independent
reference to the behavior of the non-bank sector, i.e. in a sense only a
partial analysis is presented, despite the generally aggregate nature of
some of the assumptions; (d) the assumption of inherent adequacy of a
largely financial measure of efficiency as the basis for adjustments to
actually observed values and (e) the implicit assumption that no other
factors influence the aggregate behavior and size of the financial
sector, over and beyond the asphyxiating behavior of the banking

subsector.

Yet, although these weaknesses will undoubtedly affect the
efficiency and reliability of the estimates in Table 8-2 below, they do
not destroy the theoretical underpinnings of the analysis and should
still provide 'ball park' measures of the economic impact of the

phenomenon.

Table 8-2 indicates that the welfare costs of financial
asphyxiation to an economy using an aggregate approach, range from a
minimum of about 1/5 of 1%Z of annual GNP to a maximum of over 5% for the
four sample countries, in the 10 yearly cases, when the phenomenon was
observed. The average cost is 2.5% of annual GNP, with the median being
2.3%Z. The highest costs are recorded by Korea, while the lowest are in
the U.S.A. The U.S. result is not unexpected, partly because of itg
relatively larger denominator (GNP) compared with the other sample
countries, but mainly because of the level of sophistication of its
financial system (although it experienced the asphyxiation phenomenon

more times (four) than any of the other economies). The major reason
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for the large Korea values is essentially the fact that relative to the
other sample countries, Korean interest rates have in the 1970s, in
particular, been significantly higher (about twice those for Jamaica and

almost thrice for the U.S.A. in 1972, for instance).

For the three LDCs, the general tendency is for the distortion
induced by financial asphyxiation to account for 90%Z of total identifi-
able financial sector distortion (imperfection), a significantly adverse
influence being ascribed to the phenomenon in these economies. Again,
as might be expected, other asphyxiation-induced distortions for the
U.S.A. congistently accounted for just under half of total financial
sector distortion, reflecting the more balanced financial system than
that of the LDCs. By and large, except for Jamaica, welfare costs to
the economies are greatest in those years in which there is full, as

opposed to partial, financial asphyxiation.

On balance, the economic costs observed under this 'macro'
scenario are comparatively large. There is little doubt that the
absolute magnitude of these values is largely influenced by the
approximate and aggregative nature of the model and also to a number of

other weaknesses earlier identified.

C. Social and Economic Costs--A 'Micro' Approach

1. The Concept and Graphical Illustration

In the above discussion on the economic costs of financial
asphyxiation using a 'macro' approach, it was explained that this
scenario did present a number of drawbacks, despite its usefulness as a

'ballpark' measure. To the extent, therefore, that the "micro" approach
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now being developed addresses some of the constraints of the 'macro’
approach outlined in the section above, this alternative scenario repre-~
sents a superior estimation of the economic costs of financial
asphyxiation. One of the main reasons for this is the fact that the
'micro' approach is less aggregative, and is based more on a synthesis
of the main elements of the asphyxiation analysis, thus more closely
reflecting the underlying fundamentals of the concept. The following is

the egsence of the 'micro' approach.

Given a typical economy in a 'pre-asphyxiation' state, the
emergence of the asphyxiation phenomenon induces distortions and imper-
fections in the financial system, as already noted. Removal of such
distortions over time, should have two major effects: (a) a rediscribu-
tive effect and (b) an expansionary effect. This is likely to be the
case both in the liability, aa-well as the asset sub-markets, both sides
of which (by definition of the asphyxiation process [Chapter $}) have
gerious implications. On the liability gide, the main impact is likely
to be on the behavior of the total long-term liability (TLTL) variable,
while on the asset-side on total assets or credit (TA) variable. In
both cases the relative incremental efficiency of banks to non-banks tan
be (and is) used as an adjustment factor for redistributing as between
bankg and non-banks, the respective actual increments in shares for the
financial sector as a whole, of long~term liability input and asset
output over a given period. Thus, in a given financial sector where
TLTLy and TA; represent total long-term liabilities and total assets for

the financial sector as a whole respectively, then

ATLTLf = TLTLO - TLTLO_]_ NN NN N R N R R R R R (1}
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and ATAf=TA0_TAO_1 AR R R T T T (2)

where the subscripts (o) and (0-1) represent the end and beginning of a
given period respectively for the financial sector (subscript "f').

Similarly,
LTLTLf=LTLTLb+ATLTLnb L I R B B B B N O RO I IR R IR IO R I (3)
aﬂd bTAf'LTAb"' hTAnb L R R I (4)

with 'b' and 'nb' representing the relative shares of both variables for
the bank and non-banking sector. Based on the assumption that total
inter-period financial sector long-term liabilities and assets incre-
ments (ﬂTLTLf,.ﬂTAf) should be redistributed in relation to the relative
changes in efficiency between banks and non-banks, then for any given

period:

Arutig = Aturn, (4Ep) +ATLTL

(A ) DR (5)
BF, + B B " AR + AEb)

Similar relationships hold for ATA, such that:

E
ATA,. = AT, (@AFb) + AT, (A”nb) cusnwe 6
* QAEy, + AEny) @y, + AEgp)

The basic premise here is that distribution/allocation of
incremental liabilities and assets in the financial system should in
some large measure be based on some concept of relative changes in
efficiency of performance in previous periods, as would be the tendency

in a perfectly competitive situation,
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In addition to these redistributionary effects, however, expan-
sionary effects resulting from the removal of asphyxiation can arise

from the impact of the financial credit ::ml.tiplinerl‘:l

on increments in
volumes as well as from improved operations, giving rise to lower
operating costs and, thus, declining opportunity costs and interest rate
charges. Expansionary effects can also arise from increases in volumes
demanded. For practical purposes, however, aggregate financial sector
expansionary effects are ignored in this analysis, it only being neces-
sary to demonstrate the minimum economic costs, arising mainly from

resource redistribution between banks and non-banks, as a result of the

above adjustments for relative inter-period incremental efficiency.

Figure 8-2 below graphically illustrates the measurement of the
cost of financial asphyxiation to an economy's financial sector, using a
'micro' approach. From diagram (a) the cost of partial asphyxiation is
the shaded area. This represents the welfare gain arising from an
expansion in long-term liabilities held by the non-banking sector from
point L, to point L, resulting from removal of asphyxiation and the
likely reduction in interest rates arising from redistribution based on
relative efficiencies. This represents a minimum expansion in the
non-banking sector, as it is likely that increased efficiency will give
rise to sector-wide expansion in total long-term liabilities. Assuming
an economy where there are only two types of long-term liability

instruments, issues of the banking and non-banking sectors respectively,

l4por a solid treatment of financial credit multipliers, see
D. K. Sheppard and C. R. Barrett, "Financial Credit Multipliers and the
Availability of Funds," Economica (May 1965): pp. 198-214.
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then in Graph (a), L, and i, are respectively the actual initially
observed levels of increased long-term liabilities and the existing
opportunity cost of capital to non-bank holders of these deposits. i
represents the difference between the maximum interest paid by non-banks
and banks for longest-term deposits, which in a more competitive
environment would have meant a larger share of the increment of these
deposits accruing to the non-bank sector of at least point I Ly« In
this scenario, ip would then represent the opportunity cost in a totally
competitive environment, where i.p = 0, that is bank and non-bank inter-
est rates would be identical. Thus, triangle ALOLb;epresents the total
welfare cost of monopoly/oligopoly imperfection for the typically con-
centrated financial sector as a whole. The introduction of perfect
competition would, by the reduction of the opportunity cost of alterna-
tive assets to zero, redistribute deposits held by the non-banking
sector from L, to Lp. L, L, represents the increase in incremental TLTL
held by non-banks that would result from removal of financial
asphyxiation, one segment of the total imperfection (L,L,) facing the
financial system. Thus, the removal of the imperfection caused by
asphyxiation would result essentially in a decline in the opportunity
cost of capital from i, to i,, arising from increased competition. The
area ABC represents the total welfare gains to be had by non-bank
holders of long-term liabilities, should financial asphyxiation by the
banking system over the non-banking system be removed. This cost is

orly one portion of total sector-wide imperfection.

Thus, W = 172 480, AB) . sesanievesiiisevee s s sekesviey LT



232
or the welfare cost (logs in congumer surplus) of asphyxiation arising

on the liabilicy side. Alcernatively,

W L = 1/2 LG La(LOLa " io) ChuwavaO L TR (8)
Lo - 7L

where7IL= interest elasticity of demand for long-term non-bank deposits.

From Graph (b), area EFG represents the cost of partial finan-
cial asphyxiation on the asset side. This reprasents the gain in con-
sumer surplus arising from an expansion in incremental output from F
to G resulting from removal of asphyxiation and the likely reduction in
the interest rate of credit (using this as a proxy for assets) from this
minimum increase in quantities of assets demanded and from improved
operating efficiency. C_ and r_ represent the actual initially Qbserved
values for the gquantity of incremental agsets demanded at a4 given inter—
est cost for that pefiod, without the agphyxiation adjustment. C, and r,
are the identical variables following the redistributive adjustment for
asphyxiacion, Cp and r, are regpactively the likely incremental volume
demanded and cost of incremental lending under a perfectly competitive

situation, where the interest cost will be the pure rate of return and

an ad justment over the real cost of input resource (capital).

Colp would, therefore, represent the total welfare cost of
imperfection in the new asset submarket, with C,C, being that part

induced by the presence of financial asphyxiation. Thus,

"c = 1;2 (EF-FG) = l/2 CDCa (Coca L ro) A Sl NS ANRE AR (9)

Co Mo
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where "lo= the interest elasticity of demand for incremental output by

the non-banking sector.
The total cost of financial asphyxiation is, therefore;
HT=HL+HC [ NI ISR AP IR N O B N BRI R A O] (lo)_

the sum of the welfare costs arising on both the liability and asset
sides of the financial sector, arising from the presence of the
phenomenon. Wy , in fact, represents a minimum cost, given the exclu-
sion from the analysis of the estimates of the actual further increments
in long~term liabilities and output demanded for the financial sector as
a whole, arising from pure sector-wide efficiency increases. This,

thus, only accentuates the redistributive effects of the phenomenon.

2. Estimates of Costs under the 'Micro' Approach

Tables 8-3 to 8-5 below set out the results of the 'micro’
approach to estimating the cost of financial asphyxiation. There are,
however, as in the 'macro' approach earlier, a number of constraints in
this approach which should be noted up front. These include: (a) the
agssumption that there are only two types of instruments, both issued by
the financial sector in the economy, with no alternative real sector
competing instruments. This may not be so in practice, but should be
acceptable in determining the relative interaction between the two
important segments of the financial sector. If we assume that the
financial sector leads the growth of the economy as this study
inherently does, then the importance of financial instruments cannot be
overstreéged; (b} the "arbitrariness" of using a largely financial index

of efficiency as a basis for redistributing inter-period increments in
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liabilities and assets as between banks and non-banks in the financial
sector. There is hardly likely to be a more realistic proxy, however,

given the difficulties of quantifying real economic measures of

. efficiency in the financial sector in general and the significance of

"financialization"

to this sector. The faet alse that adjustments are
made on a base that is essentially already affected by distortions
cannot really be avoided. In practice, the very effort to adjust is
designed to reduce some of this real distortionj (c¢) the analysis
implicitly assumes constant elasticities throughout the range of the
demand curves DD and DyD; in the two sub-markets. This is thecretically
a wrong assumption, especially when one considers the presence of vary-
ing measures and degrees of concentration as the financial sector grows.
In the reality of LDC economies in particular, however, elasticities of
demand/supplybfor bothﬁlqng-term liabilities and credit are éo small
(see, for instance, Worrell's work on the Caribbean15 (supply side) and
Von Wijnbergen's 1982 work on stagflationary effects in South Korea of
monetary stabilization policies (demand-side))16 that this is hardly
likely to be a major problem in this case; (d) the banking system is
throughout this analysis treated as a homogeneous whole, while in prac-
tice the qperations of commercial and central banks are fundamentﬁlly
different in several aspects. The credit multiplier process, for

instance, may not be wholly accurate to the extent that part of the

5D. Worrell, "Monetary Mechanisms in Open Economies: A Model
for the Caribbean,”" in M. Connolly and J. M. Dermott, eds., The
Economics cf the Caribbean Basin (Praeger, 1985), pp. 119-134,

1-E._’S. Von Wijnbergen, ""Stagflationary Effects of Monetary
Stabilization Policies," Journal of Development Economics, No. 10 (April
Tonnys e e e,
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estimated credit proportion of total assets is central bank credit, not
subject to identical operational regulations and requirements as commer-—
cial banks and (e) the relevance and appropriatenaess of the use of the
technique of consumer surplus as an adequate measure of welfare costs is
cause fur concern, despite its widely accepted application.l? However,
to the extent that there are other compensating factors and that alter=-

natives are few, this can be ignored as a serious drawback.

These constraintsg notwithstanding, the following are the eméiri-
cal results of the analysis, using the 'micro' approach. Tables 8-3 to
8-5 below indicate that the costs of financial asphyxiation generally
range somewhere between one and one-half of a percent of annual GNP.

Six of the ten vears reflected a value of this magnitude, with exception
of Korea in 1976 and an unacceptable value in 1980. for Trinidad af 42.2%
of its annual GNP. (This was caused by an unusually large value for the
relative percentage change in non-banking efficiency to total financial
sector change {(9000%!), resulting from a -9.1% and + 900% value for
banking and non-banking efficiency charges respectively over the identi-

cal periad).

As was the case under the 'macro' approach, the most consistent
result was obtained for the U.S5.A., whose estimates varied between ,007
and .093 of one percent, with striking consistency also demonstrated for
Jamaica in the two years (1970, 1972) in which the phenomenon is

experienced. As was also the case under the 'macro’ analysis, there is

1?See, for instance, E. J. Mishan, "The Plain Truth about
Consumer Surplus,” National Okonomie Journal of Economics, Vol, 37, No.

1-2 (Spring 1979): pp. 1-24,
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a distinct relationship between the magnitude of the cost estimates for
those years of 'full' asphyxiation and those of 'partial' asphyxiation,

the former tending to have higher values, as expected.

The costs of partial financial asphyxiation are consistently
greater in the asset market than in the liability market, underscoring
the likely impact of misallocation of investment resources in any finan-
cial system. Combined multiplier and accelerator effects of such misal-
location can conceivably present major 'macroeconomic' distortions.
Estimates of costs were, however, more uniform in the liabilities sub~-

market than in the asset sub-market.

The real significance of the economic costs of financial
asphyxiation can only be grasped if there is a meaningful comparator
against which cost estimates are measurable. In his book on commercial
banking in Eastern Africa, for instance, Ali Abdi posits that direct
contributions of financial institutions are normally "minute." He
points out that at best such contributions have been estimated in other
studies to be between 0.5 and 1.0 percent of gross national product for
financially mature market economies. In the case of developing
economies, where the services offered by financial institutions are
often fewer and less sophisticated, the contribution of financial

institutions is estimated to be less than 0.1 percent.lg

He stresses
that more of the contributions of these institutions has to be in

indirect fovmns.

lBA, I. Abdi, Commercial Banking and Economic Development: The

Experience of Eastern Africa (London: Praeger, 1977), p. 24.
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ESTIMATES OF THE COST OF ¥IMANC[AL

ASPHYXIATION - A "MICRO™ AFFROACH (OUTFUT-RELATED)
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1f Abdi's observations are true, then the implication is that
the mere presence of financial asphyxiation is enough to significantly
wipe out any contribution financial institutions can make to the economy
as a whole. There would then be the real possibility of financial
institutions being, in fact, a liability to economic performance than a

real engine of growth, which this study argues is normally the case.

A further and perhaps even more relevant measure of the sig-
nificance of the economic cost of financial asphyxiation can be seen
from two studies on the welfare cost of monopoly/oligopoly situations in
banking for the U.K. and the U.S.A., undertaken by Brian Griffiths and

Stephen Rhoades respectively.lg

In his study, Griffiths estimated that
the total welfare loss from a non-competitive clearing banking system
ranged from .0002 to .006 percent of 1967 GNP or between £80 and £90
million at that time. Rhoades, in his study of 6,500 unit banks in the
U.S.A., estimated a somewhat similar deadweight loss to consumers in
1978 of 0.0006 percent of GNP for his sample, which would translate to
about 0,002 percent of GNP for the U.S.A. as a whole for that year.
While the U.K. was not included in our survey, it is noticed that in
for the U.5.A.
1974 the total welfare cost of financial asphyxiation/in this study was
about 0,007 percent of GNP, about three times the size of Rhoades'

findings for 1978. Although this indicates a larger size for the wel-

fare cost of financial asphyxiation itself than for the cost from the

195ee B. Griffiths, "The Welfare Cost of the U.K. Clearing
Banks' Cartel," Journal of Money, Credit and Banking, Vol. 4, No. 2
(1972) and S.A. Rhoades, "Welfare Loss, Redistribution Effect, and
Restriction of Output Due to Monopoly in Banking,'" Journal of Monetary
Economics, Vol. 9, No. 3 (May 1982).
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total banking system imperfection, and possibly so for even the finan-
cial system as a whole, it definitely underscores the likely weight of
the financial asphyxiation imperfection in a given system. Such rela-
tive weight and welfare loss are likely to be even greater in developing

countries because of their overall greater fragility.

On balance, and based on the use of both the 'macro' and 'micro’
approaches, it is clearly established that the presence of financial
agphyxiation has distinct implications for any economy in which it is
present. The distortion, therefore, should be addressed forthrightly
as soon as it becomes evident. Chapter 9, the last of this study, sets
out some possible policy prescriptions for improved management of the
LDC financial sector specifically, given the presence of the financial

asphyxiation imperfection.



o CHAPTER 1X

SOME LDC FINANCIAL POLICY RESPONSES-=-

INNOVATION, INDIGENIZATION AND INTEGRATION

Previous chapters have discussed the phenomenon of financial
asphyxiation-~-its definition, identification, measurement, causes and
economic costs--and have determined that quick corrective action is-
required once there is evidence of its presence in a given financial
system. This concluding chapﬁer.nffers édﬁe policf options ahd:
approaches for addressing identified distortions resulting from
asphyxiation by the banking subsector of the non-banking subseetor in
any financial sector. Althouéh the research'éﬁtablishéd the occasional
presence of financial asphyxiation in both developed and developing
economies, emphasis will be placed in this chapter on the corrective
approaches for developing economies only. This is consisteant with the
basic thrust of the research, that the impact of the distortions arising
from the phenomenon on the financial structures of LDCs, are likely to
be significantly greater than on thosé of MDCs, given the relatively
more fragile nature and structure of LDC economies. Essentially, for

this reason, special reference will be made for the most part in the

\
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chapter to experiences in Africa, the Caribbean and Asia, with suggested

reform measures being largely focused on the Caribbean.’

. This concluding chapter makes one fundamental and significant
point, namely that, given the presence of financial asphyxiation in any
LDC, only a well integrated and comprehensive program for deepening
existing indigenization and integration processes in the financial
gector of an economy, can ensure sustained financial development and
subsequent economic transformation. A well thought-out and adequately
coordinated system of financial innovations must be the main instruments
for achieving these two major and interdependent financial policy
objectives. Given complex historical, institutional and economic
(national and international) features that aggregate to induce financial
asphyxistion in LDCs,2 in particular, as well as time-tested experiences
now in thege policies in virtually all LDCs, it is argued that nothing
short of a more refined and more adequately formulated program of
financial indigenization and integration than presently exists, could
redress the stark financial imbalances and related economic costs that
result from this phenomenon. Central to these reforms must be a criti-
cal and larger role for the private sector in the economies, with cor=

responding reductions in the roles of the public sector.

Consistent with the rest of the study, for the most part this

chapter takes an orthodox economic view of the related issues. One

.

1Especially given the fact that two of the four research
cocuntries (Jamaica and Trinidad and Tobago) are Caribbean.

'zAs detailed in Chapters 4 and 7.
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gsignificant variation is, however, introduced at this juncture. In
recognition of the fact that a number of LDCs have consciously opted for
a more centrally planned system of economic management since
independence, an attempt is made, as each of the major areas raised in
the chapter is discussed, to recognize the appropriate conceptual paral-
lels and distinctions between this type and the more traditional market-
oriented type of economic system. The thrust of the analysis is,
however, directed towards market-oriented economies, with the basic

conclusions clearly directed to such economies.

This chapter is divided into five sections, A-E. Section A
first examines the role of financial policy in LDCs before taking up the
issue of financial innovation as a tool for complementing such policies
in dynamic emerging economies in Section B, The question of financial
indigenization is then discussed in Section C, including summary
reference to some empirical evidence from an informal survey conducted
among 28 indigenous financial institutions in LDCs. Section D then
discusses financial integration within the context of the asphyxiation
problem, with Section E suggesting a possible medium and long-term
program of financial reforms for the Caribbean area, using the deepening

of the indigenization/integration processes as its pillar.

A. Financial Policy in LDCs

By way of definition, financial policy is not synonymous with
monetary policy and in fact embraces "fiscal policy and other regulatory
devices...which ghould also be considered in order to determine the
extent to which they reinforce traditional monetary policy or are incon=-

sistent and offset one another. Therefore, reference...[must] also be



246

made to banking policy and fiscal and other measures; that is, total

public policy...[must] be considered.™

Financial policy is, therefore,
significantly related to production policy. This all the more so, as

thig research argues, when finance leads treal activity.

It follows, therefore, that because of this strong inter—
relationship between financial and real economic policy and their
regpectively distinct relevance to public policy in general, that
strategies {and for sure, tactics) of financial poligy will necessarily
vary as between market-oriented and command type economies. For a
start, "Western finanecial structure is very complex, consisting of a
large number of different financial institutions, using a variety of
different financial instcuments and methods; Seviet-type financial
structure is by comparison more simple."4 Over and beyond this general
distinction, in centrally planned economies ''the banking system vir-
tually monopolizes the financial structure, if one excludes the budget
and the institutions such as national insurance from the financial
structure. The budget is im its own right the overall beacon of the
course the economy will chart over a period of time, and the banking

system has the principal role of ensuring the overall plan (Gosplan) of

3H. A, Odle, The Significance of Non-Bank Financial

Intermediaries in the Caribbean, p. 154.

4?. M. Podolski, "Socialist International Banking under the
Microscope,” Banker, Vol. 123, No. 574 (December, 1973): p. 1465,
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the budget is instituted and adequately monitored."” Although by argu~
ment of this research, the banking system in market economies does also
play a frighteningly dominant role especially in LDCs, it i3 without
exception the nervous system of the financial sector. There is often a
fairly strong non-bank subsector with increasingly important roles to
play, given the latter's propensity and responsibility for delivery of
specialized investment financing. On a day-to-day basis, the impact on
the financial planning process seems far move diluted in such economies
than in command economies, since in market-~economies output is generally
not planned. While there is a national budget in most market-oriented
LDCs, for instance, such budgets are cften quite long on fiscal measures
and very short on aspects of financial management., More strikingly,
most national development plans emphasize the stringing together of a
se;ies of projects over a given time ffame,-with hardly any systematic
congideration for the process of domestic resource mobilization for

example--so vital for economic transformation,

Odle, in the early 1970s, ascribes the fact that in the
GCaribbean there was hardly any financial planning by the governments,

even though there were national plans,6 to the still highly valid and

L. c. Clarke, "Asset Management Practices and Strategies of

Commercial Banks in Socialist and Capitalist Systems: A Comparative
Study of the U.S.S.R., Yugoslavia and Canada," Unpublished MBA Major -
Paper {Ontario, Canada! University of Windsor, April 1976), p. 7. :
6Seg M. A. Odle, The Significance of Non-Bank Financial
Intermediaries in the Caribbean, pp. 154-155.
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relevant feature in most LDCs today of "structural dependencg? of both
their real and financial structures. In this connectian, experience has
shown that, whether the system of economic organization is centralized
or liberal, two things appear fundamentally consistent in either case:
(i) some form of financial planning is critical and necessary and

{ii) such planning and actual implementation cannot be divorced from the

rest of economic policy in general.

In traditional market economies, responsibility for financial
development, herce planning, has characteristically fallen on the
Ministry of Finance (Planning Unit) or, most commonly, on the Central
Bank, Herein, however, lies the cone principal aspect of the LDC

" with the

problem. There is often no clear-cut definition of "turf,
~vital planning function falling "between two stools,” generally result-
ing in diluted impact and relative ineffectiveness. While much can be
gaid for financial policy formulation to be centered in an agency at
the Ministerial level (Finance or State Planning), primary respon-
sibility for financial planning in LDCs must rest with the Central Bank
or Munetary Authority. This is because for any form of planning to be
meaningful and effective, it should have a "bottom-up® orientatiom,

representing an amalgam of "micro-level"” plans. In the context of the

financial sector, this requires some element of resource planning by

7See C. Y. Thomas, The Structure Performance and Prospects of
Central Banking in the Caribbean, Chapter 4.

aIn support of this point, for instance, see: J. Mathieson,
"Financial Reforms in Developing Countries," IMF Staff Papers, Vol. 28,
No. 3 (September 1979), where he discusses the experience with special
reference to Scuth Korea.
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specific institutions, including assessments of likely instruments and
activities over a given time-frame. The Central Bank should collate
such information, which should mainly originate from the financial
institutions, in the discharge of their statutory reporting requirements
to the supervisory authorities of the financial system. In this
respect, it would appear, for instance, that several bits of vital data
are still not systematically submitted by both bank-type and non-bank
type intermediaries (e.g. income/expenditure performance) in a number of
LDCs. As a result, comprehensive assessments of the robustness or not

of financial systems appear highly compromised.

The ability of the Central Bank to adequately fulfill this
critical role of either actively shaping financial policy itself (or at
least, effecting comprehensive financial planning) in LDCs is, however,
a function of the very structure of such an institution and the role
it actually plays within such economies. There is a clear inter-
relationship between these two, to the extent that an inappropriate
organization will almost certainly result in sub-optimal implementa-
tional effectiveness. Thus, Collyns points out, in his study on alter-
native forms of central bank institutions (where he identifies six
distinct types), that "the balance of power between government and
monetary authority does not only depend on personality and outside
support, but will also be influenced by the institutional framework in
which their interaction is established,"9 and that there is a constant

need for '"care and attention to the legislative and organizational form

'9C.,Collyns, "Alternatives to the Central Bank in the Developing
World," p. 22.
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of central banking institutions,lo in particular. The actual form the
final structure will take at a given point in time will depend on the
specific role to be played by this entity, the nature of the existing
system and expectations about the likely financial and economic path to

be pursued in the long run.

Thus, as was earlier noted, the key role of the Central Bank in
the financigl system cannot be overemphasized, despite its tendency to
be an active instrument of financial asphyxiation, if not adequately
managed. Supporting the assumption made by Thomas that "the most
flexible instrument of mobilizing and allocating investible funds"ll in
LDCs is in fact the financial system, Demas argues that apart from
promoting internal generation of incremental financial resources,
central banking institutions must "influence the use of those financial
resources in ways that would contribute to the strengtﬁening of the
national economy by changing its production structures and its patterns
of congumption"” (our emphasis).12 In other words, central banking
institutions in LDCs must reduce their emphasis on external sector
management (important though this is in the economic climate of most
LDCs), in preference for a larger role in financial development. This
latter role has tc ensure not only the traditional form of regulation

and supervision, relatively active roles, but must also include the

10¢, collyns, Ibid., p. 22.

llC. Y. Thomas, The Structure, Performance and Pragpectsy of
Central Banking in the Caribbean, pp. 45-46.

,129. Demas, "Central Banking and Economic Transformation,” in
Essays in Caribbean Integration and Development (Jamaica: ISER,
University of the West Indies, 1976), p. 8.
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active promotion of balanced (and not asphyxiated) development of the
banking and non-banking sub-systems. Central banks will, therefore,
have to resist their almost inherent tendency in most LDCs today to
become themselves agents of the financial asphyxiating phenomenon. In
fulfilling this critical role of promoting a healthy financial system,
central banks as the main instrument of financial planning ultimately
responsible for shaping financial policy will have to utilize and
promote the use of financial intermediaries system-wide themselves
through relevant and structured innovative techniques and approaches.
One clear example of this has been the Reserve Bank of India, which has
been central to the rapid emergence of India's financial system over the

past three decades.13

B. Financial Innovation

In the financial services industry, as in the real sector, the
process of innovation has had historical significance for development
and progress. This trend is likely to be sustained in the future,
although not necessarily for the same reasons, given the dynamics of
relationships between real and financial sectors in the course of

economic development.

1jSee, for ingtance, M. K. Thingalaya, "Innovations in Banking:
The Syndicate's Experience,'" Domestic Finance ‘Studies, No. 46 (Wash.,
D. C.: World Bank, January 1978), V. G. Patel, "Innovations in Banking:
The Gujarat Experiments," Domestic Finance Studies, No. 51 (Wash.,
D. C.: World Bank, August 1978) and V. V. Bhatt, "Interest Rate,
Transaction Costs and Financial Innovations," Domestic Finance Studies,
No. 47 (Wash., D. C.: World Bank, January 1978), for a number of innova-
tions in the financial sector, several of which were actively supported
by the Reserve Bank of India.
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Financial innovation is about breaking new ground, about expand-
ing frontiers and is uwsually, though not always necessarily about
- progress and development in the financial sector. As a complex of
environmental factors induce or inhibit financial innovations, it is
generally unlikely that the capacity for innovative change in command-~
type economies will be as great as in their market-type counterparts.
The scope for initiative in the latter type of economic system is
greater and more pronounced and is, therefore, likely to be more evident
in thege more liberal economic systems. Yet, on the other hand, to the
extent.that-regulatory and supervisory responsibilities do rest on
public agencies in both types of economic systems, it may be arguable
that in the centrally planned economies state-induced financial innova-
tions are equally, if not more likely, to emerge., It may, therefore, be
necessary for a distinction to be made between “privately" and
"publicly" induced financial or other types of innovation. This dis-
tinction may, in fact, be critical to an asphyxiated financial sector,
where some central regulatory entity--usually the Government--may have
to intervene in a less than perfect market situation to redress systemic

imbalances or distortions.

Writing for a predominantly market-oriented aystem and in rela-
tion to the real sector, Schumpeter considered innovations as those
activities involving new processes capable of altering production
possibilities.M He argued that there should be some stimulant to

innovation, with larger firms being most likely to innovate, given their

14

J. A. Schumpeter, Buginess Cycles (New York: McGraw-Hill,
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superior capacity for absorbing incremental costs. Generally supporting
the Schumpeteran position, Hansfieldl5 and Schmookler'® later suggested

that real sector innovations were likely to be "major," "minor" or

"routine,"

where "routine" innovation was somewhat akin to typical
product differentiation within a market oligopoly or monopolistically
competitive situation. Some behavioral scientists like Becker and
Stafford -/ also related the innovation process to psychological features

suggesting that some may be "success-slack,” while others may be

"failure-distress" in origin.

Be this as it may, it is clear that the environment is a key
variable in an innovative process and that there could be direct trans=
ferability and applicability of these environmental factors to the
financial sector as well. As is also true for the process of general
economic behavior at large, real sector conditions will often be highly
determinate on innovative responses in the financial sector. This
study, however, contends that financial sector conditions themselves are
likely to be equally determinate in the emergence of financial
innovation. One such example is the very process of financial
asphyxiation, which as was earlier established in the study, has a
largely financial bias and which, it will later be suggested, could

itself induce financial innovation.

153. Mansfield, The Economics of Technological Change (New Yorl:
W. W. Norton & Co., 1968).

le- Schmookler, Innovation and Economic Growth (Cambridge:
Harvard University Press, 1966).

'175, W. Becker and F. Stafford, "Some Determinants of
Organizational Success," Journal of Business (October, 1967).
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In discussing a possible theory of financial innovatian,
Silber18 argued that while traditional belief that financial innovations
(as opposed to normal general reforms, which do not seek to break any
real new ground] emerge largely as a result of regulatory behavior, such
a narrow approach cannot explain the myriad of innovations that have
taken place in North American financial markets, in particular, over the
past four decades.19 On the contrary, hisg basgic thesis is that "innov;-
tion of financial instruments and practices occurs in an effort to

remove or lessen the financial constraints imposed on firms.
Government regulation does, indeed, impose constraints and, thereby,
induces innovation. But the behaviour of the financial firm is con-
strained by other factors gs well, including self-imposed constraints
and market-imposed constraints.,"?0 He, thus, subgcribes to a-

“"conatraint-induced innovation hypothesis,' where there is likely to be

a lag between the initial stimulus to innovate and actual innovation.
Silber's &iew, thus, largely explains the rapid pace of financial
innovation in the 1960s and 1970s in North America, for instance, which

were ascribed to a complex of pure financial and "constraint-induced”

lSSee, for instance, W. Silber, “Towards a Theary o Financial
Innovation," Chapter 2 of Financial Innovation (Lexington: D, C. Heath &

-1gsee, for instance, "Financial Innovation in Canada,” Quarterl
Review--Federal Reserve Bank of New York, Vol. 5, No. 3 (Autumn, 1980).

20y,

Silber, Financial Innovatiomn, pp. 64-635.
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factora.21 These include (a) the serious inflation suffered since 1965
and, especially, since 19733 (b) the rapid development of computer and
communications technology and (c¢) a change in the regulatory environment
dating from the early 1960s. At the micro-level (for a typical firm),
however, other related factors would include exogenous decreases in
growth rates, exogenously determined variability in its balance sheet
and income statements (e.g. increased risk exposure) and a general
erosion of its competitive profile resulting from an admixture of

any of these factors. This latter set of factors are most closely
related to the financial asphyxiation phenomencn, where non-banks are
finding it increasingly difficult to compete with banks, despite the

latter's relatively declining efficiency in several LDCs.

The question, however, arises as to whether it was this very
process of financial innovation that induced financial asphyxiation in
the first place, given the superior ability of banks to more quickly
respond to environmental stimulants and to absorb the negative implica-
tions of any related failures in the process (e.g. the increasing inter-
nationalization in the 1970s, the emergence of the Eurocurrency market
and liability management resulting from Regulation Q in the U.S.A.).
Alternatively, does the fact of financial asphyxiation further stimulate
the emergence of financial innovations, as non-banks seek to recover

lost ground, and banks seek to sustain their "utility increasing"

2lgor an interesting review of major financial innovations
affecting OECD countries in the 1960s and 1970s and an assessment of
their likely impact on monetary policy, see: M. A. Akhtar, "Financial
Innovations and their Implications for Monetary Policy: An International
Perspective," Bank for International Settlements Economic Papers, No. 9
(Basle: December, 1983).
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opportunities? Is the asphyxiation process a signal for public sector-
induced financial innovation, in which the regulatory authorities inter-
vene to take corrective actions in the interest of the financial sector

as a whole?

In this connection, the basic hypothesis of this study is that,
while financial asphyxiation in LDCs may have been i1nduced by some of
the very factors that stimuwlate innovation, the real thrust to inmova-
tive activity by LDC financial sectors in the late 1980s and 1990s will
arise more in response to the presence of the asphyxiation phenomenon
itself, For such LDC financial innovation to reduce financial sector
dualism and introduce increased competition in distorted financial
systems, it will need to be led by the financial authorities, especially
central banks. This is not to prgclude private sectar innovative
initiatives in the financial sector, especially by non-banks. These
will, however, have to be within a structured framework, sponsored and

encouraged by the financial authorities.

It is necessary, however, to specify a sub-set of types of
financial innovations. Innovations can involve (a) instruments (such as
the certificates of deposits, repurchase agreements, etc. of the 1960s
and 19708 in the U.S5.4A,, or equity-bgsed instruments, as in Brazil);22

(b) institytions (such as the development finance companies, banks of

?ZSee, for instance, W. L. Ness, "Financial Markets Innovation
a3 a Development Strategy! Initial Results from the Brazilian
Experience," International Finance Corporation, Capital Markets
Department, Unpublished paper (1972),
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post-iﬁdependence LDCB)23 or (c) systems (technologically-based sub-
systems in financial management). All of these will in the aggregate
support innovative financial policy, which will be the key function of
LDC central banks in reversing distortions induced by financial
asphyxiation. The research argues that two such key financial policy
innovations have to be a renewed assessment of approaches to financial

indigenization and financial integration in LDCs.

Before these two cornerstone concepts of financial policy are
developed, it must be recognized that, to the extent that financial
innovation implies breaking new ground, it "has the potential for being
either beneficial or harmful. When there is rapid financial innovation,
there is the strong possibility of considerable risk to the financial
system in the absence of an effective supervisory and regulatory
framework.“ZQ Bourne went on to point out that in one of the most
striking instances of financial institutional innovation in the
Caribbean, the emergence of finance companies in Trinidad and Tobago in
the 1960s and 1970s resulted from: (a) the profit opportunity
associated with unfulfilled demands for consumer loans and long-term
credit; and (b) the "captive finance subsidiary' scenario, whereby
subsidiary institutions emerge to satisfy financing or distributive

needs of parent producer companies, either financial or non-financial.

23p0r a detailed review of the experience of Development Finance
Companies to date, see! D. L. Gordon, "Development Finance Companies,
State and Privately Owned: A Review," World Bank Staff Working Papers,
No. 578 (1983).

24

C. Bourne, "Potentials and Pitfalls of Rapid Financial
Innovation in Less Developed Countries: The Case of Trinidad and
Tobago," p. 2.
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The significance of the risk factor, however, is that partially as a
result of inadequate Central Bank control and partially as a result of
inexperienced and certainly imprudent management, a number of finance
companies in Trinidad are presently poorly undercapitalized, with
fragile financial structures. In fact, one of these companies (Interna-
tional Trust Ltd.) failed in the early 1980s, while another (Southern
Finance) had its operations suspended in 1983. An identical situation
occurred in Kenya in the case of finance companies, where over the past
five years dozens of new ones have mushroomed. In 1984 one of the
largest companies, Rural Urban Finance Ltd., collapsed after over-
extending its lending to risky ventures, sending ripples through the
otherwise traditionally robust Kenyan financial system. The fringe
banking crisis in the U.K. in the early 1960s was also another manifes-
tation of innovative activities in the financial sector (in this case by
hire purchase and finance companies also), which did not pay off, forc-

ing intervention by the Bank of England.

Thus, financial innovation, though naturally likely to be market
driven and led, must be adequately supervised and monitored by financial
authorities, especially in LDCs with already fragile structures.
Public-sector led innovations, in particular, must be structured and
both private and public sector driven activities must be done within a
coordinated and comprehensive system of financial policy. This will be
crucial in the future efforts of LDCs to redress financial sector dis-
tortions by indigenous-based and integration-centered innovative

activities.
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C. Financial Indigenization

1. Concepts and Approaches

Indigenization is the process by which local entities seek to
own and control their resources. Financial indigenization, therefore,
refers to the move towards transformation of the ownership of financial
institutions in favor of their nationals, especially following attain-
ment of political independence by most LDCs in the 1960s. The process
of financial indigenization assumed increasing intensity as countries
moved to reconcile attainment of their political independence with often
chronic economic and financial external dependence. The upshot was an
unparalleled emergence in the late 1960s and early 1970s of new and
reformed indigenous financial institutions, usually involving sig—
nificant public-sector sponsorship and participation. Writing in 1974
about the Cuyana National Cooperative Bank (GNCB), one of the first
indigenous commercial banking institutions in the Caribbean, Bourne in
fact noted that "first generation" indigenous institutions such as the
CNCB were by no means ''spontaneous outgrowth of a competitive economy
seeking to remedy some perceived deficiency of the sysr.em"25 (although
this was often later the case, particularly in the creation of special=-
ized development finance institutions), but rather "a manifestation of a
particular political decision about the future organization of economic
life in Guyana and about the specific strategy for effecting desired

n 26

changes. The rationale, therefore, for most of the earlier

25¢, Bourne, "The Political Economy of Indigenous Commercial
Banking in Guyana," Social and Economic Studies, Vol. 23, No. 1
(Jamaica: University of the West Indies, March 1974): p. 99.

261bid., p. 99.
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indigenous institutions (such as GNCB), in particular, was inherently

more politico-economic than purely economic ov financial.

The process and method of indigenization of the financial system
of LDCs has been the subject of tremendous academic and political
debate. Indeed the very approaches themselves tend to underscore tﬁe
ideological sympathy of a particular proponent, the most radical or
extreme form of indigenization, expropriation, tending to be largely the
approach adopted by die-hard communists. This was the course pursued by
Chite uﬁder Salvador Allende. A less radical course of indigenization
is that of nationalization, often by Act of Parliament or decree, com—
pensation usually being offered to the erstwhile owners of the financial
institutions. This course was chosen by India for its financial system
in the late 1950s and early 1960s, as was the case in the 1960s for a
number of African countries including Tanzania and Somalia. The call
for Governments to nationalize their financial systema was also quite
strong in several areas of the Caribbean, especially Jamaica and Guyana,
who were rapidly pursuing a professed course of socialist development,
following independence. Thus, rejecting the limited approach inherent
in a third form of indigenization, localization attempted by some
countries--such as Jamaica in the early 19?05-~Kirton?? strongly argued
that nationalization was the only sclution for a real and effective
pracess of indigenizatiaon in Jamaica's financial system at that time.

He argued that the process of localization, which either entailed

27¢, Kirton, "Bank Lending and Economic Underdevelopment in
Jamaica! - Can an Indigenous Bank Solve the Problem?" Social and
Economic Studies, Vol. 26, No. 3, (Jamaicat University of the West
Indies, September 1977): pp. 308-324.
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(a) a partial ownership by indigenes of a surrendered block of shares of
previously externally controlled financial institutions, or (b) "beefing
up" the management of the foreign intermediaries with local staff, or
(¢) as was the case in Jamaica, alternative (b), together with a change
in legal character through local incorporation, was fraught with
loopholes. The main weakness was that often real and effective control
still remained with the external owners, although the complexion of
ownership may have altered somewhat. Nationalization of foreign-owned
institutions would at least minimize "the transfers of surplus overseas
(e.g. profits, wages, etc.), and (it) retains these funds for local use.
Secondly, it allows the commercial banks to play a much more dynamic
role without the constraints of office directives....Thirdly, this can
facilitate greater functional specialization with effective liaison
between the banks and other. financial institutions, especially those
allocating finance to specialized areas like agriculture and industry.
Fourthly, numerous possibilities in the sphere of financial planning now

8

become evident,'" among other benefits.

Nationalization, however, clearly represented major political
decisions with undoubtedly far reaching implications. As a result,
Covernments tended to find less drastic solutions, including
"miniaturization" of foreign institutions by aggressive and often
lavishly subsidized sponsorship of indigenous institutions by the public
gsector. Such was the active policy of the Government of Guyana in the

early 1970s with respect to a series of indigenous institutions created,

28 thid., p. 324.
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ostensibly as the cornerstones of its economic transformation program.
This approach contrasted somewhat with the Nigerian Government's
approach, for instance, which was more of a "locally inceorporated" one.
Under this approach, all foreign financial institutions were to be
re-incorporated locally, with 60X of the new sharehclding being local
(Government originally holding this in trust for Nigerians) and the
foreign partners holding 40Z. The Nigerian Indigenization Decrees of
1972 and 1977, which legislated this approach, were probably two of the
most effective and pragmatic approaches to the question of indigeniza-
tion in LDCs, recognizing as they did, the crucial role of an external
partner, with its access to the international capital markets and exist-
ing technical "know-how." However, the obvious cost was often an effac-
tive loas of some control, although Nigerians quickly emerged to take
control of the management of their financial institutions, now aver
95% lacalized. An additional benefit of this approach was that
Government's directive to foreign institutions to offer the shares
locally by public offerings, as far as posgible, was a clear attempt to
broaden Nigeria's undevelaped capital markets by providing a filip to

its then emerging Stock Exchange.

However, as Demas noted, the‘issue of localization versus
indigenization per se (although it appears that the former is really a
method of attaining the latter) is quite complex and has "“to be sguarely
faced. Tt appears that a logically superior course ta the policy of
'localization' is either to have complete nationalization of all banks
or to work towards a situation where indigenous commercial banks do all

domestic businesgs, while leaving the foreign commercial banks in foreign



263
hands, but confined entirely to foreign business...."2? Indeed, the
experience of the indigenization process to date lends support to this
observation, made almost two decades ago. The problems of indigeniza-
tion are several and real, often representing a struggle between innova-
tive nationalist ideas and significantly entrenched foreign or local
'bourgeois' interests. Indigenization becomes all the more complex when
conducted in a framework of active promotion of regional integration,
the interdependence between which processes is very strong. Indeed it
is generally agreed that the integration process is unlikely to be
effective in the absence of a serious program of indigenization.
Indigenization of an existing system requires hard choices, if it is to
be effectively attained, as shortcomings tend to become quickly
apparent. In an analysis of indigenous socialist banking in LDCs,
Clarke30 noted that often radical infrastructural changes in techniques,
operating environment (e.g. working hours), operating policies (credit
appraisal, resource mobilization and allocation) and managerial styles
became crucial to success for countries in the transition to centrally

planned economic systems.

A practical survey of a limited experience of indigenous finan-
cial institutions would underscore a number of issues arising in the

process of financial indigenization in LDCs over the past two decades.

ZgH. Demas, '"Central Banking and Economic Transformation," in
Essays on Caribbean Integration and Development, p. 111,

3OL. C. Clarke, "Socialism and Indigenous Banking in Guyana,"
Guyana Sunday Chronicle (February 5, 12, 19, 1978); and L. C. Clarke,
"Perspectives, Problems and Prospects in Indigenous Commercial Banking
in the Caribbean Area," Unpublished paper (September, 1977).
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It will also highlight stark realities of the asphyxiation distortion in
financial sectors and further corroborate the existence of the
phenomenon, although it equally begs the question as to whether
indigenization itself induces asphyxiation or is one of the reasons

for its intensification.

2. A Survey of the Experience in LDCs

Table 9-1 below sets out selected details of a survey of LDC
indigenous financial institutions undertaken by this study. The objec~
tive of the survey was to assess in a general, indicative way, aspects
of the experience of LDC indigenization during the 1970s and to deter-
mine how these relate to the financial asphyxiation thesis of this
study. The survey covered banking (ll1) and non-banking (17) institu=-
tions in 12 developing countries between 1970 and 1980. The survey was
undertaken by questionnaire (Annex 9-1), which focused on selected
national and managerial issues. Financial reports of these inter-
mediaries were separately submitted by 20 of these respondents. No
attempt was made within the context of this study, to do a vigorous
analysis of the sample data. The objective was to identify initial
trends, assessing the impact on and implications of these trends for
the financial asphyxiation process, as noted earlier. The main indica-
tions from the survey are detailed in a separate paper,31 while an
attempt is only made here to highlight those aspects of the findings
directly related to the central financial asphyxiation theme of this

study.

31Ap informally written up paper detailing the results of the
survey of the indigenous institutions.
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TABLE 9-1

SELECTED DETAILS OF INDIGENOUS FINANCIAL INSTITUTIONS SURVEYED

a/Beginning and ending years
h/Changed in 1978 to Guyana Agricultural & Industrial Cooperative Development Bank.
c/Questionnaire completed but insufficient data available for financial analysis.

YEAR YEARS FOR
OPERATIONS WHICH FINANCIAL
REGIONAL/COUNTRY!  _ NAME OF INSTITUTION/TYPE COMMENCED L ANALYSIS COMPUTED
CARIBBEAN-BANKS
1. BARBADOS Barbados National Bank 1978 1978, 1979
2. DOMINICA National Commercial & Dev. Bank 1978 1979, 1980
3. GUYANA Guyana National Cooperative Bank 1970 1970, 1980 {no gues-
(GNCB) tionnaire returned)
4. ST, KITT'S St. Kitt's National Bank of Dominica 1971 1972, 1980
5. ST. LUCIA $t. Lucia Cooperative Bank 19318 1976, 1980
6. ST. VINCENT National Comm. Bank of St. Vincent 1977 ——bs
7. TRINIDAD Warker's Bank of Trinidad and 1971 1972, 1980
and TOBAGO Tobago
8. * " National Commercial Bank of
Trinidad and Tobago 1970 1970/71, 1978/79
CARIBBEAN-
NON-BANKS
1. BARBADOS Barbados Mutual Life Insurance Co. 1944 B
.20 GUYANA Guyana Cooperative Insurance- 1976 1976,--1980 (no ques-
) ) Services (GCIS}) tionnaire returned)
3. GUYANA Guyana Cogperative Martgage 1973 1973, 1980 (nao ques-
Finance Bank (GCMFB) tionnaire returned)
4. GUYANA Guyana Cooperative Agricultural 1973 1973, 1979
Development Bank (GCADB)B/
5. GUYANA New Building Society (NBS) 1940 1975, 1980
6. GUYANA Guyana & Trinidad Mutual Life 1925 e
Insurance Company
7. JAMAICA Jamaica Develapment Bank 1969 1969, 1979
8. TRINIDAD and United Security Life Insurance 1963 1977, 1980
TOBAGO company
9. TRINIDAD and MAT Securities 1977 -—==ts
TOBAGOD
NON-CARIBBEAN
BANKS
1. GHANA Social Security Bank 1977 1978, 1980
2. SRI LANKA National Savings Bank 1972 1976. 1979
NON-CARIEBREAN-
NON-BANKS
1. GHANA Bank for Housing and Construction 1978 1975, 1981
2. KENYA National Industrial Credit Co. 1978 1974, 1980 (no ques-
tionnaire returned)
3. KENYA Continental Credit Finance Co. 1978 1978, 1980
4. KDREA Korea Development Bank 1954 1975, 1980
5. MALAWI Mercantile Credit Limited 1967 et
6. NIGERIA International Merchant Bank 1974 1974, 1980 (no ques-
tionnaire returned)
7. SRI LANKA National Development Bank 1979 -l
8. SRI LANKA State Mortgage Investment Bank 1979 e
9. TANZANIA Rural Development Bank 1971 S—
SOURCE: Sundry Annual Reports of the institutions.
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Among some of the more relevant findings of the study are:

(a) By far, the bulk of these indigenous institutions were set up
during the 1960s and 1970s and were, unlike those of the 1950s, public-
gector sponsored. Thus, most of the sample indicated strong Government
support in at least their initial years of operations. Banks, in
particular, enjoyed strong public~gector support, partly because the
most visible forms of foreign control in pre-independence fimancisl
sectors were, in fact, commercial banks. This characteristic of sig-
nificant public sector ownership was commen to the first phase of
indigenization among LDC financial institutions. Movement beyond this
stage to that of a larger role for the private sector in the ownership
and management of these institutions is cne of the c¢rucial ﬁenets of the

strategy now being proposed for the future.

{b) Both banks and non-banks showed a marked decline in operating
efficiency over time (the ratio doubling by the late 1970s), if the
number of staff employed per branch is used as a measure., Non-banks,
however, had a consistently better performance in this respect, a real
indicator of the asphyxiation argument, though in itself not sufficient
to overwhelmingly demonstrate the phenomenon among indigenous institu-
tiona or more critically to relate its intensity in this context to that

of non~indigencous systems.

(c) In terms of financial performance (summary at Annex 9-2), non-
banks grew slightly Faster in assets during the 1970s than banks. By
contrast revenues of commercial banks grew almost twice as fast as those

of non-banks. This could be a result of larger lending capacity of
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banks, reinforced by greater penetration and resource mobilization
capabilities than non-banks. The more varied portfolio of banks, in
terms of services provided, also insulate them from major cyclical

swings in revenues relative to non—banks.32

(d) Although commercial banks have tended to be marginally more
profitable in net income terms than non-~banks, they were clearly less
efficient in terms of returns on equity. With lower equity/loans
ratios, their operations also appeared less robust than those of the
non-banks surveyed. This may be on account of the central banks'
ability to utilize the "last resort safety net" of the monetary

authorities, an accommodation generally not available to non-banks.

Thus, of crucial importance from above is the fact that, despite
generally satisfactory performances overall, there is nevertheless a
strong tendency to financial asphyxiation by indigenous banks of
indigenous non-banks. Be this as it may, a conclusive position can
still not be taken, without a more detailed assessment of the real
development impact of such institutions. Such real developmental
activities of traditional indigenous institutions can take three basic
forms: (a) resource mobilization, (b) resource deployment and
{c) financial sector deepening and broadening. Because of time and data

constraints, however, the study only assessed the resource

32Al:hough Bourne noted from a study of Jamaica and Trinidad
that "the commercial banking industry does not react optimally to either
booms or slumps and that financial asset portfolios deteriorate in both
types of situations." See C. Bourne, "Banking in Boom and Bust
Economies: Lessons from Trinidad and Tobago, and Jamaica."
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deployment/allocation facet of these institutions and this, only in the

context of a sub-set of five institutions from Guyana.

In this connection, Annex 9-3 sets out a number of indicators
designed to assess the impact of five indigenous financial institutions
recently created in Guyana. Four of these institutions (the New
Building Society [NBS] excepted) are public-sector owned, and were set
up by the Government of Guyana between 1970 and 1976, allegedly as
integral elements of its program for economic transformation of the

. 33
Guyanese society.

Some of the major trends that emerged from the analysis of the
development impact of these five Guyanese institutions include the fact

that:

(a) In all four cases (except the Agriculture Bank [GCADB]), the
indigenous institutions deepened the finance in the specialized subsec-

tor of its concentration.aa

Bne presence of the word "cooperative" in each of the four

names--Guyana National Cooperative Bank (GNCB), Guyana Cooperative
Agricultural Development Bank (GCADB) (changed in 1978 to Guyana
Agricultural and Industrial Cooperative Development Bank), Guyana
Cooperative Mortgage Finance Bank (GCMFB) and the Guyana Cooperative
Insurance Services (GCIS)--underlines Government's basic strategy, in
the inception, of utilizing cooperatives as the basis of the "transition
to socialist development" in the Guyanese economy.

3':"l'l'li.s was particularly true for the Coop. Bank (GNCB) and the
Mortgage Finance Bank (GCMFB), where average growth in credit extended
grew respectively 10 and 40 odd times more than for that of the total
system as a whole. Market shares had also increased drastically by 1980
in both cases. The case of the Agriculture Bank, however, is par-
ticularly interesting. Although market share of the bank to total
agriculture lending in Guyana (the rest being that of commercial banks)
increased one-and-a-half times between 1976 and 1979, average growth by

the Agriculture Bank over the period was less than for the system as a
whol.e-



269
(b) The real development impact of these institutions is still gig=
" nificantly questionable. This is particularly so when one considers
‘that one of the prime "raison d'etre,” for existence of these
institutions, namely funding of cooperative development, was far from
adequately achieved. In thoge cases where data were obtained, none of
the banks had by 1980 devoted more than 3% of their portfolio to funding
of cooperative activity, for instancé, with equally limited funding to

small-medium scale enterprises.

(¢) In general,_it apéears fhat the operating efficiency of the
institutions increased with experience. Administrative costs per unit
of credit granted, for instance, fell between the initial and c¢losing
period in all cases, althougﬁ it is likely that the quality of the
. credit portfolios worsened in all cases. By contrast, resource mobi~ |
lization was lukewarm especially for the largest of these banks,’the
GNCB. It is noticed that from no real borrowing in 1971, it had by 1980
monopolized central bank borrowing for the entire commercial banking
sector, by which time 15¥% of GNCB's total credit was funded in this way.
This was largely due to the massive public-sector borrowing that has

typically characterized indigenous financial institutions in LDCs.

(d) Most importantly, a comparison between the performance of ;he
four public and one private (NBS) indigenous institutions underscores
the traditionally more efficient operatiohs of the latter. While it was
true that having been set up in the 1940s, NBS was a much more mature
operation in a much "less risky” housing sector (from a credit fisk
standpoint), the fact iﬁ that the NBS cost of credit delivery was as

much as three to four times less than any of the public-sector banks.
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NBS also had virtually no bad debts by 1980 and had a much better
liquidity risk exposure profile (i.e. total long-term credit outstand-
ing was less than total long-teem liabilities), both in the 1975 and
1980 periods surveyed. The implicarion, therefore, for a greater role
by the private sector in deepening of the indigenization process cannot
be over stressed. While at independence the process of financial
indigenization for LDCs centered on restructuring ownership in favor of
nationals, experience since then partly corroborated by the presence of
financial asphyxiation in these economies, now shows the need for advan-
cement to the next stage of the indigenization process, increased

 privatization, Thus in most LDCs today, at the very least for a start,

Bovernment should actively reduce its participation in mest indigenous
ingtitutions, thereby enhancing the latter’s operational efficiency.
This is especially necessary, if government does not want tﬁ pursue the ~
aoptimal strategy of rationaliziog and generally nudging the financial
system more toward universal financial institutions than specialist

uni-purpose ones.

Thus, from this limited survey, several of the real issues of
financial indigenization facing LDCs have emerged. It is in the resolu-
tion of these issues that the need for structured financial innovations
will have to emerge. Of particular reference to this study, though, are
gome issues that have contributed to ar have resuited from the financial
asphyxiation process in purely indigenous institutions., The principal

of these issues and the likely major parties to initiate
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innovative/corrective actions are summarily identified here with pos-
sible innovative actions set out in the last section of this chapter.

These are:

Asphyxiation-induced/ Primary Party Responsible for
Asphyxiating Deficiencies Innovative/Corrective Actions
(1) Increased privetization/less Central Bank/Government

public sector dependence

(2) Increased institutional Banks; Central Bank
efficiency
(3) Increased assistance to lagging, Central Bank; non-banks and banks
backward capital deficit
segments
(4) Increased recapitalization Central Bank/Government; non-banks,
banks
(5) Increased resource ' Non-banks; banks
mobilization
(6) Broadening of financial Central Bank; non-banks; banks
system
(7) Improved financial reporting Central Banksj non-banks; banks
(8) Increased technical and Non=banksj banks

managerial capacity

D. Financial Integration

l. Concepts and Approaches

In a general sense financial integration is about "the extent to
which financial markets are connected. It relates to (i) the degree to
which transactions in any one market seek to maximize their portfolio

objectives through diversification; (ii) the extent to which they are

135

free to do so and (iii) the efficiency of information transfers. By

350. T. Llewellyn, International Financial Integration--The
Limits of Sovereignty (New York: Wiley & Sons, 1980), p. 1.
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inference, this refers to a rationalization and harmonization of finan-
cial markets, instruments, inatitutions, systemg and technology. Given
the wall established relationship between Einancial superstructures and
real infragtructure in economies, it is reasonable to assume that finan-
cial integration is ip a significant way a financial expression of
economic integration. While this may be accurate at a “prima facie"
level, insofar as it suggests the need for economic integration before,
or at least simultanecgusly with, financial integration, there is a
school of thought that takes the opposite position on the relationships
between financial and economic integration. Matters become even mare
complex when the concept of monevary integrarion is included, this
generally ranging in degree from simple consulcation among monetary
authorities to the extreme of a single currency area or union; including
Payments Union ar External Reserve Centers. These relationships and

their implications will be elaborated later in this section.

Liké the concept of economic integration itself--be it trade,
factor, palicy, or tota1,36 financial integration as a process and
phenomenon~-has direct reference and applicability to both market and
cencrally planned economic systems, The fairly mixed experiences of a
number of integration movements in the capitalist world and the major
. experience of the Community for Mutual Economic Assistance (CMEA) in the

Socialist Bloc are well known and documented.

6Fo_r"a gaod summary of types of ecaonomic integration
arrangements, see Bela Balassa, "Types of Economic Integration,” World
Bank Reprint Series (1976): p. 69.
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It appears, however, that the basis for these integrative
processes (economic, political or financial) are different from one
system to the other, reflecting the underlying ideological philosophies
in large measure. Traditional western-economic argument for integration
has its basis in neo-classical Vinerian theory of trade "creation" and
"diversion" under the customs union theory and, to a lesser extent, in
traditional Ricardian theory of comparative advantage and specialization
of production. This assumes, "inter alia," initial dissimilarity of
production structures and markets between members of an integration
union, thus facilitating increased trade over time. In the context of
pure financial integration, this infers diversification in financial
instruments, systems, institutions and markets as between member states
of the union, features that are philosophically and practically alien to

command economies.

Thus, it appears that while there is a basis for economic and
financial integration in market-economies based on dissimilarities in
structures initially, in the case of centrally planned economies, it may
be "easier to achieve bilateral and multilateral production, trade and
investment (as well as financial) relations....if the member countries'
internal planning and management systems are essentially gimilar."’
This, however, may not be a conclusively accurate assessment of the
basis for integration in socialist systems, and it appears even less so

for economies in transition to socialism. Thus, Clive Thomas notes

that:

3:"P, T. Knight, "Economic Reform in Socialist Countries: The
Experience of China, Hungary, Romania, and Yugoslavia," p. 112.
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In the process of socialist transformation, integration (of any
sort) can only play a meaningful role if it is based on simul-
tanecus changes in the relations of production and the develop-—
ment of productive forces over contiguous areas. The prospect
of this recurring seems very unlikely. Thus, the case remains
strongly in favor of a strategy designed to maximize reliance on
national resources and national political capacities. Present
integration arrangements cannot, by the very nature of the
social processea at work, be considered a real alternative to
the socialist transformation of production relations in each
country, as the neceasary condition for developing the level of
productive fnrces and transforming the structure of
production.38

While this raigses real questiong for a strategy of multilateral

' it partially underscores an integrdal paint with

integration "per se,’
respect to the integration process itself. This is that, in any
economic system, the very basis of any type of integration--economic,
political, social or financial-—must be strong naticnalist or domestic
commitment and develcpment. Thus, writing abaut the expe;ience of the
Caribbean Common Market (CARICOM) as a prelude to an assessment of its
potential role in the 1980s, a group of Caribbean experts noted that "in
some important respects [CARICOM's failure] to have a bigger development
impact on the region [was] more attributable to weaknesses at the
national level than to deficiencies in the economic integration insatru-=

w39

ments themselves and that "regional integration cannot substitute for

the national effort in development. It is merely one element in that

'38C. Thomas, Dependence and Transformation, p. 284.

- '39The Caribbean Community in the 1980s: Report by a Group of
Caribbean Experts (Guyana! CARICOM Secretariat, 1981), p. 2.
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effort."40 This in effect underscores the essentially unique relation-

ship between integration and nationalism/indigenization as economic

processes.

In the specific context of this study, financial indigenization
cannot be separated from financial integration. Given the liyely asphvxiated
nature of the financial sectors of most LDCs, any serious efforts at
financial liberalization will necessarily entail a deepening of the
financial indigenization and financial integration processes. This will
require a series of innovations in the already partially existing
integration process in the financial sectors of several LDCs, as argued

earlier for the case of the indigenization process.

2. Benefits and Costs

The case for real financial integration in LDCs hinges.on
several well known potential benefits. In large measure, these are
related to the benefits captured from monetary integration, though, as
Demas notes, they should and can be distinguished from each other. For
instance, "it is not absolutely necessary to have full monetary integra-
tion in the sense of a common currency and common monetary (and fiscal
and economic) policies as a condition for a fairly advanced degree of
financial integration. What is essential in this context is the exist-
ence of exchange rate stability (and/or the reasonable expectation of
such stability) between member countries and the absence (or significant
reduction) of exchange controls among member countries with respect to

capital movements and invisibles. Also necessary in this context is the

*01bid., p. 20.
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existence of common foreign exchange control policies or practices
between each member country of the integration grouping and third
countries.al Thus, the evolution of financial integration is likely to
confer among member nations of a movement (a) greater capital and cur-
rent financial flows, (b) enhanced inter-regional resource mobilization
and trading opportunities, (c) increased investment options and reduced
risk posasibilities and (d) stronger financial positioms vis-a-vis the
rest of the world, by virtue of both increased currency stability and
possible reduced variability of interest rates among member states.
This, of course, ultimately facilitates increased trade and investment

opportunities with extra-regional parties.

However, as l'dsc;u.lli.‘!L2

notes in writing about the monetary
integration experiences of LDds, financial integration-also does have
its costs. These include the impact of coordinated exchange control
policies on the external positions of individual member countries, often
at varyiné stages of development initially; the likelihood of
"“polarization” to stronger countries of the integration movement
weakening of domestic monetary and fiscal pelicies of individual
countries and the costs of balancing individual credit/investment needs
against inflationary pressures. These notwithstanding, the case remains

atrong for deepening the financial integration process among country

groupings of most LDCs today.

4ly. Demas, Essays in Caribbean Integration and Development ,

p- 8l.

1423,. M. Naouli, "Monetary Integration in Developing Countries,”
Finance and Development (December, 1981): pp. 41-64,
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3. Issues in LDCs

The relationship of a strategy of intensification of financial
integration in financial structures distorted by asphyxiation can be
more fully appreciated from a review of the main issues emerging from
previous experiences at financial or monetary integration. While vir=-
tually in every effort at economic integration in LDCs so far there has
been actually a latent or activg effort/understanding at eventual or
initial financial/monetary integration, the experience of the latter has
been very limited, even by the simplest measures of financial/monetary
integration. (Such measures of financial integration could include the
"extent to which markets are connected," the "unresponsiveness of an
asset price to selling in one and buying in another region," or the
"degree of substitutability between securities between two or more

T

markets," or even "covariance between asset prices," especially interest

rates, as the protagonists of portfolio theory argue.)43

The most common issues that have affected the limited success of

financial integration to date relate to:

/
(a) The "incompatible trinities" as Llewel.ynZH callg it=-the often
irreconcilable relationship between capital flows, exchange
rates/control mechanisms and domestic money supply--for example, in

cases of substantial international capital mobility, a fundamental

43For a comprehensive survey of the literature on measures of
financial integration, see: B, Kenen, "Capital Mobility and Financial
Integration: A Survey," Princeton Studies in International Finance,
No. 39 (Princeton University, 1976).

“AD.

T. Llewellyn: International Financial Integration.
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conflict may well emerge between official monetary and exchange rate

targets, both within a country and between countries themselves;

{b) the degree of geographical coverage for optimal integration,
i.e. the "optimal currency area" in monetary integration terms—-whether
this should be determined by factor mobility, degree of openness of the
economy, degree of product diversification, financial or real variables,

inflation rates or simple "policy integration;"aS

{c) the quesation of "polarization" of financial development towards
“stronger" countries in the union--the need for special arrangements, as

in the case of the less developed countries in the CARICOM arrangement;

(d) the independence of monetary and fiscal policies with and
without fixed and flexible rates of exchange--whether national monetary
policy, in particular, loses its effectiveness under fixed exchange
rates, except in cases of sterilization, insulation or offsetting capi-

tal flows, or, as is generally thought, whether this is more effective

under flexible 1:-at'.es;!'6

(e) the question of convertibility of currencies or other instru-

ments in the integration area--whether convertibility in any or all of

Por a comprehensive su.sey of the literature on "The Optimal
Curvency Area,”" see Y. Ishiyama, "The Theory of Optimum Currency Areas,
A Survey,"” IMF Staff Papers (Wash., D.C.: July 1975).

"6 por an analysis of the recent experience in fixed and flexible
exchange rates in industrialized countries, see: "The Exchange Rate
System: Legsons of the Past and Options for the Future," IMF Occasional
Papers, No. 30 (Wash., D.C.: July 1984).
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its four major forms should precede active moves to, or can be simul~-

taneous with or lag, financial :'Lnt:egu-at:i.u:m;f’-’l

(f) a settlement mechanism for intra-regional payments transactions-
-its structure, operations and relationship to bilateral agreements
among member countries, roles of financial intermediaries thereinj the
need, or not, for a common currency, such as the West African Unit of
Account in the West Africa Monetary Unit, with the resulting implication
for exchange rate relaticnahipj between assets of member t:cium::'ies.&8
That is, the ability of each member to settle its net debit balances,
having attained its maximum credit limit (as, for example, Guyana, in
the case of the CARICOM Multilateral Clearing Facility) and the ability
of the facility to adequately address this issue of non-payment once it

arises;

(g) the relationship to and relevance of financial integration to

economic and political integration, in general; and crucially
(h) the role of indigenization in the process of integration.

These are the main issues involved in the LDC process of finan-
cial integration. Of these issues, three appear to have particular

bearing on the question of financial asphyxiation in LDCs, These are

“Tpor an adequate review of the types of and issues related to
convertibility, with special reference to West Africa, see: J. M.
McLenaghan, S. M. Nsouli, and K. Riechel, "Currency Convertibility in
the Economic Community of West African States,” IMF Occasional Papers,
No. 13 (Wash., D.C.: August 1982).

.48See= R. J. Bhatia: '"The Experience of the West Africa Monetary
Union," IMF Unpublished Paper (December 16, 1980).
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(1) the relationship of integration to indigenization itself; (2) the
relationship of financial integration to economic integrationj and
(3) the effectiveness of monetary policy in the context of financial
integration. Both directly and indirectly these also have implications
for the question of exchange rate management and exchange control

mechanisms, fundamental to the financial integration process.

While in the deepening of the financial indigenization process,
however, innovative corrective measures appear Lo rest mainly in the
hands of the national monetary authorities or central bank, it would
appear that responsibility for deepening the financial integration
process must rest largely on regional financial institutions and
mechanisms, with strong support from national monetary authorities and
to a limited extent the very banks and non-banks themselves in
individual countries. Additionally, a consistently primary and sig-
nificant role must be played by the private sector, with all its under-

pinnings for sustained efficiency.

Against this background, therefore, a program for reshaping the
course of national and regional financial development in LDCs, with
direct reference to Caribbean countries, can be structured. As noted
earlier, this program rests on the bases of enhanced financial
indigenization and integration. It is argued in the formulation of this
program of financial policy and actions that these approaches can be
pursued in the context of the Caribbean region of ° )day, with a high

degree of simultaneity and coordination.
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E. Towards an Innovative Financial Policy and
Development Program for the Caribbean
(1987-2002)

Table 9-2 below sets out details of a proposed program for
deepening the current status of financial indigenization and integration
in the CARICOM region over the next fifteen years. Such a program, it
is hoped, will largely address distortions to the region's and
individual country's financial sectors, several of which may be induced
by the presence of financial asphyxiation. It is highly likely,
however, that successful implementation of these financial policy objec~
tives will simultaneously redress a number of other existing and related
distortions, thus actively promoting comprehensive and structural finan-

cial development in the region.

The proposed program is structured into four phases:

(a) Preliminary -- immediate, preparatory actions (1936, 1987);
(b) Short-term =-- over the next five years (1988-1992);

(c) Medium-term -- (1993-1997);and

(d) Long-term ~-- (1998-2002).
A fundamental assumption of the program is that the CARICOM economic
integration process will deepen over the forthcoming years, including a
ma jor thrust towards exchange rate stability and intra-regional exchange
control harmonization. This harmonization of exchange management arran-
gements is critical not only to financial integration itself, but to the
deepening and effectiveness of the economic integration process and is,
thus, central to any financial program. On the assumption that this is

systematically attained over the next fifteen years, the program appears
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. - g
quite plausible. BSpecial roles will be required of the Reglonal Cen;ril
Banking institutions, CARICOM itself, the Caribbean Development Bank™
(CDB), the recently created Caribbean Financial Services Corporation

Al

{CFSC)--a private sector regional financial corporation based in i; )

' - . . . . . I
Barbados, national and technical/professional bodies, the Universities

of the West Indies and Guyana (hopefully merged by 1990) and, of course,
national non-bank and banking indigenous institutions themselves. AL

the center of the regional innovation processes will be CARICOM and CDB,
the former, in particular, requiring significant upgrading of its

capacity for promoting financial integration, through the possible
establishment of a special division/department for this purpose. CDB

may also need to partially privatize its operations, as will most of the
i

now publicly~owned indigenous financial institutions, to enhance their |
- . . N |

LT N

overall efficiency and national regional impact.

e

hf
' .

A has already been noted, the broad thrust of the program is a - -

I
et 2
ikt gl
J—
o
gt

balanced liberalization of national and regional fipancial sectors,
strengthening the roles of non-banks vis-a-vis banks, in particular, and
as noted, rapidly reducing the role of the public sector in the finan-
cial system. This should provide the basis for sustained non- R
asphyxisted financial sector development and facilitate the emergence of

more deep-rooted economic transformation of the CARICOM region over the

next decade-and-a-half. c o e
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JAMAICA

l‘
2.
3.
ﬁ.

5.

KOREA
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ANNEX 5-2

PRINCIPAL SOURCES OF STATISTICAL DATA/MATERIAL
UTILIZED IN RESEARCH

Monetary Statistics
Statistical Digest
HMonthly Review
Annual Reports

International Financial
Statistics

Korea Statistics Yearbook
Monthly Statistics of Korea
Annual Reports

Monthly Scatistical
Bulletin

International Financial
Statistics

TRINIDAD AND TOBAGO

1.
2.
3.
4.

4.
5‘

Financial Statistics
Annual Staristical Digest
Monthly Statistical Digest
Annual Reports

Internat:onal! Finpancial
Statistics

Annual Reports of the
Federal Reserve System:
Federal Reserve Bulletins
Bank and Finance Manual
Basic Statistics ==
Banking and Finance

Life Insurance Fact Book
International Financial
Statistics

Bank of Jamaica

Bank of Jamaica

Bank of Jamaica

Bank of Jamaica and other
financial institutions

IMF

Economic Planning Board
Economic Planning Board
Bank of Korea and other
financial institutions

Bank of Korea

IMF

Central Statistical Off:ice

Central Statistical Office

Central Bank of Trinidad and Tobago
Central Bank and other financial
institutions

INF

Federal Reserve System
Moody's

Standard and Poor's Statistical
Service

American Council of Life Insurance

IMF
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ANNEX 6-1

4

.; SELECTED ECONOMIC AND FINANCIAL INDICATURS
OF THE SURVEY COUNTRIES (1960-1980)

{1} GNP (Nominal Local Currency)

1960 1970 1980
Jamai /2’ | 457 1119 4275
Korea 2 o) 245 2684 35031
Trinidad and Tobago — 829 1604 9349
U.S.4. b/ 507 993 2632

(2) Net Forelgn Assecs

1960 1970 1980
amaicg;- 46 94 (970)
Korea — a. ! 113 (570)
Trinidad and Tobage =126 . 81 6627

U.S.a. B/ 13 (6) 64

(4) Assets of the Financial System e/

(Nominal Local Currency)

1960 1970 1980
Jamaica 156 1097 5001
Korea 10 2134 44289
Trinidad and Tobage 276 740 12309

U.S5.A. S 316 1035 2864

Average
GNP per Capita Per Annum
Millions of Growth (7)
Nominal USS$ Nominal Real

1960 1970 1980 1960-1980

458 718 2400 12.0 0.7
152 263 1393 28,3 13.2
586 776 3893 13.3 5.2
2800 4841 11558 8.6 5.3
{3) Balance of Pavments:
Current Account
1960 1970 1980
(27) (153) (168)
13 (627) (532
(59) (109) 357

3 2 1

(5) Financial Svstem
Growth Per Apnum (%)
(1960~-1980)
Nominal

47.2
125.3

86,6
13-8 R

SOURCE: International. Finﬁncial Stafi;tiés and'Annual Reports.

a/Millions of local currency.

b/Billions of local currency.

. ¢/Using the Central Bank, commercial Banks and major non-banks used in. @tudy.



VALUES OF THE INDICES OF FINANCIAL ASPHYXIATION

Full Asphyx. Partiallﬁsphyx. Partial ?sphyx.
(a) (A7) (AA7) N
Year Year Year
Countryvy - Yalue Evident Value Fvident Value Evident
Jamaica d.18 1972 0.23 1972 22.7 1870
0.19 1972
Korea 290, 8 1974 936.6 1977 139.7 1972
D.10 1976
. Trinidad and o ' ' :
Tobago ) 9.2 1974 11.5 1974 7.6 1974
. . 9.6 - 1980 11.4 1980 B.2 1980
USA 0.36 1966 0.56 1966 0.25 1966
D.15 1970 Q.20 1970 0,11 1970
7.76 1974 0.84 1872

SQURCE: Research estimates based on empirical observation.



YEAR

1960
1962
1964
1968
19468
1970
1972
1974
1976
1978
1980

Jamaica
RILM

NIE

6.026
=15.03%
-0.027
-0. 969
-1.7192
«0.1%0
0.210
-C. R0
©.309
O.8626

-G
0.
-0.
Q.
-0.
-0,
-0.
-0,
0.
-0.

22083
11971
41069
41843
I7%as
A7026
36676
39866
JIBI62
3ETea

SUMMARY VALUES OF THF RIE,
RILM AND RIM VARIARLES

280

(1960~1980)

RIim

0.
-0
0.
-0,
-0,
-0
-0,
-0.
~0.

Trinidad and Tubage

YEAR

1960
1962
1964
1966
1968
1970
1972
1974
197¢
1978
1980

. 107
=0.13%
5.215%
17.8%%
-0.927
1.162
-1.001
17. 462
-2.818
«0.332

SOURCE

RILM

-0.31732
-0. 34005
0. 34594
-0. 35868
Q0. 0480
-0.38999%
«0. 36384
=0.23336
0. 18621
=0. 11600

2
3

2
2

=-0.
-0.
-0.
-0,
-0.
-0.
~0.
0.
0.
-0.

Computer

1635
2467

J812nm .
38908 B
30913 :

1183

0483

904

0964 .
~0.28492

RIm

W03
24999
2WEN
a9o188
0672
Juis
29508
17872
112956
O9E48

YEAR

1960
1962
1984
19866
1968
1970
1972
1974
1976
1978
1980

YEAR

1960
1962
1964
1966
1988
1970
1972
074
1978
1978
1980

results from raw data.

1.
0.
4.
0.
1.

-14,

-1,
0.

0.

=0.

ANKTY A-3

Kerea

E

189
428
245
766
310
267
754
135
126

09

RILM

-0.0922 -0.
0. 7567 -0.
-3.%453 -0,
~1.7244 -0,
-1.0%84 -0.
~4.2070 -0.
~1.1201 -0,
1. 4165 ~0.
~1.4089 -0.
-1.2898 -O.

. <

U.8.A.

RIE

0.

-0.
~Q.
-0,
-0.

36,
-13.

278

401

634
198
140
903

.08

one
833

000

RILM

-1 4288
~1.2920
=1.2709
=1, 9177
~1.0158
«0.987TS
-~0.9723
-1.0337
-0.9059
~1.0094

D27e9
32769
D275
4rTpE1
43427
48619
42121
42102
IN7T12
I5am2

RIM

-0 pas92
-0.83662
-O.B471D
i RALYR
-0.7886
-Q.76122
-0. 74969
=0.72546
Q. TTRIE
=~0.77430
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293 ANNEX 9-3

MEASURES OF DEVELOPMENT IMPACT OF SELECTED
~ GUYANESE INDIGENOUS FINANCIAL INSTITUTIONS

-7 (a) Measures of Credit Portfolio Growth

L S AVERAGE = AVERAGE PER ANNUM

. ﬂAH!’OI'p:. YEAR QF PER ANNUM GROWTE OF MACRO-ECONOMIC YEARS

. INSTITUTION ESTABLISHMENT GROWTH (%) COMPARATORS (%) COVERED
GNCB 1970 392 37 (Total Comm. Bk. Credit) 1971-1980
GCADB - 1973 20 35 (Total Agric. Credit) 1974-1979
GCHTI L 1973 54 19 (Total Housing Credit) 1974-1978
GCIS - :i“ﬁﬁ*' 1976 225 - 5 (Total Insurance Credit) 1976-1980
NBS o VoEL L 1940 o2 10 (Total Housing Credit) 1975-1980

_ (h) Share of Total Sectoral Credit Made in System
.:Beginning Year (2) Ending Year (%)

1971 ~ 7 1980 - 35

1974 - &7 S 1979 < 72

_ - 1974 - 10 1978 - 19
GCIS & .0 <I21976 - 1 .-l ¥ 1980 - 3

. m\:’: ] - 31 . _r oL 1980 - h?

(c) Efficiency of Credit Delivery
(Admin. Costs/Total Credit o/s)

e ;- Beginning Year (%)Y - Ending Year (%)%’
GNCB 8.6 - 5.4
GCADB 5.9 5.9
GCMFB 4.3 3.6
~*GCIS SrRLGLG . 100.0 (Part year's oper- 11.0
e v ations only)
B S W 1.5
siaRlo Sl () Liquidity Risk Exposure
Jﬁ”lTotal Long-Term Credit (o/s)/Total Long-Term Liabilities)
Beginning Year (!)" Ending Year (%)%
GNCE .o nilals 10,0 ¢ - . 58.4
. GCADE 1Y 300,0 . v T 1183.0
CCMFE3R A AU - ‘. R 143.0
GCIS 43.0 T 115.0
NBS 84.0 82.0

SOURCE: Comoilations from Annual Reports of Individual Institutions and
Bank of Guyana Annual Report. .

a/sipilar years as in Section (b) above.
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