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1.
Introduction

The expansion of the real economy, which is the engine of employment creation and growth of purchasing power, has as a counterpart the expansion of the financial economy.  The one is not possible without the other.  Indeed, it is widely recognised that the development process is accompanied by a deepening of financial capital, so that the financial economy can be expected to grow more rapidly than the real economy in a developing country.

Financial development can be more than a necessary companion to growth in the real economy.  It can be one of the engines of growth.  Considerable research effort has been devoted to clarifying the causality of the relationship between financial aggregates and real economic growth.  Some of this work has been summarised by Professor Maxwell Fry in the following terms in his landmark work on financial aspects of economic development:

Woo Jung (1986) . . . selects 56 countries with a minimum of 15 annual observations each.  For high-growth developing countries, June . . . finds that causation runs from financial development to economic growth in seven out of eight countries.  In a study of ten developing countries, Demetriades and Khaled Hussein . . . find causality from finance, as measured by the ratio of private sector credit to GDP, to long-run real GDP growth as well as causality from growth to finance in seven countries.  Annie Spears . . . concludes that financial intermediation, as measured by the ratio of M2 to GDP, causes real growth in per capita GDP in Burkina Faso, Cameroon, Côte dIvoire, Kenya and Malawi.  Finally, Anthony Wood . . . finds evidence that the ratio of M2 to GDP causes real GDP growth in Barbados over the period 1946-1990.

On the basis of other studies, Fry also concludes that credit availability is an important determinant of investment in developing countries.

At the same time, it is recognised that financial distortions can inhibit growth, particularly financial repression which, through artificial ceilings on deposit rates or other means, reduces the flow of financial savings below levels it might otherwise attain.  Therefore a principal challenge for policy is to stimulate sound growth of the financial system. 

While savings mobilisation always has to be a major concern of financial policy, one of the major gaps in financial services in many developing countries is the provision of capital for long-term investments.  Commercial banks in developing countries typically lend for maximum periods of twelve to eighteen months, and frequently for shorter periods, unless loans are guaranteed by fully titled property.  In effect, the latter condition often means long-term commercial bank lending in developing economies is directed primarily to urban property development and to safe investments such as government bonds.  Hence one of the most pressing needs is to foster the development of medium- and long-term lending for productive purposes.

In response to this issue, many developing countries have created development banks.  Indeed, one of the earliest initiatives of the IMF in developing countries was to promote, in the 1950s, the creation of State development banks, following the advice of the noted economist Robert Triffin.  Since that time, however, State-owned development banks have had a poor record.  In almost all cases they have proven to be weak in portfolio management, both in the selection of clients and projects to lend for and in loan recovery.  Governments have had to re-capitalise them repeatedly, without solving the underlying problems, and consequently the trend of the last decade or so has been toward closure of such banks.

Nevertheless, there are examples of reasonably successful development banks, virtually all of them at the second-storey level the wholesale banking level.   Examples in this hemisphere may be found in Peru (COFIDE), Honduras (FONAPROVI), and Nicaragua (FNI), among other places.  The purpose of this note is to outline briefly how such a development bank might be structured in Guyana, how it might work, and what the magnitude of the potential demand for its services might be.  In part, this note builds on a recent paper by Osborne Nurse that discusses issues concerning the establishment of a private sector development bank in Guyana.
  That note usefully covers a number of questions related to such a bank, but it does not present the basic option of a second-storey institution, nor does it analyse the expected liabilities and assets of such an institution in any detail.

2. Objectives and Basic Principles of a Development Bank

A development bank would be aimed at filling gaps in capital markets.  The scarcity of long-term development finance has been identified as a major imperfection in such markets. It applies to housing as well as the productive sectors.  The fact that existing commercial banks by and large have not filled this gap is not necessarily a criticism; one of their primary concerns has to be financial viability and, in light of the uncertainties that attend the development process, one of the keys to reducing risk is matching the term structures of their assets and liabilities.  The financial solidity of banks is not only a concern of theirs but of the entire nation.  Many developing countries have experienced bank failures, or have avoided them only at a high cost to taxpayers, so a cautious lending strategy on the part of banks is warranted in many instances.

Therefore the principal aim of a development bank is to supply long-term finance for capital investments in productive enterprises and in the housing sector.  A secondary aim would be to enhance the role of commercial banks in these fields, thus contributing to long-term strengthening of the countrys financial sector.  As a second-storey institution, it could contribute to the latter objective precisely by supplying long-term liabilities to commercial banks that could match the term structure of new, long-term assets.

The basic operating principles of the institution would be the following:

-
A development bank should be a largely private institution.  The experiences of State development banks shows that in the long run it is virtually impossible to insulate their decision making from political influences that undermine the viability of the institutions.

-
A development bank should be a second-storey institution.  In this way, it does not have to incur the expenses associated with establishing an asset management or deposit taking capacity at the retail level, and by operating indirectly through commercial banks it strengthens the ability of the latter to operate in the field of long-term project lending.

-
A development bank should be a for-profit institution.  This is the only way to guarantee its management according to sound economic and financial principles.

-
A development bank should comply with the FIAs [Law on Financial Institutions] minimum capital requirements, as well as with other financial regulations applicable to commercial banks.  It should exceed the minimum capital requirements to the extent that it engages in activities that imply an exchange rate risk.

-
The fields for which the bank lends should be clearly defined in its statutes, on the basis of the countrys development needs.  The bank should not stray from these fields and should not lend short-term, for in that area it would compete with commercial banks, rather than complement their activities.

8. Ownership of the Bank

The ownership structure of the bank should be carefully reviewed prior to its launching, to ensure adequate capital strength and to avoid its being dominated by any single interest group.  The Government may be a minority shareholder.  Government participation may be desirable so that broader development concerns are reflected in the banks policy orientations, but it should be strictly limited in the interest of avoiding the problems that have befallen State development banks.  It is suggested that the Governments shareholdings be limited to no more than 20 percent, and perhaps even to 15 percent.

International development institutions could be encouraged to contribute capital and to become shareholders.  Examples could include the CDB, the IFC, the EIB, and the IIC.  This kind of participation would assist in the capitalisation of the institution, provide international experience on its Board of Directors, and help meet the aim of diluting the decision-making power of a potentially dominant domestic interest group.

Domestic shareholders can include financial institutions, industries, agricultural enterprises and natural resource development enterprises, as well as citizens and NGOs.  Since commercial banks will be clients of the development bank henceforth called the GDB for conveniencetheir shareholdings should not rise above a ceiling of 10 percent per financial group and, say, 25 percent for all commercial banks.  Thus a possible shareholding structure might look somewhat as follows, for the sake of illustration:

Government of Guyana 




15-17%

Guyanese banks and insurance companies



25%

Other Guyanese private enterprises




10-15%

Guyanese citizens and NGOs




1-5%

International institutions




38-49%

Dividends would be paid on all shares except those held by the Government.

4.
Liabilities and Interest Rate Structure of the GDB


In addition to capital contributions, international institutions would be encouraged to make long-term, low-interest loans to the GDB, and Government would be asked to make either long-term concessionary loans or annual donations to the operations, particularly in its early years of operation.  The GDB needs to have a low cost of capital in order to be successful.  There is considerable evidence that long-term investments have a lower rate of return than working capital investments, and yet both are required in order to make an enterprise function.
  While an enterprise may be capable of servicing high interest charges on short-term loans, it usually cannot afford to pay high interest rates on the long-term investments.  Likewise, most families cannot absorb high interest payments on housing loans.  Thus, the very mission of a development bank requires that it have recurring access to low-cost sources of funds.

On the other hand, the GDB should be authorised to issue higher-cost debt instruments also as long as they are consistent with its cost structure.  Cost considerations would suggest that the legislation creating the GDB should permit it to issue tax free domestic bonds.

Concessionary international loans would not have to be taken out indefinitely.  They would be most important during the banks start-up period, after which annual recoveries of the banks own loans (its assets) would provide a pool of loanable funds of steadily increasing size.

By the same token, receiving international loans increases the exchange rate risk associated with the GDBs portfolio and hence would require higher capitalisation levels than those mandated by the FIA.  Operating policies should be designed so that there could never be doubts regarding the viability of the GDB.

The cost considerations on the liability side can be illustrated with a few numbers.  In principle the sources of funds could include the following, along with their associated approximate annual interest rates:

Government contributions


0%

International donations


0%

Concessionary international loans

2%

Other external loans



8% in US$, 9-10% in G$

Domestic bond issues (tax free)

10%

Suppose, in the early years of operations of the GDB, that it manages to achieve a weighted cost of funds of 3 percent per year, by strongly emphasising the first three sources.  Further, suppose it keeps its own intermediation margin (operating costs) to 3%, a perhaps heroic assumption that is discussed further below.  Then its rediscount rate to commercial banks would be 6 percent.  With such a rate structure, and in light of commercial banks current operating costs, it would be difficult to persuade them to on-lend GDB resources at less than 14 percent, and that figure may prove too optimistic even though it is a high one for capital investments.  These calculations are purely illustrative but they serve the purpose of underscoring the need for the GDB to keep its cost of funds low.  In fact, it may have to be kept to a weighted average of 2 percent or less, which would severely limit the opportunity to tap into the bond market.

As re-flows come to represent an increasing share of the GDB portfolio, then the concern over annual cost of funds will ease somewhat.  By the same token, the Governments success in keeping inflation under control will be absolutely vital to the success of the GDB.  Long-term investments are not viable in a context of significant inflation, and the illustrative interest rates mentioned above would be completely inapplicable in an inflationary environment.  High inflation would quickly erode the real capital base and stock of loanable funds of the institution and make it effectively inoperable.

9. Assets of the Development Bank

The GDBs assets would consist only of loans, liquidity and its own facilities.  It would lend to qualifying financial institutions for on-lending in specified areas.  Clients of the GDB could include micro-finance institutions such as IPED in addition to banks.  Loans would be for a duration of three to fifteen years, with the option of making mortgage loans for up to twenty years.  The only exception to this rule on the term of loans would be for lending to micro-finance institutions and for financing feasibility studies for major long-term investments.  However, micro-finance institutions also would be encouraged to strengthen the long-term component of their portfolios.

Client institutions would have to re-qualify each year on the basis of the overall quality of their loan portfolios, not just the part financed by the GDB.

The legislation establishing the GDB would define the areas in which it would lend. They should be areas in which the country has a comparative advantage.  An illustrative list could include the following areas:

Sustainable timber harvesting

Wood products industries

Fisheries and aquaculture

Environmentally sound mining (excluding missile dredges)

Non-traditional agricultural development

Agro-processing industries

Production for export of any kind

Private projects of infrastructure in transport, irrigation, communications, water 


supply and energy

Tourism

Transport (investments in addition to infrastructure)

Feasibility studies for projects in the above areas

Micro-finance lending for business development

Some approximate calculations may be made of the potential magnitude of the market for the GDBs services.  According to data presented in the Nurse paper, outstanding commercial bank loans to the productive sectors are running at about G$40 billion per year, with a growth in the portfolio of very roughly G$5-6 billion per year.  As indicated, these are primarily loans for working capital.  In an expanding economy, the annual requirements for long-term capital would be greater than those for working capital.  However, the GDB would not lend for all sectors.

Another way of analysing the question is by reference to the economy-wide capital-output ratio.  With a nominal GDP of around G$134 billion in 2000, and growth of 5 percent per year, the annual requirements of additional capital would be around G$14 billion per year (assuming a conservative incremental capital-output ratio of 2:1) over the next few years.  Again, the GDBs funds would not be available for all classes of fixed capital investments, but its coverage would include the more capital-intensive sectors.  if it were available for, say, half of the required incremental capital, then its potential annual market would be around G$7 billion, similar to the figure indicated by a review of current commercial bank portfolios. Housing alone could be expected to absorb upwards of G$2 billion per year.

Loans would not be made in foreign currency.  There would be no justification for the GDB, instead of the borrower, absorbing foreign exchange risk on the asset side.  Nor would the GDB refinance debt.

If the portfolio were around G$4 billion per year, then an intermediation margin of 3 percent would yield G$120 million for the institutions operating costs.  This level of funding should be sufficient to maintain an operation of the required professional quality.  For the first year, until portfolio operations got fully underway, an international or governmental donation might be needed to cover operating costs.

10. Notes on Governance and Operating Procedures

The operations of the GDB would fall fully under the purview of the supervision provided by the Bank of Guyana.  A Board of Directors would be chosen in approximate proportion to the capital invested by shareholders, with the exception that one position on the Board would be reserved for a representative of the citizens at large.  For example, with the illustrative composition of shareholdings given above, the Board membership could consist of: four Directors from international institutions, one Director from the Government of Guyana, two Directors from Guyanese financial institutions, one Director from Guyanese industry and agriculture, and one Director representing Guyanese citizens.

TC \l1 "The operations of the GDB would fall fully under the purview of the supervision provided by the Bank of Guyana.  A Board of Directors would be chosen in approximate proportion to the capital invested by shareholders, with the exception that one position on the Board would be reserved for a representative of the citizens at large.  For example, with the illustrative composition of shareholdings given above, the Board membership could consist of: four Directors from international institutions, one Director from the Government of Guyana, two Directors from Guyanese financial institutions, one Director from Guyanese industry and agriculture, and one Director representing Guyanese citizens.
As Nurse has suggested, a reserve fund should be established out of operating profits until it reaches the level of subscribed capital.  Loan concentration limits would be enforced. All other provisions of the FIA would be followed.

The GDB would operate by approving applications for rediscounts from participating financial institutions.  In practice, its own financial experts would work closely with the loan officers in developing the loans that are scheduled to be candidates for rediscounting, so that the GDB management would be familiar with each project well in advance of the formal application for rediscount.  Tight time limits would be set for approval of applications.  Delays and complicated procedures for approval of applications from banks have undermined the viability of many second-storey institutions and rediscount windows.

The GDBs staff would also play a training role in evaluation of long-term projects for their counterparts in the client institutions.  Foreign advisors, seconded from international institutions, could also play an important role in this regard in the early years of operation of the GDB.  In addition to a concern for risk exposure with long-term loans, a factor inhibiting the participation of many banks in capital investment opportunities is lack of sufficient skills in assessing long-term project proposals.

International advisors also could be invited to sit on the GDBs loan committee for a specified number of years of initial operation.

It is strongly recommended that the legislation approving the GDB also include clauses oriented toward improving the legal framework for collateral, including strengthened provisions for foreclosure.  This will be one of the keys to increasing the availability of long-term finance in Guyana.
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� Including foreign banks operating in Guyana.





� This suggested range is not intended as a limit but rather a reflection of the probable upper limits on feasible capital contributions from the non-banking business sector.





� See, for example, the econometric evidence presented in: Roger Norton, Structural Trends in Colombian Agriculture and the Role of Credit, prepared for the Latin America and Caribbean Office of the World Bank, June, 1985.





� Without the tax exemption, the interest rate on these bonds would have to be considerably higher to make them attractive to financial markets.





� This fate befell the Penny Foundation, an institution designed to lend for rural land purchases in Guatemala.





