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SAVINGS AND INVESTMENT IN BARBADOS

Introduction

"Financing Development in the Caribbean”, the theme of the Seminar,
covers a wide range of 1ssues which are reflected in the subject matter of the
papers being presented. In a sense, this paper conslders many of these‘
issues from the perspective of a single country - Barbados. Inevitably,
however, constraints of time and space make it impracticable to cover im depth

at the country level the range of issues which will be addressed in the wider
1/‘

-~

reglional context.
The focus of the paper, then is essentially the structure and
development of the capital market in Barbados in the 1980's. The objective

is tofideﬁtify constraints on the efficient functioning of the market wifﬁ

regard both to the supply of and demand for loanable funds and to sugg f‘:géy

mechanisméféﬁich might address and overcome these-constraints in order¢“
improve allbcative efficiency and raise the lewvel of domestic investment. The
approach will be pragmatic rather than theoretical, and as would be expected
in a case étudy of a small open economy, domestictissues are considered
agalnst a reglonal and international background.

In conventional national income terminology, savings always equal
investment derlving of course from the accounting identities Y=C+38
and 0 = C + 1, with savings being that part of income not spent on goods and
services used for current consumption and inwvestment that part of output
devoted to projects providing goods not intended for immediate consumption.

In an open economy, part of domestlc Ilnvestment may be financed by forelgn
savings or domestic savings may finance external investment. The

relationship between domestic and foreign savings, and investment, 1s expressed



P P P L N R RS s "‘"*“"*’“"""""‘"L..S:_‘.‘..:_a_:ll":%

2.
in the savings-investment approach to the balance of payments. This
approach to balance of payments equilibrium concentrates on the Keyneslan

‘relationship'between savings and investment to expisiﬁ the position of the

eurrent,seesset of the balance of payments, for the differences between the
exports of. goods and services and the imports of goods and services is the
counterpart of the difference between aggregate domestic savings and aggregate
domestic Investment. //f

While 1n an ex—post fashion, the rescurce gap represented by the

difference between exports and imports represents‘the part of domestic

investment financed by forelgn savings, it is still meaningful to speak of a

»savings and foreign exchange gap where the rate of domestic savings or level

available~foreign‘exchange constrtﬁtes constraints on the attainment of the
desired or. required rate of growth,

Clearly, then, the sct of the individual refraining from current
consumption is not synonymous with savings In the economists' sense. Through
financial intermediation income not consumed by one househsld may be used for
consunption purposes by another,

Much of these finaneial savings will of necessity be used through the
activities of financial intermediaries to satisfy the legitimate consumption
needs of the country. Concrete evidence, however, supports the thesis that
those countries which have devoted a high proportion of output to investment
are also the countries which have the most impressive growth performances.
What is involved in this process of course 1s not only replacing existing
assets but more lmportantly adding to the stock of new income - generating

asgsets and ensuring that assets so replaced and lnstalled are used efficiently.
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To the extent it Is recognised that 1in the long run it is important to

ralise and sustaln the ratio of Investment to G.D.P. at a level consistent with

‘the achievement of income and employment goals and that an Increasing

proportion of that investment should be financed by domestic savings, then the
quantum and distribution of such savings become a matter of conmsiderable
gignificance., This is the subject matter of this paper which is divided into

three parts. Part I reviews recent developments of the,Barbados econony,
&

particularly trends in Gross Fixed Investment and its financing. Part II

looks at the functioning of the local capital market and Part III considers

some suggestions for reform and improvement.
‘¥

I - Recent Economic Developments ) -

. In;ﬁhé,ﬁwo déca@es p:io; to the onset of the‘séégéégf?ééssion oﬁ the
early 1980's, the Barbados economy experienced sustained feal growth of
between 3% - 5% per year. Against a largely favourable international economic
background, the economy expanded and became more diversified.

The world economy in the 1960's was characterised by low inflation,
monetary and exchange rate stability and continuous growth in trade In goods
and services. The resulting rise in incomes in the developed countries
coupled with marked reduction in the real cost of travel led both to buoyant
commodity prices and rapld growth of foreign travel expenditure. Barbados
was well placed to take advantage of this favourable climate. With a well
developed soclal and economic infrastructure and political stablility the
economy responded to the external stimulus as well as to domestic policiles

aimed at promoting diversification and growth.

1 et b errmmepe
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" During the 1970's of course there were major shocks to the international

economy with - the escalation of oll prices and of inflation generally, and

increésed%volatility'in.the"capital end-foreign:exchenge merket3;:=:Thehéfk

Ly

ﬁdevelo‘mentsrall hed their adverse impact on Barbadoe but there -vere:

compensations = for example the rise of oil and commodity prices led to the

rapid growth of Intra-regional trade from which Barbados benefitted greatly.

"So: that “the 1970's, 1ike the 1960° s, were -on ‘the wholenaiperiod,of economic‘

:‘eipansioé%for’the*islandtf SoarTe s et s s o e e e

o, .
O - -
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remained 1arge1y unchanged while there was-a general increase of non*sugar

e, T

agriculturel ocutput.” The manufacturing sector initially responded to rising

e n,m e

.domestic incomes by exploiting opportunities for - portisubstitutiou. : ater,
in the 1970's, with the advent of Caricom and the impact of rising oii prices
on thé economy of Trinidad and Tobago, Barbados' manufacturers were able to
galn a significant share of the reéional market., Simultaneously there
developed an enclave sector importing components principally from North
America and re—exporting finished product under preferential tariff
arrangements. In all this, Barbados was aided by the adoption of outward
1ooking policies which ensured that a competitive framework was maintained.

Mirroring these changes in economic structure were parallel changes in
the structure of the labour force with an increasing proportion of workers

employed im the tertiary sector — commerce, tourism and public services. In

gome sectors — manufacturing - whille the relative proportion employed did not
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change significantly, there were marked increases in productivity. Overall,
despite Increases in participation rates and in the labour force,
unemployment fell progressively to about 10% in 1980. This growth in the
employeq}labouf force and increase in productivity was the result of strong
growth in export demand accompanied by a high level of capital formation and
maintenance of international competitiveness in the pricing of factors of
production and finished goods. .

In the period under review capital’g;rmation remained high at between

20Z — 30% of G.D.P. While foreign investment' increased significantly, by the

late 1970's domestic savings (which reached as pigh as 19% of G.D.P. in 1980)

was financing the greater part of this relatively high Gross Fixed

Investment. Indeed by 1980, Barbados' rate of domestic savings and investment

. compared favourably with the. fastest growing developing'countries. Stquyl
economic growth and the diversification of the economy provided emerging
opportunities for private sector lnvestment which accounted for some 80% of
total capital formation. Apart from the gtowfﬁ;of ;kpbrt demand, tﬁe fﬁct
that Barbados' cost of production remained competitive was a critical factor
in ensuring the profitability of investment.

In the 1960's public sector savings contributed significantly to public
sector capltal expenditure financing on average 40% of the total.- External
borrowing was limited and local borrowing and statutory funds financed the
balance. During the 1970's as current and capital expenditure rose,
surplueses on current account diminished, and increasing reliance was placed
on foreign borrowing mainly from multilateral financial institutions to
finance investment. With the establishment of the Central Bank in 1973
recourse was also had to the domestic banking system for éredit. However
fiscal policy was able to adjust to exogenous shocks and contain the overall

deficit to manageable proportions.
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With strong export growth, adequate domestic savings and fiscal
stability the ratio of public external debt to G.D.P. and the public sector
debt service ratio increased slowly, reaching only 14% and 2% respectively by
1980. The balance of payments came under pressure in the 1970's as a result
of the escalation of oll prices but corrective policies ePplied succeeded in
making the required adjustment without recourse to excessive foreign borrowing.

By comparison with the progressive growth aed development of the economy
in the 1960's and (despite the energy cfi;is) the 1970's, in the period since
1981 the economy has faltered and a number of severe structural imbalances

have emerged. The international economic enwironment hae not been

favourable. The early part of the present decade .8aw the industrialised

countries plunged into the worse recession since th Sluond World War. - Even

-

though by the mid-l980's the recession had been o eTCcom ;‘ee;tain featufee of
the International economy continued to provide an upsettling-framework for
domestic economic policy. Volatility in exchange rates, decline in transfer
of reaoufces, falling cemmodity prices, increased'brotectionism and-continuing
high real interest rates have created serious problems for economies like
Barbados, and these have been exacerbated by certain developments and
inapproprlate policy responses in the domestic economy.

Real output declined by nearly 7% in real terms between 1981 and 1982.
Output in all the productive sectors declined as a result of the impact of the
recession on external demand. Simultaneously with the fall in real output,
the government was pursuing expansionary fiscal policies, with the public

gector forced to borrow heavily from the banking system to finance its

deficits. With inflation running at double digit levels and the balance of
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payments under pressure, government decided to implement & stablilization
programme with help of the IMF. As a result, the public sector deficit was
gignificantly reduced, price rises moderated -and the deterloration in the
balance‘of paymenta_arrested._ Positive growth has been recorded in the past
fout years although it is sobering to reflect that real output only surpassed
its 1980 level in 1986.

Generally, growth has been strongest/in the non~traded goods sectors -
distribution, .transport and storage, utilities, business and general
services. Value added In Tourism has only now regained the 1980 level and

manufacturing has not yet found markets to replace those lost in Caricom and

the enclaveusectors._ While non—sugar agriculture has ”“;iﬁﬁgg to show

ﬂencouraging growth the combined ‘effects ‘of reduced acreag andhdepressed

nd_the need to

(T T
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provide public subsidisation._

Accompanying the decline and stagnation in real output baa been-a
significant dr0p in the ratio of 1nvestment to G.D.P. From an average of 247
of G.D.P. in the period 1976-80, Grossed Fixed Capital Formation slumped to an
average of 162 of G.D.P. in the period 1983-87 or by 30%Z. Assuming no change
in the proportion of investment going to maintenance and creation of new fixed
asgets respectively or In the Incremental Capltal Qutput ratio, this £all in
the level of investment if prolonged would have a depressing effect on the
long—-term growth potentlal of the economy. While public sector capital
formation declined initially as government sought to correct fiscal imbalances
by cutting capital expenditure, the major decline was in the level of private

sector capital formation from a high of 22% of G.D.P. in 1981 to 11%Z in 1986.
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This trend reflected largely a decline in the inflow of foreign savings,
as domestic savings, although fluctuating, remained in the range of 14% - 16%
of G.D.P. 1in the ‘period following 1981. External savings, which in the
mid—lQ?O‘siﬁsd financed as much as 70% — 75% of GDCF in some years, steadily
decliued”asis source of financing. In the period 1984 - 86, external savings
actually became negative as reduced inflows of direct investment ware
accompanied by rising ocutflows to pay div}gends as well as service large
foreign loams contracted by the public utilities ete. in the last decade. ihe
sharp fall in private investment was reflected in the external current account
balance which _became positive after 1984 as imports of capital goods fell .

siguificantly. In the absence of a high ‘level of investment and of a

satisfactory growth rate this positive external balance emerged at the cost of

the under-utilization of the country's productive poteﬂtisl. ) fi“f”;

The trend of a declining ratio of GDCF to GDP and a reversal of private

capital Inflows is not of course unique to Barbados, but is the rule rather
than the exception in Latin America and the Caribbean. In the case of most
heavily indebted countries this largely réflects the crippling debt service
payments and the virtual cessation of new commercial lendings. In the case
of Barbados, while external debt service payments, particularly for

privately contracted portfolio investment, have risen, the decline in GDCF
represents as well a relatively sudden and significant fall in private forelgn
Investment,

While there has been a noticeable decline in direct foreign investment
in the developing countries in general, some countries have been able to
continue to attract such Investment. There are many factors which influence
the flow of forelgn investment ~ political stability, regulatory and tax

framework, level of social and economic Infrastructure ete. — but predominant

. s st St T
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among these 1s the scope for making a profit. Availlable data would seem to
indicate that during the first half of the 1980's at least, Barbados'
interﬁational competitiveness as a locatlon for export activities declined.
Wage Increases ran ghead of both the rate of inflation and growth of real
output in the traded goods sector. Coupled with a fixed exchange rate and
tied to a cugrency which up to 1986 was eécalating, the movement of wages
relative to prices and production would EFVE reduced Barbados' competitive
position vis—a-vis that of its trading ﬁgrtners. More recently, as the rate
of nominal wage Increases has moderated and there.has been renewed growth, the
incyggsg‘9£‘pqit labou? costs has moderated, ﬁfrbgéqs_nggins, howeverf_?g_ o

comparison with its Caricom neighbours and other potential competitors, a high

cost producer.

o Ll 7

e A moa

The coqbina;ion of sluggish growth and declining investment has rqui£§é¥; E
in a significant rise in the rate of unemployment, While the number of joﬁgr‘
has expanded, the parallel growth of the labour force has matched the jobs
created so that the unemployment rate has remained‘i; the 16Z - 18Z range.
Followling the stabllization programms introduced in 1982/83, there has been a
steady deterioration in the public finances. While efforts have been made to
increase revenue, efforts to control expenditure growth havé heen less
succesgsful, Capltal expenditure and net lending have increased steadily
while current expenditure, driven by wage Increases and expansion of public
sector employment has increased significantly in real terme since 1980. As a
result, the overall public sector deficit has risen to between 5% - 7% of GDP
for the past three years. While in the earlier years, a significant part of
the deficit was flnanced from external sources, this consisted largely of

project financing from Multilateral and Bilateral Agencles. As the slze of
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the deflcits increased, however, government was forced to rely lncreasingly on
donestic finance — the banking system and the surplus of the Netional
Insurance Fund - and since 1985 mainly on commercial borrowing in the foreign
capital markets., - . . - ST UES fpfj}ﬁ

An ineritable consequence of a slow growth ee?@bﬁ}?combiued with
expansionary fiscal policies has been a weekenihé belae;e of payments
situation. With weak export performance, rising;éebt:eervice payments and
the suatainirg effect of increased disﬁesatle“ineeme (ceueed by a shift from

direct to Indirect taxation) on imports, gorernﬁeht'hesmhad to rely on its

commercial borrowings to shore up the reserves. Ihe changed maturity

structure of ‘the. debt caused by -8 shift_from institu 1 nal to market borrowingf

‘T tal’ debt‘service payments

has also resulted in higher interest charges.

now amount ‘ 25 “of 35 With 2/3 ofzthe
Central Bauk reserves sterilised inlthe Cericom Hultilateral Clearing
Facility, the import cover of the country‘'s forelgn reserves remain
uncomfortable. | )

The challenge facing the country is to restart export led growth at a
level which will induce the flow of savings and investment required to
progressively reduce unemployment.l Experience suggests that it is the
increase in exports which is the casual factor not the increase in investment
which only comes after. Assuming that the export demand exists, the question

of ensuring that funds are avallable to create the necessary physical assets

becomes the main concern.




:Securities Exchange.E These will be discussed in tuin

11.

XX - Mobilization and Allocation of Domestic Savings

In ansljzing the process by which financial savings are trangformed into
domestic innestment, it 1s useful to distinguish a number of related but
fatrly distinct mechanisms. The najor mechanism 1s the accumulation of
monetary assets by surplus sectors — households and institutions ~ and the
allocation byﬂvarious intermediaries of tpese funds to:spending units which
thereby create physical assets. Then there is self-finenced investment
effectuated by the corporate sector out of its own savings. And finally the
process of direct investment .of the. household, corporate or public sector in

new or ongoing enterprises in the (mostly) private sector, through the

framework in which savings are mobolised and urilized. As was polnted out
earlier, what is of critical importance in the process of raising the level of
domestic fixed investment and the proportion financed by domestic as opposed
to foreign savings, is the extent to whic¢h monetary assets accumulated in
financial institutions are transformed into credit for physical capital
stock. A review of the the data reveal that as in other countries at a
similar stage of development, the level and growth of financial savings is
determined mainly by the level and growth of nominal GDP, although there are
others influential factors such as the distribution of incomes.
Macro—-economic policles, however, can affect the rate at which such
financial savings are transformed into physical assets by influencing the
share of real credit allocated to public and private consumption, the main

mechanisms being the size of the public sector deficit and the impact of

R T Y
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changes in fiscal policy on the distribution incomes and the incentive to
accunulate monetary assets or to‘consume income.
The silze of the public sector deficit and how it is financed is

impoftenﬁiﬁecause of its potential impact on the level of private sector

invest "Whether the public sector deficit is caused by public"eecégfw=
consnmﬁéi;n or investment, the possibility exists that credit allocated to its
financing may hold down or dépress private investment — the so~called cfnﬁding
out effect. It is argued that in such a/éituation, by repressing private
investnent, 'crowding out' reduces the rate at which the stock of productive

capital grewe and thereby tends to reduce the rate at which productivity, per

:capita ineome, and total output growe.z Additionally, of course the -¥%¥#~~

debt/GDP ‘ratios. i

In this general context, one unfortunate effect of the currengaforeign
exchange crisis in the developing countries is ‘to obscure the potentially‘
adverse impact ou the growth of income and employment of large and persistent
reliance on domestic debt to finance the deficit. Because servicing domestic
debt does not involve any direct transfer of foreignlcurrency, it is
considered as merely shuffling paper between domestic units, which though
affecting income distribution has no significant consequences for the real
economy. This may be a short-sighted and misguided view. Bourne, in noting
that government domestic debt finance makes great demands on private financial
surplusses in many of the region's economies, states that thils ralses several
important igssueg and that "there is some basis for concluding that there is
considerable scope for improving the favourable influence of government

expenditure on national economic development."3

Initial reaction to analyses of avallable data does not lend weight to
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the view that there has been any 'crowding out' of private sector investment
In the period under réview. While there has been a significant expansion of \
domestic credit to the public sector im absolute terms, the share of such
credit goiﬁg to this sector has shown no substantial increase. Net domestic
credit from the Banking system to government expanded in the mid-seventiles
with the initial ability of the Central Bank to accommodate government's
overdraft requirements, but after risiqg to about 25%Z-30% of the total in the
period 1976-78, it has since fallen aﬁﬁ has fluctuated between 22%-242 for the
past 4-5 years. Similafly, the share of the total assets of the consolidated
financial gector held by government, after rising from 9% to 18%Z between 1970
aﬁd 1975, has remalned constant arcund 20% since. In a similar vein, in the
past few years, particularly in the period since 1985, excess liquidity in the
banking system has been quite marked with banks holding as much as 272 in
excess of their required holdings of stipulated govermnment securities, at a
time when the average Treasury Bill rate was less than half the prime bank
rate. ﬁ

It can therefore be safely stated that 'crowding-out' of the private
sector has not been a contributary factor to the dramatic fall in the ratio of
Gross Domestle Capital Formation to Gross Output in the period since 1983.
With excess liquidity in the banking system, the cause would have to be found
either in institutional deficiencies in transforming financial assets into
physical assets or In a lack of effective demand for bankable projects.

This current situation does, however, mask a potential long-~run problem
for the economy. Should the coalesence of the right external enviromment with
the appropriate mix of domestic policies lead to a return to strong export-led
growth and demand for domestic credit, the slze of the domestic debt and the

level of debt service payments could present a problem and act as a break on
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increased investment. Between 1980 and 1986, the domestic debt/GDP ratio rose
by 502 to 30%, while interest and amortization payment rose from 14%Z-20% of

current revenue. Unless the public-sector deficit. can be reduced to more

:ossibility that the

manageable levels of around 2Z-3% of GDP there ie thr
need to borrow just to maintaln the level of debf_se;v ge‘peyments would act
as a constraint on future growth. - ufgu;T

The propensity of the household and corporatensectors to accumulate
monetary assets - which are what Bourne describes ¢ .

investment4 - can be significantly influenced by_;he éee;ives and

disincentives built into the tax eyetem. At one extreme, it is said that the

Japanese policy of offering tax—free savings accoﬁﬁ
~twenty—two thousand post office branches (the Marayu
raising and suataining the household savings ra 7;Lf;théfefﬁer
extreme 1t 1s argued that the taxzation of interest on savings and the

write-off allowed on hire—purchase and other consump;igp expenses in the US

has contributed to the fact that household savinégy & “there has fallen as
low as 4% of GDP.J

In the case of Barbados while changes in the tax regime over the years
have provided both incentives and disincentives to savings, there appears to
be no consistent policy of encouraging savings as tax policy has been altered
to sult the short-run needs of the Government's budget. This i1s not to deny
that there are a wide array of incentives in the tax system but to point out
that some of these incentives have been subjected to arbitrary and sometimes
irrational change.

Incentives undoubtedly influence the form in which real or filnancial

assets are accumulated. Relief on the payment of mortgage interest and for

repalrs and maintenance have certainly encouraged house ownership, although
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there have been frequent changes in the quantum of-reiief in response to the
financing needs of the government. Savings through insurance is also
encouraged through tax relief on premiums, although the experiences of Canada
(where there has never been relief) and the U.K. (where relief was withdrawn)
suggest that people will buy insurance with or without incentives. Other
incentives can have perverse effects ~ for example, deposits in Credit Uniouns
are offered special relief but ironically, a major part of these deposits
finance consumption expenditure. e

In order to promote the growth of share ownership and encourage equity

financing, successive governments have iIntroduced concessions ailmed at

reducing the transactions cost of holding shares and in effect subsidising

share purchase. Thus, what was in fact but not in name a capital galns tax on
5454 - =

“iated value of shares ‘was abolished and new share purchase and the

issuance Ofﬁhonus shares made tax exempt. These incentives have made share
purchase an attractive alternative to other forms of asset accumulation but
institutional anddother factors have restricted the availabllity of shares for
purchase, The inconsistency of public policy is once more shown by the fact
that at the same time share ownership was being encouraged, the tax relief
previously given on dividenns through the dividend credit was progressively
belng reduced, | |

Government has also sought to use tax incentives in a selective manner
to finance 1its own operations or to fund the lending activities of its own
financial institutions. Thus, interest on national savings bonds and on
certain debentures are tax free up to different limits. Where, as in the past
few years, these funds are used to filnance non-capital expenditure, the

ultimate effect is merely to increase public consumption and build up future
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claims on government revenue. Interest on certain other types of development
bonds raised to finance long—term lending or house construction is also

partially tax exampt as 1s Interest on savings deposits at the publicly owned

PR

NationaliB
The ultimate effect of these various incentives on the volume of
financial savings 1s not easy to quantify. There is no doubt that changes in

existing or introduetion of new incentives affect the allocation of savings

between various Instruments and intermediaries. Similarly, changes in

interest rate differentials have demonstrably altered the distribution of

savings between demand, savings and time deposits.i Of more significanee_would

appear-to be changes in macro-economic policy affecting the level of

For example, between 1978 and 1984 total deposits of he

financial sector‘grew at roughly the same rate as nominal GDP. 1In 1985 and &gn“

1986, however, total deposits grew at a faster rate, moving from 58% of GDP to
66%Z. This increase in the rate of growth of total deposits colncided with the
intensification of the shift in the ta;"burden fzzmnéir;ct‘to indirect 7
taxation, Which increased disposable incomes significantly.

The conclusion to be drawn from this brief analysis is that there is no
anti-savings bias in the Barbados tax-system. Although policy has been
1nconsistent In some cases, there are a fairly wide range of incentives and
instruments available to the investing public. However, while these
incentives may influence the form in which assets are held, the major
underlying influence on the level of financial savings remaln the rate of

growth of nominal GDP and the overall balance between direct and indirect

taxation through its influence on disposable incomes.
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The Financial System
The financial system in Barbados comprises the consolidated banking
systen anoﬁtne non—bank financial Intermediaries. The consolidated banking

syetem is defined to Include the Central Bank and seven comnercial banks (five

- zeﬂ.L

branches of foreign—owned banks and one privately and one publicly—owned
domestic bank) . The non-bank financial intermediaries imclude the trust
companies (subsidiaries of the commerciel banksg), two pnb}icly-owned entities
- the Be?pedog_nevelopment Bank and tﬁehBarbados_Moncéage Finance‘Company -
and three finence companies. Other non-bank filnancial Institutions include a

number of general purpose and 1ife insurance companies, credit unions and

consumer soc;e;;esAend four offshore banks. Gompleting the structure of the

e ~,~‘L

financialr':géy

1 18 the Securities Exchange which began operations in 1987. i

Commercial Banks‘

The comnercial banks dominate the financial system capturing about 80% of
private sector financial savings. The other significant recipients of
financial_eanings are the trust companies which in fhe'ﬁeriod 1984-86
controlled about 10Z of the total deposits of the consolidated financial
sector. The remaining 10% is shared between the finance companies, credit
unions and the offshore banks. The dominance of the commercial banks,
however, haa been reduced as a result of the diversification of the financilal
system and the emergence of several new intermediaries. Thus in comparison
with the current situation, in the period 1974-76 commercial banks captured
some 85% of private sector financial savings.

Total deposits 1Ia commerciel banks rose at roughly the same rate as
nominal GDP between 1974 and 1984 and at a faster rate in the perlod 1985-87

more likely reflecting the Increase 1n disposable income resulting from the
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marked shift from direct to ludirect taxation. The same trend is reflected
in the movement of deposits held by various classes of depositors. Up to
1984, households contributed about 60% to the total, with busimess firms and
financial Institutions coutributing between 152 - 17% each. Since 1985 there
has been a significant increase in the share of deposits contributed by
households with the figure reaching as high as 65%. Apart from the effects of
the change 1n tax policy, there has been %/slowdown in the ‘build up of
deposlts by financial institutious as the government has ‘atilized a greater
part of the surplus of the National Insurance Fund to-finance its burgeoning

deficit and the insurance companies allocated more of their funds to satisfy

“_L)

" the strong demand for residential and commercial mortgages. With the

“increase in’ disposable income and the narrowing ofd Jerest rate differentials

Lan increasingbproportion ofrdeposits are being held in the form of savings as
opposed to time deposits.

With the slowdown of economic growth since 1980 and rapid build up of
depositaﬁégngiderébiéEetéeg;giiqﬁiéity_ﬁas émergé&vfaqtﬁz‘taﬁting system.
This is revealed In several ways. For instance, the ratio of loans to
advances which was 867 in the period 1974-76 had declined to 76% in the period
1984-86. Again, cash reserves held by commercial banks remained tn the 1980°'s
above the required level and (as noted earlier) the banks have been holding
over the past four years 25Z-30% more of stipulated government securities than
required by the Central Bank.

During the past ten years, available evidence toints to a significant
shift in the distribution of loans and advances by economic sector. As

discussed earlier, the critical factor in analysing the role of fimancial
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intermediaries 1s the extent to which financial savings gets transformed into

physical assets. Because

there 18 no published data which would permit such

a detailed analysis to be undertaken, a rough approximation of the extent of

such transformation would be the proportion of credit allocated to what could

be described as the productive sectors and to the sector which contributes

most to private consumption. The former consist of tourism, manufacturing,

agriculture, public utilities and construction and the latter the personal and

distribution sectors.

Tourtsn
Manufacturing
Agriculture
Public Utilities

Construction

Personal

Digtribution

S -

Loans /Advances by Sectors

% of Total

1974/76 o -1984/86
11.6 12.4
9.3 14.2
4.0 4.0
6.0 ( 8.2
11.6 14.2
42.8 23.0

25.0 22,

i7.3 14,

42.5 36,

Central Bank Annual Statistlecal Digest 1987

In the ten year period, the proportion of total loans/advances going to

the productive sectors rose from 42.5% to 33%, while that going to the
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personal and distribution sectors declined from 42,52 to 36%. The same trend
1s illustrated by the fact that conmsumer credit outstanding declined from
12.4% to 102 of total credit between 1974/76 and 1964/86. As the cOQEZSEEaI
banks - have shifted their focus towards the productive sectors, some of the
never financial intermediaries — finance companies and credit unicns - have‘
moved tO"fill the gap.

As the commercial banks have exo/pded their lending to the

productive sectors, there has been a corresponding change in the maturity

structure of their loans as the following data indicates.

Maturity Structure of Commercial Bank Loans

. Z of Total .
o Under 3 years - . 3-5 years Over 5 years -
1974/76 46 27 13 14

1984/86 41 ’ 18 10 31

Maturity Structure of Credit to

Productive Sectors

Z Over 5 Years

1974/76 1984/86
Tourism 3.4 26.0
Manufacturing 32.0 49,0
Agriculture 26,0 16.0
Public Utilities 0.0 74.0
Construction 21.0 16.0

Central Bank Annual Statisgtical Digest 1987
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There has been a significant shift in the proportion of loans/advances to
the private sector lent for periods in excess of 5 years from 14Z of the total
in 1974/76 to about one-third ten years later. Within the productive sector,
loans to the tourlsm and manufacturing sectors and for the development of
public utilities are increasingly longer-term. (The reduction in the term of
lending to the agricultural and construction sector probably reflect the fact
that other fipancial intermediaries - the Agricultural Division of the
Barbados National Bank and the finance/iompanies*- have emerged as alternative

sources of finance).

Nonrbank financial intermediaries

The trgs; houses of the commercial banks have emerged in the past decade

as important intermediaries In the f£inanclal system. Between 1980 and.

St — 7_,__.-... -

their deposit base increased by over 200%, from 4 3% of total deposits of the
financial sector to 10Z between 1974/76 and 1984/86. Trust houses engage
almost exclusively in long~term lending. Accofdiﬁgly they only seek longer
term deposits, and to attract such deposits have to pay a higher average
borrowing rate.

Trust houses speciallse in mortgage lending. Indeed they were set up by
the commercial banks for this specific purpose presumably to ensure a better
matehing of assets and 1iabilities. Thus currently only some 4Z of commercilal
bank credit to the private sector is in the form of mortgages. Some
two~thirds of the trust houses lending 1s for residential mortgages and the
balance for commercial mortgages. Because the residentlal mortgage rate is
controlled by the Central Bank (currently 9%) commercial mortgages which carry
higher rates of interest are of considerable importance in determining overall

profitability.
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The trust houses are one of a triology of imstitutions which cater to the
mortgage market, the other two being the insurance companies and the
publicly-owned Barbados Mortgage Finance Company (B.M.F.C.). A quarter of the
total credit to the private sector goes into mortgegee. The trust houses
account for 40%Z of the totel, the Insurance companiee:for about 30%, the
B.M.F.C. 20% and the commercial banks 10%. The B.M.F.C. provides finance
mostly to lower and iower middle income groups and is funded by long-term
loans mainly from the National Insurance/ﬁnud.- |

The Insurance Companies which together provide aﬁout 10% of tntal credit
to the private sector have become increasingly important In the process of

finencieiwintefne&iatien;‘. There is no up—to—date consolidated data on the

_ﬂinsuranee industry but total annual premium income generated by the 1ife and

'The life
companies ate increasingly moving to meet the denand'for investment products
by marketing a variety of fixed and variable rate policiee., Because of their
need for a high degree of liquidity, general c?mnanies hold ?OZ of. their
assets in the form of short term deposits and government paper, while the life
companies with longer-term liabilities hold about 60% of thelr assets in the
form of mortgages and real estate. In total the insurance industry holds only
5% of their consolidated assets in shares, reflecting the shortage of
marketable shares rather than any reluctance to hold equity as such.

The other non—banking financial institutions of some significance are the
finance companies and the credit unions. At the end of 1986, the three
finance companies then openating had combined assets of $40 million and only
2% of the total deposits of the financlal sector. These institutions lend
for the lease or purchase of private motor vehicles, taxzis and other

commercial vehicles and constructlon and office equinment. About 20%Z of these
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loans/leasee could be clagsified as for consumptlon purposes, the major
proportion therefore being for lease/purchase of capital equipnent. These
finance-companies have tried to £fi1ll a role - namely the lease/purchase of
vehicles and equipment -~ which the commetcial banks for various reasons have
not found attractive and which is not being adequately filled by any other
institutlon.

The main problem with these companies has been that all are
under—-capitalised and_aome'have been badi;ﬁmanaged but have not been subject
to Central Bank control and regulation as have been the commercisl banks and

trust houses.: Becanse there haa been no minimum capital requirements and

restriction on the size of loans nor in relation to paid-up capital etc.,

imprudent 1ending policies (lack of adequate security)- 1ed in one case in 1987

to the collapse of the operatiou with{the ‘onaeAuen ;s;of depositors o
noney. Legislation to bring the finance companies within the ambit of the
Central Bank's control is pending.

The financial institutions which have shown the aoat'raﬁid growth have
been the credit unions. Although they remain small in relation to the banks
and Insurance companies, they have increased in number from 23 in 1980 to 40
in 1986 with total membership moving from 5,500 to 20,001 and total assets
from $5.5 million to $42.2 million in the same period. The creait unions
mostly lend for home improvement, real estate and purchase of motor vehicles
and other consumer goods. Indeed thelr rapid growth is probably not unrelated
to the fact that as they are not subject to Central Bank regulations they have
permitted their members to circumvent the Hire Purchase and credit
restrictions formerly Imposed by the Bank partlcularly in the purchase of

major consumer durables.

The remaining non-bank financial institution of significance 1s the
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Barbados Development Bank (B.D.B.) Although it is not a financial
intermediary in the sense of ralsing deposits to make leoans, it is Important
as the major cornduit for channelling long-term funding from internatiomal
institutions like the World Bank, the Inter—American Development Bank the
European Investment Bank and the Caribbean Development Bank to the productive
sectors of the economy. As such it is a major source of forelgn exchange for
development purposes and of long-term finance. While it typically charges
market rates -of interest for most of its’igans, it ean offer loans with
maturity up to 15 years.

Although its loans comprise less than 10%Z of the loans of the financial

sector, the B.D B. is a significant lender for capital projects of the tourism

and manufacturing sectors. Its loans to the tourism sector are equivalent to

N N»,—.;;;.h_f L N L

often co—finances projects with the commercial banks, providing the 1ong-te
funds with the commercial banks providing the working capital. As a
development bauk, the B.D.B. has been able to finenCe‘worthwhile projects
which do not meet formal commercial bank criteria and has also been able to
reschedule debt when its clients have faced recesslonary conditions. It has
also been able to be innovative and open special windows for groups — small
manufacturers and operators in the service industries — who would have
difficulty in accessing commercial credit.

However as a consequence of this approach and of the inevitable political
pressure to accommodate special interests and not to enforce repayment
conditlions systematically, the Bank has built up a large non—-performing
portfolio. Fallure to make adequate provision for bad debts in a timely
fashion has forced large write-off of these debts, which has eroded the equity

base of the instituvtion. TBecsuse the Bank operates under a

(8
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government guarantee normal tests of insolvency would not apply but the fact
is that as long as the Bank continues to fail to make an accepted rate of

return on its Investments it is using scarce resources inmefficiently and

imposing a cost on the rest of the economy.

Self-financing

While éccess to financial savings through the medium of intermediaries is
vital for new and untried enterprises, well established firmsdwith a proven
traqk record have the altermative of fiﬁ;ncing fixed investment by internally
generated cash or issulng shares. In the latter case, the decisilon on the
method of finance will depend on a number of factors including the financial
métrenégﬁwgk‘;;émcompany, the relative cost of. ﬁorgﬁwing as agalnst equity, the
dividend pay out policy etc.

Althoughhno comprehensive data are available on the _sources of financing
of fixéd agseés for the corporate sector as a whole Arthur Young International
‘produce an annual summary of the Published Financial Statements of selected
Barbadian companies. .The companies are grouped“iﬁtb three"catégories -
general trading, manufacturing and processing, and public utilities. The
sample is not representative of a cross section of the corporate sector
because it does not include firms whose principal business is tourism or
agriculture, or any of the newer manufacturing operations. However, the
sample includes all the companies listed on the Securities Exchange and
together these firms accounted for roughly half of the corporation tax paid
and a third of expenditure on fixed assets by the private sector in the period
1984-86. So while conclusions drawn from analysis of the data cannot be
generalized for the corporate sector as a whole, the report 1s of relevance
because the companies surveyed are major contributors to employment, income,

investment and tax revenue in the economy.
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The avallable data indicate that the gearing ratios of the companies in
the sample remained relaﬁively stable in the pericd 1984-87. As the survey
notes most of the companies are low-geared with only four of them- (out of 19)
having more than 50% of their total financing congributed by loan capital,
In many cases, this low gearing-ratio is not the result of a policy of
finaneing investment by issuing shares, but from thé ability of many of these
companies to fipance thelr expansion internally.

Sources from which qg;enditure on fixed

asgets and investments were f£inanced

% _of Total
' Gene?al Trading External A P Internal
Companies . b¢~~Fihancigg | Financing
1986 27 o 73
1985 31 64
1986 ” 15 : 85
1987 29 71
Manufacturing and Processing
1984 ) S 49 51
1985 18 82
1986 10 90
1987 29 71

Arthur Young Interpational. Performance 88

The pattern of financing fixed investment by the public utilities is
different from the other companies in the sample because not only is their

need for capital much larger but their tariffs and dividend pay out are also
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controlled by the Regulatory Agency. These companies are more reliant on
external borrowlng and -share—capital. 1In fact in the period under review,
the only shares issued by the other companiles were tonus ghares to thelr
employees. So that the overwhelming probortion of such external financing as
is undertaken is in the form of horrowing rather than share issues.

The reascns for the preference for borrowing is not hard to find.
Dividend ylelds are currently in the region of 87 to 12Z maklng share
ownership the most attractive ocutlet fon ffnancial savings over the past
several years. As the survey observes "with the preaent low rates of interest

prevailing in Barbados, providing a company can afford to borrow, it is true

to say that debt financing is cheaper than equity financing . The

differential is even. more marked when account is taken of the fact that

interest Payments (unlike dividenda) arertagaﬂeduct ble. J%”;i""

In this situation, the decision‘topfinance inve;tment eut of retalned
earnings or borrowings rather than by selling new shares appears as a quite
logical reaction to a given market situation. -There may, however, be other
factors at work. In the first place, many of the older established companiles
accept deposits from customers. This was a practice which developed over “
many years when the banking system was less competitive and the companies
(particularly in the distribution sector) were able to attract deposits by
offering higher interest rates. The practice has persisted, and these
deposit—-taking institutions remain outaide the framework of regulaticn of the
Central Bank. The deposits are of course unsecured and In fact one company
which had substantial deposits went into liquidation with consequent losses to

many small and large depositors. The point is, however, that the ability of

some companies to attract deposits probably reduces theilr need to borrow

long—term or issue new shares.b
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The second factor to consider might be that to many companies their
shares appear undervalued and therefore the prospect of diluting ownership by
presentingﬂa windfall to new shareholders may act as a disincentive‘to equity

financingsf The authors of the Survey note, in this regard that

wanga ratios are in most cases still very 10w, suggesting that there
is conaiderable noom for improvements in share prices with 50Z2 of the
companies ahowing P/E ratios below 5. It is possible therefore as the market

N

values of:shares rise to more nearly refléct the earnings records and the rate

of dividends paid, the attractiveness of raising capital by issuing shares may

F .

increase.

" A third reason for relying on self—finaacing or_bank-financing as opposed

'to equity .inancing is the reluctance to dilute wnership and control,

especial -of predominantly family—owned businessas.'
factor 1s impnasible to quantify but no doubt is significant in many cases.
Although qany older trading and manufacturing companies are listed on the
stock;gxééégge.and 80 are accustomed‘to’publicﬂ2i§c}gsure and accountati;}ty,
control renains vested in a minority of the shareholders who also dominate the
Board of Directors and executive management. It is probable, then, that
rational reaction to market forces noted above is reinforced by a continued

reluctance to see control eroded by expansion of shareholding.

The Securities Exchange

Prior to the establishment of the Securities Exchange in June 1987, there
was no organised or structured framework for the purchase and transfer of
shares. Shares were elther sold in settlement of outstanding liabilities or
traded informally by trust companies or solicitors who brought together

willing buyers and sellers. High transactions costs and 111iquidity of share
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ownership were significant deterrents to the wider acceptance of shares among
the investing public.

The .establishment of the exchange filled a void in the financial sector
in Barkgdos. , It created a mechanism for the orderly purchase and transfer of
gecurities under a regime which virtually eliminated transactions costs and
assured owners of such securities that their firancial assets could be quickly
converteq to cash. In the progressive development of an effective capital

market inbﬁefhados therefore a properly functioning stock exchange which

provides_sn outlet for the corporate and household sectors to utilise surplus

funds is an important element in ensuring that finsncial savings can be

-trensferred;into physical assets. ° -

. A major objective of establishing the stock exchange was to facilitate ’ o

cing of business expansion and to encourage the wider

L. B
i

participation of the public in the ownership of private enterprise. While.
there has}been sustained activity on_the Exchange in‘the transfer of existing
shares‘nitn share prices advancing, there has been‘no‘neW'issues through the
exchange since the inception of trading., At the end of 1987 13 companies with
189 million shares and market capitalisation of $243 million were listed for
trading. In the six months to the end of 1987 1.5 million shares with
aggregate value of $3.6 million were traded. In the period December to June
1988 some 1.48 million shares with market value of $4.2 million were traded.

Trading in shares as would be expected constituted only a small part of
the stock of shares currently held. The factor constraining expansion of the
market is the shortage of new issues. Since the Exchange began operating only
one issue of 1 million shares (in a Public utility) totalling $5 million was
put on the market and oversubscribed by a factor of three but this was not

issued through the Exchange.
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The activities of the stock exchange constitute an essential part of the
framework of a modern capltal market. At present its effectiveness is
constrained by the fact that équity finsncing 1s tﬁe?le&strsttractive

alternative method of financing investment for established companies. However

the’ success enjoyed to date in providing share transfers indicates that the

public is willing to place their finaneial savingS'in good quality equities.

- N
b

The Regulatory: Framework =~ - ‘"J;; -

‘The reéﬁlstoty framework in which ‘the finanecidl’institutions operate 1s
largely set by the Central Bank. While the ultimgteténthotity for granting

licenses etc. in many cases resides in the Hinister of - Finance the actual day

P tion of the various enactment %f en.delegated to the
~Bank.’ Réeagdi i e Lmis 5;;;5”?Lf¢¢;4-;7 ;netary policy in a
minﬁnalistkr“ her thsn sctinist End'inter;entionis ;; ‘As the Bank has
increased its knowledge of the workings of the economy and its capacity to
E analyse trends ‘and’ adjust to perceived changes in the economie environment,
its policies have become more targetted sind specific and less generalised in
applicetion. 1

The Bank has sought to articulate a mix of pollecies which would asist in
the achievement of four broad objectives:

(a) Protect the balance of payments

(b) Promote sustained non—-inflationary growth

(c) Provide special incentives for priority sectors and activities

(d) Ensure availability of adequate financing for government from

domestic and/or external sources so as to avoid the need for any

significant Central Bank accommodation.
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It 18 of course not surprising that there 1s an element of tension or
Inconsistency In using the same policies to achleve differing objectives.

The task of the policy-méker in these circumstances is to resolve these
inconsistenq;e; and over time it 1s possible to d%gce;n yow policies designed
to achie%e one objective - protection of the balan;e.pf éayments ~ have had to
he altered to accommodate another objective - promofipg economic growth.

With regard to 1ts concern to protect the balancé of payments, the Bank
relied on hire purchase controls and credit contro}q% varying the commercial
banks cash reserve and liquidity requirements and ;épegéét rate and rediscount
rate policies. Thus between 1977 and 1965 the baﬁk ﬁiaced credit ceilings on

the distribution and personal Se°t°r5s tighteniné and relaxing these in

accordance with the need to maintain external equilib N Similarily, the

cash reserve ratios of the commercial banks have }

en ncreased from 2% in
“ 1973 to SiA;;;rently and the hol&ings of stipglgted securiti;s from 3% to 222
of deposits. While recognising the c;itical role“of Public sector defleit
reduction In ameliorating pressures on the international reserves, selective
credit controls, varying the Central Bank discount rate and increasing the
deposlt requirements of commercial banks have been pursued as part of the
attempt to manage the level of aggregate demand 1n the economy as a means of
complementing fiscal policy.

Similarly interest rate policy has reflected the need to maintain a
sustainable differentlal between domestic and forelgn rates. Experilence has
shown that when interest rates particularly in the U.S. exceed rates in
Barbados by more than about 2%, powerful incentives are created elither to keep
money abroad or to settle foreign debts early. Evidence suggests that these

pressures lead to a loss of reserves. The Bank therefore followed a policy of

malntalning a differential considered sustainable even when domestiec

B I X T
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circumstances would indicate & lower rate structure - as for example during
the recent period of low inflation and excess liquidity in the economy.
Controls have been exercised through the Bank fixing minimum deposit rates,

avenege lending and the prime rate and maximum residential and commercial

mortgege‘ietes.'

iProgée;eive relaxation of credit controls and simplification and
1iberali§;tion of the interest rate etructure reflected the need to temper
concern %ctlpfbtecting the halance:of p;;nents.eith the,need to promcte
orderlyJeccncnic growth through rational allocation and pricing of credit to

the pritete sector. Beginning in 1978 a series of exemptions from the

T e e - - e e

persoual sector credit 1imits were granted till the point was reached when

that blanket credit controls were not only unworkable but probably

ineffective, and decided that macro—economic policiles were more important in
nanaging agaregate demand than credit controls, and that allocation’of credit
was more efficiently handled through the. freer play of market fcrce than
through eeiective controls. Similarly, while still striving to maintain what
has been referred to as sustainable differentials between interest rates in
Barbados apd abroad, the Bank has simplified the structure and only sets
minimom deposit, average lending and residential mortgage rates.

In geeking to promote orderly growth, the Bank has developed an Export
Credit Insurance and Guarantee Scheme, has provided funds for the Barbados
Development Bank and provided rediscount facilities for the agricultural,
tourism and manufacturing sectors. It has also, with the World Bank, set up

an Industrial Credit Fund to provide medium and long-term credit to

-
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entrepreneurs which is disbursed through the commercifal banks. In targetting
specific nectors, the Bank has created special facilities for small
business. In its role of assisting in the develobment‘of tﬁe capltal market
the Ban%wgeeviegned‘ﬂetional Savings Qertificetes;gpdjpleyed an active role ia
the estebiioonent and operation of the Stock Exchange.
Finally, the Bank has used its power to vary deposit requlirements ofthe

commercial banks to ensure at times that fgpds are provided by the banking

system to meet the financing needs of the public Bector. In pursuling its
objective of protecting the balance of . paymenta however .the..Bank has been ever
mindful of the need to prevent excessive reliance on , the domestic banking

-system, including—its owmn aceommodation, and has been active in assisting in

raising external 1oans to bolster the reserves andfatrthe same time finance

~the public-sector deficit.

IIT - Future Development of the Capital Market

Before consddering vhat Improvements or ﬁoéificati§£§5ﬁéyfﬁé introduced into

the financial system in Barbados, it is helpful first to look at what

implications the changing international enviromment and changing structure of
the economy may have for the future level and pattern of savings and
investment. The major factors likely to impact on the domestic eeonomy appear
to be;

(1) The marked reduction in net foreign capital inflows which will result
from the combination of higher debt service payments and reduced inflows
of loans from multinational agencies and commercial banks.

(2) The integration of capital markets and persistence of a regime of largely
floating exchange rates.

(3) Reduced opportunities for emigration which has in the past provided an
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important outlet for surplus labour and remittances for the support of
dependent relatives.

(4) The long~term decline of the prospécts for the eiport‘of primarY‘
commddieies, the result of ‘negative income eleegieifjiof;demand;
developnent of substitutes and more efficient use of industrial inputs.

(5) Increased protectionism in the markets of'the"derelope& countries. At
the same ‘time, the major industrial egnntries are forming trade groupings
with edch other which pose potential threats to those LDCs which have

preferential agreements with one or other of these groups. Thue‘the

.WIntegrated European Harket _of 1992 ‘and the U. S /Cenada Free Trade

‘Agreement could impact adversely on Lome,fc B. I.,i

st i, -;s -

(6) Rapiﬂkrate ‘of technological “change {n the devel ped” tiiéEfZAd"éﬁe“

.....

needffor flexible polieydresponses fron the.domestiﬁ Broad and

Cavanagh in an article In the Fall Editlon of 'Foreign Policy' point to a

geries of corporate developments which have stunted demend globally,

leaving increasing numbere of people ‘at the margine of merket activity,

“Prominent among these are ... corporate substitution for Third World raw

materials, and labour-saving technological innovations in the developed

world™. The bottom line, therefore 1s that lower labour costs is mno
longer likely to be a critical factor in determining locatiomnal
advantage, and the quality of the human rescurce will hold the key to
success in the twenty—-first century.

For a small open economy, an external environment such as described above
poses formidable challenges. What is certaln is that the relatively sheltered
environment of the past few decades - for example, special arrangements-for
sugar, access to concessional finance, outlets for nationals to emigrate to

greener pastures - can no longer be counted on in the future. The major

problem facing the economy will be creation of encugh new jobs to reduce the



present level of almost 20%Z of unemployment of the labour force.
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plcture 1s not ome of unrelieved gloom, since future developments hold out

opportunities as well as pose challenges -~ for example the expected strong

growth of trade in all kind of servicee.r What is required is far-seeing and

Informed national economic management which can anticipate and plan for

change, and an adaptable and well-educated work force capable of coping with

rapld technological development.

-~

e
Against this background, the domestic economy will undergo further

structural changes. The most important emerging trends appear to be:

Increased share of the service sector in total output and

_employment. This will involve the continued growth of recreational
. and leisure activities as the tourism industry maintains its

‘,Eposition as the leading sector, and the further development of the

igland as an offshore financial centre and the premier reglonal
location for multilateral, bi-lateral and commercial organizations
operating in the Eastern Caribbean. In addition, ntospects are
good for the promotion of the island as a venue for establishing
health and educational facilities catering to residents and
non~residents alike.

Changes in the structure of the manufacturing sector from
labour~intensive to knowledge—intensive activities. While this

sector will continue to cater to the domestic and reglonal market

and possesses the potential to fill particular needs in preferential

markets, it cannot perform the role of leading sector. In the

article referred to above ("No New NICs)" Broad & Cavanagh, after

surveying the growth of proctectionism and the slow down in the rate

of growth in world trade, conclude that it is questionable whether

Howeaver the
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export-oriented industrislisation can be the optimal route to growth
in the future.
—  -Contlnued decline in the relative contribution of agriculture to
még;D.P,_and employment, Sugat exports, however, so long as merket
.access 1s guaranteed will be a valuabie source of forelgn exchenée
and the production of non-sugar crops'and exploitation of the marine

resources can make a significang contribution to forelgn exchenge

P

’1§evings.
Thesefchanges which are already reshaping the Barbadian economi;can )

confidently be expected to intensify. Change can alao be expected in the

size and role of government and in the composition and structure of the

busineSS"tector. I ‘order to contain ‘the size of the public sector deficit B N

a clearly disincentive effect on individual effort, government will be forced
to address the expenditure side of the budget. This will involve béth _
privatiszation of existing public asoets‘and”eeéviée;£65‘well as requiring
individuals to assume greater responsibility foe providing for their health,
education, pension etc. needs. Already private profit-centred hospitals
offering non—critical services funded through private health ingurance are
being estabhlished. il

Other emerging changes in the private sector have implications for the
functioning of the capital market., There has been a marked increase in the
number of small businesses. For example, in the retail sector, the one-stop
general purpose shop has virtually disappeared as the market has become more
sophisticated, and small specilalist shops have taken their place. Similarly
in the tourist sector many small operators provide services in water sports,

catering and entertainment. Many more people are also self-employed ~ for
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example in the professiouns, in repairs and maintepance, etc. These changes
produce new needs which the institutions and regulators must move to meet.,

Development of the Capital Market

%@f"a E@Gniiy of only a quarter miilion'peqple_end”G.D.P. of $2.6
Billion, Barbedue hag a relatively well developed'and divergified capital
market. Theregare a range of functioning financiai institutions catering to
the diverse neede of the borrowing punlic; In'tne past decade, the needs of
the productive ‘sectors for short- and mediumﬂterm finance have been
increasingly addressed and with the establiahment of the Stock Exchange, the
institutional structure for transferring financial savings into physical

aasets 13 ncw virtually complete. " Where deficiencies have been 1dent1fied

mechanisms to address these have been put in place."

. xport financing was considere : 7 (
exports, the Central Bank introduced special credit and guarantee schemes.

Similarily, when the needs of the tourism, manufacturing and agricultural were

not being adequately met by the commereial banks, the’Central Bank introduced
speclal rediscount facilitles.

Therefore; with one exception which will be discussed shortly, there are
no obvious institutional gaps in the capital market in Barbados. This is not
“to say that there is no room for improvement In the operations of the existing
institutions, Indeed, in both the prlvately- and publicly-owned institutions
there appears to be scope for new initiatives which could impact positively on
the efficlency of the transformation process. In particular, although there
are six commerclal banks operating in Barbados, the market 1s more
oligopolistic than competitive in nature, as is evidenced by the uniformly
high cost of services provided, which 1s reflected in the quite large

differential between the average borrowing and lending rates. In this regard,
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the publicly-owned bamk has had no visible impact in stimulating competition,
which was supposed to be one of its main objectives.
Despite these deficiencies, however, it 1s true to say that the major
determinauts of the extent to which domestic financial aavings are transformed

into 1ong-term investment are economic rather than institutional in nature.
In a smallvop?n economy like Barbados' a critical‘factor ls the level of
external Qemoﬁd for domestically produced goods aoq ootvices. This in turn
is largely/ogpeogoot on the trgnd_of econnmié actiyifyiln the economies of
major trading partners, but 1s also affected by domestic factors such as the

level of international competitiveness, the regulatory framework, the system

of tax‘incentives etc. In addition, of course, th

—ewr

'“11'b111ty of viable )

inveatment 0pportunities is also powerfully influenced by such factors as the.

: ] 8 ! _ The slffgscomposition
and method of“financing the public—sector deficit is also otrreletance Bince
over-reliance on the baﬁking system to finance public oonsumption can depress
the level of private sector luﬁgotmeot, )

Nevertheless, instltutional defilcilencies can and do affect the efficiency
with which financial savings are used — i.e. the extent to which there is a
match tetween the effective demand for and supply of funds, leading to
Increase of the physical and human capital assets of the country. At present
two important needs appear mot to be adequately met ~ the need for risk
capital and for more long-term financing.

While the gearing ratios of the well-established companies are low, one
of the best documented and frequeotly discussed problems facing enterprises on
start-up in the hotel, manufacturing and agro-industrial industrles is the

pressing lack of risk capital for equity financing. In the case of small

hotels and apartments, for example, land often constitutes all of owner's
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capital and virtually all the capital required for development is borrowed.
In this and similar cases in the manufacturing sector debt can comstitute up
to 90% of total financing. As a result of this significant
under—capitalisation, once finaneial difficulties arise, debt—service payments
become unsustainable and default occurs. Because investments in these
start-up enterprises are viewed as being too risky, the public is unwilling to
participate directly so that entrepreneurs with good ideas bnt no collateral
cannot get started. Concessions granted/to encourage increased
share-ownarship such ‘as the allowance againat tax liability for purchase of

new shares are of little effect in this- regard since the average investor

¢ s e e e e i o i m e — B

perceives the level of risk involved in investment outside the traditional

t‘r

companies as unacceptable.

proportion of«resources for high—risk operations. To address this problem the
Central Bank has been promoting the idea of the establishment of a Venture
Capital Corporation (V.C.C.). As proposed, the V C.C. would provide equity,
long-term loans and support services to small and medium sized businesses,
especially in the manufacturing sector. The Corporation would then not only
share the risk of investment with the shareholders of the company 1in which it
invests but would provide advice of a technical, managerial and marketing
nature as well. To have maximum impact, the V.C.C. would have to be properly
staffed to spot project proposals with good chances of success. Potential
for growth and expansion and modernisation would be the maln criteria for
selection.

To perform its function of making financial savings available for equity
investment, the V.C.C. should be funded principally by the private sector

financial institutions. Although initial support by way of tax concessions

«.‘r... 25
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and capital subscription from the government would be necessary, there is a
good possibility that an efficiently run Corporation could attract external
funding from institutions like the International Finance Corporation, the

World Bank!and the Inter~American Development Bank.

While the establishment of a Venture Capital Gorporation would directly

assist tbose enterprises which are unable to raise risk—capital directly, in

the long run, the Stock Exchange, to make afmajor contribution to raising new

/ L e
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capital for business expansioa must expand the range of its operations or it

.‘»,;

will remain of peripheral importance in the eapital market. The priority must

&

_be_to get more public companies 1isted Beyond this, hosever, the present_

moremEnts. Opening up the buying and selling of shares nore to regional and

s Loy *— P ; -
”',‘. ‘s ‘-':I}w‘i_ ey g vt ] . ‘,»..:-.1‘ ) i -('

even internationsl investors might well provide the basis for an expansion of

Tt =

trading actirity, an 1ncrease in share values and an increase in equity
financing for business expansion. There is no doubt that the
compartmentalisation of regional capital and labour markets through
application of national foreign exchange and work permit regulations have made
it difficult for regionally40wned businesses which operate in many territorles
to do so with maximum efficiency.

Although the data confirm that commercial banks over the past ten years
have progressilvely increased both the proportion of credit allocated to the
productive sectors and the proportion lent over five years, as Dr. Delisle
Worrell, Director of Research at the Central Bank states "the maturity
structure of finance for investment remains most unsatisfactory“.8 The

experience of the Barbados Development Bank referred to earlier indicates that

indeed the commercial banks' reluctance to get involved in many of the
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projects on offer is not just ultra-conservative business practice, since many
have proven to be fallures. However there 1s both the scope and the need for
the banks, as the major recipients of financial savings, to become more
}nvolved:in=long-term lending. The conventional argument that as they borrow
short they can only lend short is unconvincing, since their deposits are
stable and expanding.

A sultable vehicle to encourage the Pgnks to devote more resources to the
long enﬁ éf the market could be an expanded Industfial Credit Fund. This
revolving fund,.set.up with World. Bank.and .Central Bank money-has been quite.
succeasful .in Involving the commercial banks iIn getting more familiar with and

accuéto@ed to appralsing projects for long—term financing. The amounts’

3.

disbﬁ:qé@lhévg been modest but the learning experience for the staff @u

been valuable. The original World Bank loan has been dravn down snd when tﬁé:ﬁi*b?

Fund 1s replenished, the opportunity should be taken to enlarge its size by
inviting the banks.to commit more of their resources in joint financing
arrangemeﬁts. In addition to normal long-term 1énding, the fund should
specifically target export;oriented activities, A technical assistance
component should be added to enable speclal training to be offered to the
staff to permit them more readily to evaluate projects on the basls of
economic and financial criteria and not on the adequacy of security alone.

In this way, the banks themselves would be better equipped to assist
prospective Investors in formulating project proposals that advance especilally
the small business sector.

Facilities for long term lending could also be Improved if a market in
corporate bonds could be built—up for trading on the Stock Exchange. If the
Central Bank (as it should) does tighten up on the practice of deposit-taking
by firms, it is likely that 1t will gradually be phased out. As an

alternative, these firms and others could find that ralsing long-term capital

st-have =~

-
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by the lssuvance of convertible stock or fized-rate bonds a cheaper form of
finance than commercial bank borrowing. It might be necessarybinitially to
get such 1gsues underwritten, and for an appropriate fee 1lnsurance coﬁpanies
or the commercial banks could be encouraged to undertake the underwriting once
some degree of liquidity is assured through trading on the Exchange.

One benefit of increasing the variety of imstruments tradeable on the
Stock Exchange would be to improve the progpects for the bperation of an
institution which up to now has only had moderate success in Barbados ~ the

Mutual Fund. These funds are supposed to offer the investor the advantages

LI,

of diversification and professional management, but in Barbados because offphe;;“
paucity of traded paper, the one fund operating has noﬁl?égn able to offer
competitive yields, aslthough it bas attracted some~ig§é§é%tfa§ purchases‘ﬁf

its shares qualify for tax concessi;h;;;;HGQQVéf, iﬁéaféhalbfférs real
possibilities for bringing into the market, many small savers who now are
'probablx excluded. To the exﬁent that corporate bonds, governm%nt bgnds and
equities are traded on the Exchange, the Mutual Fund shohld become a much more
viable institution.

At the macro-level, there are many factors inhibiting the development of
the export sector, which is important for stimulating future economic growth
and ralsing levels of fixed investment. The Barhados Export Corporatilon, the
government agency charged with promoting exports, has identified poor quality,
deficient design, uncompetitive pricing, slipshod packaging, inadequate market
research and lack of capacity as major inhibiting factors in constraining the
growth of exports. There 1s therefore a pressing need for product
development, market development, and research and development on the basis of
which informed investment decisions can be made. In addition, in areas such

as furniture-making and garment manufacture many firms need new equipment and
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modernised work places. There is also a lack of resources for refinancing.
Sometimes an undercapitalised business experiences temporary financial
difficulities.—~ perhaps caused by fallure to up—date technology or loss of
market share - and needs refinancing, wnile\steps are taken to deal with the
problems. At present, such a business would likelyfgo under because existlng
financial institutions by and large are not geared to refinmancing such

businesses.

-

-
-

-~

There 18 a need to allocate more resources to cater to these various
needs. In some cases — e.g. product and market developmeat - there is no
.E??%,?Pjh?._ffﬁeée_‘e}?w}é not be fortheoming from the commercial banks once such
expenditure is seen as esgsential components of a viable proposal. With”reéard

to refinancing and research and development it might be necessary, through

lcan guaran_eesior establishing separate funding, for the government to take
the lead in ensuring the availability of funds.

An eeonomy which becomes progressively reliant on knowledge—intensive
services and industries for employment will require a labour force with a wide
array of skills - professional, technical, managerial and supervisory.
Accordingly, creation of a more organised structurs for channelling funds into
investment in human capital will become a priority. As responsibility for
financing tertiary level training of all kinds becomes increasingly the
responsibility of the individual, facilities for medium—- to long-term lending
wlll have to be put in place. At present funds are elther made available
through the Student Revolving Loan Fund which has a mazximum income criteria,
or through commercial bank borrowing usually for very short perlods (but
sometimes through mortgages for longer periods). While problems of repayment
are common to most educatlonal loan achemes, a properly structured system of

loans through the commercial banks (with appropriate guarantees) with the
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maln security being mandatory deductions from future income (as is the case in
some Nordic countries) should be feasible.

Finally, attention should be paid to reversing the quite dramatic decline
in private foreign‘investment which has occured since the early 1980's. While
this is partly reflective of a global trend, as well as the relative loss of
competiveness of the economy, the role of private foreign Investment in the
past in bringing new technology and markeEg and raising the level of skills
calls for a special effort to identify and encourage the formation of joint
ventures to exploit in particular the opportunities'opened by access’ to
margggg_gf!gpe.E.E.C., the U.S.A. and Canada under preferentlal arrangements.

This yoﬁi& require more intensive promotionm, 1mpr6§§& traiﬁing facilitieé, and

a serious -attempt to improve the efficiency with which the bureaucracy

1%§é£grant of various permissions and licenses. In addition, 1t

‘processe

could require a more liberal approach to the access of foreign investors to

1%

short- aﬁd medium~term loans for working capital purposes.

S5.E. Hntage

February 1989
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NOTES

Curreécygngeiﬁé&os‘$.’ BDS$L:00 = U.S. $0.50

1. When;this survey was being compiled, firm data was only avallable for

1987 5m§°in”éomé"iﬁ§ténces, 1986. Prelimigerﬁﬁdeta'for 1988 suggest

y
that real GDP increased by between 2.5% - 3.

".- Jd, .

performance in tourism. There was cousequently some’ modest improvement

‘z” based mainly on a strong

7in the level of foreign reserves.' Howeverg visible exports remained

q’f NotJNoW, When? :ffrﬁbt ‘;5k:ffq

s - TEC American Enterprise Institute for Public
Policy Research. December 1983. - C e E

3/4. Caribbeen Development ‘of ‘the Year 2000, Challenge, Prospects, and

Policies.‘?compton ‘Bourneé. Commonwealth Secreter at}Caribbean Community
Secretariat. 1987,

5. Yen! Japan's New Financial Empire and its thredt to America. Daniel
Bernsteln.

6. Central Bank statistics reveal that these non-bank deposit-taking
institutions had $70 million on deposit st June 30, 1988,

7. "No More NIC's". Robin Broad and John Cavanagh. Foreign Policy. Fall
1988.

8. Dr. DeLisle Worrell. "Financial Aspects of Development Strategies in the

Caribbean™. Collection of Unpublished Research Papers, Central Bank of

' Barbados 1986,
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