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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

= F * 1 LAL BB B BN B BN BE L BN DL L BB B B B BN B K BN R BN BN L B AL L BN BL B BN BN BN I (1)
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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.




61
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,




69
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.



Deas e E
14l LAl 8 a
The ca ) ma 1 ) rs meas
investoent ove = ) 10 an e NOmy ™.
n ] e noml ) €
4 "4 mp i A eaAd e
+ se 4
a " 24 a A
g den

GS + AFL = GDCF + AFA sedssrrsvaseserienroccatosanans (.ﬁ)
or, GS ® GDCF + NFL eeunersveesinsesnacenasensasess (5)
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.







