
Financial systems provide payment services. They
mobilize savings and allocate credit. And they
limit, price, pool, and trade the risks resulting
from these activities. These diverse services are
used in varying combinations by households, busi-
nesses, and governments and are rendered
through an array of instruments (currency, checks,
credit cards, bonds, and stocks) and institutions
(banks, credit unions, insurance companies,
pawnbrokers, and stockbrokers). A financial sys-
tem's contribution to the economy depends upon
the quantity and quality of its services and the effi-
ciency with which it provides them.

Financial services make it cheaper and less risky
to trade goods and services and to borrow and
lend. Without them an economy would be con-
fined to self-sufficiency or barter, which would in-
hibit the specialization in production upon which
modern economies depend. Separating the timing
of consumption from production would be possi-
ble only by first storing goods. The size of produc-
ing units would be limited by the producers' own
capacity to save. Incomes would be lower, and
complex industrial economies would not exist.

Finance is the key to investment and hence to
growth. Providing saved resources to others with
more productive uses for them raises the income of
saver and borrower alike. Without an efficient fi-
nancial system, however, lending can be both
costly and risky. Self-financed investment is one

way to overcome these difficulties, but profitable
investment opportunities may exceed the re-
sources of the individual enterprise. Investment by
the public sector is another answer; in this case
additional savings are mobilized through the tax
system. But excessive centralization brings its own
difficulties, especially in gathering the information
needed to make sound investments. Efficien-
cy therefore requires a balance among internally
generated resources, centrally organized saving
and investment, and market-based financial
arrangements.

Market-based arrangements are voluntary. As
such they are driven by the desire for profit, tem-
pered by concerns about risk. Competition ensures
that transaction costs are held down, that risk is
allocated to those most willing to bear it, and that
investment is undertaken by those with the most
promising opportunities.

Such arrangements may take many forms but
tend to mirror an economy's complexity and politi-
cal orientation. Informal finance, such as loans
within families and between friends or from pawn-
brokers and moneylenders, is still important in
many countries. But as economies grow, these ar-
rangements need to be augmented by the services
that only formal institutionscommercial banks,
collective investment institutions, and capital
marketscan supply. For example, by transform-
ing the size and maturity of financial assets, formal
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Box 2.1 Life without money

"Some years since, Mademoiselle Zelie, a singer
gave a concert in the Society Islands . . in exchange
for a third part of the receipts. When counted, her
share was found to consist of three pigs, twenty-three
turkeys, forty-four chickens, five thousand cocoa nuts,
besides considerable quantities of bananas, lemons and
oranges . . . as Mademoiselle could not consume any
considerable portion of the receipts herself, it became
necessary in the meantime to feed the pigs and poultry
with the fruit.''

W. S. Jevons
Money and the Mechanism of Exchange

(Jevons 1898, p. 1)

Even in modern economies many transactions do not
involve money. For example, barter is used to escape
taxation and regulation. In developing countries most
exchanges within extended families are handled with-
out cash. The multiple incomes of an extended family
offer a substitute for insurance, pension plans, and so-
cial security. In many areas of the world, share-
cropping involves a series of nonmonetary transactions
concerning inputs, land tenure, crop sales, and so on.

In some countries neighbors help one another to build
their houses without payment (gotong rogong in Java,
barn raising in the United States).

The economy of ancient Egypt operated for 2,000
years before the invention of money (although pre-
cious metals served as a medium of exchange for some
transactions). Even after several surrounding states
adopted coinage, the government of Egypt opposed
the use of money. The Inca Empire of Peru may not
have used money as a medium of exchange, despite
being exceptionally rich in gold and silver. Some reli-
gious societies (including the almost self-sufficient Je-
suit Republic of Paraguay in the sixteenth and seven-
teenth centuries) and authoritarian or paternalistic
communities (such as the large haciendas of Latin Amer-
ica) make little or no use of money, at least for internal
transactions.

Nonmonetary transactions tend to be aspects of a
longstanding social compact, whose individual parts
cannot be valued separately. But in advanced econo-
Inies most exchanges are impersonal. As Mademoiselle
Zelie discovered, trade can be quite costly without a
widely accepted medium of exchange.

institutions can mediate between the many small
depositors who prefer liquid assets and the few
large borrowers who need long-term loans to fi-
nance investment. They can provide other useful
services too: insurance, hedging (using options
and futures contracts), and so on. In a diversified
market-based system, governments retain a key
role as prudential regulators, because experience
has shown that financial marketsessential
though they arecan be prone to instability and
vulnerable to fraud.

Finance and growth

Malthus predicted that growing populations and
fixed amounts of land and other natural resources
would ultimately stifle economic growth. But natu-
ral resource endowments have declined in impor-
tance in most high-income countries. In Great Brit-
ain, for example, the value of land and minerals
was 60 percent of the value of all tangible assets in
1688 but only 15 percent in 1977. In fact, natural
resources have not determined wealth. In 1870,
Australia, a country rich in natural resources, had
twice the per capita income of Switzerland, which
has few; today Switzerland's per capita income ex-
ceeds Australia's by more than half. During the
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past three decades Hong Kong, Japan, the Repub-
lic of Korea, and Singapore have had among the
world's highest per capita income growth rates de-
spite their relatively poor resource endowments.
Resource-rich Argentina has hardly grown at all.

The biggest difference between rich and poor is
the efficiency with which they have used their re-
sources. The financial system's contribution to
growth lies precisely in its ability to increase
efficiency.

Finance and trade

The financial system makes its biggest contribution
to growth by providing a medium of exchange. In
a barter economy, trade requires a "mutual coinci-
dence of wants." It is therefore limited by the
costly search for trading partners. Specialization is
discouraged in economies with no medium of ex-
change, so their productivity is low. Money facili-
tates specialization by reducing trading costs and
linking different markets. The adoption of a stan-
dard unit of account serves the same goal (see Box
2.1).

Historically, economies moved first from basic
self-sufficiency to barter trade and then to trade
against commonly accepted commodities such as



gold. Maintaining inventories of commodity
money was costly, and the safekeepers of gold and
other commodity monies soon learned the advan-
tages of allowing the direct exchange of deposit
certificates. Such economizing on the use of com-
modity money gave birth to deposit money and
banking. The continuing search for cheaper means
of payment led to paper money, credit cards, and
electronic transfers.

Most developing countries have a widely ac-
cepted medium of exchange, although they will
need more advanced payment systems as their
economies become larger and more complex. But,
some countries, particularly in Latin America,
have failed to provide a currency with a stable
value. In inflationary economies local currency be-
comes less acceptable as a medium of exchange.
Inflation also undercuts money's use as a unit of
account: it makes financial contracts riskier, re-

duces the information imparted by relative prices,
and distorts the allocation of resources.

Finance and saving

Saving determines the rate at which productive
capacity, and hence income, can grow. On aver-
age, the more rapidly growing developing coun-
tries have had higher saving rates than the slower-
growing countries (see Table 2.1). These rates are
influenced by many factors. In analyzing them it is
useful to distinguish between the flow of "saving"
and the stock of "savings." In this Report, "sav-
ing" will always refer to the flow of real resources
that are not consumed in the period under study
and that are therefore available for investment.
"Savings" will refer to the stock of accumulated
saving, or wealth. An increase in the stock of fi-
nancial assets will be called "financial deepening."

Many factors affect the saving rate: the rate of
income growth, the age composition of the popu-

Note: Data are weighted averages times 100 and are based on a sample of eighty developing countries. M2 is currency in circulation plus demand,
time, and savings deposits at banks. Investment is gross domestic investment.
a. Because of lack of data, average is for 1977-87 only.
Source: IMF, International Financial Statistics, and World Bank data.

lation, and attitudes toward thrift. The services
provided by government, such as social security,
can affect saving, as can taxes and government
deficits. Macroeconomic and political stability af-
fect expectations and thus affect saving. Whether
financial variables affect the saving rate is still an
open question.

Liquidity and ease of access may make financial
instruments a more attractive home for savings.
And financial services may encourage saving if
they raise the net returns. Higher interest rates
raise the return, but they can also enable savers to
achieve a target stock of financial wealth with a
lower saving rate. The effect of higher interest
rates is therefore ambiguous. Empirical estimates
range from a large positive effect to no effect at all.

Although interest rates have an uncertain effect
on the amount people save, their effect on the
form in which people save is clear. High interest
rates favor financial over nonfinancial forms of sav-
ing. A recent study using 1985 data for eighty-one
developing economies found that the ratio of liq-
uid liabilities to GNP (a measure of financial depth)
rose by 0.75 percentage point in response to a 1.0
percentage point increase in the nominal interest
rate paid on deposits. However, the ratio fell by
1.70 percentage points in response to a 1.0 percent-
age point increase in the rate of inflation. (This
asymmetry may reflect the fact that some liquid
liabilitiescurrency, for examplepay no interest
and thus cannot fully compensate savers for infla-
tion. It may also reflect a risk premium that rises
with the inflation rate.) Overall, higher real inter-
est rates are likely to lead to financial deepening as
savers switch some of their saving from real to
financial assets and from foreign to domestic as-
sets. Conversely, the negative real interest rates
that many countries saw during the 1970s discour-
aged the holding of financial assets.

Governments can influence financial saving in
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Table 2.1 Saving and growth in developing countries, 1965 to 1987

Country group by
GDP growth rate

Gross national
savingslGDP

Gross

investmentlGDP
Change in

GDP/investment M2/GDP

High growth (over 7 percent)
Seven countries 28.0 28.6 26.3 43.Oa

Excluding China 23.2 26.7 33.1

Medium growth (3-7 percent)
Fifty-one countries 18.5 22.6 23.6 31.2

Low growth (less than 3 percent)
Twenty-two countries 19.0 19.0 10.1 23.8



other ways too. By imposing direct taxes on banks,
by requiring banks to hold noninterest-bearing re-
serves at the central bank, or by forcing banks to
invest in low-interest government bonds, they re-
duce the return on bank deposits. Historically,
governments raised finance by debasing commod-
ity money. Today they do the same by granting
themselves a monopoly in the creation of currency.
The rent earned from this monopoly is called sei-
gniorage (see Chapter 4). The more governments
rely on it for revenue, the less savers are inclined
to hold their wealth in financial form. As discussed

Figure 2.1 Average saving and investment rates and sectoral surpluses and deficits
for fourteen developing countries
(percentage of GNP)
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Saving

Sector surplus

Investment

Sector deficit

Self-financed investment

Households-A
Business

Government
1.9

1.9

7.0

Foreign

Financial sector

Note: Data are based on the sample of fourteen developing countries listed in Table 2.2.
Source: Honohan and Atiyas (background paper).

in the next section, the amount saved in financial
form affects the productivity of investment.

Finance and investment

The financial system intermediates only part of a
country's total investment, because firms and
households finance much of their investment di-
rectly out of their own saving. Only when invest-
ment exceeds saving is it necessary to borrow, just
as when saving exceeds investment it is necessary
to lend. The financial system's task is to move ex-

2.0

6.9

2.0



Table 2.2 Average sectoral surpluses in fourteen developing countries, selected years

cess saving from economic units in surplus to
those in deficit.

Figure 2.1 shows the average saving and invest-
ment rates for fourteen developing countries.
Households saved 12.9 percent of GNP and in-
vested 6.0 percent; that left them with a surplus of
6.9 percent of GNP. Businesses saved 8.6 percent
of GNP and invested 15.6 percent; that left them
with a deficit of 7.0 percent of GNP. The foreign
sector was a net lender and the government a net
borrower. The financial sector is the channel for all
these flows. Note that the country-by-country sec-
toral balances which underlie these averages vary
widely. Table 2.2 shows the balances for each of
the countries that are aggregated in Figure 2.1. The
surplus of the household sector, for instance,
ranges from Côte d'Ivoire's 1.5 percent (in 1971-
78) to Malaysia's 16.8 percent (in 1980-86).

Taking the fourteen countries together, Table 2.2
shows that businesses financed 55 percent of their
investment from their own saving (in the form of
depreciation allowances and retained earnings).
Governments financed 72 percent of their invest-
ment from their saving (that is, from the excess of
taxes and other income over consumption spend-
ing plus transfers). And households as a group
financed all of their investment from their saving.
Altogether, roughly half of all investment was self-
financed.

An advantage of self-finance is that, in combin-
ing the acts of saving and investing, it internalizes

Note: Sectoral surpluses may not sum to zero where figures have been derived from independent sources.
a. A self-financing ratio is a sector's saving divided by its investment, expressed as a percentage. This ratio overstates true self-financing to the
extent that there is intrasectoral borrowing or lending. Data are derived from the weighted sectoral saving and investment averages shown in
Figure 2.1.
Source: Honahan and Atiyas (background paper).

all the information, transaction, monitoring, and
enforcement costs that would be involved if the
resources were lent to someone else. No complex
contracts, collateral, or other devices are required
to reduce the risks inherent in lending. The short-
coming of self-finance is that an individual's in-
vestment opportunities may not match his or her
resources or may be inefficiently limited by them.

Even though the financial system intermediates
only part of total investable resources, it plays a
vital role in allocating saving. In the early stages of
development, relatives, friends, and moneylend-
ers may be the only sources of external finance. As
the financial system grows, local banks, then na-
tional financial institutions, and finally securities
markets and foreign banks become sources of
funds for investors. Smoothly functioning finan-
cial systems lower the cost of transferring re-
sources from savers to borrowers, which raises the
rate paid to savers and lowers the cost to borrow-
ers (see Box 2.2). The ability of borrowers and
lenders to compare interest rates across markets
improves the allocation of resources.

Historically, the quality of investment has been
at least as important for growth as the quantity.
Although the fastest-growing countries had higher
rates of investment than the others in Table 2.1,
empirical studies generally find that less than half
the growth in output is attributable to increases in
labor and capital. Higher productivity explains the
rest. Higher labor productivity reflects better
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(percentage of GNP)

Country and period Households Business Government Foreign

Cameroon, 1980-84 4.0 -9.4 2.7 2.8

China, 1982-86 7.0 -8.1 0.3 0.8
Colombia, 1970-86 3.5 -4.6 -0.2 1.3
Côte d'Ivoire, 1971-78 1.5 -7.7 1.3 4.4
Ecuador, 1980-85 5.1 -6.8 -2.5 5.0
India, 1970-82 5.5 -1.2 -5.5 1.1

Korea, Rep. of, 1980-85 7.0 -13.4 1.1 5.2
Malaysia, 1980, 1985-86 16.8 -7.2 -12.2 1.7
Philippines, 1983-85 9.1 -7.0 -3.6 2.9
Portugal, 1977-79, 1981 14.3 -16.1 -7.3 7.6
Thailand, 1981-83 6.8 -6.5 -4.3 5.7
Tunisia, 1977, 1980-84 2.1 -13.7 2.5 9.1
Turkey, 1971-81 7.7 -11.0 -0.9 3.2
Yugoslavia, 1970-85 7.0 -8.2 0.7 1.2

Average (weighted) 6.9 -7.0 -1.9 2.0

Self-financing ratio' 215 55 72



Box 2.2 Transaction costs and the supply of credit

The impact of financial intermediation and interest rate
ceilings on credit can be demonstrated geometrically.
In the diagrams in Box figure 2.2 the horizontal axis
measures the quantity of borrowing or lending per unit
of time (X), and the vertical axis measures the cost of
borrowing (r) and the return for lending (1). The econ-
omy's demand for credit is depicted in the first dia-
gram by the downward-sloping curve labeled D. Its
negative slope reflects, in part, the increasing quantity
(per unit of time) of profitable investment as the cost of
borrowing declines. The upward-sloping curve labeled
S depicts the economy's supply of credit, the amount
of saving offered to others either directly or through
intermediaries such as banks. Its positive slope reflects,
in part, the increasing share of total saving provided
for financial assets as their return rises relative to the
return on real assets or investment abroad. If there
were no transaction costs or interest rate regulations,
the market-determined rate of interest would be r =
and the amount of credit per period would be X.

It is costly, however, for lenders to locate credit-
worthy borrowers directly. In the center diagram, the
amount lenders must charge borrowers to cover that
cost is reflected in the curve Sd. The vertical distance
between this curve and the supply of funds curve (5) is
the amount of these transaction costs (including the
cost of covering the expected defaults). If lenders had
to find borrowers on their own, they would be willing

Box figure 2.2 The supply of and demand for credit

r=I

r,i

r1,

x x,

to supply Xd in the expectation of earning (after deduct-
ing expected costs) a. For that amount of credit bor-
rowers would be paying r. Transaction costs introduce
a wedge between the cost to borrowers and the return
to lenders, which reduces the amount lent.

Banks or other intermediaries exist, in part, because
they are able to reduce the transaction costs of borrow-
ing and lending. This is reflected in the curve 5b The
wedge between the cost to borrowers and the return to
lenders is now the banks' spread. Assuming that bank
spreads are less than the costs of direct lending, the
amount lent increases from Xd to Xb, the return to
lenders increases from 1d to and the cost to borrowers
falls from ra to Tb. The better banks are at reducing
transaction costs, the greater these effects. Reducing
taxes on banking (such as unremunerated reserve re-
quirements, which are a part of these costs) has the
same effect.

The third diagram shows the effect of an interest rate
ceiling (the horizontal orange line at ir). If the ceiling is
applied to deposit rates, it will reduce the amount lent
(to X) and raise the cost to borrowers (to ic). If the
ceiling applies instead to lending rates, banks will set
deposit rates at i, deducting transaction costs. The
amount deposited (and lent, when abstracting from re-
serve requirements) will be X. The excess demand for
credit (X, - X) cannot be satisfied, and lenders will
ration the available supply.

x x

1

health, skills, education, and work effort; higher
capital productivity reflects technical progress and
the more efficient use of saving.

As more saving moves through the financial sys-
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tern, financial depth increases. The financial sys-
tems of higher-income countries are usually
deeper (as measured by the ratio of liquid liabilities
to GNP) than those in poorer ones (see Figure 2.2).



They are also deeper in the most rapidly growing
countries than in the slowest-growing countries
(as shown by the ratio of M2 to GDP in Table 2.1).

Faster growth, more investment, and greater fi-
nancial depth all come partly from higher saving.
In its own right, however, greater financial depth
also contributes to growth by improving the pro-
ductivity of investment. Investment productivity,
as measured by the ratio of the change in GDP to
investment (the inverse of the incremental capital-
output ratio-ICOR), is significantly higher in the
faster-growing countries, which also have deeper
financial systems (Table 2.1). This suggests a link
between financial development and growth. How
might this work? It was noted above that positive
real interest rates favor financial saving over other
forms of saving and therefore promote financial
deepening. Provided that intermediaries are good
at selecting viable projects, greater intermediation
will ensure that the better investments are fi-
nanced and will thereby increase the average pro-
ductivity of investment. Table 2.3 groups the coun-
tries of Table 2.1 that had meaningful interest rate
data according to their real interest rates: positive,
moderately negative (0 to -5 percent), and
strongly negative. The first group had lower infla-
tion rates, deeper financial sectors, moderately
higher investment rates, and significantly more
productive investments than the others.

More important, the growth rates of the coun-
tries with positive real interest rates were consider-
ably higher on average than those of the others. As
the world economy adjusted to the first oil price
shock of the early 1970s, productivity and growth
fell nearly everywhere. But the fall was much

Figure 2.2 Indicators of financial depth
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Table 2.3 Growth rates and other economic indicators for country groups with positive, moderately
negative, and strongly negative real interest rates, 1965 to 1973 and 1974 to 1985

Note: Real interest rates were calculated from nominal rates according to the following formula: 1(1 + r) 1(1 + p) - 11 x 100, where r is the deposit
rate and p is the inflation rate. Inflation is the percentage change in the consumer price index (CPI). M3 is currency plus the sum of nonbank
deposits of the public at all identified deposit-taking institutions. Real saving is gross domestic savings deflated by the average annual CPI rate.
Volatility of inflation is the absolute deviation of the inflation rate from its level the year before.
Source: Gelb (background paper).
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(average percent)

1965-73 1974 -85

Negative Negative
Indicator Positive Moderately Strongly Positive Moderately Strongly

Real interest rate 3.7 -1.7 -13.7 3.0 -2.4 -13.0
GDP growth rate 7.3 5.5 4.6 5.6 3.8 1.9
M3/GDP 28.9 27.0 29.1 40.3 34.0 30.5
Investment/GDP 21.4 19.7 21.4 26.9 23.2 23.0
Change in GDP/investment 36.7 31.1 21.7 22.7 17.3 6.2
Change in real M3/real saving 18.7 12.7 6.4 16.6 8.2 -0.9
Inflation rate 22.2 7.1 40.2 20.8 23.9 50.3
Volatility of inflation rate 17.1 5.3 27.2 12.2 9.1 23.5

Less than $450 to $3,000 to More than
$450 $3,000 $7,200 $7,200

Per capita income

LI Liquid liabilities (M3)

Li Ml

[I] Currency

Note: Data are unweighted averages by income group. Ml is the
sum of currency and demand deposits. Liquid liabilities are the
sum of Ml, time and savings deposits, and other deposits at
financial institutions.
Source: Neal (background paper).



greater in the countries with negative real interest
rates. Overall, output grew almost three times
faster, on average, in the countries with positive
real interest rates than in the countries with
strongly negative rates. Further analysis suggests
that positive real interest rates helped growth
mainly by improving the quality of investment and
not just by increasing the quantity of investment
(see Box 2.3). Although the rate of investment was
only 17 percent higher in the countries with posi-
tive real rates, the average productivity of their
32

Box 2.3 Real interest rates and growth

Most developing countries have periodically held their
interest rates below market-clearing levels. These artifi-
cially low interest rates have "repressed" their finan-
cial systems, shrinking financial assets in real terms
especially at times of high inflation. If financial depth
promotes economic growth, artificially low real interest
rates may be an obstacle to development.

A background study for this Report estimated the
relationship between real interest rates and growth for
the thirty-three developing countries with populations
of more than 1 million and acceptable data for the pe-
riod 1965-85 (the same countries that are grouped by
interest rates in Table 2.3). When the data for these
countries were averaged over each of two periods,
1965-73 and 1974-85 (to take into account the marked
deterioration in growth of virtually all countries after
the first oil shock), higher real rates of interest on short-
term deposits were indeed associated with faster
growth. In a simple regression where GY is the growth
rate, R is the real interest rate, and SHIFT is the dummy
for the second period

GY = -0.12 + 0.20R + -0.02 SHIFT J2 = 0.45
(-2.5) (5.2) (-3.4)

However, assessing the impact of interest rates on
economic performance is not straightforward. Causa-
tion could run in either direction. To analyze the associ-
ation between interest rates and growth, this study de-
composed the relationship into a chain of relationships
more likely to run in one direction. The hypothesized
chain ran from interest rates to financial depth and to
saving and from financial depth to the productivity of
investment.

The resulting estimates showed that higher real in-
terest rates (obtained by raising repressed rates toward
modestly positive levels) are associated with increased
financial depth and with a modest increase in saving
and investment. In the second link in the hypothesized
chain, financial depth was strongly associated with
more productive investment. When the estimates of
each link are put together, they suggest that, although
real interest rates have a smaller effect on growth than

indicated in the simple regression, the association is
strong and appears to operate primarily through the
effect of greater financial depth on the productivity of
investment. (Note, however, that countries with re-
pressed financial systems often suffer serious distor-
tions in other sectors of the economy as well. The
strong relationship between real interest rates and
growth may therefore reflect the correlation between
macroeconomic imbalances and price distortions, par-
ticularly the negative association between high infla-
tion rates and growth, as well as financial repression.)

Box figure 2.3 plots some of the country data used in
this study. The value of each country's average invest-
ment rate (horizontal axis) is plotted against its average
growth rate (vertical axis) for the second period (1974-
85). Although higher investment rates are associated
on average with higher growth rates, the figure shows
that the relationship is loose. The differences between
growth rates and investment rates reflect differences in
the productivity of investment. Any line drawn from
the origin represents a given growth-investment ratio
(the inverse of the incremental capital-output ratio); if
all investments were equally productive, differences in
growth rates would reflect differences in investment
rates only, and all points would fall on a line that repre-
sents the average productivity of investment. In the
figure that linelabeled "average productivity of
investment' 'corresponds to the sample average.
Thus the position of points with respect to the line
reflects differences in the productivity of investment
among the sample countries, with those above the line
being more productive than the average and those be-
low it less.

The blue squares depict countries with positive real
interest rates, the white squares those with moderately
negative rates, and the red squares those with strongly
negative rates. Investments in all the countries with
positive real rates were more productive than average.
Investments were generally less productive than aver-
age in the countries with strongly negative real rates,
four of which actually had negative growth rates over
the period.

investment was almost four times higher. Note,
however, that many of the countries with positive
real interest rates also had more stable macroeco-
nomic policies and more open trading systems,
which should also raise growth rates.

Risks and costs of finance

Lending is risky. Intermediaries must cover the
costs of devising contracts that limit risk, of moni-
toring and enforcing those contracts, and of losses.



Box figure 2.3 Real interest rates, investment, productivity, and growth
in thirty-three developing countries in 1974-85

D Positive real interest rates

D Moderately negative real interest rates (0 to -5 percent)

Strongly negative real interest rates (less than -5 percent)

GDP growth rate (percent)
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Source: Geib (background paper).
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The extent of financial contracting depends on the
extent to which cultural, legal, and institutional ar-
rangements can reduce these costs. If they remain
prohibitive, businesses will prefer to rely on self-
finance.

Risks

Financial contracts involve credit risk, price risk,
and liquidity risk. Credit risk is the danger that the
borrower will default. Price risk is the risk of loss
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caused by unexpected changes in pricesin inter-
est or exchange rates, for example. Liquidity risk is
the risk of being unable to sell financial assets
quickly, except at a steep discount. In addition,
there is the risk that the default of one or a few
large borrowers will endanger the whole financial
system. This is called systemic risk.

Informational asymmetries are one source of
credit risk. Entrepreneurs have "inside" informa-
tion about their own projects and creditworthi-
ness. Lenders can reduce credit risk either by de-
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Box 2.4 Swapping risk

All economic activities are subject to a wide variety of
technical, economic, and financial risks. Many risks are
amenable to actuarial calculations and can be covered
by straightforward insurance policies, but others are
not. Financial systems can help to overcome some risks
by redistributing them among market participants.

Some types of risk can be limited through portfolio
diversification; other risks can be hedged by using an
appropriate instrument, such as a forward contract or
option. The key to any hedge is to find a counterparty
willing and able to take the other side of the contract.
Financial institutions have become adept at inventing
hedging instruments and arranging hedging contracts
between different parties.

One hedging instrument has become quite popular
in the 1980s and has contributed greatly to the growing
integration of national financial markets. It is the
"swap." Swaps involve the exchange of future streams
of payments between two or more parties and enable
the participants to convert debt servicing obligations
from one currency into another or from fixed to floating
interest rates. Swaps exploit the segmentation of finan-
cial markets that causes differences in the markets' per-
ception of different borrowers. Thus, although a triple-

A-rated firm may be able to borrow in both dollars and
yen at a lower rate than a B-rated firm, it may have a
comparative advantage in borrowing in yen because of
its greater name recognition. Yet the second firm may
desire yen debt, perhaps because it exports to Japan. A
currency swap allows both firms to borrow where they
have a comparative advantage (thus reducing market
segmentation), swap loans and repayment streams to
match their desired risk profiles, and end up with a
lower cost of funds. The same principles are at work
when a firm borrowing at fixed interest rates swaps
payment streams with one borrowing at floating rates.

The importance of hedging devices is clearest when
there are none. For example, in many developing
countries firmsincluding those with foreign currency
liabilitiesare prohibited from holding foreign cur-
rency assets and cannot buy forward contracts; this
limits their ability to hedge their foreign exchange risk.
Similarly, developing country farmers, who cannot
participate in world futures markets, are unable to
hedge the substantial risks associated with fluctuations
in the "world" prices of their crops. In these circum-
stances producers are likely to invest less and produce
less.

veloping their own expertise in the selection of
borrowers or by relying on information from insti-
tutions such as credit rating agencies. Measures
that increase the information available to lenders,
such as the strengthening of accounting and audit-
ing requirements, improve lenders' ability to iden-
tify the borrowers with the best investment oppor-
tunities. When information is poor, lenders can
discriminate between borrowers only in very
broad terms.

To cover risk, lenders raise the interest rate they
charge on loans. But this may be partially self-
defeating, because the more creditworthy borrow-
ers may choose not to borrow, which would leave
the lender with less creditworthy clients. (This is
the problem of adverse selection.) Furthermore, to
cover the higher cost of borrowing, clients may
take on riskier projects. (This is the problem of
moral hazard.) Because of their limited ability to
identify risks and monitor behavior, lenders tend
to require collateral and to ration credit to the most
creditworthy borrowers rather than to charge
higher interest rates on riskier loans. Borrowers
with little collateral are likely to be the most af-
fected by credit rationing.

Financial risk can be reduced by improving the
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availability and quality of information about bor-
rowers (individuals, enterprises, or financial inter-
mediaries), by improving the design and enforce-
ment of loan contracts, and by enlarging the range
of instruments so as to permit greater diversifica-
tion of portfolios. Risk cannot usually be elimi-
nated altogether, but the irreducible risk can often
be transferred to those more willing to bear it.
Loan maturities, the choice of adjustable or fixed
interest rates, equity and venture capital arrange-
ments, and collateral or cosigner requirements are
all examples of different risk assignments. Much
recent financial innovation has been driven by at-
tempts to exploit comparative advantage in risk
bearing (see Box 2.4).

Transaction costs

The services offered by financial institutions re-
quire the collection and processing of a great deal
of information and the design, monitoring, and
enforcing of contracts. Providing these services is
expensive. Financial institutions must cover ad-
ministrative costs (essentially payroll and rent),
taxes, the cost of capital and of adhering to govern-
ment regulations, and losses from default. They do



so by charging fees for specific services and inter-
est on loans.

The burden of costs will shift between the parties
according to the arrangements adopted. Informal
financial entrepreneurs rely on personal knowl-
edge of borrowers; their information costs are low.
In more advanced systems information and en-
forcement become more expensive. In the early
stages of financial development, banks build the
cost of gathering credit information into their
spreads. Later, firms supply more information on
their own behalf. A corporation issuing bonds or
equities must provide investors with information
about itself. Firms send audited accounts to their
shareholders and to the tax authorities. They may
pay a credit rating agency to grade their securities.

Transaction costs are also borne by depositors,
investors, and government agencies. Depositors
incur costs in visiting bank branches and waiting
in line to cash checks. Investors devote resources
to analyzing information. Government agencies
usually bear some of the costs of monitoring and
enforcement. A securities and exchange commis-
sion may be called upon to certify the accuracy of
information provided in corporate prospectuses;
deposit insurance corporations may assume re-
sponsibility for monitoring deposit institutions.
Government agencies generally cover their costs
by levying fees on issued securities or collecting
premiums from insured institutions.

Spreads between borrowing and lending rates
and between buying and selling prices reflect the
intermediary's costs, expected loan and trading
losses, reserve requirements, and taxation. Com-
mercial banks' spreads vary with the size and risk
of loans. The average spread between lending
rates and the cost of funds in a high-income coun-
try is between 2 and 3 percentage points. In nonin-
flationary developing countries, spreads are simi-
lar to those in industrial countries, but because the
range of services offered may be more limited and
operating procedures more cumbersome, deposi-
tors' and borrowers' combined transaction costs
may be higher. Spreads in inflationary countries
can be more than 10 percent, although that reflects
the burden of high reserve requirements as well as
transaction costs. Prime borrowers may be able to
acquire funds through international markets for a
fee as low as one-tenth of 1 percent of the amount
raised. Although spreads tend to be narrower in
direct transactions than in intermediated ones, the
difference is partly offset by the additional costs
borne by the principals.

High accounting standards and strong contract

enforcement help to reduce the risk of loss. Com-
petition, however, is the most effective way to
keep transaction costs low. Access to a wide range
of institutions and markets, including interna-
tional markets, stimulates competition.

Government intervention

Governments intervene in the provision of finan-
cial services for many reasons. Historically, they
have controlled the means of payment, both to
guarantee its soundness and to collect seigniorage.
More recently, governments have tried to use their
control of money creation to influence the level of
economic activity and their control of the allocation
and pricing of credit to influence the composition
of investment. (Chapter 4 discusses the recent ex-
perience of the developing countries with policies
of this sort.) They have also intervened to ensure
that financial intermediaries behave prudently.

Fractional reserve banking systems (in which
banks hold only partial reserves against liabilities
and lend out the rest of their deposits) have suf-
fered from occasional instability, excessive risk tak-
ing, and fraud. The liabilities issued by banks in
response to the demands of depositors are short-
term, highly liquid, and supposedly low-risk.
Loans, by contrast, are usually longer-term, less
liquid, and riskier. This difference is one reason
banks charge borrowers more than they pay de-
positors. But because banks are so highly
leveraged, relatively small losses on loans can
leave them unable to honor their liabilities. When
the public suspects that a bank is insolvent, the
result is often a run on the bank, which sometimes
spreads to other, solvent, banks. The drain of bank
reserves causes a multiple contraction in bank
credit. When runs become widespread, as they oc-
casionally did in the nineteenth and early twenti-
eth centuries, financial panic can trigger a collapse
of the credit-payment process and a sharp
recession.

Governments have devised ways of dealing with
bank runs. When they occurred, central banks
acting as lenders of last resortprovided liquidity
by rediscounting sound loans. In several high-
income countries the government provided de-
posit insurance. By guaranteeing the value and li-
quidity of deposits up to a certain size, deposit
insurance was designed to prevent runs from start-
ing (see Box 2.5). The lender-of-last-resort facility
was designed to prevent them from spreading.

Although prudential regulation has a different
rationale than economic regulation aimed at alter-
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Box 2.5 Deposit insurance

Most high-income and a few developing countries
have established deposit insurance schemes. Deposit
insurance guarantees the nominal value and liquidity
of deposits up to a certain size. The insurer is an insti-
tution, generally government-owned, established for
that purpose, and funded with premiums paid by the
institutions whose deposits are insured. Deposit insur-
ance can help to establish confidence in the safety of
saving with banks (or other covered institutions) in
countries with limited banking habits. The principal
targets of deposit insurance are small, unsophisticated
depositors who are least able to assess the soundness
of a particular depository. By assuring depositors that
their money is safe even if the depository is not, de-
posit insurance supplements the central bank's lender-
of-last-resort role in forestalling bank runs.

Like all insurance, deposit insurance suffers from the
risk of moral hazard. Because insured depositors no
longer need to be concerned about the quality of their
depository's assets, market regulation of bank behav-
ior is reduced. A considerable degree of market regula-
tion can be retained if deposit insurance coverage is
limited to relatively small deposits. The interbank de-
posit market, which has become an important source of
short-term liquidity for all advanced banking systems,
can impose a significant measure of discipline on banks

and should never be insured. This contrasts with the
savings and loan associations in the United States,
which, in addition to having insure deposits, do most
of their short-term borrowing from the Federal Home
Loan Bank System, which lends according to less de-
manding standards (see Box 5.4 in Chapter 5). An ines-
capable fact of deposit insurance is that it places greater
responsibility on government to see to it that insured
institutions behave prudently.

With or without insurance, depositors would be fully
protected if banks were closed and liquidated the mo-
ment their capital fell to zero. This is not a practical
possibility: the condition of a bank cannot be known to
inspectors minute by minute and, because liquidation
takes time, asset values can decline before liquidation
can be completed. However, up-to-date market ac-
counting, frequent inspection, and swift action by in-
spectors to close insolvent banks are clearly important
in minimizing losses. In some countries the laws estab-
lishing deposit insurance provide the mechanisms for
exactly such steps. Furthermore, the enhanced super-
visory capability that sometimes accompanies the es-
tablishment of deposit insurance can and should be
used to spot problems in bank management and in
banks' portfolios well before insolvency occurs and to
compel banks to take corrective action.

ing the allocation of resources, it too affects the
structure and efficiency of the financial sector. For
example, many governments have honored the lia-
bilities of insolvent financial institutions even
when there was no formal insurance. Government
guarantees and lender-of-last-resort facilities,
however, changed the behavior of both depositors
and bankers. Depositors and other buyers of bank
liabilities that were either explicitly or implicitly in-
sured no longer had to monitor banks to protect
the value of their deposits. Bankers no longer had
to worry about runs, so they could make riskier
loans. Governments therefore had to regulate and
supervise the system.

Deposit insurance, coupled with regulation and
supervision, has reduced the problem of bank runs
but has been less successful in preventing fraud
and excessive risk taking by banks, as the present
widespread insolvency among the financial institu-
tions of the developing countries makes clear (see
Chapter 5). And high-income countries have not
been exempt (see Box 5.4). It is often argued that
government supervision is not an efficient substi-
tute for market supervisionin the form, for exam-
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pie, of monitoring and control of bank managers
by stockholders and depositors. Innovative finan-
cial entrepreneurs have often been able to evade
the rules; those intent on deceiving bank exam-
iners have often succeeded in hiding losses for
some time.

Many countries have therefore moved in recent
years to strengthen the role of the private sector in
monitoring and controlling financial enterprises.
Some have set higher capital requirements for fi-
nancial institutions. This ensures that the owners
have an adequate stake in the efficiency with
which depositors' resources are used. Similarly,
stringent audit and reporting requirements make
an institution's financial condition visible to depos-
itors and investors. And yet some governments
have also covered losses that in the past would
have been borne by market participants. This runs
counter to the principle of allowing market signals
a greater role in supervising the system.

The task of balancing efficiency, which requires
freedom to act, and stability, which evidently re-
quires a degree of government regulation, is ex-
tremely difficult. Some theorists argue for an un-



compromising market-based approach, but in
practice all governments have chosen some form
of supervision. If markets are to judge, price, and
allocate risk correctly, governments must clearly
define the areas in which they have taken
responsibilityand allow losses to be incurred in
those that are not insured. (Chapter 6 discusses
prudential regulation in more detail.)

The structure of the financial system

The financial system consists of many institutions,
instruments, and markets. Financial institutions
range from pawnshops and moneylenders to
banks, pension funds, insurance companies, bro-
kerage houses, investment trusts, and stock ex-
changes. Financial instruments range from the
commoncoins, currency notes, and checks;
mortgages, corporate bills, bonds, and stocksto
the more exoticfutures and swaps of high fi-
nance. Markets for these instruments may be orga-
nized formally (as in stock or bond exchanges with
centralized trading floors) or informally (as in over-
the-counter or curb markets). For analytical pur-
poses, the system can be divided into users of fi-
nancial services and providers.

Users of financial services

Financial institutions sell their services to house-
holds, businesses, and government. The bound-
aries between these sectors are not always
clear-cut.

HOUSEHOLDS. The household sector includes
small, mainly unregulated firms and individuals
Their main financial needs are for payment ser-
vices, for liquid assets in which to save, and for
relatively small amounts of credit. They seek con-
venience (nearby branches, for example), simplic-
ity, liquidity, and security.

After making their own investments, house-
holds as a group have surplus resources to lend
(Figure 2.1). Hence, they demand convenient as-
sets to hold. This demand, as well as the demand
for a medium of exchange, may be met by cur-
rency. To a lesser extent it may be met by bank
deposits, although hoarding commodities or par-
ticipating in informal saving arrangements are al-
ternatives. Accumulated investment in housing
is a large part of the nonhiquid wealth of house-
holds at all but the poorest income levels. As
incomes rise, insurance and contractual savings
schemes (life insurance and pensions) also become
important.

Households also need credit. Street vendors, for
example, need short-term finance to purchase
daily stocks. Small farmers need seasonal or
medium-term credit to buy capital. Would-be
homeowners need long-term mortgage financing.
Households are often unable to convince financial
institutions that they are creditworthy. So they
turn to lenders who do not require formal business
records or collateralto family and friends or to
local pawnbrokers and moneylenders. (Chapter 8
examines informal finance in greater detail.)

BUSINESSES. Wealthier households and corpora-
tions have more complicated financial needs. They
require check and wire transfer payments; de-
posits in larger amounts and at longer maturities;
letters of credit; guarantees; purchase and sale of
foreign exchange; underwriting; advice on finan-
cial, accounting, and tax matters; and so forth. The
business sector is invariably a net borrower; it
needs short-term credit to finance inventories and
long-term funds to finance capital expansion. Nev-
ertheless, it also holds a substantial share of gross
financial assets. For example, in 1984, businesses
held 48, 49, and 64 percent of demand deposits in
Korea, Malaysia, and Tunisia respectively.

The business sector includes public as well as
private enterprises. Public enterprises are gener-
ally in capital-intensive industries such as utilities
and transportation. In developing countries many
of the larger manufacturing firms are publicly
owned as well. Many public enterprises have been
run not to generate profit but to provide employ-
ment and to supply goods and services at reason-
able prices. Because many have incurred losses,
they have been unable to finance their investment
from retained earnings. Public enterprises have
been heavy borrowers in both domestic and for-
eign markets. Their losses have been a drain on
national saving.

Some of the largest corporations can meet most of
their demand for financial services by themselves
and may even be able to supply financial services to
others: trade credits to their customers, for instance.
They can also tap financial markets directly by issu-
ing their own financial instruments (commercial pa-
per, bonds, equity securities, and so on). Yet direct
financing has been negligible in most developing
countries and unimportant in most high-income
ones. In France, Italy, Japan, and the United King-
dom, for example, stocks and bonds financed an av-
erage of less than 9 percent of corporate investment;
30 percent of it was financed with bank loans and the
rest from internally generated funds.
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GOVERNMENT. As well as being regulators of
their financial systems, governments are among
their clients. All governments use payment ser-
vices. In most developing countries, governments,
like businesses, are net borrowers, and they use
the financial system as a source of funding for cur-
rent and capital spending. In industrial countries,
government deficits are financed mainly by selling
securities to the public. In developing countries
they are usually financed by borrowing from
banks. In Sierra Leone, Zaire, and Zambia, for ex-
ample, more than 70 percent of bank credit has
gone to the government in recent years, and in
Mexico 55 percent. Much of that credit was sup-
plied by the central banks, which thereby in-
creased the stocks of reserve money in these coun-
tries. The inflation caused by excessive monetary
growth has greatly retarded the development of
the financial sector in developing countries, espe-
cially since interest rates have often been held
down.

Governments have also used the financial sys-

tem to serve development or other goals. They
have directed credit, often at subsidized interest
rates, to priority sectors. Many developing country
governments own banks or other financial institu-
tions and thus play a direct role in allocating re-
sources. Monetary policy is conducted through the
financial sector (see Box 2.6). The influence of gov-
ernments on the amount and pattern of invest-
ment has therefore been much greater than their
own investment spending would suggest.

Providers of financial services

Financial systems differ from country to country,
yet there are many similarities. In addition to the
central bank, most countries have five main classes
of financial institution: deposit and credit institu-
tions, contractual savings institutions, collective
investment institutions, securities markets, and in-
formal financial enterprises. (Chapters 7 and 8 dis-
cuss the services provided by these parts of the
financial system in more detail.) Casualty insur-

Box 2.6 Monetary policy

Governments intervene in finance partly to control the
supply of money and credit. When the budget deficit is
large, governments often cover it by creating money.
Excessive creation of money to cover budget deficits is
the most common cause of inflation. When the fiscal
deficit is not a consideration, the objective of monetary
and credit policy is usually to maintain stable prices.

Governments have various tools to control the mone-
tary aggregates. Perhaps the most common technique
in developing countries is for the central bank to spec-
ify credit ceilings for each commercial bank. Such ceil-
ings have been criticized because they discourage com-
petition and the mobilization of deposits.

Another approach is for the central bank to fix the
amount of deposit liabilities that can be created by the
banking sector by imposing reserve requirements and
controlling the quantity of reserves available to banks.
Central banks often control the level of reserves
through the refinancing facilities they provide to com-
mercial banks. But if refinancing is used to channel
credit to preferred sectors, it cannot easily be used for
monetary control as well. Other countries use the
movement of government deposits between commer-
cial banks and the central bank to control the level of
reserves. In countries with more developed financial
systems, central banks adjust bank reserves, and hence
the money supply, through the purchase or sale of gov-
ernment securities. These transactions are called open

market operations. When the central bank buys a secu-
rity, it pays with a check drawn on itself, thereby in-
creasing its liabilities. Open market operations cannot
be used in a system without an established govern-
ment bill market. Monetary control with open market
operations leaves the allocation of credit to market
forces.

The degree of integration with world financial and
capital markets also affects the execution of monetary
policy. An open and fully integrated economy that
chooses to maintain fixed exchange rates would have
to maintain the money supply at the level demanded at
the "world" price level and interest rate. Any other
quantity of money would result in changes in the for-
eign exchange reserves of the central bank. The central
bank's purchase or sale of foreign exchange would re-
place open market operations as the tool for determin-
ing bank reserves and, hence, the money supply.

A fixed exchange rate constrains the central bank's
ability to create money and is thus a potential source of
monetary discipline. A market-determined exchange
rate restores a measure of domestic monetary indepen-
dence. With either fixed or floating exchange rates,
central banks will need to set reserve requirements at
levels comparable to those in other countries if banking
business is not to be driven abroad. Noninterest-
earning reserve requirements are a tax on banks and as
such will affect their competitiveness.
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Table 2.4 The institutional structure of selected financial systems, 1985

ance companies are also generally considered part
of the financial sector, but they are not discussed in
this Report.

Table 2.4 compares the structure of the financial
sector in high-income countries with its structure
in some of the more advanced developing coun-
tries. Banks in developing countries hold a bigger
share of all financial assets (48 percent) than they
do in industrial countries (37 percent). The table
understates this dominance, because the develop-
ing countries included are those with the most so-
phisticated financial systems. When central banks
are included, the predominance of the banking
sectors of most developing countries is even
greater, for the central banks in the sample hold 20
percent of the financial sector's assets in develop-
ing countries compared with only 3 percent in de-
veloped markets. In addition to issuing currency
and overseeing the operation of the payment sys-
tem, the central bank acts as banker to the govern-
ment and to other banks. In contrast, nonbank in-

Note: Total financial system assets are the assets of all the institutions shown in this table plus the stock of outstanding securities and equities. To
eliminate double-counting caused by the assets of one institution being the liabilities of another, net financial assets have been approximated by
the sum of total liquid liabilities (IFS, line 551) plus securities and equities. To deflate these stocks by the flow of GNP, five-quarter arithmetic
averages are constructed from year-end data for 1984 and 1985, assuming constant exponential growth during the year.
a. The sum of government bonds, corporate bonds, and corporate equity.
Source: IMF, International Financial Statistics, and World Bank data.

termediaries and contractual savings institutions
hold a much larger share of financial assets in high-
income countries than they do in developing ones.
The relatively small domestic financial sectors of
the developing countries stand in sharp contrast to
their relatively large reliance on foreign financing.

Different financial institutions provide services
that are both complementary to and competitive
with each other. Deposit institutions offer payment
and liquid deposit facilities, and contractual sav-
ings institutions provide ihiquid savings opportu-
nities that cater to the longer-term needs of cus-
tomers. Collective investment institutions offer
small investors the benefits of professional man-
agement and low-cost risk diversification, encour-
aging them to diversify their savings into market-
able securities. On the lending side, commercial
banks have traditionally provided working capital
and trade finance, but longer-term lending is gain-
ing with the spread of universal banking. Factor-
ing companies specialize in financing inventories
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Country

Assets as a percentage of total gross assets of the financial system As a percentage of GNP

Central
banks

Deposit
banks

Specialized
lending

institutions

Contractual
savings

institutions

Collective
investment
institutions

Long-term debt
securities

and equities'

Net
financial

assets

Total
external

debt

Developed markets
Australia 5 31 14 17 1 33
Canada I 33 2 26 8 30 165

France 6 56 10 7 5 16 109

Germany, Fed. Rep. of 4 41 14 9 2 30 158

Japan 2 45 9 6 7 30 300

Sweden 4 27 18 16 1 35
United Kingdom 1 35 1 26 3 34 188

United States 2 28 7 19 4 40 210

Average 3 37 9 16 4 31 188 -
Emerging markets

Argentina 32 43 11 5 0 10 80

Brazil 27 32 12 2 4 23 59 50

Chile 14 44 1 11 1 28 75 145

India 10 47 6 12 1 24 65 19

Korea, Rep. of 9 53 14 4 10 10 66 57

Malaysia 7 34 12 13 3 32 247 52

Nigeria 23 46 2 3 7 19 49 26
Pakistan 21 65 1 2 1 11 45 39

Philippines 30 38 14 3 3 14 38 82
Portugal 20 72 1 2 1 4 124 85

Thailand 16 55 12 1 0 17 89 47

Turkey 33 54 4 6 0 3 27 50

Venezuela 20 46 25 1 0 8 65 74

Average 20 48 9 5 2 16 79 62



and receivables, whereas development banks and
leasing companies provide long-term investment
finance.

Money and capital markets provide investment
instruments appropriate for contractual savings
and collective investment institutions, whose ser-
vices to the saving public are thereby improved.
The efficient functioning of financial markets also
depends on institutions that lend and borrow little
on their own account: investment banks, securities
brokers, and credit rating agencies. Commercial
banks also improve the working of financial mar-
kets by providing credit and payment facilities to
market makers and other market participants.

Different financial institutions and markets com-
pete for a limited pooi of savings by offering differ-
ent instruments. Money and capital markets in-
crease competition between suppliers. Money
markets give merchant banks, or commercial
banks with limited branch networks, greater ac-
cess to funds. Because such banks specialize in
lending to larger corporations, the corporate loan
market may be highly competitive, even though a
few large domestic banks may continue to domi-
nate the retail deposit market.

Money markets also provide large corporations
and nonbank financial institutions with efficient
short-term instruments for investing their liquid
funds and thus compete directly with commercial
banks' traditional deposit facilities. They also en-
able large corporations to issue short-term securi-
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ties in the form of commercial paper and thus fur-
ther reduce the market power that large banks may
have in the domestic banking sector. Finally, capi-
tal markets enable contractual savings and collec-
tive investment institutions to play a more active
role in the financial system.

The complementary and competitive interaction
of financial institutions has policy implications. To
promote an efficient financial system there must be
competition, but the system must also offer an ar-
ray of services. Rather than restrict the growth and
diversification of the main banking groups, gov-
ernments in the larger economies would be wise to
promote greater competition by encouraging
money and capital markets, specialized credit in-
stitutions (such as leasing and factoring compa-
nies), and contractual savings and collective in-
vestment institutions. Economies too small to
support such specialized institutions can spur
competition by allowing economic agents to buy
financial services abroad.

The financial systems of many developing coun-
tries are inadequate, or less efficient than they
could be, or both. Efficient financial systems help
countries to grow, partly by mobilizing additional
financial resources and partly by allocating those
resources to the best uses. As economies develop,
so must the financial systems that serve them. The
next chapter illustrates the central role of finance in
development by reviewing the evolution of finan-
cial systems since preindustrial times.


