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~ INTRODUCTION

By far the most important financial institutions.in the ECCB Area are

, _commercialibanks. They comprise branches of foreign banks, indigenoUs banks -

and foreign-owned ioca]]y,incorporated banksl/. The branches of four.

foreign banks.domfnate the banking system and bpefate in more than one

territory.. These branches which are not localiy incorporated constitute:

only a small proportion of the global cperations of-their respective parent

banks. The indigenous banks are those with at least 51% local ownership and
they range from those with little or no government,involvement to those which |
are.wholly Qovernment owned. The'third group, therforeige—owned locally.
incorperated. banks have only receﬁely been established.In some territoriesL
They do not'have:e:regional'network and their ope}ations‘ere'stjli very .
limited. | | | T

‘At the end. eF'198h the }ndigenous banks and- the locally-incorporated:

'forelgn banks held ‘assets amounting to $631.6m, ‘about 35% of the area's

total. Approx:mately 96% of these assets were: held by the indigenous. sub-
group' "For the purpose of analy51s in th:s paper, these banks are grouped

and discussed under the genera] ‘heading of “local banks”, as dlstingulshedr_'

“from the foreign branch banks, hereafter referred to as “forelgn banks'’,

which accounted for some 65% of commercial bank assets, in an amount of

'$1,161.7m;

This paper ‘examines the trends in the relative profltab:]aty of these .

two groups of banks durlng 1982- 198h-/, and attenmpts to explaln the observed

differences in their financial performances.

fl/ The Eastern Caribbean Central Bank area is comprised of Antigua & Barbuda,

" Dominica, Grenada, Montserrat, St. Kitts & Nevis, St. Lucia and
St. Vincent & The Grenadlnes '

;2/' “The income and expendlture data for a more’ extended perlod of analysis

are not availab]e




- THE DECIS!ON MAKING PROCESS

Since the-levei‘and stricture-of interest rates are the most important
factors aftecting tHe‘prdfitabiIityrot commercial banks,‘it would seem-that
~ an appropriate point of departure is a review of existing policies involved .
in their determination. In the first. instance it’isfimportant to note that
in the period covered by this paper, the commerc:al banks operated in an
environment 1n which they were largely free to set their own. interest rates,
though they must do so closely in line with their competltorsz/ Indeed a
- recent |MF study conducted by Grant-Suttie and Vaez- Zadeh, noted that the -

interest rate poI:cy of the major commerc;al banks, ‘may be con5|dered as

seek;ng to ach|eve a_target rate of return on-cap|tai In these carcumstances,

the overal] level of deposit rates is set to ensure- that bank resources grow
Tat the desired rate. - Given these depos;t rates and projections of the bank‘

~asset and- ltab;l:ty portfol:o,_lendlng rates are set to achieve the target

rate of return on capltal

In general the target growth rate for a bank's resources- w111 reflect
'past trends, loan risks, |nvestment opportunltles the cost3of raising
adetiona1 resources and a bank's desire to hold prudential'reserVes; The'
mqre,risky the loaﬁs, the more reserﬁes the bank will require. .The less
interest elastic is the public's demand for deposits; the higher is_the cost
of'raising'additional reeources and the lower is the incentive for banks- to
‘:ncrease them if viable |nvestment opportun:t:es are few. Therefore a
combination of risky loans and a low interest elasticity- of demand for
'deposnts by the public will lead to unambitious targets for bank assets

growth.and to Tow rates offered for deposits.”

Iﬁ‘eractiee, the'overall level of Enterest péid on deposits have
'genera1ly been low and correspondlngly, so have been ‘the cost of funds,
in the period 1982-1984 howaver, these rates |ncreased slightly. reflectlng
" a tightening of liquidity. in the,bank}ng system. The increase was more in

~relation to time deposit rates as those on savings rose very little.

3/- The ECCB effective January 1985 introduced a minimum rate of 4% to be
- 'paid on savings deposits with the objective of assisting flnanrla]
|ntermedtation and to reward and encourage sav1ngs.,
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The market For'time deposits is much more comoetitive, and on those occasions
* . when the- growth in bank. resources fell below requtrements, ieading to

,pressure on lqu|dlty, it was usually the interest- rate on time deposits

© rather than savings that had been raised.

It was noted‘ear1{er that in the profit targeting exercise, once
‘deposits ratesrare projected, lending rates are. adJusted to achieve the
desired rate of profits. Grant-Suttie and Vaez-Zadeh, in the IMF study
_ referred to earlijer, observed that the major banks in. carrylng out these
'ca}culations assume Tnitially that the average rate of growth for all the
—Vmain IteMs of the balance sheet remain unchanged and profits are. prOJected
at the g01ng rates’ of interest. If projected proflts fall below the target

this prov1des an’ 1ndlcat|on that lending rates should be ralsed

, Thls type of ana]ysls may serve- to explain the often ocbserved downward.
,,rlgidlty in lending rates, even in the ltght of excess IIQUId!ty in. the

" banking system:

COST_AND- EARNINGS AR ' B

The aggregate net income before taxes for a]] banks |ncreased from .
$25. Sm in 1982 to $h0 3m in 1984 at an average annual rate of 25.8% and in
. an economic environment that was relatively depressed&/. ThIS increase in
- net. income for all banks cons&stent]y outpaced the growth in assets _and as
a consequence, the. return on assets. rose steadily. from 1.95% to 2. 474 as..
shown in Table |. The improvement in net income- occurred despite a decline.
in gross interest earned and a rise in interest cost in relation to assets.
The higher-fundingncost coincidedeith,a period of tight quuidity'?n the
'banking system, a consequence of'the economic recessfon. "The resulting
- decline. in the interest margln for all banks was however offset by an

:lncrease in non-interest income and a reductlon in non—:nterest expense.

Ly Durrng this perlod the economies of the ECCB area exper:enced declining
commodity prices and tourist arrivals as well as the llngerlng effects of
'natural dlsasters in 1979 and 1980..
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) - TABLE |
lncome and Expense as Per Cent of Average Assets ‘
| Of Commercla] Banks in ECCB Area( a)
1984 | 1983 11982
Loc,él " Fore‘ign‘ A1l Banks ‘Locé‘al Foreign | A1l Banks Local Fo-reign ALY Banks
Gross Interest Earned . | 7.28 1 8.00 7.73 7;22- .8.]5 | 7.82 8.42 7.54 ‘ 7.78
. Gross Interest Expense | 3.92 3.05 3.37 | 3.88 3.27 3.49 3.86 | -2.73 3.05
| Met interest Margin .| 3.36 | 4.95 4,36 3.34 | 4.88 .32 | h.s6 | 481 | 4.73
Non-lnterest |ncome 1.34 | 2.38 1.99 | 1.32 | 2.26 1.93 1.33 | 2.03 1.83
Loan Loss Provision 0.38 | 0.13 - 0.22 | 0.3 | 0.11 0.20 0.69 | 0.17 0.31.
_Other Non-Interest Expense 2.95 | 406 | 3.65 3.03 | 4.48 | 3.96 3.31 | 471 | .32
Income Before Taxes b 1.38 9 311 2.47. | 1.27 | 2.25 2.10 1.90 [ 1.96 1.94
Taxes R n.a. | n.a. ngé. - ‘0.%6 1.12. d.89u 0.93 “0.97‘ ' 0.96
Net |ncome L h.a.. | n.a. | n.a. 0.81 | 1.43 1.21 | 0.97 | 0.99 . 0.98
|.Average Assets (EC$M) | 602.9171,029.0 '1,631.3 ‘517.9 9383 | 1,456.2° 367.4 éhﬁ,? 1,313.8

(a) . The presentatnon in this Table follows that by R. T. Cole IFinancial Performance of Small Banks, 1977-80"
Federal Reserve Bul]etln (June 1981) ‘ , ' ' ‘ ' ' ; :




-5 - . -

' The growth in net income reflects the performance of the foreign branch
banks whose net income relative to assets rose from 1.96% to 3.11% over the.

per;od. In contrast the. performance of. local banks déterioratedvas net income

_to assets fell in the respectnve years from 1 904 to 1.38%.

In reiation ‘to the forelgn banks, one of the factors underlylng the

improvement in profltabaltty was an increase in net tnterest income,

reflecting the net_effect of increasing gross interest revenue and expenses.

Because the increase in interest-earned has outpaced the increase in interest
expense, net interest income as a percentage of assets (net - interest margln)
has steadily |mproved from 4.81% in 1982 to 4.95% in 1984, Other factors

contributlng to the improved profitablllty of the fore;gn banks during the

'perlod were a reductlon in non-interest expense relatlve to assets from 4.71%

_to b, 06% . and an increase in non-interest income from 1. SSé to 2. 38°5/

" The situaticnfin'relatiOh tolthe;Iccal banksphoweVer'wa5,markédiy

7 different.. In contrast to their foreign counterparts,'their gross interest

income in relation. to assets fel] from 8.42% to 7. 28/ while interest expense

rose from 3.86% .to 3 92%. . Also, while for the- Foretgn banks, non—lnterest

income contributed sxgnlflcantiy to their improved profltablltty, in the case

of the local banks non-lnterest lncome to assets |ncreased only marginally.

VLtke the foreign banks however . local banks were’ successful in redUC|ng non-

interest expenses from 3.31% to 2.95% of assets. _

Oné possible cxplanation for the lower iﬁterest incomc:ratio of the
local banks relative to their foreign counterparts, is the higher ‘ :
concentration of public sector credit in the portfolio-of the local banksé/.
At the end of December. 1984, the ratiorof.pub!ic sector credit to total

credit was 38% for local banks-and 13.5% for;foreign-banks{

5/ . The main components of non-interest income are commission and income
from foreign exchange transactions and service charges, while non-
interest expense includes mainly wages and sa]aries occupancy and

ma;ntenance expenses. . :

6/ Public sector credit is’ deflned to lnclude loans,‘overdrafts Treasury
Bills and debenturesp
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Indeed in absolute terms oredit extended by local banks to the public sector

was some 70% more- than that. extended by foreign banks.  As governments of ten

obtain interest rate concessions in relation to.the rate charges.to other
borrowers, the proportionately higher public sector loans in the portfolio

of local banks reduce their interest ihcome're!ative to that of the foreign

banks.

Another factor in the'comperetipeiy Tower profitabil?ty'of local benks,

is their propOrtionately hfgher interest expense. The local banks have

“traditionally found it neceséary to offer higher interest rates for deposits.

(See:Table-11). -This. is reflective of their late entry.into the industry, .

and the existence of non-price factors that Favours the forelgn banks, not

_the least of which is conf;dence which may often be mlsplaced Bourne'(197h)

observed that 1ocal banks seek;ng to break into the 1ndustry can use, among’

-other’ means, |nterest rates to compete with their forelgn counterparts.

‘He: noted that this optlon may  not be very sound since it ¢an lnvolve the bank

in an expenstve campalgn with uncerta!n results, as interest. rate increases

) w0u1d raise operat;ng casts and llkely provoke corresponding action by

competltors. Further this strategy was seen as exp05|ng the younger and

ftnancuaily weaker institutions to a klnd of battle it was least able to win.

Despite these |n519htful observatlons by Bourne, the local banks in" the

ECCB area have consistently maintained deposnt rates that are somewhat hlgher,

" _than_those offered by the Forelgn banks. The existence of th:s dlsparity

suggests that the. Ioca] banks have not made a suffic;ently ]arge impact on

. the foreign bank share of the market, given therlatterrs target rate of

return and desired rate of growth of resources.. |f however,.the margin were ..

: to widen much beyond the present dlfferentlal the'resulting shift ih

deposxts may induce the foreign banks to compete more. actively.

A plausnble exp!anat:on of the continued maintenance of the deposit rate
dlfferentlal by local banks, is that while their share |n total deposits have
increased steadily to 36% by the.end of 1984, their share of private sector

deposits has not grown proportionately, accounting for only 27%.
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Consequent!y)'the'ratio of private sector deposits to total.deposfts at'the
end of 1984 for lTocal banks was 64% compared with 95%.in the case of their
foreign competitors. From the point of view of the local banks therefore
the interest rate Jifferential may be necessary in order to attract a

sufficient amount of private‘sectof deposits.

TABLE 11

Minimum and Maximum Interest Rates .

On Loans and‘Deposits

- 0f Local and Foreign Banks, 1980-1984%*

Prime | ~Other’ © Interest Rates on Deposits
| Lending Lending — :
Rate " Rate Savings | 3 Months | 6 Months' | 12 Months -
. ’ ) kN
1980 -
Local. [8.0 - 11.0]10.0 - 12.5[3.0 - 5.0[%.0 - 6.5{4.0 - 7.5{5.0 - 7.0
Foreign [8.0 - 9.5|11.0 - 16,0{2.5 - 3.5{4.0 - 6.0(3.0 ~ 7.0[3.00 -~ 7.5
1981 | | o
Local |7.4 - 10.3]10.0 - 14.0]3.0 - 57040~ 7.4|4.5 - 8.0/k.75 - 9.0
Foreign|8.0 -~ 13.0}11.0 - 16:.0[2.5 - 7.5[3.0 - 7.0{3.5 - 8.0/3.5 - 9.0
1982
Local |8.0 - 12.0/10.0 - 14.0{3.0 - 5.0[4.5 - 8.0(k.75 - 8.5/k.8 - 9.0
Foreign{8.5 - 13.0{ 9.0 - 18.0|2.5 - 5.0{3.5 - 7.5{3.0 - 8.5/3.0. - 9.0
1983 - | IR SO -
Local |8.0 - 13.0]10.0 - 18.0[2.5 - 6.0l5.0 - 11.0[5.5 - 12.0[6.0 -~ 13.0
Foreign|8.5 - 14.0[12.5 - 18.0{2.5 - 6.3|3.0 - 8.5{3.0 - 9.5{3.5 - 10.0
1984 .
Local 6.0 - 14.0{10.0 - 18.0]/2.5 - 5.0]|5.0 - 11.0|5.5 - 12.0/6.0 - 13.0
Foreign|8.3 -~ 13.0{12.0 - 22z,0/2.5 - 6.3|3.0 - 8.0(3.0 - 9.5/3.5 - 10.0

% The rates.are those existing at the end of December in each.year.
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“Another factor that has led to,the,relativety greétéf cost of fﬁﬁds for--
local banks is their higher ratio of time to total déposit While the-
llablilty composition changed substant|ally for all banks from 1982 through’
1984, the shlft to more expensive Fund:ng sources was sngnlflcantly greater
for local banks, as Table |Il shows. The share of,demand and savings
declined for all bénks, but' the magnitude was greater in respect of local
- banks,. and correspondingly the share of time depos:ts for Fore:gn ‘banks was

: re]atlve]y lower.

TABLE 111

Deposit Structure of Commercial Banks

Percentage Distribution of Total Deposits*

1982, | 1983‘ 1984

All Banks -
13 Averége'Deménd Deposits = | 18.3 17;4- 170
Average Time Deposits 37.3 74279 . 45,6
- Average Savings Deposits ‘| &h.h | 397 | 37.3

Fofeign'BaﬁkS :

s Averégé Demand Deposits-—--|- 1.5 |- 17;8* 8.2 ]
Average Time Deposits = 31.7 ‘726;0 37.8

 Average Savings Deposits .| 48.8 | 46.2 | 44.0

,‘Loééi)ﬁéhks f‘

Averagé Demanﬂ Deposits | 17.0 9.0 19.1

- Average Time~Dep051ts 50.3 - b7.3 . 56.5

Avérage‘Saviqgs Deposits 32.7° 33.7 | 24.3

L
”

< Based on Average End of Month Data.
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STRUCTURE AND SPREAD QF - INTEREST’RATES

The quoted 1nterest rates shown in- Table I merely convey a
representative order of magnwtude of. the—structure of |nteresttrates;::
To morereffectiQély evaluate the rate of interest on bank deposits and
‘lending rates to customers, some type of.weighting'proéedure is requifed.
In the case of lending rates, the weights should be assigned according to
the volume of lending at each customer rate of interestz/. Moreover, some
quoted interest rates for consumer and other types of loans, where the
so-called 'add-on method'' of charging interest had been Qsed;.would have to

be adjusted upwards befpre the weighting procedure is applied.

In regardﬁto deposits, the quofed interest rate usual]y represent the
rates actually paid to ;ustomérs; except for'savfngs where the method of
discounting, pfoduces actual'ratgs that are ]owér. By and large however,. _'
duoted deposit rates are a better approximation to-actual rates than are |

quotedfloan rates.

The limitations of currently available data do not perﬁit this type of
weigﬁting procedure. An approximation of the aQerage‘rate charges .for loans,
the average rate pafd on deposits, and an average-intefeét spread can however
be obtained by caltulating'the ratio of‘interést income on‘loéns in .a
particular year to. average loans outstanding in that yéar. A similar -
calculatlon can be made in respect of the interest cost of Fﬁnds‘to averaQew-
total- dep051ts, the two:-ratios are “then compared to arr:vé at the impliéd

average interest Spread as shown in Table (V.

!This-téﬁfé-shOWS that for foeal banks the average cost of funds was
cons;stent]y one per cent hlgher and the average lending rate two percentage
points. lower. As was al]uded to earlier, the latter: result may be
‘attributable to the hlgher proportion of publlc sector Ioans in their
portfolio; on which a concessionary interest charge was allowed. It is seen’
also that while the implied average interest sprééd narrowed for both groups . |
of banks, |t-wa§'much more substantial in the case ofrlbca} banks thus

' wsdenlng thu'spread dlfferentlal of the two groups of competitors.

7/ see A.G. Chandavarkar (1971)
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- TABLE IV

Interest Rate Spread

1983 -

(3-2)

7.27

1984 1982
Local | Foreign Al Banks | Local | Foreign | All Banks‘.Lc;al .Foreign All Bahks‘
1(1)‘ Interest paid on Deposits N
as % of Average Total ‘ - : : - . : :
Deposits - o 4 .95 3.88 . 4.28 L. 72 3.73 o408 L7 3.08 3.39
(2} ‘Interést paid 66 Deposifs‘ -
. as % of Average Interest ' : . ‘
Earning Deposits 5.85 L. 74 5.16 5.64 L. sk L.94 4.88 3.86 k.17
(3} interest from Loans as . : : | . ‘_ : L , . |
- % of Average Total Loans | 9.30, + 11,85 10.90 9.50 11.97  11.10 .23 11.13. 10.57
Imp]féd‘lnterestVSpréadl | N | S ‘ IR - .
N : IR I T I AL § B 5.74 3.86°1 7.43 6.16 4,35 6.40°

¢

2\

i&z

o

S,

1.‘% ‘
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LGAN-LOSS PROVISION

Asset quality is an important aspeqt of finahciél performance.
Eventua!ly,,deteriorating.aSSet‘quality éuffaces as increased loan-loss
provfsion'and actual loan losses, Aé seen from Table |, the_]oaﬁ~]oss
provision as a percentége of assets declined for both,groupé of banks.
However, the rate of provision for local banks of 0.69% in.1982 and 0.38% in
1984 wassubsténtﬁally Hfgher and was a factor in their relatively lower
profitability. The cohparativerfigufes for the-foreign banks were 0.17% and
0.13% fespectiVely. The .same relétive position of the two groupé is

7'obser§ed4wﬁen the loan-loss provision as a percéntage of averége'loans éfe

~considered as shown ih Table V.

TABLE V

‘Loan-Loss Provision as % of Average Loans

1982-1984

1982 | 1983 | 1984

Local Banks - | 1.06 | 0.60. | 0.61

" Foreign Banks 0.28 | 0.18 | 0.21

A1 Banks 051 | 0.32 | 0.36

While the decline in these ratios are an. indication fhat assefrquality
may have Tmproved'for all banks, they aISO'nggesf that- the loan and more’
generally the asset portfofio ofrlécal banks ﬁére beréeiVed to be more risky
than those held by their-Foreign competjtors.'_Since as was noted previoué]y,
there is a high concentration of public:sectot foans in the portfolio of
local banks, it is possible that the relatiQéIy higher,léyel of perceived

‘risks may be associated with these loans.




CONCLUS 10N

_ The respective financial'bérformance of the Iocél and Fdreign banks

operating'inﬁtﬁe ECCB area in the period 1982 to 1984 differred markedly.
It appears that in respect ofrfdreign banks,economic growth may-nof be as
important a determinant in profltabtllty as one would have thought. - net’

' profits before- taxes as a: percentage of assets having grown substantially
'desplte a cllmate of genera] ‘economic stagnation dur:ng the period..

By contrast this ratio for the local banks declined.

A poligy'df profit targeting, whereby theﬂcbst;éf.funds and balance
‘sheet trends are projected and.lending rates varied in a break-even exercise
to arrive-at_the desired profit margin, may partly explain the success of

‘the foreign banks.

Differéhcés in the composition of both the asset and liability portfolio
- of the two groupsiof-banks a]so.contribufed to the disparity in brofitabi1ity.
':The-locai'bank;lban‘portfolio contained a 1érgef broportioh'of.public.sector
_1oéns that-yielded lower returns relative to those obtainable in the private,
and were appérently more risky. _On the ]iabilitieé*side,rfhé-cost“of'funds'
to local banks were genera]l? higher on two accounts, they held a
‘proportionéteiy larger amount of High post'time deposits and on average they

offered higher interest rates than their competitors.

If local banks are to play an'iﬁcfeasinglyfihpoﬁféﬁt‘Edié'iﬁ'fhé
economies of the area, and to evehtually achieve parity'with their_ foreign
counterparts it is necessary that policy be tnstmtuted to allow them to
_develop apprOprlate Operattonal systems and be prov:ded with grea;er
opportunlties for prOf!t This requires that attention be given to increases
in the return which local banks earn from loans made to pub]lc sector
enterprises. It will also be necessary to ensure that their lending
" operations allow them sufficient quuiditf to cbmpete for sound privéte
‘sector loans and by so-doing improve the skills of markéting their services

in a competitive environment.
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