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REGULATIOH OF FINANCIAL IHSTITUTIONS
IN THE CARIBBEAN AND THE IHPLICATIONS FOR

GROWTH AND DEVELOPHENT

Regﬁiations governing fihancial iﬁstitutions in the region have
been slow in changlng over the past 20 years and ‘there has not
_been a great deal of dialogue on the dlrectlon of that change.
The 1eg1slat10n_1n almost all cases in the‘Engllsh speaking

. Caribbean ﬁas'British in oriQin—except in cases where new
flnanc1al 1nst1tut10ns were 1ntroduced w1th1n ‘the past decade.
Recent flnan01a1 regulatlon in some terrltorles has tended to‘
have a. Canadlan focus or to otherw1se dlsplay characterlstlcs of

financial leglslat;on drawn from:several countr;es.

- This paper will examine the feguiations in force in the Caribbean
as they impactzen the growth and development of the financial
system., The paper will view regulations as both preventative and

-supportive, fﬁndamental and discretionary.

Most ef'the literature on the subject of financial institutions
inrthe_caribbean tendsrto deal with discretionary type 7

. regulatiohs, ostly monetary, whlch are 1ntended to influence the
macro-economlc well belng of the economy. Most often such
'regulatlons are based on the premlse that approprlate regulatory

_arrangements,ex;st, partlcularly.those of a fundamental_nature.
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Prior to the 1960§Jghange$ in techniques of financial manégement,
typeé of finandial péper and theuhandling of transactions were
less rapid: ‘securitisation was not as significant and far
reaqhing{ s0 that there was less:need'to éonstantly review
reguiétofy arrangémentg. Today we néed-to constantly review
these arrangements and further;-to‘examine whefher certain
reéulations formerly thought to be fundamental, should not be

© made diséretiénary,rso thét-gréater flexibility,might be built

into the rapidly changing financial system.

For example, new. facllltles offered by commerc1a1 banks and
Vf1nanc1a1 1nst1tutlons may now requlre dlfferent capltallzatlon
structures. Glyen the varying activities of financial
ihstitutions and specialization-in certain activities by some
commercial banks, capital requirementsrmay need torbe set, not in
relation to the conventional aggregate deposit llabllltles but in
relation to the composition of each 1nst1tut10n's portfolio and
the nature of its transactions. For example, in Trinidad and
Tobago priorrfo fhe collapse of 4 finance companies arocund 1985
and 1986 some of these companiesrweré-involved'in'equipment
1easing.,-This kind of large'dﬁtlayron fixed aséets has
_implications.for—approﬁriate_capitalization of the financing
institution and'has strong liqﬁidity implicationé., Capital

requirements appropriate for’a finan¢e company nbt_engaged in




leasing might not have been appropriate for another of similar

asset size which was.

one approach:is'to-make the regulation as flexible as possible
-and:to include omnibus'clauses whioh permit thertufelary agency
to deal at shortrnotice with unforeseen developments; The
disadvantage of this‘approaoh is that actors in finanoial-
markets are not prOV1ded with all the rules of the game up front.
Another approach is to opt for a loose regulatory framework and
to depend more heavily on contlnual v1g11ance. The least
effective way is to regulate in as detailed a manner'as possible
s0 as to oapﬁuré most eventualities. - This approach_discouraées
innovation and creativity in the development of:financial'

-instruments and techniques.

‘An Overview of Regglations F”ComﬁercialiBanks |

. Caribbean‘countries have followed similar patterns in the
regulation of finanoial institutions; Separate regulations

ex1st governlng commerc1al banks, flnan01ng companies, trusts,
insurance companies, cooperatlves and credit unions. In the case
rof-commeroial oanks_gﬁidelines-generally include minimum capltal_
requirements_on thercomnencement ofrbusiness,'maintenance of a
reserve fund,pand:transfers from profits: In addition,
guidelines relating to the transfer.of_assets, consolidation and

amalgamation are features of the legislation in all territories.




In'Barbados global capitalrhasrtraditionally been deemed to meet
the minimum capltalization criteria of branch operations, and the
notion of - 1ntroduc1ng a551gned capltal criteria has not been
acceptable. (Asszgned capltal refers to a speclal sum of
capital assigned to domestlc operatlons separate and apart from
the global capltal of banks' Head offlces.‘ It~app11es in some

developlng countrles, but has not found favour 1n the Carlbbean) -

) In ﬁarbados{and,therEast_caribbean stipulations_relating*to
oapital requirements do not apbly to branch operations{ so that .
forelgn branch operatlons are excluded from these prov1s;ons.;if
(In Trlnldad and Tobago and Jamalca banks tend to be locally
1ncorporated) Twenty two of the thlrty elght commerc1al banks
operatlng 1n the Eastern Carlbbean area fall 1nto thls category

and 5 of the 7 banks 1n Barbados.

The extent of banks involvement in the eguity ofVCOmmercial;
industrial andfagricultural;activities of other'enterprises is
'restrlcted. This-is‘sinilar to the British system before the Big
Bang of October 1986 and is not unllke the Amerlcan and Canadlan
systems whlch recognlse the presence of Chlnese walls between one'
type of flnanc1a1 1nst1tutlon and another and between flnanc1al |
_1nst1tntlonsfand»other'entltles.' While banks are restrlcted in
their-involyenent in the.equity of other companles,—otherr
companles are not restrlcted in thelr 1nvolvement 1n banks..VIn

several Carlbbean countrles,,commer01al concerns, partlcularly




insurahce'cempaniee haﬁe been takin§ substantial‘eéuity in,rend

' establishihg banks and finehce companies; In:Trinided where euch
companies are ﬁubiic cpmpaniee this is handled through the
Commission for mergers'andrtakeevers: ‘Most Cariﬁbean territories

hete not yetfaddressed the question.

Moet of the legislation in the region restricts the amount of
lending to a single customer to about 25% of capital. The
capitel of the global operations of the large multinational banks

. is used as the basis for arriving at this ratio.

In Jamaice and Trinidad and Tobago deposit-taking institutions
must obtain a licence to operate. 1In Barbadqs and the Eastern
' Caribbean Islands they-may incorporate with as few as two shares.

‘In Barbadosrfinance companies tend:te lend for shorter ﬁeriods

;rthan commerc1a1 banks, whlle in Trlnldad they tend to lend for

'longer periods. and have engaged in long term mortgaglng. In'
rBarbados the Central Bank has no legal authority tO'lmpose
reserve requirements bter them but mayliﬁpose regﬁlations
_re;atingrtOVinterestVrates, eeilings on credit and mipimum
security for advanees vhere credit is their main-'ac_tivity° 'Ih
Trinidad tﬁey are eutject to-reserve requirements, and to a
-1i§uid assets ratio. Tﬁe Trinidad regulations goﬁerning
capltallzatlon of flnance companles went a step beyond some
others by 1ntrodu01ng a gearlng ratio of 20 1. This is unlike -

most other terrltorles whlch stipulate 1n1t1al capltal




'contrlbutlons on establlshment but contlnulng cap1ta1 sufflclency
7 guldellnes are not regulated but depend on moral suas1on.
In Jamalca all depo51t—tak1ng 1nst1tutlons most obtaln a'licenceh ﬁ
to operate} these 1nclude commerclal banks whlch take dep091ts
7 -from the publlc. . In Barbados dep051t taklnq commerclal houses
Vcome under the umbrella of the Central Bank only so far as they
B are des1gnated flnanclal 1nst1tutlons for the purpose of
Vascertalnlng the nature of thelr buslness and the condition of

thelr affalrs.; Slnce thelr main act1v1ty ‘is not the extens;on of

'credlt the Bank is not empowered to go further under the present"'

N leglslatlon.rn
: other;NOn-bank_Financial Institutions'_

Insurance companles are regulated by the Insurance Act and report_'i

-~ to the Superv1sor of Insurance.' Some aspects of the operatlons ;,g,if

of 1nsurance companles such as the taklng of dep051ts from the

publlc and the rate of 1nterest charged on 1oans, partlcularly on

mortgage loans, may not be crltlcal to the soundness of 1nsurance';- .

rbus1ne55 but do have monetary 1mplicatlons. chever they are’ not’-
f’presently covered in the exlstlng Banklng 1eglslatlon, but the
-acceptance of depOSltS by 1nsurance companles has been a matter_
iWthh is occupylng the attentlon cf the offlce of the Insurance
'Supervlsor,r In most other Carlbbean terrltorles insurance fr

;:eompanies_do,not accept dep051ts from the publ;c.




rcfedit-uniens,and:building soc;eties tend to be regulated by the
Cooperative-éocieties Acts and the Building Societies ncts
reepective;y. - In Barbados theyrrepdrtAtd-the-Registrar of
Ceoperatives and'are now regulated by the Ministry of Trade.-
Where theif'main activityris the extension of credit the Central
Bank is empowered to regulate their- 1nterest rates, ceilings on
credit, mlnlmum securlty for advances etc. Tnese prov151ons have
never been 1nvoked. In Batbados the Central Bank may also -
designate then as'financial institutionsrfor nurposes of
inspectien.' Tetdate credit unions have not been so designated,
'_but bulldlng soc1et1es have recently sought to be so de51gnated
These lnstltutlons tend to be a protected category in all

Carlbbean terrltorles.

Unit truets,rthe trust business of trust companies_and the
‘fiduciary actiVities of investment .dealers tend to be eovered

- under tWOVAct,:the Trustee nct and the'Securities Exchange AGt.
-The funds of_therunit'trusts may - be managed'by'management;
rcqmpanies e.girtfust'companies-fer‘a fee. - In this respeet they
rare acting in a'fidueiary capacity and whererthey are managing
trust funds are eubject to the fiduciary obligations of the
TrusteefActg. With tneleatablishment'of_the'éecurities Exchange,
Investment Companies and Investment Dealersfwillreeek to trade
with the Exchange for their own account as well as to handle the
funds ef others,inra fiduciary eapacity. This can open the door

to insider trading where such companies have access to privileged




information;g Such companles w111 be deallng w1th the Exchange
and will be subject to the rules of the Exchange, which to some .
extent covers 1ns;der tradlng However questlons of prudentlal
,management of trust funds and the need for guldellnes to ensure _
_proper management are other areas which w111 need to be

-addressed. In Trlnldad and Tobago, where the flnanc1al systen 1S~'

‘vr.somewhat more dlverse a Securltles Industry Act was 1mp1emented

;_,whlch governs the 1ssue of securltles. Plans are afoot to

: establlsh such leglslatlon in the Bahamas while inAJamaica
Dep051tor Protectlon 1eglslatlon 1s belng reviewed. IniBarbadosi_
there 1s no such leglslatlon s1m11ar to a Securltles Industrles -

: Act and no such body overseelng the -issue of securitles other

. than the Board of the Securltles Exchange of Barbados and to some,”

,_extent the Central ‘Bank. Wh;le dep051tor protection legislation

“has been'considered}it is not on the statute books,“u

' In recent tlmes there have been several developments on the 1oca1f;ig;l

'_',i and 1nternatlonal scene whlch have had 1mportant 1mpllcatlons for

"fthe commerc1al banklng system. These 1nclude the rapld growth of;

'_1nd1genous commerclal banks ‘and. the w1thdrawal of transnatlonal
'_retall banks 1n ‘some MDCs and the 1mp11catlons of thls for the o
: extent of flnanc1al and other support Wthh overseas head offlcesi

ﬂ-trad;tlonally prov;ded; the growth 1n sav1ngs and 1nvestments of -




credit unions and their increasing share of the market and the
relatively loose supérvisioh and control over them and more
recently, the fact of the‘collapse of finance companies in

Trinidad and Barbados.

Alsq théir hés been'anfqbservéd-trend towafd émalgamation of 7
economid unips genérallf and tﬁe merging'of,suchzunits into the
‘financial system. This deveibpment,has implications for the
level‘andrscbpé of financial'intermediation and for the
'dligopolisﬁic néture of these institutions, particulérly where -
local banks are owned by large_privéte companiés. This is more
ev%dent in Jamaica, Trinidad and Tobago, but to a lesser extenﬁ

Barbados;

The difficulties which world“débt problemsfhave'created for large
'intErnational banks have also taught us thét ﬁbt all large
transnational banks are safe. 1In addition, overseas banks are
also'bécdming;inﬁolved in huge off-balance sﬁeet activities_which
have-implications'for the soundness of local bank branches. This.
muét also be a matter of'some_céncern. on the international
_scene, a Seriés of review of the regulatory frameworks of other
‘financial syétems has taken place or is-taking'place‘iﬁ response'
to the changing financia1 envir6nment'and to the increasing
'vulnerability of banks and near—banks.<-This hés been folloﬁed by

deregulation in some cases and by alterations in the system of

byl
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regulatlon 1n others and has 1mpllcatlons for the domiciles in

which these branches operate.

The unregulatedainvolvement of conpanies in the business of
banking and‘finanoial-intermediation has been growing-over the
-Years in the area'of_depositétaking ofreomnercial houses. -Also
the multiple,finanCialractivities of associated financial
entities has introduced newrconcerns for‘redulatory'agencies. -In
Barbados new leglslatlon is- belng 1mp1emented whlch w1ll put in
place a system of llcen51ng whlch will serve to bring. commer01a1 1
'Fhouses to requlre perm1551on to take dep051ts from the publlc, f
will place thelr f1nanc1a1 standlng under scrutlny and w1ll
Vlndlcate the extent of monltorlng whlch is requlred by the'

'tutelary lnstltutlon or ‘agency.

In the case of commercial banks the obllgatlon to hold reserve -

requlrements and the scrutlny by bank superv1sors over the.

: commerc1a1 ‘banks have reduced the need for other means of
protection. ,In‘Barbados the'crlterla relatlng to adequacy of
ireserves have-heen‘used_as'a_hasis for?proteoting‘depoSitorgu
:funds-andrfortsupporting clainsrfrom cnstomers.in the eyeht that

banks experience financial‘difficulties;f Thefrequirement that

commer01a1 banks hold reserves has tended to glve depos1tors a
. greater -sense of securlty. In the case of'overseaS-branches of

s forelgn banks, whlle there is no local capltal there is recourse -

to the extens;ve resources of the parent qompany. In the case of
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indigenous banks regional dentral Banks ensures that the capital-
sums which'banks hold and maintaih are adequate in the light of

the level of current obligations.

Ihadequatercapitalizaﬁion has often been cited_as the cause of-
the iimited availability‘of long ternm finaﬁce to manufacturers
and 1ndustr1allsts who wish to set up or to expand their
bu51nesses.: The low 1evels of cap1ta1 of commer01al banks has
coﬁstrained thelr willingness to lend long. A gradual process of
increasing rhe level of capitalization will add to rhe financial
‘depth of comﬁercia; banks and’ enhance their ability commit long
term funds. .In the case of locally incorporated,banks there is
' more.SCOpe-for putring greater levels of local capital in piace;
While theoretioallyrthe global capital of foreign branches would
'-saggest a iarger_pool of funds to boleter long term lending, in
"~ practice the exisﬁehce of large sums‘of oﬁerseae'capital'has not

led to an increased tendency for foreign branches to lend long.

_The buiiding up'of reserve funds to adequate'levels can heiprto)
"1mprove both custodlan responsibility and the depth- of capltal.
There is a need for banks,. whlch have greater custodlan
respon51b111t1es than other corporatlons which do not take
dep051ts from the publlc, to take greater care . to ‘build up .
rreserves to 1evels consistent with the 51ze of'thelr portfollos.
Where reserves are belng built up to bolster capltal adequacy,

care must be exerclsed over the reductlon in those reserves.

11 .
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Such a building up .in réserves could further add to the depth of
capital anércduld'improve their ability to lend for longer

periods.

In thé'iﬁterests of the soundness; in order to encourage a
reduction in the 1eVei§ of éver;exposure-ofra financial
ihstitutioﬁ andrin the inﬁerests of ensuring that financialr
rintermediaries do in faét functioﬁ as‘intermediaries, there is‘a-
need -to limit the credit exteﬁded by a bank to a single customer.
This is partidulariy impoftant vhere banks and financial
iﬁstitutions.are owned or éontrolléd by lérge conglomerates.
rThis regulatidp'alfeady exists but in thé casé'éfJforeign bénks -

it applies to global capital.

There is héweve? a difficulty in applfing these rules to.the
cdrporaté sector. While thé hotion of an upper'limit on;the
_ owhersﬁip!of,equity in a:co#poration can be applied to banks. and
_other_fihancial'institutionsrwithoutrgncountering undue
_difficulties, the case of depésit taking commercial houses
" presents a probieﬁ, ﬁanf large_éommergial houses own either
‘s@iely_or partly ﬁhé equity of other companies. Hblding
bompanies, which tend-td be the entity whiéh takes déposité from
the public wouid;be forced to céase*acceétance-of'dépéSits if
they add'to'iimit their.eqﬁity participation in other companiés.'
The principle_of a limit on the ownership of equity-in a |

financial institution could not therefore be applied to deposit- -

_1‘2.'




taking commercial houses without major modifications.

The soundnessfof a financial‘insﬁitution can Ee affected by ﬁhe
extent of borrowing by a single company, where this company is a
1financial-institution the soundness of two fiﬂancial institutions
Cah be comproﬁiSed. 'iq_the interésts of protection of funds |
'iplaced(by the pﬁbliC'With these institutions there seems to be a
need for some suryéiilance over tﬁe 1endin§ by one financial

institution to andther_affiliatéd financial institution.

Another major consideration which occupies the attention.of
regﬁiators_ih the Ca:ibbean is appropriate disclosure provisions.
Neither in Barbados nor in the Eastern Caribbean_is there any
requirémént for forgign bank;brancheé to have their accbunts
'aﬁdited-anhqélly or to publishra'financial statement of'theif
'ropérations for the yeér. Prﬁdentidl decision making by investors
" ought ﬁo be baséd on adequate informaﬁion, sufficient that a
reasonably knowledgeable investor would be able to make an
informed decision about his investment. Bank branches claim that
they are not éutonomous institutidns-but érg integrated with
their.global-oﬁeration sorthatrthe globalrfinancial statement of
thei: Qperation is the more appropriate statement to publish.
Both in Ba#bados and in the Eastern-Caribbeaﬁ islaﬁds globai
financial statement are published by foreign bank brahches.

Since globallcapital]is being uséd to'deterﬁihe lending to a

single customer thén it can be,argued'that'it should be used to
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determine‘publication of audited_financial statements. A |
-modifiedrposition‘on this'which addresses-the fiduciary nature of
the bank is that accounts should be audlted 1ocally but not
necessarlly publlshed ThlS may be an acceptable compromlse.

Ent and Ex1

In-nost territories Of;the daribbean both Conhercial banks and
Ifinanciai institntionsﬁare required‘to-obtain Iicenses to’operate"”
thelr bu51ness._ In Barbados and the Eastern Carlbbean 1s1ands
thls does not extend to flnance companles. Thls s1tuatlon is
: however belng presently reviewed. Control of market entry 1s7;fL'
Vlncrea51ngly belng seen as 1mportant for tutelary agencles.;-it:fd
permlts them-- : _ - 7 7 o
1a)f_ To_vetgthe financial strengthrof therproposed company;
b).r'to satisfy itself that the managenent.of these -
institnt;ons_bave_adegUate'understanddng of financial
fmanagenentﬁ_ | : |
c) it breventsaunsavory or_unscrupnlous elements from '

engaging in the business of banking. .

This kind of vettingrextends:to'offshore banks operating bbth'inf
Barbados and in the East Carlbbean 1slands even though thelr

operatlons do not 1mpact on domestlc monetary aggregates.

Until recently the banklng regulatlons governlng most banks and’

non-bank flnan01a1 1nst1tutlons in the Carlbbean falled to make-rl
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adequate provision for the orderly éxitihq of finahcial-
inétitutioﬁs. The nationaliéatidﬂ of many bénks‘in the Caribbeén
which took p1ace.in the 1970s prqvided'the‘impetus for the
amendménﬁs of some of theSe.fegulations. However, for the most

. part in mosﬁ‘térritories, while provisioh has been made for
voluntary éxiﬁihg from{thé industry,-édequate,provision has ﬂot .

been'made'for involuntary exitihg'from,the industry.
Satisfaéto;x Management

Most fegulationé governing financial institutions specify
qualitieé and éhaiacteristics,which must-not exist in the

' managérs of ﬁinanciai institutibns‘or their hrancheé. HoweVer,<
'they:do not‘éositively,requife special qualities or

7 characteristics to be-present in the maﬂagers of these

" institutions. For examﬁle, an undischarged bankrupt is not
permitted‘to be:a'bank managerror,a membe; of the board of a
bank, however an individual who has no knowledge_of baﬁking and
finance is not prevented from bedoming a'ﬁahager of a bank or
financial inétifution, Thié,seems to be another aréa which
‘1egislatOrs may wish:to_examine.

4

. Enforcement and Securities

A'Charadteristic which pervades for the most part most of the

financial legislation in the Caribbean is the absence of
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saﬁctions and inadequate provisions for-enfqrcement of
rsgulatiqns other than theVStroné measurersf withdrawal of
licenses. in Bafbados and the East caribbean islands there is no
provision for the intermediate stage in réspect of fiﬁanse
comﬁaniesrbut in Trinidad there is provisiqn'fsr_appbinting'
perscns to take over,ths running qf such'instituﬁions where the
Céntral Bank_is dissatisfied with its-manher of operations.
Similar provisibns are beinq'inclhded fsr Barbados both in

respect of commercial banks and other financial institutions.
Loan Loss Provision

Because of thé ihcreasing international nature ofrtransactions
and becaﬁserof ths'impact of changing,sxchange rates in the |
region, the‘adequacy of loan loss pfsvisicns may need tb‘berr
reyiewed._ Cssnges in e#chsngs rates of our tradihgrpartﬁers can
. SO rapidly'affect_the viability of some firms inﬁolved in ther
export or impsrt business that operational guidélines of a

number of months past due or non-performing scéounts hay'hot_be
~sufficient to guide managers on the determinétion ofwadequate
loan losses. fﬁBWever; any new guidelines put iniﬁlace to protect
financial institUtigns must befdone'in such a manner,ﬁhat if does
not encburage bankersito avoid lending £0'regiohai exporters.r
Sdch_provisions'WOuld need to be broad-based, i.e. inforﬁed by

such exposure but_not eXplicitly détermined-with reference to it.
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Profitability

- In some Carlbbean countrles bank profltablllty has been
declining. In Trlnldad profltablllty has fallen below the level
of the ;9705. In Barbados Banks profits decllned in the period
1983-1986.; The average return on assets for the period 1978-
1982 was 2. 5% compared to 1 4% durlng 1983-1987. The economic
-downturn in Barbados between 1981 to 1983 may have contributed to
this with sdme_lag,-thOugh the declining profitability was more
evidenﬁ‘after thé economic decline had already bottomed out. 'In_
Trinidad and chago where the spreads between depbsits and loans
are even wider than in Barbados, declining profitability has
been attributéd to large loan loss préﬁisions and bad débt write

offs.

For thalmost'paft;*taxes'on the financial system have not changed
over the,pésf:decade (ekceﬁt for 5'1/5 of 1% tax on assets in
Barbados). Indeed, in soﬁe:territoriés, in Barbados, for |
exampiey the cbrpcrate rate of tax was rgducad_from 45% to 35% in

recent years.

Foreign branches éontinue to be viewed as profit centres by their
 head offices so that ﬁrofitability is critical to their
Operatiohs in-éhe~céribbeén. Although the w1thdrawal of some
‘banks from retall banklng in the Caribbean may have had less to

_do with profltablllty than with percelved country risk.
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Investor Protection

In almcst'ail Caribbean territories there'ieVCOncern overrthe
'proteetion of the small depositor. Some count#iee have elected
to deal withrﬁhie,through the establiShmenﬁ of deposit insurance,
oh,the'principleethat by contributing small amounts to a fund ane
is'bfoteeted from'large-catastrophes. ‘In,Trinidad where a scheme
- hes-been,impleﬁented@fdeposit insurance has been.quitercestly;
(Financialiinstitetibns received a first_payment of-TTs 25
rmiilion in mid 1987) .- Both-commercial banks and'finence -

‘companies contribute to the insurance fund in Trinidad.

Iﬁweome-syeteﬁefvhere cemmercial banks have ﬁigh levels of
-reserves requlrements and non-banks 1ow levels of reserves
-requlrements or hone at all, a dxfflculty arlses as to the:
;approprlate rate of premlum (since these reserves themselves
rconstltute ‘some level protectlonlsm, and must be valued in terms

of an equlvalent-premlum.)

Further Queetiqns arise as .to vhether'a'fofmal svstem of,fﬁnding
is necessa:y'or'whetherKCentral Benks ahd_que:hmehts should
ﬂadopt the sefety netfepproach-used in Britain for many years.r In
terms of banks who'have an'annual return on aseets ef ‘under 2%,

1nsurance protectlon can be costly and could absorb up to 1/4 of

'rrnet 1ncome. The cost of collapse is however hlgh 1n terms of the

‘Vstability of the system. There is the further_cest to Government




7 of meéting_unfupded amounts in gaées where collgpse'occurs eériy
in the life'of'ﬁhe'Fund. Yet §0vernments'érei;ikeiy to recoil
from pro?idiné é safety net entirely out of the'public purse.
These are difficult policy choices which-iﬂdividﬁai'governments
have to make‘in considering thé'im?rovement of inVestor-
1prdtection_thrpu§h the establishment of_depositrinsurance. It is
ihteréstihg to note that legislation wés formed in Jamaica

several years ago but has not been implemehtéd;
Summary - Operational Iaws & Regglations

The foregdiﬁé dealt ﬁith the opetaﬁionalror fundamental laws.
govérping finan¢ia1-in$titutions.r These operational guidelines
at the level of the bank orjfinancial instituﬁioﬁ relate
principallyito-the financial soﬁndness of the micro unit. Such
guidelinés however, do have-lohg rﬁn'implicatiohs'for
"macroeconamié welljﬁeing'sinQe thé stability of the financial
system can bé ﬁnﬁérﬁined if confidehce'is-shaken by a collapse of
its financial»iﬁstitutions. - In addition; a system in which the
‘basic ground rules are clear and protective wifhout béing
restrictive creates an environment for the development of
innovative techniéues. New financial instrumehts_which can help.
-td‘improve thg'ﬁétufity'structufe and the extent of support for
the developﬁgﬂt-éffort by improving profitability, the timing of

flows, and such devices are essential for the diversification of

19




the financial system{are encouraged in a stable and growing

_system.

The_discretionary tools of-regulating the financial system are
much more'disousSed in the:literature-as thef are seen more
dlrectly to ‘have. macroeconomlc 1mp11catlons.- These tools form
rthe plank of. monetary pollcy and are prlnclpally 1nterest rate
;.fregulatlon,ﬂreserve regulrements and credlt celllngs. This
sectionjof“the“paper;looks_briefly at,these deuelopments in

terms of their regulatory importance,'

: In almost all Carlbbean terrltorles, central banks set the

mlnlmum rate on sav1ngs dep051ts, this 1s often 1ntended to act

as a floor to dep051ts and to ensure that dep051tors earn.a

reasonable return. other con51deratlons in settlng average prlme B

gfor max1mum lendlng rates 1nc1ude, underlylng demand and supply
'CQndltlonS, the relatlve level of forelgn 1nterest rate,

,‘perceptionslof_a reasohable return and competitive pricing.

R In the East Carlbbean terrltorles, the nost recent to set m1n1mum15

- savings rates, 1t has been observed that 1ncrea51ng competltlon

o from the local banks has tended to make local banks offer hlgher

'__1nterest rates for depos1ts than thelr forelgn counterparts. ;]'
Slmllarly, ln Trlnldad & Tobago, ‘the Central Bank has 1ndlcated c'k
" that competltlon among flnance‘companres there« prompted such |

companieS'to'pay_higher rates;on“depositS'and_offer lower rates
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! oh-loans-than conmercial banks.;'similarly, in Barbados, the

finance compahy_which collapsed had alerfellowed this patterh.

While'the regulatioh of interest‘rates has never been viewed as a’

' ﬁeans'ef protecting financiai institutions-from'themselves

perhaps this aspect of 1nterest rate. settlng may need to be

. con51dered. Thls dlmen51on to the questlon an approprlate
_1nterest rate reglme as it affects the stablllty of the banklng

system is perhaps worth consideration.
Liquidity Requirements

-Liquidity*requirements or 1i§uid'aseete,ratios are applied to
'flnanc1a1 1nst1tut10ns 1n some’ Carlbbean countrles but has not
,:been very: much empha51zed as an 1nstrument of monetary pollcy or -
as a regulatqry-tool;- In Jamalca the rath'lS defined as the _
'ratie'ofrdepositshto, bahk reservee,rtreasury biile and other -

government securities.

Ithrinidad this ratio can be found in the legislation governihg
the non-banks ae;well but it dees-hot appear to have been a

- gritical control mechanism.' In Jamalca 1t is belng phased out

-,and the .cash reserve requlrement is belng reempha51zed. It has

" -been- deemed that lt was used more as a flscal than as a monetary
1nstrument and that it led to 1nterest rate dlstortlons between
the publlc and prlvate sectors._

',Whlle it is 1mp11c1tly there 1n the ‘Barbados regulatlons on
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. reserve reouirements,it is not described as a'liquid'asset ratio
amd,except‘forfthedcash porticm, no meaaingfuildistinction-is.
made among'the categories of'assets'which comprise'it,' With the
'development of capltal markets in Jamalca, Trinidad and Barbados
and the slower development in the East Carlbbean 1slands, the
1mportance of short term 1nstruments is not as’ crltlcal as. before

51nce the market is there to glve liquldlty to those 1nstruments,_,

at least potentlally, so that 1t is qulte llkely that whlle the'r"'

-llquld assets ratio will continue to ex1st it will be .

1norea51ng1y de-emphas1zed

'iIndeed the development of a market in certlflcates of deposxts 1n: ke

:Jamalca as a vehlcle for aotlve open market operatlons is an

1nterest1ng example of that,decllnlng empha51s, " This CD,market "

:hasfthe,potehtiaIVfor‘influepcing_both credit and interest ratés, -

' apparently more"effectively thah'was pbssible‘in+the past1 At S
_,mld 1987 the value of outstandlng CDs in Jamalca is reported to-f~

have been approx1mately 25% of total dep051t llabllltles.

rReserve.Reggiremehts‘gnd.Credithelectioh

: Most countrles 1n the reglon have 1mposed some klnd of reserve ‘3 ;f5tﬂ

: requlrement normally for three purPOSes. tO'flnance Government ﬁt'

. and to 1nf1uence llquzdlty 1evels and to prov1de some element of'- s

. protectlon for commer01al banks.: In Barbados, reserve

: requlrements-and;stlpulated holding of*government'securities-
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haverbeen'used iess as a means of financing of the governmentfs

Zdeficit~andrmore-es a means of'mopping up;and-releasing liquidity
in the system;'mostlyrthe latter. (In tﬁe East-Caribbean islands
the Central Bank imposed reserve requirements,for the first time
in March iQS?,]but some'individual territories,had already had 5%

reserve requirements in place).

Where'finaucing of government'expenditures is significent in
times of liuited 1iquidity, smallrand mediuﬁlsized’enterprises
can be forced. to seek out credit‘from other sources e.d. finahCe
houses and from development banks, or be led to much greater

" reliance on self flnance. Thls stymles the development of those
1nd1genous_f1rms_and'forces them_to operate onrlnadequate
funding}lthus renderiug them moreﬂvulnerabie,to economic

mnisfortune.

Also, in times of excess demand for credlt banks select anong
competlng projects on the basis of rates of return. In these
_51tuat10ns, pro;ects W1th a longer gestatlon perlod and prOJects
" with a grater developmental focus ;re sometlmes declined in
preference to prOJects offerlng a quick'return‘and a short paj+

. back. -However; a uarket oriented financiel system-hes'no enswer'
to thisrdilemma and such. projects are led towards the official
developmeut ieuding institutions.-rA challeuge therefore exists
for,regulatory to deal with the ueed to encouregerlonger term

lending. In the final analysis this tends always to revolve
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around how much credlt risk - the flnan01al 1nst1tutlons are
prepared to take and how much protectlon w111 be afforded to
those who take~those risks. - The case of flnance companies in

,Trlnldad and Tobago is 1nstruct1ve 1n that regard.

,While several reguirementsrwere intended-as instrnments of
‘monetary pollcy there has been the temptatlon 1n the Carlbbean to
'l see them as a means of flnanc1ng government expendltures. ‘As |
' the flnanc1ng burden of governments grow, governments turn to i
commerc1a1 banks for guldance 1rrespect1ve of the 11qu1d1ty o

51tuatlon. ThlS very often means -

' 11;,,higher interest rates on government debt with

h;lmplementatlon for the general 1eve1 rate structure'_[g

and . 2), where there is no excess llquldlty the crowdlng out of;;--

pthe prlvate sector is crowded out.r
. Volume and Growth

:iThe growth: of flnanclal 1nst1tutlons ln terms of volume of assets.
i'prov1des opportunltles resultlng from 1ncreas1ng scale which’ dld
- not exlst when asset 51ze was smaller. Thls is partlcularly so
in the 1nternat1onal deallngs of reglonal commerolal banks. The
' r_small size of assets precluded the use of some 1nstruments WhICh
'are only handled in minimum tranche by 1nternatlona1 banks.'

Even today n;nlmum_s;ze of transactlons,exclude,some banks,from
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dealing with international financial institutions'in some

- instruments.

on the_capital-marhet'the volume'of government_secﬁrities lssued
in'the'past'decade particularly-in Trinidad & Tobago, Jamaica and
'fto_a lesser extent, Barbados also prov1de an opportunlty for the B
Jdevelopment of a domestlc capltal market in flxed income
- securities. :Increa51ng size of the market afforded greater-
poSsibilities for?diversification., The same obtains in the
mortgage market w1th respect to’ the’ development of secondary-
mortgage markets in the reglon.g However, 1ncreased volunme does
not by 1tself lead to flnan01al development., In the late 705_
'and early 805 Trlnldad' 1nvestment ratlo was - hlgher than one-
thlrd, yet the capltal market never grasped the opportunlty to
7 develop. There was somewhat greater development in Jamalca 1n
"the'19lbs._ “One - reason glven for the slow developmental response
to 1ncreased volume in Trlnldad has been put partly in the lap of
'the regulatory framework, 1 e. the Securltles Industrxes Act. of

'Trlnldad & Tobago. Though the regulatlons are belng reV1sed the

_ tlme may not be as propltlous as 1t was in the 1970s and early

80s. The s1tuatlon is reversed 1n Barbados. The sav1ngs ratlo
'fas'measured,by thernatlonal'accounts decllned-from 27 6% in 1980
to 18 7% in'lQé?._ This was ‘the same year 1n whlch the Stock

,Exchange became operatlonal
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The recnlation of the financial_systemrfOGuses on its_stabiiity
: and its-growth. It may be argued in some quarters that stable
systems do not grow. However, stability has‘been interpreted tc
mean_a_state in which changes take place in a marner so as to
einspire-conficence in the gsystem. . Reguletory bodies can help to
create that confidence in the 5ystem which is necessary if the'
Vsystems are to be innovative endrto grcw,:since'size is closeiy
related totthe scope for diﬁersification and the_opportunities
for innovation. Other factors such as the general rate of
economic growth-and_the rate.of financial savings are aiso-

critical to the development of the financial system.

There are nany;areas in which financial system'can be further
deVeioped. There is the possibility ofrbank'guaranteesrbeing_
provided for tneicevelopment.qf a market in commercial paper by
large firms withrgood credit ratings; a merket in Certificates
of‘Deposits is growing in some territories; 1§reater use of
bankers acceptances could help exporters to. avall themselves of
- early funding; use of Prepurchase Agreements could help
investcrs to nake the best use of funds whlle ewaltlng
cppcrtunitiesﬁfcr loncer term investments.' In some territories
mutual funds have already been set up as a means of allow1ng
_small and unskllled 1nvestors to place funds 1n a pool of
dlver51f1ed securltles.,

' These kinds of developments are likely to increase if the
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financial systems-remaih stable; The regulatory arrangements
will need:to.keep paoe in order to inspire-therind of confidence
necessary to encourage these klnds of developments and to prov1de
where feasible, the approprlate 1evel of protectlon suff1c1ent to
insplre_confldenoe without stifling innovation.

At the maoroelevel ﬁe ﬁay'need to reegamine therdiscretionary'
‘tools which we:ﬁave osed to influence monetary aggregates
directlj. In ‘some terrltorles these are already being reexamlned
':and experlments w1th modlfled systems are being trled. In
:faddltlon, some Carlbbean terrltorles may be jolnlng the new era
of changlng exchangerrates, ‘high rates-of 1nflatlon and high
interest rates.: In these clrcumstances 1t may be prudent to let -
the market lead the way and for the regulatory authorltles to -

' respond in a’ way that is supportlve of the,system and of the

investor.

‘Marion Williams

November, 1988
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Table 1

Commercial Banks Profits -

{Barbadosg)
$ thousands

Rate of

S Net Income Average Return
Assets Before Taxes Assets on Assets
) 3 :
1973 355,334 - - -
1974 390,946 4,091 373,140 1.096
- 1975 450,861 4,484 420,904 1.065
1976 486,647 "5,455 468,754 1.163
1977 538,230 7,455 512,439 1.455
1978 646,379 12,928 592,305 2.183
1979 - . 795,386 17,684 720,883 2.453
1980 .- 883,782 22,847 839,584 2.721
1981 1,011,037 25,349 947,409 2.676
lssz . 1,109,565 23,417 -1,060,301 2.208
1983 1,211,348 17,394 1,160,455 1.499
1984 1,310,858 14,494 1,261,101 1.149
1985 1,410,185 12,405 1,360,522 .9117
-1986€ 1,511,531 20,462 1,460,858 1.401
1987 1,781,343 32,360 1,646,437

1.965
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