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7/Develoin financial systems

What sort of financial systems will the developing
countries possess in twenty years? During the past
twenty years, internationalization of markets and a
common set of forces have pushed the financial
systems of high-income countries into rough align-
ment. The financial systems of developing coun-
tries, however, remain quite heterogeneous. Most
developing countries have begun to place greater
emphasis on market signals, but some govern-
ments will continue to intervene extensively in
credit allocation and pricing, and some will con-
tinue to rely on inflationary financing. As a result
their financial systems will remain shallow, with
little long-term finance. Economic structures will
continue to differ as well, with some countries re-
maining primarily agrarian, others industrialized,
some oriented toward domestic markets and im-
posing tight controls on capital movements, and
others more oriented toward external markets and
having fewer controls. Because of these differences
in developing countries' economic structures and
approaches to development, their financial sys-
tems are likely to remain quite diverse over the
next two decades.

There are nevertheless pressures that are leading
most developing countries to rethink the shape of
their financial systems. One is the effort to apply
some of the lessons learned from past intervention
in financial markets, and another is the need to
adapt to the decline in foreign capital inflows. A

third is the rapid changes that have occurred in
financial technology and banking practice. This
chapter considers the evolution of formal financial
institutions and markets in response to these pres-
sures. Chapter 8 will turn to the informal markets.

Financing investment

Certainly in the next decade, and perhaps in the
next two, the net flow of foreign capital to most
developing countries is likely to be relatively small,
regardless of how the present debt crisis is re-
solved. This has important implications for finan-
cial sector development. Developing countries will
be forced to rely primarily on domestic saving to
cover the cost of investment. In the past, most re-
lied heavily on foreign financing, and in many
countries external debt exceeds domestic debt.
Moreover, practically all long-term credit was pro-
vided by foreign loans. The decline in funding
from abroad will make living with a shallow do-
mestic financial system and little long-term finance
difficult. Unless countries develop their financial
systems, would-be investors will have to rely pri-
marily upon retained earnings, and the funding of
large projects, particularly ones that require
longer-term finance, will be difficult.

Despite considerable differences in level of de-
velopment and in investment rates, countries are
quite similar in the composition of their capital



7.1 The structure of investment and the capital stock

Surprisingly, in relation to national income or CNP, the
level and composition of investment (that is, the
change in capital stock) and the capital stock itself are
quite similar among both low- and high-income coun-
tries. Economies with very high rates of investment
and rapid growth (such as China, Korea, and Japan)
have similar assets-to-GNP ratios, because rapid
growth of the capital stock is balanced by rapid growth
of output. In the centrally planned economies, assets-
to-GNP ratios tend to be somewhat higher, owing to
lower productivity and a large volume of inventories.
Box table 7.1 presents capital stock estimates for a few
countries for which such data are available.

On average, gross investment is about 20 percent of
GNP. Among developing countries, however, invest-
ment rates vary considerably, ranging from less than 15

a. Adjusted from Goldsmith 1985 to make estimate consistent with those for other countries and with national accounts estimates.
Source: Goldsmith 1985.

percent of GNP in Sub-Saharan Africa to well over 30
percent in China. Machinery and equipment typically
account for two-fifths of gross investment, and hous-
ing, other buildings, and civil works for one-fifth each.
Perhaps one-half of the total is thus invested in assets
with a life of fifty years or more, with the rest ranging
mostly between ten and twenty years.

Because of substantial differences in asset life, the
structure of the capital stock is quite different from the
pattern of investment flows: long-lived assets (primar-
ily structures) account for about two-thirds of total re-
producible fixed assets, medium-lived machinery and
equipment for about one-fifth, and short-lived invento-
ries, livestock, and consumer durables for the remain-
der. The value of total reproducible assets is typically
equivalent to 200 to 300 percent of GNP.
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stock and of gross investment flows. The repro-
ducible capital stock is usually equivalent to two to
four years of gross national product (see Box 7.1).
Long-lived assets, such as housing, commercial
buildings, schools, roads, and water supply sys-
tems, account for the bulk of physical wealth in all
countries. The capital stock of the business sector
is surprisingly small in the aggregate. Fixed assets
in manufacturing and utilities are each equivalent
to about 40 percent of GNP, fixed assets in com-
merce are equivalent to 10 to 15 percent of GNP,
and inventories are equivalent to 20 to 30 percent
of GNP. In terms of gross investment flows and the
demand for financial services the business sector
looms larger than its share of the capital stock
might suggest. Its capital stock is constantly being
remolded as new machinery replaces old, produc-

tion and distribution facilities are upgraded, and
new plants are built.

Business finance

Many of the financial policies pursued by develop-
ing countries during the past several decades were
intended to redress perceived shortcomings of do-
mestic financial markets. Two issues have been of
particular concern: first, the supply of equity capi-
tal and long-term finance and, second, the lack of
access to finance for certain classes of borrowers.
In formulating policies to address these two con-
cerns, however, countries have paid too little at-
tention to the balance between risk and reward.

PArFERNS OF FINANCE. In the past, developing
country governments relied on directed credit, ad-
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Box table 7.1 Estimates of the net capital stock in selected countries
(percentage of GNP)

United
States,

Federal
Republic

of Germany, Mexico, India, Hungary,
Item 1978 1977 1978 1975 1977

Total reproducible assets 295 325 209 239a 405

Housing 87 106 64 67 73

Other structures 93 117 64 58' 135

Machinery and equipment 45 47 43 43 69

Inventories 33 21 20 34 70

Livestock 2 2 4 10 8

Consumer durables 35 33 13 27 51

Land 89 108 50 131 150
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Figure 7.1 Shares of medium- and long-term
credit in total credit outstanding
from commercial banks and other
financial institutions in selected
developing countries, 1970 and 1986
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Note: Data are end-of-year shares. Data for Cameroon, Colom-
bia, Korea, Malaysia, Nigeria, and the Philippines refer to com-
mercial banks only. "Credit for equipment" has been used as a
proxy for medium- and long-term credit in Korea. Data for 1970
refer to 1974 for Caineroon, average of monthly shares for Nige-
ria, and 1975 for Portugal; data for 1986 refer to 1985 for Camer-
oon and Morocco, 1987 for Indonesia, and June 1986 for Nigeria.
Data were not available for Indonesia and the Philippines for
1970.
Source: Central bank bulletins and World Bank data.

ministered interest rates, and foreign borrowing to
ensure that certain sectors received enough long-
term financing. As Figure 7.1 indicates, however,
in some countries commercial banks and other fi-
nancial institutions have begun in recent years to
extend more medium- and long-term credit. In
other countries, although banks provide little for-
mal long-term finance, they do offer lines of credit
and short-term loans that they roll over regularly
as long as the borrower is in good standing. This
type of financing, acceptable to many firms, is
used extensively as an alternative to long-term fi-
nance in high-income as well as developing coun-
tries. From the viewpoint of some borrowers, how-
ever, short-term credit lines are imperfect
substitutes for longer-term loans. They entail the
risk of nonrenewal, a risk that may lead investors
to forgo certain projects.

Neither in theory nor in practice are there simple
norms of corporate financial structure. Financial
theorists have argued that the debt-to-equity ratios
of corporations are irrelevant if capital markets are
perfect (see Box 7.2). More realistic theories, which
take into account the costs of taxation, informa-
tion, and monitoring and control, point to a variety
of tradeoffs between equity and debt. In practice,
no single pattern of corporate finance and control
has been found to be best.

It is nonetheless useful to distinguish among
firms according to the variability of their earnings.
Higher leveraging becomes riskier the more earn-
ings fluctuate. The firms that can best afford to be
highly leveraged are large and capital-intensive
and have highly predictable earningsutilities, for
example. In fact, modern finance got its start with
infrastructure projects such as canals, railways,
and (later) public utilities. Today, much of the capi-
tal for investment by public utilities in industrial
countries is provided by retained earnings, be-
cause the basic infrastructure investments have al-
ready been made. Thanks to the stability of their
income and the long life of their assets, public utili-
ties are usually able to raise what external financ-
ing they do need by issuing bonds or other long-
term debt.

In most developing countries, utilities and large
transport companies have borrowed heavily from
domestic banks and from abroad and are now
among the borrowers that are unable to service
their debts. This does not necessarily mean that
they overborrowed, however. Most such compa-
nies are publicly owned, and their products are
frequently priced too low to yield an adequate re-
turn on their huge investments. If prices were set



Box 7.2 Corporate finance in theory and practice

Much attention has been paid in academic circles to
identifying the factors that influence corporate financial
structure and dividend policies. The seminal article by
Modigliani and Miller in 1958 demonstrated that in a
world with perfect capital markets a corporation's
debt-to-equity ratio is irrelevant to the firm's market
value. In such a world the value of the firm is deter-
mined entirely by its investment decisions, which can
therefore be completely separated from financing deci-
sions. But markets are never perfect, and in practice
financing decisions are not irrelevant. Subsequent de-
velopments in corporate finance theory relaxed some
of the explicit or implicit conditions underpinning the
assumption of perfect capital markets.

Corporate taxes and the worldwide practice of tax
deductibility of interest payments provide an incentive
for debt finance. This incentive is weakened, however,
by the direct and indirect costs of financial distress and
bankruptcy, which are more likely to be encountered in
a highly leveraged company. Information flows are not
perfect, and this has an important influence on financ-
ing decisions. In particular, managers have better infor-
mation on a firm's performance and prospects than do
outside creditors and shareholders. By maintaining sta-

ble dividends, firms help to signal their confidence
about future prospects. This may explain why firms
continue to pay dividends even if they need additional
external finance or if taxes on capital gains are lower
than those on dividend income.

Furthermore, since the interests of managers may
differ from those of creditors and shareholders, the lat-
ter group must incur costs in trying to monitor and
affect the way the company is run. Decisions on capital
structure will be influenced by the ability of creditors
and shareholders to get the information they need in
order to exercise control over managers.

Recent theories have provided some plausible expla-
nations for the differences in corporate financing pat-
terns between the bank-based systems of Germany
and Japan, on the one hand, and the market-based
systems of the United States and United Kingdom, on
the other. The two bank-based systems involve greater
corporate indebtedness (although the difference is not
as large as suggested by reported accounting data).
This may be explained by the close relations between
banks and industrythat is, by the ability of bankers to
influence the decisions of managers.

to yield a higher return, retained earnings could
provide most of the investment funds required.

Some large, capital-intensive firmsin steel, ce-
ment, or petrochemicals, for examplehave a less
predictable income stream. These firms cannot af-
ford to be as highly leveraged as utilities and
should rely more on equity financing, much of
which can come from retained earnings if the firms
are profitable. If they are private and large enough
to be known to the public, these firms can obtain
funding by issuing equities or by finding foreign
partners. Where a particular industry accounts for
a large part of a country's output, it would be de-
sirable for the country to diversify its risk. It could
do so by seeking equity funding abroad or by issu-
ing debt instruments whose payments are linked
to the price of the commodity. Foreign lenders
would thus bear some of the risk of price fluc-
tuations.

Many industries in this second group borrowed
heavily during the 1970s to finance large invest-
ment programs. Too heavily as it turned out: sub-
stantial overinvestment left many of them unable
to service their debts. As a result there has been
little investment in these sectors during the 1980s.
Care must be taken that firms in these indus-

tries do not once again overinvest and become
overindebted when additions to capacity become
necessary.

To foster sounder corporate financial structures,
governments need to reconsider the policies that
gave certain classes of firms an incentive to become
highly leveraged. Low prices and high costs left
many state-owned enterprises dependent on ex-
ternal finance for investment. Subsidized credit,
tax biases against equity finance, the limited size of
capital markets, and lax or ineffective bankruptcy
laws encouraged firms to finance themselves by
borrowing rather than by retaining earnings or is-
suing equity. In some countries the knowledge
that the government was likely to help troubled
firms made it safer to rely on borrowing. In others
the existence of financial-industrial conglomerates
in conjunction with weak supervision and regula-
tion of banks worked to the same end.

Increasing the supply of long-term financeboth
debt and equityremains a priority, particularly in
inflationary countries and in countries that have
depended on foreign borrowing for most of their
long-term funding. Macroeconomic stability is es-
sential. Indexation can help to maintain some
long-term finance in inflationary economies, but it
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Ajmal Hosiery, a family-owned business in Lahore,
Pakistan, was established by Malik Ahmad Din in 1947.
He began with an abandoned hosiery mill and two
obsolete knitting machines. By the late 1950s the firm
was well-known across the country.

Malik's original scheme was to let his business grow
at a pace that would require no external financing, be-
cause he was uncomfortable with the paperwork in-
volved in getting a loan. Moreover, he feared that infor-
mation given to financial institutions could be used by
the tax authorities. The company grew modestly dur-
ing its first twenty years by plowing profits back into
the business. Sales increased from around 50,000 ru-
pees (Rs) in 1947 to Rsl.3 million in 1969.

The company obtained its first bank financingan
Rs50,000 line of creditin 1969 when it executed its
first export order. This venture into the international
market was not successful; it cost the company
Rs100,000. The company reentered the export market
in 1972 but could obtain a line of credit of only
Rs200,000 from a local bank. Although there was clear
potential for exports, the firm needed working capital
finance. In 1973 the State Bank of Pakistan introduced

its Export Refinance Scheme, which provided cheap
financing to eligible exporters through the commercial
banking system. The firm could not exploit the scheme
fully because banks thought its collateral inadequate.
Nevertheless, the scheme helped the company to reach
sales of Rs5.0 million in 1979, by which time its bank
credit line amounted to Rsl.3 million.

The firm had always relied solely on internally gener-
ated funds to finance investment. Consequently, in-
vestment in plant and equipment had not kept pace
with sales. In 1976, however, it obtained a long-term
loan of Rsl.0 million to expand its capacity; the lender
was the Industrial Development Bank of Pakistan.

The company has grown dramatically during the
1980s. It has used the government's enlarged export
financing scheme and has also obtained term financing
(in 1980, 1984, and 1988) for modernizing its plant and
equipment. Sales grew fivefold between 1980 and 1988.
In 1989-90 the firm plans to reach sales of Rs90.0 mil-
lion, a figure three times higher than its 1988 sales of
Rs30.0 million and 1,800 times its sales of Rs50,000 at
inception in 1947.

I

is a poor substitute for price stability. Allowing in-
stitutions to charge interest rates that reflect the
higher risks of longer-term lending will increase its
supply, as will improvements in legal and account-
ing systems that increase lenders' ability to moni-
tor and control their clients. Relatively risky
projects should be financed with equity capital,
where repayment is linked to profits; long-term
loans with fixed returns are unsuitable for such
projects.

ACCESS TO FINANCE. Many governments have
sought to improve the access of smaller firms to
finance, partly for social reasons and partly be-
cause such firms are often thought to be the most
dynamic part of the economy. Although small-
scale manufacturing, service, and commercial
firms are generally less capital-intensive than
heavy industry or housing and thus have consider-
ably smaller investment needs, they should have
access to credit if they can use it more productively
than larger borrowers. As Box 7.3 illustrates, credit
can allow a small firm to invest and grow.

Because small firms have little name recognition,
they can neither borrow abroad nor issue equity.
They depend for external funding on trade credits
from other firms or on loans from financial inter-

100

mediaries. Bankers everywhere, however, are re-
luctant to lend to small borrowers. First, they may
find it uneconomical to lend the small sums re-
quired. Second, it is difficult to judge the risk, par-
ticularly when an investment project is a new ven-
ture. Small firms often lack a track record and
rarely keep reliable accounts. Third, small borrow-
ers often lack adequate collateral.

In developing countries, bankers' reluctance to
lend to small firms has been compounded by other
factors. Financial policies have left small firms un-
able to compete for credit on the same terms as
larger firms. Most directed credit programs have
discriminated against small borrowers. Interest
rate ceilings have prevented lenders from raising
interest rates to compensate for additional risk and
higher costs. And small firms have less political
influence: lenders know that governments are un-
likely to intervene on behalf of a failing small firm.

In short, the policies that led to overleveraging
by many large firms have also limited access to
credit for small borrowers. Changing those policies
will improve the flow of finance to small firms. In
addition, measures that improve the links between
formal and informal financial markets (discussed
in Chapter 8) would serve the same purpose.

Financial innovations that secure loans by means

I
Box 7.3 The financial history of a Pakistani firm



other than collateral are of particular benefit to
small firms. By renting buildings and leasing
equipment, small firms can acquire the use of as-
sets without borrowing. With the development of
securities markets, venture capital is more likely to
appear as a source of finance for risky new
projects. In the past, governments have relied
upon development finance institutions for venture
capital, but the risks for them were at least as great
as for commercial banks.

MONITORING AND CONTROL. In their efforts to in-
crease the supply of equity capital and long-term
finance, governments have paid little attention to
the possibility of reducing risk by enabling lenders
to monitor and control the use of financial re-
sources. Monitoring can be done by banks where
they are the dominant lenders (as in Germany and
Japan) or by specialized institutions, such as credit
rating agencies and stockbroking firms, where fi-
nancial markets are more important (as in the
United States and the United Kingdom).

The experience of Germany and Japan suggests
that high leverage can be compatible with success-
ful industrialization. For such an approach to be
effective, lenders must have the confidence of, and
a strong commitment to, their borrowers. This in
turn calls for the banks to maintain long-term rela-
tionships with firms. The banks' involvement may
take different forms, such as holding equity posi-
tions or having seats on boards of directors, but
extensive consultations with managers are crucial.
Banks must also have the means to take swift cor-
rective action when necessaryto replace man-
agers, restructure operations, or foreclose on loans
if need be.

Close ties between industry and finance have
worked well in some countries, but in others, es-
pecially in Latin America, they have not. In several
developing countries, small groups of business-
men have used the funds of banks under their con-
trol to create industrial conglomerates. By elimi-
nating information and control problems, the
existence of such groups permitted the financing
of some profitable, although more risky, ventures.
However, groups have used their control of fi-
nance to exclude potential competition. They have
captured economic rents for their owners by pass-
ing on cheap credits to related firms. And they
have rescued and supported fundamentally unvia-
ble businesses. When speculative ventures back-
fired or industrial companies suffered losses,
group banks continued to provide funding long
after the ailing firms had become insolvent. For

close ties between industry and finance to work,
regulators must prevent banks from lending im-
prudently to related firms.

Household finance

Demographic trends will affect the financial sys-
tems of developing countries. As the share of the
population living in urban areas increases, and as
incomes rise, more people will live apart from the
rest of their family, and more will live past retire-
ment age unsupported by their children. These
changes will increase the demand for credit to fi-
nance housing and for certain types of financial
assets.

Housing is a major investment in all countries: it
accounts for between 20 and 30 percent of a coun-
try's capital stock (Box 7.1). In rural areas much
housing is built by the owner out of locally avail-
able materials; the cash expenditure may be rela-
tively small and spread out over a long period. In
urban areas and particularly for middle-class hous-
ing, the expense of building or buying a house is
large relative to income and incurred all at once.
The rapid growth of the urban population of most
developing countries will almost certainly lead to a
greater demand for mortgage finance. Most fami-
lies require a loan to buy or build a middle-class
house. The need for mortgage finance in many de-
veloping countries is demonstrated by the com-
mon sight of abandoned, half-completed struc-
turesa significant waste of resources in view of
the share of housing in total investment.

Some governments provide concessional finance
for housing to preferred borrowers, often civil ser-
vants, but others discourage mortgage lending in
order to free resources for investment in industry.
As urbanization proceeds, it will be important for
governments to recognize the scale of housing in-
vestment, to improve laws concerning the use of
housing as collateral, and to integrate housing fi-
nance on a nonpreferential basis with the remain-
der of the financial system (see Box 7.4).

As more of the population will want and be able
to make provision for retirement, there will be an
opportunity to develop contractual savings institu-
tions, such as life insurance companies and pen-
sion funds. Individuals with greater wealth will
wish to hold more diversified portfolios. Invest-
ment in housing and contractual savings both pro-
vide some diversification, but in a stable macroeco-
nomic environment households are also likely to
demand securities with greater yields (and corre-
spondingly greater risk) than bank deposits. In
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Box 7.4 Housing finance

The formal financial sector in most developing coun-
tries finances only a small share of housing investment.
Mortgage credit from the formal sector was 28 percent
of all housing investment in a sample of eleven devel-
oping countries, compared with more than 60 percent
in OECD countries. The difference partly reflects the
shallowness of financial systems in developing coun-
tries. Years of financial repression not only have mini-
mized the role of the formal sector in housing finance,
but have raised housing prices because negative real
interest rates favored investments in real assets. In
another sample of eleven developing countries the
average ratio of house value to annual household in-
come was 5.5, compared with 3.0 in five high-income
countries.

Several other factors explain the lack of smoothly
functioning markets for housing finance in developing
countries. Countries have often given little priority to

Lhousing

finance. Because housing is a large invest-
ment, it requires long-term finance, and in many coun-

tries inflation, interest rate controls, and the instability
of financial markets have deterred long-term lending of
any kind. Inadequate legal systems diminish the value
of housing as collateral and hence also diminish
lenders' willingness to provide mortgage finance. And
policymakers have been concerned that increased fi-
nance for housing might drive the cost of housing even
higher.

Shelter is a basic human need. Secure ownership of a
house can raise the welfare of the household that lives
in it. Moreover, when a house is purchased through a
mortgage, the buyer becomes, in effect, a contractual
saver: the buyer is paying the lender for the right to
live in the house while saving for its purchase. And
when the title to a house can be easily transferred, the
household gains a relatively riskless form of collateral.
Furthermore, a housing loan, which is fungible with
other household resources, may provide the funds that
would permit the household to undertake a productive
investment.

1

I

a growing number of developing countries, sales
to individuals of corporate securities and shares
in mutual funds have begun to increase. As macro-
economic stability is restored in other countries,
investors' interest in securities will continue to
grow.

Building financial institutions and markets

In planning for the future it is important to have a
clear and consistent objective for finance. The key
objective of the financial system is the provision of
financial services at prices that reflect their cost.
The financial system can also be used in modera-
tion for other objectives. In the past, however, de-
veloping country governments have tried to do too
muchusing the financial system to finance the
government budget deficit, redistribute income,
and serve as a tool in implementing their develop-
ment strategies. Multiple and often conflicting ob-
jectives have impaired the financial system in
many developing countries.

Financial markets are never perfect. In allocating
credit they can make two sorts of mistakes: fund-
ing low-yielding projects and failing to fund high-
yielding ones. In the early stages of development,
developing country governments, fearing that the
costs of failing to fund good projects were likely to
be high, intervened to direct credit. Perhaps that
assessment was sound at the time, but experience
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has since revealed too many errors of the first
kindfunding low-yielding projects. With time,
economies have become more complex, informa-
tion flows have improved, and financial managers
have become more skilled. In most countries both
sorts of error can be minimized by leaving more
decisions to a diverse and competitive financial
system that responds to market signals. The pri-
mary role of government then shifts to making
market signals more meaningful and, in particular,
to preventing its own actions from distorting
them.

On occasion the government may have a role to
play as a promoter of financial institutions and
markets in order to create a diversified and com-
petitive financial system. Many high-income and
developing countries have used fiscal incentives to
favor particular institutions and markets. Such in-
centives may be justified to encourage financial di-
versity, particularly if the existing markets are
dominated by large banks and are uncompetitive.
Fiscal incentives, however, should be used only
moderately, should have clear objectives, and
should be withdrawn once those objectives are
achieved. In the long term, countries should opt
for regimes that do not favor one type of instru-
ment or institution over others.

Countries must also choose the range of permis-
sible activities for financial institutions. Banks in
many high-income countries are operating increas-



ingly as universal banks, engaging in commercial
as well as investment banking activities. Argu-
ments in favor of universal banking include sav-
ings in overhead costs, better information about
clients, and greater diversification of risks. The ar-
guments against are mostly prudential: universal
banking could lead to undue exposure to risk and a
concentration of economic power. As discussed in
Chapter 6, however, prudential regulation can deal
with these drawbacks.

The banking sector

The banking sector in developing countries must
confront several difficult issues. The most pressing
is that many banks are insolvent and must be re-
structured. This problem was discussed in Chapter
5. Another is that wide-ranging intervention in the
financial sector must gradually give way to sys-
tems that provide services in response to market
signals. This, in turn, calls for more competition
and better management.

INCREASING COMPETITION. Commercial (or de-
posit) banks hold between 50 and 90 percent of the
assets of all financial intermediaries in most devel-
oping countries and will continue to be at the heart
of their financial markets for the foreseeable fu-
ture. In many countries these markets are domi-
nated by a few large banks. The lack of effective
competition is not so much due to monopolies
based on economies of scale as to restrictions on
interest rates, on product innovation, on branch-
ing, and on the entry of new institutions. Greater
freedom for banks to respond to market signals, to
choose their own customers, to set interest rates,
and to determine the location of branches would
stimulate greater competition. The creation of new
banks and other institutions should be constrained
only by the prudential regulations discussed in
Chapter 6. Competition also means allowing failed
institutions to go out of business. Allowing foreign
institutions to open branches, start joint ventures
with a local institution, or provide specialized ser-
vices from abroad can be another source of
competition.

Although economies of scale are not great in fi-
nance, it may not be possible in small economies to
ensure a competitive market for every financial
product. A few commercial banks supplemented
by a postal savings bank may be all a small econ-
omy can support. Even in larger economies, finan-
cial markets are often uncompetitive. In these it
should at least be possible to promote competition

in big product markets, such as wholesale banking
(loans to larger borrowers) and deposit taking in
cities. This can be done, even when the creation of
another big commercial bank would not be justi-
fied, by encouraging the development of special-
ized intermediaries. A postal savings bank, for in-
stance, would extend financial services to new
clients and foster competition for deposits; finance
and leasing companies would spur competition in
the market for loans.

To improve competition and efficiency, some
small countries have opened their markets to for-
eign banks or have encouraged joint ventures be-
tween foreign and domestic institutions. Many
small and medium-size countries could buy the
specialized financial services they need (such as
reinsurance, swaps, and forward contracts) from
abroad. Small, specialized institutions and foreign
competition can force even big oligopolistic banks
to behave competitivelyalthough not necessarily
across the full range of financial services.

As the demand for financial services grows,
countries will need to encourage the development
of nonbank financial intermediaries and securities
markets in order to broaden the range of services
and to stimulate competition and efficiency. Some
countries have already made considerable prog-
ress toward more diversified financial systems. In
Malaysia, for example, a wide variety of institu-
tions and markets are operating in an environment
of macroeconomic stability. Brazil and other Latin
American countries have had some success in in-
stitution building, although high and volatile infla-
tion continues to undermine financial develop-
ment. In recent years several developing countries
have broadened their money and capital markets
and created new intermediaries, such as leasing
companies and contractual savings institutions.
Most countries, however, are still at an early stage
of financial development.

IMPROVING MANAGEMENT. Poor management
has contributed to banks' difficulties in many
countries. A 1988 study of bank failure in the
United States concluded that management weak-
nesses, especially among smaller banks, were an
important factor in 90 percent of the cases ana-
lyzed. Improvements must be made in the skills of
management and in the banks' internal systems,
particularly if the banks are to survive in the more
competitive markets of the future (see Box 7.5).
Many management tasks are similar to those of
bank regulators and supervisors, as discussed in
Chapter 6. Indeed, banks with large branch net-
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Box 7.5 Bank modernization: Indonesia's experience

Indonesia began to deregulate its financial sector in
1983 and enacted a second set of measures in 1988.
These signaledat least potentiallya fundamental
shift from a highly protected state banking oligopoly to
a broadly competitive financial market. In a competi-
tive environment, state banks would need to improve
service, productivity, product innovation, and market-
ing skills. They would also need to introduce better risk
management, because competitive pressures would
narrow lending spreads and increase balance sheet
volatility.

Bank Negara Indonesia 1946 (or BNI) is the largest of
Indonesia's five state commercial banks, which to-
gether accounted for 71 percent of commercial bank
assets in 1987. BNI's board of managing directors re-
acted to the changing environment by adopting an am-
bitious modernization program with the support of an
international consulting firm. This program was given
top priority from its inception in 1983 to the end of
1988.

The program had an institutional component and a
technology component. The institutional component
included an attempt to identify business opportunities
following deregulation; a reorganization to refocus the
bank on its marketplace priorities, reinforce risk man-
agement, and speed management decisions; man-
power management programs to improve the evalua-
tion, deployment, development, and motivation of
staff; and a comprehensive revamping of the bank's
procedures for managing its assets and liabilities. The
project was accompanied by a massive effort to train
staff.

The technology component was the full-scale auto-
mation of the bank's retail and wholesale functions. In
preparation for automation, BNI greatly simplified its
procedures. To attract and retain the necessary techni-
cal expertise, it paid higher salaries.

It is too soon to judge the overall success of BNI's
reforms. BNI's competitors have begun or announced
similar programs of their own.

works internalize a considerable part of the super-
visory function.

The internal systems of banks in developing
countries have some common problems. Many
banks are operated without the benefit of a formal
planning process. Financial plans and budgets
may not exist, and little is done to control costs. As
a result institutions react to, rather than anticipate,
changes in the external environment. This makes
them vulnerable to sudden change.

The information available to management is nei-
ther timely nor complete. At one bank in Nepal,
unreconciled differences in interbranch accounts
have existed for years and are equal to the whole of
the bank's capital. Without good information, it is
difficult to take corrective action on credit exten-
sions, problem loans, or off-balance-sheet risks.
Commercial banks in many countries have lax ac-
counting and auditing procedures and continue to
accrue income long after loans are nonperforming
and recovery has become doubtful. Sometimes
new lending is used to conceal debt servicing prob-
lems; overdraft facilities are particularly vulnerable
to such abuse.

Poor management is most often reflected in im-
proper lending. A lack of written lending policies
makes it more difficult to manage risk; without
written policies, senior managers find it hard to
control the lending of their middle managers. Ex-
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cessive concentration of risk is common. Too many
loans to one borrower, an affiliated group, or bor-
rowers in one industry means that the quality of
those loans could be jointly damaged by a single
factor. Banks in Texas are an example of excessive
risk concentration. When the price of oil was high,
Texas banks were among the nation's most profit-
able; when the price fell after 1982, they sustained
large losses, and several of the leading banks
failed.

Excessive lending to related firms has proved a
serious problem in Chile, Kenya, Turkey, and
other developing countries. In Spain, the Rumasa
group contained twenty banks and more than 700
companies and used the twenty banks to finance
the related firms. When the firms experienced dif-
ficulties, the banks became insolvent. In the after-
math of the crisis, it was discovered that 400 of the
firms were phantom companies created to borrow
money, conceal the use of funds, and maintain the
appearance of financial health.

Poor risk selection is the source of many problem
loans. This includes advancing an excessive pro-
portion of the required capital without demanding
an adequate infusion of the borrower's own funds.
Speculative loans based on the appreciation of as-
set prices can also be dangerous. In Malaysia, a fall
in property prices and a rise in the debt servicing
costs in the early 1980s adversely affected loans to



those speculating in real estate. In Kuwait, a col-
lapse in the securities markets, together with the
system of settlement by postdated checks, created
serious problems for banks that had extended
credit against securities and real estate.

One of the most important tasks of management
is to train and motivate staff. The most successful
international commercial banks appear to be those
with the best in-house training programs, where
top managers train and assess future managers.
Commercial banks in developing countries should
draw on the experience of banks in other countries
in devising training programs for their own staff.
Countries such as Guinea, Hungary, and Korea
have established joint venture banks with foreign
commercial banks in order to transfer skills more
rapidly (see Box 7.6).

Accountability is a problem for many banks in
developing countries because organizational struc-
tures are overly complicated and responsibilities
are poorly defined. To improve accountability,
commercial banks in high-income countries are
making greater use of independent profit centers.
Each branch is managed as a profit center, as are
other units supplying services such as leasing and
consumer credit. Profit centers are judged and re-
warded on the basis of the profits they generate.
Separately managed cost centers (for example,
check processing) have to be judged on the basis of
unit costs because there is no way for the market to

evaluate their services. Only the head office or cer-
tain major subsidiaries qualify to be investment
centers and thereby have a say in the use of
profits. Credit ceilings are used to limit the author-
ity of branch managers and to prevent undue loan
concentration on the books of a branch. Large
loans require approval at higher levels and are car-
ried on the books of the head office. Internal prices
permit the efficient transfer of resources without
undermining the profit incentive of each branch.
The profit center approach has much to recom-
mend it. In practice, however, it is complicated and
requires skill and experience to work well.

Nonbank financial institutions

In most developing countries, nonbank financial
institutions (finance companies, development fi-
nance institutions, investment banks, mutual
funds, leasing and factoring companies, insurance
companies, pension funds, and so on) are a rela-
tively small part of the financial system. Countries
such as Brazil, India, Jordan, Korea, and Malaysia,
however, do have a large nonbank financial sector.
Sometimes, stringent bank regulation or favorable
tax treatment gives nonbank intermediaries a
strong competitive edge. In Korea, for example,
finance companies have grown rapidly since 1982
largely because they have greater freedom than
banks in setting interest rates.

Box 7.6 Banks in Guinea

Like most African countries at independence, Guinea
had a commercial banking sector that was dominated
by a few foreign banks. In 1960 it established the Bank
of the Republic of Guinea as a socialist monobank. This
was later divided into four specialized banks, each
dealing with one function or a single category of cus-
tomer. The management of the banking system was
centralized, and the four specialized banks were, in
practice, departments of the central bankthat is, the
government. Credit was allocated in accordance with
five-year plans. (Credit to the private sector was pro-
hibited during 1965-79.) The banks confined them-
selves to providing working capital for state enter-
prises, which in most cases meant financing their
recurring losses. By 1985, 80 percent of the banks'
loans were irrecoverable. The banks were grossly over-
staffed with badly trained employees and managers.
Discrepancies in interbank claims amounted to 10 per-
cent of their combined balance sheet.

A change of government and a new development
strategy in 1984 gave a larger role to market forces and
private sector initiative. The central bank was strength-
ened with foreign technical advisers, the specialized
banks were liquidated, and a currency reform and a
large devaluation were implemented. Three new com-
mercial banks started business, with foreign participa-
tion. Foreign workers now account for about 7 percent
of staff, but their number will be gradually reduced as
nationals finish their training. The total personnel of
the new system is a quarter of the old. Intermediation
margins have initially been high, because there has
been little competition among the banks, and the de-
mand for credit has expanded rapidly as the economy
has recovered. The banks also say that their nonper-
forming assets are substantial (one-third of their port-
folio), so further improvements in the legal framework
for loan recovery may be needed.
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DEVELOPMENT FINANCE INSTITUTIONS. The most
common type of nonbank intermediary in devel-
oping countries is the development finance institu-
tion (DFI). Most are public or quasi-public institu-
tions that derive much of their funding from the
government or from foreign assistance. Originally,
they were intended to provide small and medium-
size enterprises with the long-term finance that the
commercial banks would not supply. During the
1970s that mandate was broadened to include the
promotion of priority sectors. Using government
funds, DFIs extended subsidized credit to activities
judged unprofitable or too risky by other lenders.
In practice, the DFIs found it difficult to finance
projects with high economic but low financial rates
of return and remain financially viable at the same
time. The DFIs' difficulties have been discussed in
Chapter 4. Today many of them are insolvent. If
they are to remain in operation, they will have to
be restructured.

DFIs face competition from commercial banks,
leasing companies, and other sources of long-term
and equity finance. The procedures of other insti-
tutions are often speedier and less bureaucratic.
Moreover, commercial banks offer much more
than just long-term loans. If DFIs were to charge
market rates for their services, many would soon
lose their customers. Where other institutions offer
competing services and the existing DFIs are finan-
cially and institutionally weak, the best course is to
close the DFIs or merge them with sounder institu-
tions. There is no reason to close DFIs that can
mobilize their own funds and are profitable at
market interest ratesalthough it might be sensi-
ble to merge them with càmmercial banks,
which thereby would gain expertise in long-term
financing.

Monitoring and control of borrowers has posed
particular problems for DFIs. Because they provide
mostly long-term loans, they do not have the same
day-to-day contact with customers as commercial
banks. And the narrow specialization of DFIs has
made it difficult for them to diversify their risks;
they have been particularly vulnerable to fluctua-
tions in the business cycle. Merger with commer-
cial banks would help to solve both problems. Al-
ternatively, DFIs might expand their range of
services within the constraints of their institutional
capabilities and professional skills. Activities po-
tentially suitable for DFIs include consulting and
leasing; the skills involved are similar to those re-
quired by DFIs' existing activities.

The operations of DFIs need to be strengthened
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in the ways already outlined for commercial banks.
The DFIs that are to remain in the public sector
need professional boards of directors, trained
management, and competitive salaries. They also
need to place greater emphasis on loan appraisal
and recovery.

To attract more funds from the public, DFIs need
to charge market rates on their loans. Borrowing
long-term funds will be feasible only if there is a
market for long-term finance (this is discussed fur-
ther below). Some DFIs have acquired equity hold-
ings. Selling the shares of firms that have become
profitable could free resources to finance new ven-
tures and increase the supply of securities in local
capital markets. To the extent that DFIs continue to
lend foreign resources, better management of for-
eign exchange risk will be necessary. In many
countries clients of DFIs and, in turn, the institu-
tions themselves were badly affected by sharp cur-
rency devaluations. If foreign exchange risk is to
be passed on to borrowers, loans should go only to
those with foreign exchange revenues or hedging
opportunities.

Past experience has shown that DFIs cannot
achieve all of their objectives and remain finan-
cially viable. If they are to lend for socially attrac-
tive but financially dubious purposes, they should
do so as agents of the government with no risk to
themselves. In some countries they have used
managed funds to this end.

LEASING COMPANIES. Smaller and less well-
established enterprises find leasing companies an
attractive source of long-term finance. By leasing
plant and equipment, small firms can avoid the
requirements for collateral that often prevent them
from obtaining long-term finance for a direct pur-
chase. Of course, leasing depends on the ability to
repossess leased assets (in fact, as well as in princi-
ple) and on the existence of markets for used
equipment. The share of leasing in capital forma-
tion (excluding building and construction) in se-
lected developing countries ranges from 0.5 per-
cent in Thailand (1986) to 8 percent in Korea (1985)
to 14 percent in Malaysia (1985). This compares
with shares of 8 percent in Germany, 9 percent in
Japan, and 20-28 percent in five other industrial
countries.

Governments can encourage leasing by ensuring
that tax systems do not discriminate against this
type of financing and by amending laws that are
unclear or unfavorable (as they are in Thailand).
The more successful leasing companies in develop-



ing countries have been joint ventures between na-
tional institutions (commercial as well as financial)
on one side and overseas leasing companies or
bank groups with experience in leasing on the
other.

VENTURE CAPITAL COMPANIES. Venture capital is
temporary start-up financing in the form of equity
capital or loans, with returns linked to profits and
with some measure of managerial control. Venture
capitalists expect losses on some ventures to be
greater than with traditional financing, but they
invest because they think that greater than normal
returns on others will more than make up for those
losses. Venture capital is ideally suited to projects
involving uncertainty, poor information, and lack
of collateral. It is therefore an alternative to finance
from DFIs. It is clearly not suitable for every coun-
try, however, It requires an entrepreneurial class
and an environment conducive to private sector
initiatives. A source of long-term investable re-
sources is also necessary. And an active secondary
marketeither a secondary stock exchange with

less demanding listing requirements or an ade-
quate network of business contactsis essential so
that investments can be sold.

CONTRACTUAL SAVINGS INSTITUTIONS. Contrac-
tual savings institutions (life insurance companies,
occupational pension schemes, national provident
funds, and funded social security systems) have
long-term and generally predictable liabilities.
They are potentially good sources of finance for
investment in corporate bonds and equities. In
high-income countries these institutions are the
main suppliers of long-term finance. They provide
savers with opportunities to diversify risk and
with the benefits of investing in a portfolio selected
by professional investors.

A major impediment to the development of con-
tractual savings as a source of long-term corporate
finance has been the preemptive use of these funds
by government. In many countriesBrazil, Co-
lombia, Ecuador, India, Kenya, and Malaysia, for
instancegovernments require contractual sav-
ings institutions to invest a significant part of their

Compulsory pension funds have contributed signifi-
cantly to the supply of long-term investment funds in
Singapore and Chile. In Singapore the Central Provi-
dent Fund receives exceptionally high mandatory con-
tributions from employers and employees. Such contri-
butions rose to 50 percent of salaries in 1984, before
being temporarily reduced to 35 percent in 1986. Funds
are mostly invested in government bonds, but employ-
ees are now allowed to use their provident fund sav-
ings to buy housing. At retirement, employees receive
either a lump-sum payment equivalent to their contri-
butions plus the accumulated return on the assets of
the fund or an annuity determined by their life expec-
tancy at retirement. The accumulated resources of the
provident fund are now equivalent to about 65 percent
of GNPa substantial amount of very long-term sav-
ings (with average maturity between twenty-five and
thirty years), which will continue to grow.

Chile restructured its pension system in 1981. Contri-
butions are compulsory but are privately managed by
competitive firms. Employees can choose among plans
and switch at their discretion. Thus managers who per-
form better can expect to gain accounts. Compulsory
contributions are set at 10 percent of salaries. Benefits
based on life expectancy are determined at retirement;
the minimum pension is 85 percent of the legal mini-
mum wage, or about 40 percent of the average wage.

In the first eight years of the new system, the total
value of assets grew to about 18 percent of GDP. Two-
thirds of the funds are invested in government securi-
ties, one-quarter in mortgage bonds, and the rest in
shares and other investments. Initially the earnings on
assets were very high (owing to high real interest
rates), but they are now about 4-5 percent in real
terms.

The fraction of the portfolio invested in equity shares
was negligible until 1985, because companies that had
a dominant shareholder did not qualify for pension
fund investment. Only with the denationalization of a
number of large state enterprises (mainly utilities) and
some further relaxation of prudential standards has it
become possible for the pension managers to invest in
corporate equities. Investment in corporate equities is
likely to remain a small part of assets, not because of
regulation, but because securities are in short supply.
Even after the denationalization program, the value of
all corporate stock is only about 25 percent of GNP; the
value of pension assets will grow to about 100 percent
of GNP as the system matures.

The main issue for both funded and pay-as-you-go
social security systems is the rapid increase in life ex-
pectancy. This will require adjustments in the contribu-
tion rates, retirement benefits, or the retirement age.
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resources in government securities or programs
with low returns in the social sectors. (Sometimes
contractual savings institutions hold government
securities because they lack alternative investment
opportunities,)

Although a government with a deficit needs
funds from a source other than the banking sys-
tem, it does not necessarily need long-term fi-
nance. Furthermore, the government's legitimate
concern with the soundness of the assets in which
pension funds invest need not preclude invest-
ment of those funds in the private sector. Gov-
ernments in high-income countries have enacted
prudential rules for pension and insurance invest-
ments, and these rules allow pension funds to in-
vest in private sector activities. Chile and Singa-
pore have moved in recent years to allow the
pension authorities to invest in other than govern-
ment securities (see Box 7.7).

Because pension and insurance institutions are
likely to be relatively large and therefore able to
afford professional management, these managers
are able to play a role in the monitoring and control
of the firms in which they invest. Governments
can encourage the industry to develop by creating
a regulatory framework that seeks a proper bal-

ance between safety and real returns and by foster-
irig greater competition.

Securities markets

Well-developed securities markets enlarge the
range of financial services. Short-term money mar-
kets provide competition to the banks in supplying
credit to larger corporations, and under appropri-
ate conditions capital markets can provide long-
term finance to government and large firms.

MONEY MARKETS. The development of securities
markets usually starts with trading in a short-term
money market instrument, often a government se-
curity. Other money market instruments are inter-
bank deposits, bankers' acceptances, certificates of
deposit, and commercial paper issued by nonfi-
nancial corporations. Money markets provide a
noninflationary way to finance government defi-
cits. They also allow governments to implement
monetary policy through open market operations
and provide a market-based reference point for
setting other interest rates. Furthermore, money
markets are a source of funds for commercial
banks and other institutions with limited branch

Box 7.8 Capital markets in India

In the 1950s India's capital markets helped to mobilize
financial resources for the corporate sector. The impor-
tance of these markets then diminished, because subsi-
dized credits were available from commercial and de-
velopment banks, equities had to be issued at a
discount substantially below market value, the capital
market lacked liquidity, and investor safeguards were
inadequate.

A reform of the Foreign Exchange Regulations Act in
the early 1970s limited the expansion of foreign-owned
and foreign-controlled companies. In response, many
companies decided to become Indian companies. This
led to the issue of substantial quantities of company
shares at low prices. The market's revival continued in
the 1980s, as various measures were introduced to
stimulate both demand and supply. Incentives for eq-
uity and debenture issues included reducing the corpo-
rate rate of tax for listed companies and fixing the per-
mitted interest rate for debentures above that for fixed
deposits but below that for bank loans. The govern-
ment also authorized the use of cumulative, convert-
ible preference shares and equity-linked debentures
and gave generous fiscal incentives to investors.

The growth of the Indian capital markets has been
impressive. Equity market capitalization on the Bom-

bay exchange increased from $11.8 billion to $19.4 bil-
lion between the end of 1980 and 1987; average capitali-
zation ratios remained roughly equal to 6.5 percent of
GNP. The number of listed companies on all exchanges
increased from 2,114 in 1981 to 6,017 in 1987. New
issues of debentures also multiplied. However, there
were also abuses, such as the use of misleading pro-
spectuses and insider trading. In addition, the process-
ing of new issues, which were heavily oversubscribed
because of their low prices, was plagued by delays in
share allocation.

In April 1988 the Securities and Exchange Board of
India was established to oversee and regulate the mar-
kets. In August 1988 a credit rating agency was estab-
lished to grade capital issues. In January 1989 pro-
posals were published regarding the appointment of
market makers offering bid-and-asked quotations, the
responsibility of stockbrokers for vetting companies be-
fore listing, the opening of stockbroking to banks and
other financial institutions, and the creation of a sec-
ond-tier market for smaller enterprises, with less oner-
ous listing requirements. The measures were intended
to improve market liquidity and transparency and to
provide adequate protection to investors.

U
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networks, including foreign banks and leasing and
factoring companies. By enabling large corpora-
tions to issue short-term securities in the form of
commercial paper, money markets make the cor-
porate loan market more competitive and reduce
the market power of large commercial banks. Mea-
sures to promote the growth of money markets
have been among the most successful financial re-
forms in high-income and developing countries
alike in the 1980s.

One such measure is to issue government securi-
ties at market interest rates. The reluctance of fi-
nance ministries to pay market rates on their debt
is usually the biggest obstacle to the development
of money markets. Governments also need to re-
move regulatory obstacles, such as the rules that
prevent banks from issuing certificates of deposit
or corporations from issuing commercial paper.
The publication of clear rules of conduct for market
participants is essential.

CAPITAL MARKETS. Capital markets provide long-
term debt and equity finance for the government

Average market capitalization is a five-quarter average of the total value of listed stock, based on year-end data, assuming constant exponential
growth during the year.

Turnover ratio is the value of stocks actually traded as a percentage of the average total value of listed stock.
Bombay exchange.

Source: IFC.

and the corporate sector. By making long-term in-
vestments liquid, capital markets mediate between
the conflicting maturity preferences of lenders and
borrowers. Capital markets also facilitate the dis-
persion of business ownership and the reallocation
of financial resources among corporations and
industries.

In mature economies, new share issues have
been overshadowed in recent years by the retire-
ment of existing equity. In the United States and
the United Kingdom, as a result of mergers and
takeovers and the spread of share repurchase pro-
grams, net new equity finance has been negative
for several years. In earlier periods, however, secu-
rities markets were far more important as a source
of finance. From 1901 to 1912, for example, new
stock issues provided 14 percent of corporate fi-
nancing in the United States. In several develop-
ing countries, including India and Korea, the secu-
rities markets have raised impressive amounts of
new equity and bond finance in recent years (see
Box 7.8).

Several developing countries have made great
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Table 7.1 Equity market indicators, 1987

Country

Average market
capitalizationa

(percentage
of GNP)

Turnover rati&'
(percentage
of average

capitalization)

Number of
companies

listed

High-income countries
Japan 92 93 1,912
United Kingdom 80 72 2,135
United States 58 93 7,181

Germany, Fed. Rep. of 21 161 507
France 18 56 650

Developing countries
Jordan 60 15 101

Malaysia 58 23 232

Chile 27 11 209

Korea, Rep. of 19 111 389

Portugal 10 44 143

Zimbabwe 10 4 53

Thailand 9 114 125

Mexico 8 159 233

Brazil 7 43 590

Philippines 7 62 138

Venezuela 7 8 110

India 6 19 6,017
Greece 5 18 116

Pakistan 5 9 379

Nigeria 4 1 100

Colombia 3 8 96
Turkey 3 6 50
Argentina 2 16 206



strides in recent years in establishing and invigo-
rating equity markets. Such markets now exist in
more than forty countries. Indeed, the market cap-
italization of stock exchanges (that is, the total
value of listed shares) is a greater proportion of
GNP in Jordan and Malaysia than in France and
Germany, and India's stock exchanges list more
companies than the stock markets of any other
country except the United States (see Table 7.1). In
many countries, however, equity markets remain
small. Only a few countries have active corporate
bond markets; they include Canada, India, Korea,
and the United States.

The supply of equities has been limited by the
reluctance of owners of private companies to dilute
their ownership and control by issuing stock or to
comply with requirements to disclose information
about their operations. The availability of less ex-
pensive debt finance has also discouraged equity
issues. Some countriesfor example, Koreahave
provided considerable tax incentives to encourage
corporations to go public. In Jordan, any firm seek-
ing limited liability must offer a substantial per-
centage of its shares to the general public. Chile

Figure 7.2 Stock indexes in selected developing
countries and the United States, 1987 and 1988
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Note: For the developing countries, the stock index is the IFC
index of total returns in U.S. dollars; for the United States, it is
the Standard and Poor's 500.
Source: IFC 1988 and 1989.

requires all limited liability companies of a certain
size to make the same financial disclosures as pub-
licly listed firms. In the past, demand for securities
has been inhibited by the lack of investor confi-
dence. In the future, much of the demand is likely
to come from institutional investors.

A primary reason for the underdeveloped state
of capital markets in many developing countries is
the absence of an appropriate legal, regulatory,
and tax framework, In some countries new shares
have to be issued at par value, which makes them
unattractive to companies if the market value of
their shares has appreciated significantly. In other
countries the tax-free status of time deposits or
government and public enterprise bonds lessens
the appeal of private corporate instruments. Far
more important in developing countries, however,
is lax enforcement of corporate income taxes. This
makes it possible for closely held corporations to
avoid taxes by showing very low accounting
profits; publicly traded corporations cannot hide
their profits without hurting investor confidence.

A common problem in securities markets, espe-
cially early in their development, is the danger of a
speculative boom followed by a sharp decline.
Such crises have affected markets in Brazil, Hong
Kong, Korea, Mexico, the Philippines, Singapore,
and Thailand. Large increases and declines in
prices also affect securities markets in high-income
countries, but they can be much more pronounced
in young markets. The Wall Street collapse of Oc-
tober 1987 was far less abrupt than the collapse of
many smaller markets (see Figure 7.2).

Countries with a relatively large business sector
and middle class should encourage the develop-
ment of securities markets. Fiscal policies that dis-
criminate against equities should be changed.
Governments also need to define the operational
scope of underwriters, brokers, dealers, merchant
banks, and mutual funds and to encourage the es-
tablishment of credit rating agencies. Privatization
of state-owned enterprises can be another stimulus
to securities markets. Privatization has been one of
the forces revitalizing Chile's equity market in re-
cent years. In France, 167 state enterprises and
subsidiaries were divested from late 1986 through
early 1988, and their shares were taken up by more
than 13 million individuals. As a result the capitali-
zation of the Paris stock market increased by an
amount equivalent to 6 percent of GDP.

Encouraging foreign portfolio investment is an-
other way to raise demand for securities in devel-
oping countries. The increasing role of institu-
tional investors means that foreign portfolio

Portugal - Turkey

MarchSeptember

June December
1987

June

September

December
1988



investment might grow substantially. Prices in sev-
eral emerging markets have shown a low or nega-
tive correlation with price movements in the
United States and Japan and thus offer foreign in-
vestors an opportunity to reduce risk. During
1975-87, equity markets in six developing coun-
tries outperformed the market in the United
States, and two of them (Chile and Korea) outper-
formed Japan.

In capital-exporting countries, regulations on
foreign portfolio investment limit the extent to
which contractual savings institutions can invest
abroad. In developing countries, concern over vol-
atile flows of money and increasing control by for-
eigners has prompted a variety of restrictions and
disincentives. Foreign portfolio investment is usu-
ally passive, but the concerns of developing coun-
tries can in any case be met by such means as the
closed-end country fund, whose shares can be
traded but not redeemed. More than thirty devel-
oping country funds, most of them closed-end,
have been floated in emerging markets since 1980.
Since issue, the market value of twenty-five of them
has increased by 86 percent (as of August 1988).

Priorities for reform

Building a financial system more responsive to the
needs of lenders and borrowers will require sub-
stantial improvements in the macroeconomic, le-
gal, and regulatory environments. Developing
countries also need to broaden the range and im-
prove the efficiency of their financial institutions
and markets. Much can be achieved by removing
obstacles to the development of different instru-
ments, by adopting a system of regulation by func-
tion rather than by institution, and by strengthen-
ing the management capabilities of individual
institutions.

To operate efficiently, financial institutions and
markets have to be guided primarily by market
forces rather than government directives. Compe-
tition needs to be strengthened by encouraging the
entry of new and innovative providers of finan-
cial services, by phasing out interest rate controls
and high levies on financial transactions, and by
stimulating the development of money and capital
markets.
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