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Financial Aspects of Development Strategies in the Caribbean

Although the financial authorities of Caribbean nations must
devote a large proportion of their time to problems of short
term stabilisation their ultimate goal is to facilitate the
country's development efforts.  The present paper discusses
features of financial regulation and the design of financial
systems which may help to enhance the nation's potential

growth. Many economists believe that interest rate policies

are the most important for growth. They focus on the role of

_ interest rates in the savings process and in the allocation of

investment funds among competing uses. However, the importance
of the interest rate mechanisms is by no means established. We
suspect that institutional arrangements in the financlal sector
play a far more influential role in the growth process. They
will be the main focus of this essay, but before we get to them
we will briefly comment on the effects of interest rate

policies on economic growth.

1, Interest Rate Policies

Many economists argue that interest rate policy is one means of
securing a higher rate of savings. Underlying these arguments
is an assumption that investment is limited by scarcity of
domestic finance. However, if finance is sufficiently moblle
internationally any investment may be financed from abroad if
local resources do not suffice. Under these circumstances

investment depends on the rate of return expected from the



project it finances, and the rate of domestic savings will not

be correlated with the rate of economic growth.

However, for some countries the policital risks as perceived by
potential investors are so great as to choke off international
funding for profitable projects. Alternatively, a project may
have too long a gestation period, or the infrastructure needed
for its support may be poorly developed. In these circumstances
the country is denied foreign investment for internationally
competitive projects and it may be necessary to raise finance
locally if investment is to take place. Governments may create
similar circumstances by their own policies to limit foreign
investment in the interests of national sovereignty or by
conditions on the repatriation of profit and capital which make
foreign investors shy away. Such policies have little to
recommend them; national interests are no better served by
poorly informed and inadequately skilled nationals than they are
by foreigners, and knowledgable nationals of great ability may
secure the national interest no matter who owns the means of
production. The repatriation of leqitimately earned profits to
foreign owners does nothing to inhibit growth so long as the
terms negotiated with foreigners are not exploitative and

conditions for ongeoing capitsl inflow are sustained.

Where potential investment may be raalised by increasing savings

we must identify the financial policies which provide for
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additonal saving. It is essential that the expectea rate of
return on financial assets be higher than the expected rate of
return on consumption, so there will be an incentive to reduce
consumption and hold financial assets. It is equally necessary
that the expected rate of return on investment be higher than the
expected rate of return on financial assets if there is to be an
incentive to invest the surpluses accumulated with financial
institutions. If there are no projects for which the returns on
investment substantially exceed the expected rate of inflation
{which is the measure of the return to consumption), no interest

rate policy will succeed in raising the savings rate. Financial

assets will be accumulated only to be used by deficit spenders
for consumption purposes. If there is a sufficient gap, interest
rates in excess of the expected rate of inflation will provoke a
shift to savings out nf consumption, if the favourable interest
rates are expected to persist. Tt will then suit investors to
borrow these funds for investment, provided they may be obtained

on suitable terms of risk and maturity.

In situations where there are unexploited opportunities for
investment in activities which offer internationally competitive
rates.of return, and where foreign investment is cut off by
policy or structural factors, it is possible to stimulate growth
by means of interest rate policy, provided the public's ability
to finance consumer goods can be suitably compressed. The

authorities would wish to pitch the rate of interest below the



expected rate of return on investment, and to use deflationary
policies to ensure that the expected rate of inflation were even
lower. But it would be far more effective to remove the barriers

to capital mobility instead.

Moreover, the financial institutions whose portfolios are
affected by interest rate changes do n®t play a large role in the
finance of capital formation in the Caribbean. The interest rate
policy, designed to attract surpluses of households to the.
financial sector, will succeed in diverting these funds towards
working capital for firms, in most cases. There may be a
reduction in direct investment by households in enterprise, and
direct investmert most often is a contribution to capital
formation. If the expected return on investment is sufficiently
in excess of the return on consumption, householders have an
incentive to finance fixed capital formation. Attractive
interest rates may divert them from this intention: even though
the return from financial institutions is less than is expected
from direct finance of firms, there is a compensating reductien

in risk.

Like any other price the interest rate is a rationing device,
allocating available finance among competing uses. All else
being equal, the enterprises which are expected to be more
profitable should have more ready access to finance. If no firm
has control of its market the more profitable will probably be

the more efficient, but almost all domestic markets in Caribbean
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v
economies are led by a few dominant firms which have some power
to influence prices. The more profitable ventures are therefore
not necessarily the more efficient. Moreover, firms which are
mainly engaged in exporting do face competitive markets where
they must accept the ruling price. The market for finance
therefore discriminates against exports and in favour of
non-tradables, a bias which is usually inimical to long-run
growth. The ventures which currently appear to have the greatest
potential will not necessarily stand the test of time. Since
capital formetion involves a long gestation period the enter-
prises which are best able to attract funding in any period will
prove to be the most efficient only if markets are fully informed
and all participants are knowledgable. Firms wishing to bozrow
from the banking system face competition from consumers, who are
typically less sensitive to changes in interest rates than are
producers. Interest rate policies must therefore be accompanied
by policies to limit the spending power of consumers if there is
not to be a shift towards consumption. It may also be necessary
to curb speculative activities by regulation — particularly real
estate — if they are not to claim the lion's share of funds. The
regulations must be applied wiln a delicate touch if tﬁey are to

be effective.

The argument that interest rate peolicies may secure a more
efficient allocation of finance turns cut to be a tenuous one.

Even in circumstances where real estate speculation is heavilv



taxed and consumer spending power is held ~n a %ight rein,
exporters may feel the pinch of higher interest rates while
producexs of non-competing goods for the home market may pass on
interest costs, and oligopolistic firms stand to gain, regardless

of their levels of efficiency.

2. Charges in the Financial Structure

There are a number of institutional limitations in the financial
system whicn should be alleviated in order to speed up the pro-
cess of growth. The financial instruments and arrangements
characteristic of Caribbean countries have manifested distinect
weaknesses in servicing activities which contribute to develop-
ment. The Caribbean needs systems to allow greater foreign
capital mobility, financial arrangements to cope with the failure
of companies, better measures to transrorm short term liabilities
of financial institutions into long-term financial assets,
financial incentives for the reform éf management, provisions for

export finance, and well tailored mechanisms for increasing the

liquidity of bonds and similar instruments of direct finance.

Caribbean countries need to encourage the inflow of foreign
investment, which brings Information systems, sophisticated
management and updated technology in its wake. They also need to
manage the outflow of finance., In all countries of the western
hemisphere there is a strong preference for US dollars over

domestic currency. People hold local currency because of trans-

actions costs involved in converkting to US dollars, the risk and
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inconvenience of the transfer and ignorance of availahle devices
for switching funds. If foreign currency outflows on capital
account are subject to a meonitoring system which requires all
transactions to be recorded in advance with the authorities - who
may guestion or veto any application ~ there is just a sufficient
brake on tendencies for capital £flight. The system will serve to
{nhibit destabilising short-term speculative runs which have
‘their origin in rumours and poorly informed markets, or which
reflect irrational market reaction to unexpected economic deve~
lopments. It is very important that the system not be used to
ration capital outflows over any period of time. It is a means
of allowing markets to settle in the face of any events which
generate nervousnessj it cannot staunch any determined, per-
sistent efforts to substitute foreign for local curréncy
holdings. In the short run it is not worth the while of most
wealth .holders to resort to illegal channels of capital f£light,
with their attendant risks. However, if the authorities begin to
disallaw permission for capital outflew on a widespread basis for
some time, most wealth-holders will soon put in place illegal
arrangements to circumvent the controls. Moreover, ratloning of
foreign exchange is a strong disincentive to foreigners

interested in the potential for investment in the country.

The principal device for ensuring foreign capital mobility seems
to be a system of forelgn exchange management which monitors

foreign currency transactiens and provides generous information



so that wealth-holders at home and abroad may make well-informed
decisions. If there seems co be unjustified short-term capital
outflow sparked-by rumour or poorly informed agents, discreet
ratioring may be applied for a week or two, but that effort must
be abandoned if the outflow shows no sign of moderating by then.
The exchange management systems must be administered efficiently,
with simple procedures, helpful administrators and quick

responses.

The rinancial system must provide a certain proportion or resour-
ces for firms which have a high risk of faiiure. A high failure
rate is characteristic of the early development of any economic
activity, and financial dinstitutions therefore shy away from new
areas and small firms. Financial instruments must be provided to
ensure that Innovators are not starved of funds. Historically,
financial institutions in the industrial countries were orten
left very much to their own devices, and they shared the losses
of the firms they financed. In small countries domestic finan-
cial institutions may not readily survive such shake~outs, while
branches of international institutions operating In the area have

guidelines which make many new ventures ineligible for Finance.

The approaches which have so far been tried in the Carihbean are
to persuade existing institutions - mainly commercial banks

~ to devote some portion of their assets to EFinancing new ven-—
tures and to establish government-owned banks with a mandate to

support such activity. Neither strategy has had much success.
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Apart from simple exhortation, central bhanks have tried to coax
commercial banks into lending to new ventures by providing
special discounts, preferential interest rate margins,
concessions on reserve requirements and other sweeteners. With
all this, the proportion of credit to new venktures in most
portfolios is tiny., Nationally owned banks have failed because
commercial lending criteria have been completely subverted by
personal and political considerations, and the scgle and priority

of lending bears no resemblance to the development contribution

of the firms being financed.

The establishment of venture capital institutions has been
mooted as one means of dealing with the problem. Such an
jinstitution would take equity in new firms on the basis of its
own informed judgement of their potential. It would need to sink
a great deal of funding into projects, many of which will come to
nothing, in the hope that one or two major successes will
eventually restore its balance sheet. The venture capital
company will guickly lose its way if it does not have well-
informed managemenE who have a clear sense of the firm's purpose
and the ability and determination to back up their own juagement.
The tirm will almost inevitably need government participation}
Only relatively large private organisations command sufficient

rescurces to commit a significant sum for risky ventures, and the

fact that they most often do little in this direction snows that



they do not have strong motivatien for it. However, private
sector participation should be actively sought in any state-
sponsored enterprise of this kind, to ensure that it does not

fall under the deadening hand of an official bureaucracy.

A principal function of any financial system is to transform the
long term instruments which are necessary for fixed capital
financing into the shorter maturities which wealth-owners prefer.
The financial systems of the Caribbean, dominated by commercial
banks in thé British tradition, are poorly equipped to perform
this service. It is especially difficult to obtain long-term
finance for activities with which bankers are unfamiliar, and all
long-term funding dries up when Interest rates prove as volatile
as they have been in the 19280s. Firms which do get funding under
these circumstances are very highly geared and their reserves are
so thin that the slightest tremor in their markets threatens them
with bankruptey. HNo country has yet found a convinecing way
around the difficulty. Establishment of a venture capital
company, ehcouragement of public share issues by companies,
introduction of stock trading facilities and offical guarantees
for specific kinds of long-term lending together make up a
package which goes some way in the deslred direction. However,
most elements in the package are in place in the larger economies
of the English-speaking Caribbean, and the maturity structure-of

finance for investment remains most unsatisfactory.
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The prospect of periodic bail-out of firms or financial institu-
tions by governments of the Caribbean remains. Governments must
be prepared to step in with well considered rescue plans where
necessary, but they must have strong performance criteria
attached as a condition for accommodation. Such episocdes offer
opportunities - which are seldom taken — to re-orient the thrust
of production in directions which are indicated by the growth

strategy.

The growth strategy often requires the transfer of control and
management of resources from an existing holder or group to
innovators, persons with more appropriate skills and higher
motivation. Financial institutions may be a catalyst in this
transfer. Because they have first claim on the assets of
companies which default on loan obligations financial
institutions can engineer the disposal of land, premises and
equipment which could be put to profitable alternative uses by
more able management. The transfer of ownership which the
financial institutions arrange will be growth promoting if the
financial institutions themselves have sound judgement and are
staffed by persons capable of evaluating projects on merit
(rather than on the basis of the gecurity which the customers can
offer). Government might give some direction by providing
special financial support for purchases of firms in receivership
by skilled managers of'proven apility, on terms which might be

conditional on performance.



Growth strategies in the Caribbean depend heavily on rising
exports. However, because export marketing is so much more
difficult than selling on local markets, exporters are usually
regarded as high risk enterprises and they find it difficult to
obtain adequate finance from banks., Some Caribbean nations have
provided official insurance and guarantees for credit to
exporters, with subsidised premiums for the insurance. These
schemes have had some effect, but their contribution to the
overall finance of exporting firms iz not large, and major
exporters in non-traditional fields must still rely mainly on
foreign funds, principally from head offices and overseas
branches., As domestic marketing expertise develops in the
Caribbean the demand for export credit may intensify and with it
the use of credit insurance; it ﬁay be that the current low level
of usage reflects the low success rate of domestic efforts at

export marketing.

Two English-speaking Caribbean countries have set up stock
exchanges. They are intended to give the instruments of direct
finance for business liquidity comparable to that of bank
deposits and other financial liabilities. Without this liguidity
the expected return on stock purchases and other direct finance
from households to business must be considerably in excess of the
interest rate before people with surplus balances will hold
stocks rather than deposits. However, existing stock exchanges

have been quite innocuous because of the very low volumes of

traded paper and the scarcity of buyers and sellers. Barbados
hopes to provide its stock market with an agent who stands ready
to buy and sell for his own account at all times. His price
offers will be based on his assessment of the profitability and
prospects of each firm; if he has a large enough capital and he
makes sound judgement it is expected that he carn lead the market
and make énough to keep his operation sclvent. Ail market shares
will therefore be liguid, though the cash realised from any sale
will depend on the market's judgement as to the quality of the
igssuer, a judgement which will be heavily influenced by the
market leader. The rules for operation of the stock exchange may
play a large part in its success. For example, if compariies with
foreign ownership are allowed to participate the market may gain
in vibrancy; whereas rules ‘which restrict involvement to wholly
local firms may stunt the growth of activity. Well policied

regulations and good information requirements are also essential.

3. Summary

The financial arrangements that are most important for_the
economic growth of Caribbean natioens are institutional in nature.
Arrangements must be made to facilitate capital flows, involving
careful monitoring, judicious short-term controls on outflows,
firm avoidance of rationing beyond the very short term, good
public information systems and minimisation of red tape. A
panoply of special arrangements appears necessary to suppert new

ventures. ‘They include special concessions to financial




institutions for sglected types of credit, officlal guarantess of
some kinds of loan, credit insurance at subsidised rates -
particularly for exports - a jointly owned public/private sector
venture capital firm and a stock exchange supported Ly a market
leader who has some official support. None of this will make
much impact unless there is first rate management of the
financial institutions themselves, and an understanding of the
factors which go to make firms viabla, expecially those that are
involved with new'products, new markets and new technolegies. 1In
the final analysis government must stand ready to mount tough,
well thought out financial rescue operations when all else fails.
This is perhaps the most difficult assignment. If it 1s to be
useful, the rescue operation must be salective, weeding out those
firms or sectors which have no viable future, and conditions must
be imposed on the beneficiaries, tied to their subsequent
performance. The manipulation of interest rates, which has
absorbed much of the attention of economists who have addressed

the issue of finance and growth, is not judged to bhe crucilal.

Delisle Worrell
October 1986



