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II. CENTRAL BANK ACTIVITIES TO INDUCE MORL
LENDING TO INDUSTRY
11, Discount rates and reserve requirements are widely used by central banks
to influence lending by commercial banks. These tools are used primarily for
% purposes of menetary policy. However, they can be adapted for use in assisting
| industrializacion.
! 12, The level of the discount rate, the sector of the economy in which the

discounted paper originated, the maturity of the discounted paper as well as

the volume of the paper discounted can be used to channel more funds of the
commercial banks into loans to industry.

? 13, However, reliance on the central bank discounting operations to channel more
E funds into industry may be of rather limited use in some countries. In a number
i of countries, commercial banks do not avail themselves of (he discounting mechanism
to any great =xtent. This may be due to policy on the part of the central bank

| which views unfavourably the extended use of its discount facilities. The
relatively small use of such facilities may also be due to the high discount
rate, Another factor may be the small amount of paper eligible for discount.
That a change in the discount rate can be effective in developing countries in
influencing borrowings from the central bank by commercial banks is illustrated
by events in Nigeria. While those events relate to produce, not to manufactures,
they do illustrate the effectiveness of the discount mechanism.

14, During the marketing season of 1963-1964, the Central Bank of Nigeria
refinanced produce bills at 2 3/4 per cent. This was half the discount rate
charged by the commercial banks, Thus, those banks had & strong incentive to
refinance heavily throughout the season. During the 1964-1965 season, however,
the central bank increased the refinance rate by 1 3/4 per cent to 4 1/2 per cent.
But the commercial banks' discount rate for produce paper under the produce
marketing scheme increased by only 1/2 per cent to 6 per cent. The smaller
spread between the central bank's refinance rate and the cormercial hanks'
discount rate induced the latter banks to hold bills to maturity. Thus, in the
three months, October-December 1963, the Central Bank refinanced £15,872,00C of
commercial paper, But in the comparable months a year later the refinancing
dropped to £1&,910,000.2

§/ Including paper submitted by acceptance houses. (Central Bank of Nigeria,
Annual Report and Statement of Accounts, for tne year ended 31 December 196k,
Lagos, 1965, pp. 47-48),
/...
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15. To a considerable extent, in order to be effective, the discount mechanism
depends on the initintive of the commercial bank. To bolster the discount
mechanism, the central bank may take supplementary measures that do not depend on
the initiative of the commercial bank. Trus, a prcfercntial discount rate may try
to pull a commercial bank's loans in a particular direction; central bank reserve
requirements or credit guidelines may push those loans in the desired direction.
Probably using a combination of different techniques available to the central bank,

rather thar. 1sing one device, would provide the best results.

Commercial bank discounting of paper at the central bank

16. As an inducement to lending to industry, the central bank can give preference
to discounting of paper originating in manufacturing. The central bank's preference
could take one or more of several forms. One form could be the imposition of a
lower discount rate on paper originating in manufacturing. Another fomm of
preference might pemmit discounted paper originating in the manufacturing sector to
have a longer maturity than in the case of other paper ordinarily eligible for
discounting at the central bank. Another type of preference might provide that,
during periods of stringency, when the central bank refuses to discount paper, it
might, nevertheless, discount paper originating in manufacturing up to specified
limits.

Preferential aiscount rate

17. In many developing countries, the central bank imposes a dlfferent discount
rate on different types of eligible paper, including industrial paper. The latter
does not always receive a preferent.al rate. Indeed, in Colombia the central
bank's discount rate on paper relating to some industrial purposes 1is the highest
of ten rates. A preferential rate for industrial paper does nct necessarily
accomplish the purpose for which it wes designed. The differential between the
rate for industrial paper and other rates may be an important factor. The

necessary spread between that rate ard other rates in a country in order for the

industrial paper rate to accomplish its purpose would depend on the situation in
that country. The central bank can test for the optimum level by aaking
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small changes in the rate over a period of time. The optimum rate would be the
one that would result in the percentage of lending to industry by the commercial
banks desired by the Goverrment. The optimum rate would differ from country to
country and probably from period to period.

Country examples of multiple discount retes

18. 1In India, the Reserve Bank makes advances to banks for marketing and production
activities of cottage and small-scale industries at 1.5 per cent below bank

rate.é/ (The data in this section are summarized on the next page in table 1,)

19, The Bank of Thailand discounts to commercial banks at 5 per cent eligible
Paper arising from sales of industrial products by manufacturers, from the
Procurement of raw materials for industrial purposes (and also paper arising from
export operations). For a number of years, that rate hes been telow the standard
discount rate, 7 per cent, which, however, is only nominal since it actually has
not been us2d for several years.y

20. 1In Turkey in 1964 the central bank changed its monetary policy in order to ease
further the availability of credit to those industries which had priority for
economic development. For those branches of industry given priority by the

State Planning Organization, the Committee for the Regulation of Bank Credits
reduced from 10.5 per cent to 9 per cent the maximum rate of interest charged by
commercial banks for industrial credits provided from resources obtained by
rediscounting at the Central Bank. Simul taneously, the related rate of rediscount.
on industrial bills was lowered from 7.5 per cent to 5.25 per cent. But the credits
which the commercial banks give from their own resources to the priority industries
are subject to the normal rete of interest, Exports of mamufactured goods are
governed by the same interest rates as apply to priority industries, Maximum

&/ International Financial Statistics, (Washington), May 1966, p. 162.

1/ Ibid., p. 278. See also Rodrigo Jaremilla, "Central Bank Discount Retes" in
Internationsl Monetary Fund, Staff Papers, (Washington), March 1966, p. 117.

oo
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interest rate for credit in general is 10.5 per cent and the related rediscount

rate is 7.5 per cent. In a related move at the same time, the Committee reduced
reserve requirements based on time deposits frcm 20 per cent to 10 per cent in order
to provide more funds for bank lending generally.-s-/

21. In El Salvador, the discount rate on induvstrial (and agricultura.l) paper has
been 4 per cent since August 1964. This compares with the 6 per cent rate on
commercial paper, which appears to be the only other type of paper eligible for
discounting at the central bank. The one-third differential between the discount
rate on commercial paper and industrial (and agricultural) paper represents the
largest preference the latter has been shown in that country. Between 1948 and
April 1957, commercial paper was apparently the only eligible type. Duriag the
period August 195T-August 1964, the discount rate on industrial (and agricultural)
paper was generally 1l per cent less than the rate on other paper. However, for
several years there was ro differential in rate.g-/
22. 1In Paraguay, since December 1953, the central bank's discount rate for
industrial paper (and for cattle ranch paper) has been 4 per cent. This is
considerably below the discount rate of 6 per cent for commercial paper but is not
as preferred a rate as the 3.5 per cent for agricultural paper. Prior to May 1954,
the discount rate was 3.5 per cent regardless of the origin of the paper.-l—o-/

23. 1In Urugusy, the Bank of the Republic discounts at L per cent eligible
commercial paper related to industrial equipment, fuels, rav materials, primary
food products, fertilizers, agricultural equipment ead other items. That rate,

the discount rate, is also used in the case of import bills for machinery, fuels,
rav materials und other goods. The 4 per cent discount rate is a preferential

rate compared to the one for other commercial operations (6 per cent) but is not as

advantageous a rate as that for meat packing (3 per cent).}-l-/

8/ Central Bank of the Republic of Turkey, Reports of the Board of Directors.
(Ankara, 1965), pp. 62, 64-65; Central Bank of the Republic of Turkey,
Bulletin Mensuel (Ankara), April-June 1966, . 5T.

9/ International Financial Statistics, May 1966, p. 113.
10/ Ibid., p. 236.
11/ Ibid., p. 303.
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oy, In contrast to the above examples, of the ten different rates quoted by the
Bank of the Republic in Colombia for its "ordinary quota" rediscount operaticns
with commercial banks, the paper relating to some industrial purposes other than
"Development Loans” carries the highest rate, 9 per cent. fThe central bank has ten
different rates for these operations with commercial banks; thes¢ rates range from
no charge for the financing of technical studies to the 9 per cent noted.
Apparently, the most widely used rate is that for commercial vaper, 8 per cent.
Paper relating to "Development Loans" (industry, agriculture and cattle raising)
carry a rate 2 per cent lower than the rate stipulated on the rediscountable paper.
It appears that tae rediscount rate on such loans has been T per cent since the last
half of 196L. During approximately the preceding four calendar quarters, the rate
apparently was 6 per cent. As an illustration of another rediscount rate, in

July 1966 the rediscount rate on secured bonds (bonos de prends) was L per cent;

/
this was 1 per cent more than at the end of the preceding month.-l—z-' Aside from

these rates on "ordinary quota" rediscount operations, on "special quota" rediscount
operations tne central bank charges the commercial banks the same rate as the

ccmnercial banks charge for loens.

Quotas and maturity of discounted paper

25. A number of countries regulate the volume of commercial bank discounting at the
central bank through devices other than, or in addition to, the discount rate. Among
these other techniques are ceilings on the amount a commercial bank may discount at
the central bank and the maturity of the paper eiigible for discounting. In some
countries the amount that a commercial bank may discount varies with the type of
paper submitied for discounting. Thus, in Chile and Spain, preference is given by
the central bank to paper relating to particular types of exports.l—3-/ In Uruguay,

a commercial bank may discount peper realating to agriculture and cattle raising up
to 50 per cent of the bank's capital end reserves; this contrasts with a discounting
quota of up to 30 per cent for commercial pcper.l—h-/ With reference to influencing

the volum of discounting by varying the eligible maturity of paper submitted for

12/ 1Ibid., January 1967, p. 87; Bank of the Republic, Statement of Condition
(Bogota), July 31, 1966; Bank of the Republic, Revista del Banco de la Republica
(Bogota), July 1965, p. 865; August 1966, p. 1009.

13/ International Financial Statistics, Pebruary 1967, pp. 79 and 263.

14/ 1Ivid., p. 305.
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discounting, Costa Rica, for instance, permits discounting of industrial and some
other paper with a mesturity of up to one year, but commercisl paper is eligible
for discounting only if the maturity iz up to six months. 15/
26. Similarly, in Venezuela, agricultural and related paper with a maturity of up
to one year may be discounted; but here, too, commercial paper with a maturity

only up to six months is eligible for discounting.lé/ In Pakistan, commercial

banks may discount at the central bank bills with a maturity of up to five years if
the bills are drawn and issued for financing indvstrial and agricultural derelopment.
But paper for other purposes is eligible for discounting only if it matures within
ninety days (government securities and trade bills; 180 days for foreign bills) or
within fifteen months (for seasonal agricultural and crop marketing purposes). 1/
27. The period for which central banks discount paper also varies among countries.
In East Africa, for instance, commercial paper submitted for rediscounting may be
rediscounted up to a maximum of five years, if the credits "are designed to finance

investment projects included in the development plan of the interested member

18/
19/

28. 1In France, paper may be rediscounted up to seven years.— In the United

country or to promote the export of industrial products”.

States, where paper is typically discounted for no more than fifteen days, it has
been suggested that the period of discounting should be extended.?—q-/

29. 1t would appear practicable for central banks to apply these techniques to
encourage commercial bank lending to industry. Thus, quotas for discounting
industrial paper may be made greater than for other types of paper. Similarly, -2
the many countries where discounting at the central bank is a privilege and not a
right,?—l-/ special quota preference may be provided for industrial paper. In terms
of the maturity of eligible paper, industrial paper with longer maturity may be
made acceptable. Conversely, central banks may rediscount industrial paper for

longer periods than other paper.

15/ Ivid., p. 90.
16/ Ibid., p. 308.
17/ American Banker, (New York), 28 December 1966, p. 8A.

18/ "Comparative Digest of African Central Banking legislation™, (United Nations,
E/CN.14/AMA/T, 15 December 1965), appendix II, p. b.

19/ Conseil Economique et Social, Conjoncture Economique (Paris), Deuxidme
Semestre 1965, Rapports, p. 17.

20/ The New York Times, 1 September 1966, p. bT.
21/ International Financial Statistics, February 1967.

[eos
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III. RESERVE REQUIRFMENTS

Reserve requirements according to type of asset

30, Some countries have successfully used reserve requirements to influence
lending by commercial banks. Usually, the reserve requirements are based on
deposits. However, in Rhodesia for example, the central bank may establish
reserve reqjuirements based on the total amount of loans and advances granted and
bills discounted by the commercial banks and mey also establish reserve requirements
based on deposits.?-g/

31, For purposes of industrial development, a commercial bank could have a lower
reserve requirement against deposits if its loans to industry equal or exceed a
specified percentage of its assets for a specified period of time. Alternatively,
perhaps, a bank meeting the prescribed conditions of e lower reserve requirement
might be given the option, as in Mexico, of reducing its required holding of
government securities.2 In a number of countries, such as Brazil, Chile and
Nicaragua, banks are required to hold specified amounts of such securities or

may do so as a substitute for partially holding other types of required reservea.g-lt/
For providing loans to industry above the minimum "reserve requirement reduction
threshold", the bank could be permitted a further reduction in required reserves
according to a schedule that would show how much reserve requirements could be
lowered as the percentage of loans to industry increa.sed.-g-2 To prevent a possible
excessive amount of lending to manufacturers, the schedule conld have a ceiling on
the percentage of loans to industry; above the ceiling there would be no further
reductions in the required reserves.

22/ "Comparative Digest of African Cemtral Banking Legislation", (United Nations,
B/CN.14/AMA/T), Appendix XII, p. 2.

Robert L. Bennett, The Fiuancjial
Case, p. 50.

23/

24/ Frenk Tamagna, Central Banking in Latin America (Centro de Bstudios Monetarios
Latinoamericanos, Mexico City, 1965) p. 162

25/

A somevhat similar suggestion, not specifically related to industrial loans,
has been made for the Bast African countries of Tansania, Kenys, and Uganda.
(Donald C. Mead, "Monetary Analysis in an Underdeveloped Economy: A Case

Study of Three Past African Territories”. Yale Boonomic Besays, (New Haven),

Spring, 1963, pp. 66-6T.)
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32, In some countries, such as Colombia, Greece, Israel and Mexico, guidelires
have been set as to the type of lending a commercial bank should provide., The use
of guidelines in these countries has been effective in shaping the direction

that commercial bank investments have taken.gé/

33, 1In Israel, the guidelines are combined with reserve_requirements against
deposits. The central bank requires the commercial banks to maintain reserve
requirements of 65 per cent of deposits. However, 25 per cent of deposits may

be released for purposes specifically approved by the central bankagz/ Priority

is given to export credits for industry and agriculture as well as tourism. Other
approvals of loans to industry are based on such factors as employment expansion

in development areas.

34, In Greece, banks with liabilities exceeding Dr 1,000 million (equivalent

to $US33.3 million) are required to invest a minimum percentage of all drachma
deposits of the private sector in medium and long-term loans to specified branches
of the nrivate sector: manufacturing, mining, handicrafts and tourism. The
minimum required percentage rose from 10 per cent beginning June 1957 to

15 per cent in August 1959, at which level it has remained., A bauk that does not
fulfil the requirements must deposit an amount equal to the deficiency in a special
acccunt in the Bank of Greece. These special deposits earned 3 per cent annually
prior to September 1966 and 2 per cent beginning 1 September 1966. However,

prior to that date, if the deficiency was due to a shortfall in demand, a bank
could invest in government treasury bills the amount equal to the deficiency.

But, beginning 1 September 1966, this alternative was eliminated. The effectiveness
of these regulations is indicated by the increase in long-term loans by commercial
banks in Greece, as noted below under "Term loans by commercial banks", paragraph 50
and table 5.

26/ 1In Israel, the high liquidity reserve requirements have resulted, with the
knowledge of the central bank, in circumventing those requiremerits to some
extent. This is accomplished through "bill brokerage". Under this arrangement,
the commercial banks do not lend funds but act as brokers between borrowers
and lenders. The commercial banks guarantee that the borrowing firm will
repay the bills and promisory notes. (American Banker, New York,

14 December 1965, p. 5A). .

21/ Ibid., pp. 54, 8A; Americen Banker, 28 February 1967, p. 55
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35, In Colombia, beginning in 1951, the central bank requised commercial banks to
maintain, aside from the basic reserve requirement, a marginal reserve of

4O per cent; this marginal reserve was based on increases in deposits. As an
alternative to maintaining the marginal reserve requirement, the commercial banks
could hold half of those reserves in loans to industry with a maturity of up to
five years; 20 per cent of the reserves could be in agricultural and cattle
financing; the remaining pirt could be in other productive credits. From time

to time, the marginal reserve requirement has been changed as well as the
composition of the alternative loa.ns.?—a-/ Beginning in February 1966, the marginal
reserve requirements were eliminated. The February 1966 changes, made to channel
increases of bank credit into development, alsc stipulated that in order to avoid
penalties, & ccrrercial bank is required to maintain in development credits a
minizum of 36 per cent of ite portfclio cm 31 December of the immediately
preceding year.g9j As in the case of Greece, the central bank stipulations
regarding the channelling of bank funds into long-term loans have been effective,
as indicated below in paragraph 52.

Reserve requirements in Mexico

36, In Mexico, guidelines direct the banks as to what percentage of loans and
investments are to be made in broad sectors of the economy. The Bank of Mexico
has set reserve requirements of 100 per cent that commercial banks must meintain
against new demand and time deposits. However, a commercial bank may weive these
requirements if it invests its new deposits in loans, credits and investments in
proportions established by the Bank of Mexico as indicated below in table 2. Thus,
as of 30 April 1966, 12.5 per cent of new demand and time deposits in resos could
be invested in medium-term loans, 2.5 per cent in secured industriel loans,

5 per cent in industrial securities, and so forth. Approved percentuges of
investment were also applied to new deposits in foreign currency and to new
savings deposits,

e ——

28/ F. Tamagna, Central Banking in Latin fmerica, p. 167.

29/ International Monetary Fund, International Financial News Survey,
(Washington), 18 March 1966, p. 9l.
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%7. The policy of prescribed loans, credits and investmente, first authorized in
Mexico in 1949, has been very effective in increasing the banks' investment in
government securities, and fairly effective in increasing loan maturities. However,
it does not appear that the banks' assets in loans, credits and investments in
inductry have significantly increased compared to financing of other sectors. For
example, at the end of 1948, commercial banks held 564 million pesos (equivalent to
$UsB82 million) in loans to industry and 5,514 million pesos (equivalent to

$USLCO million) in loans to commerce. At the end of 1965, those banks held

5,763 million pesos (equivalent to $USL61 million) in loans to industry and

5,750 million pesos (equivalent to $UslO million) in loans to commerce. Thus, the
increase between 1948 and 1965 in loans to industry, 5,199 million pesos, was almost
the same as - in fact somewhat less than - the 5,256 million increase to

crmmerce.ao But the guidelines apparently were ot drawn up with such fine
distinctions of sectoral investment in mind except for the above-mentioned relatively
small investment of new demand and time deposits in industry and the relatively
small investment of new savings deposits in industry as shown in table 2. Since
1959, savings deposits have increased rapidly and substantially with the result that
this investment requirement relating to savings deposits has become more important.
Data relating deposits to investments in industrial securities are not available.
Presumably, the guidelines could successfully put more emphasis on financing

industry.

Mexican commercial bank holding of government securities

38. That reserve requirements tied to investments can be highly effective in a
developing country is demonstrated by the increased holdings of government

securities by2i7e Mexican commercial tanks. Prior to 1954, Mexican deposit and
savings banks bought only small amounts of government securities. However, during
the years 122;-1959, those banks used one fourth of their new funds to buy - those

securities. As shown in table 3 below, holdings of government securities fell

30/ Banco de Mexico, Informe Anual (Mexico City), 1965, p. 76 and 1950, p. 127.
2;/ These are commercial banks; they have savings as well as commercial departments.
2/

R. Bennett, The Financial Sector and Economic Development. The Mexican Case,
p. 75.
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Tat le 3
Anrual net increase ir holdings of povernme nt securities
by the Mexican "deposit and savings tanks', annual net
increase in Jdemand plus time deposits ir. those banks, and

the net increasc in povernment cecurities, 1GLE-19LE
1961-1965

1946 19L8 1901 -1965
1966 1947 19L8 1961 1962 19€3% 196k 1665

A. Net increase of
decrease in hcldings
of goverrment
securities (millions
of pesos). -13 25 -11 318 550 960 1,294 LO5

B. Net incrcase or
decrease in demand
plus time deposits

(millions »f pesos). =165 -32 169 639 1,634 2,348 2,648 1,202
C. "A" as per cent of
"B". 8% - - 50% 344 L1%p L9k 34%

Source: Banco de Mexico, Infcrme Anual.

Note: Data are not available on distribution of assets and deposits according to
location of banking offices in or out of Mexicc City.
in 1946 and 1948. The decrease in the latter year occurred in spite of the net
increase in deposits. (There were also decreases in holdings of government
securities in 1951, 1952 and 1954. Those declines also took place despite increases
in deposits.) But between the years 1961 and 1965, the smallest net increase was
34 per cent in holdings of government securities as a per cent of net increase 1in
demand plus time deposits: generally the per cent net increase has been even higher.
The intercst yield on government securities has been considerably less since 19u5
than the percentage yield on other assets. Consequently, the increased investment
in government securities most probably has been primarily due to the high reserve

requirements on increases in deps:its.

Longer maturity of loans by Mexican commercial banks

39. The high reserve requirements also appear to have been important in channelling
more of the "deposit and savings banks" funds into credits with longer maturities.

/...
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Such provision of longer-term financing by banks can be of oonsiderable inportance
to industry (chapter IV helow deals with term lbans). Table U below shows that in
Mexico by 1964 loans with a m turity "over 300 days" had become the second larpest
rategory of credits to enterprises and individuals in contrast to being the smallest
of five categories at the end ~f 1945. At that time, credits of "over 5.0 dayc”
were slightly over 3 per r—ent of all credits to enterprises and individuals. At tne
end of 1965, credits of "over 30 days" were more than 1 per cent ot all credite

to enterprises and individuals. In fact, at the end of each year since

3] December 1951, credits of "over %0 days" have exceeded 10 per cent of all
credits to enterprises and individuals. But it should be noted that as early as

LA

1946 the share of loans with a maturity of "over 300 days" was already increasing
prior to the imposition of high reserve requirements. 5o, while it cannot be
stated conclusively, it is protatle that those requirements werc instrumental in
influencing the banks to reach the high percentage of credits of "over 360 days"
that they had at the end of 1965.

4LO. None of the other four categories of credit maturities increased as rapidly,
in percentage terms, between the end of 1945 and the end of 1965 as did credits

!

with a maturity of "over 360 days'. Indeed, over that twenty-year period taken as
a whole, the longer the maturity of the credit the greater the percentage increase
in credit provided by the '"deposit and savings banks".zj/ However, on a year-to-
year basis, longer maturities did not always show the greatest increase. In pescs,
the increase between 31 December 1945 and 31 December 1965 in the "over 360 days
maturity" was exceeded only by the increase in credi*s with 2 maturity of

91-180 days.

33/ Even 1if som: different base year and final years are used to test the
percentage of growth in the five different maturity categories, the credits
for "over 36C days" increased faster than the others. Thus, the "over
360 days" category showed the most rapid percentage increase not only
between 1945 end 1965 but also, for example, between 1945 and 1964, between
1946 and 1962, between 1947 and 1962, between 1948 and 1963, and between
1948 and 1964. However, as noted in the next sentence in the text, further
testing of different base years and final years did not always result in
credits of "over 360 days" growing faster than other credits.
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IV.  TI.RM LCANS BY COMMERCIAL BANKS

41. The longer the term of the bank loan the greater the risk of default by the
Borrcower, ard the greater the problem of liquidity for the bank. In addition, in
countries wnere prices ure likely to rise rapidly, the bank must take into account

the potentisl deprecistion in the value of the currency, especially for long-term

louns,

Term ending by ccmmercial burnk: acceptable

4. Yet, as long-term finince is Industry's greatest finance problem, it would be
well v re-exarire traditionsl thinking regarding bank term loans. Traditionally,
there hus been a strong and widespread - but not universal - feeling 2gainst
long-term lending by banks. This opinion has been based on the fact that since the
mwajor part of a bank's liabilities are payable on demarnd or on short notice,

correspondingly the assects should also be short term. But re-cxamination of the

34/

traditional thinking indicates that banks are capable of holding long-term assets.<
8 re-vxarination of that traditional thinking seems particularly useful in connexion
with changes that may occur ~ver time in a borrower's capabilities, central bank
actions, and in a benk's capital structure, deposit composition, asset liquidity

and prospective inflow of funds from repasyments of bank loans. In the early stages,
when a bank is starting to make long-term lonns, there will be little, 1f any, inflow
from repsyment of these loans. However, with the expansion of such loans and the
pessage of time, the repayment of loans becomes an important source of funds for the
benks,

L3. Even in countries with highly developed capital merkets only larger enterprises
have access to those markets. In many developing countries, there is no developed
capital merket. Thus, term loans by commercial banks mey be even more important,
relatively, in those countries than in developed ones.

34/ R.S8. Sayers, Central Be in Underdevelo untries. (Cairo, National
Bank of Egypt, 19 pp. 13-14; Robert W. Adler and nd F. Mikesell,
?;blic Externsl Financing of Development Banks in Developing Countries.
Eugene, Oregon, Bureau of Business and Economic Research, University of
Oregon, 1966) p. 26; see also G.I. Williamson, The Role and Practices of

Commercial Benks and Other Institutions Financing Develorment. (Cairo,
National Benk of Egypt, 1&55 pp- 9-10.
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L4, Commercial banks in developing countries have dealt with the problem of
providing long-term loans to subsidiary organizations in & variety of ways.éi/ In
scme developing countries, banks have established subsidiary financing enterprises
not subject to such strict regulation and control as the commercial banks
themselves. In a few countries, as in Mexico, individual banks have organized

their own individual subsidiaries which are permitted to provide long-term capital.
In other countries, like the Republic of Viet-Nam and Brazil, groups of commercial
banks have formed joint subsidisries to provide long-term loans. However, loans
provided by subsidiaries may result in interest and other charges that substantially
raise the cost of credit.zéj A still different approach to forming specialized
financial institutions capable of granting long-term loans has been taken by banks
in several other countries. Among such countries, in Greece, for instance, such
financial institutions have been established to provide long-term credit to industry
with the help of financing provided not only by domestic commercial banks, but also
by foreign financial institutions in developed countries.

45. Establishment of specialized firancial institutions is not restricted to banks
that are directly prohibited from making long-term loans. For example, in Greece,
the two largest commercial banks have each set up, in combination with foreign
financial institutions as noted, specialized financial institutions. Nevertheless,
those two commercial banks also directly provide long-term loans to industry.

46. In many countries, even though loans may be nominally for a year or less, they
are frequently renewed for another such period or more. This almost automatic
"roll-over" of a loan makes it somewhat similar to a longer-term loan. But, of
course, the basic feature of the assurance of a longer-term loan is missing. 1In
the Republic of Viet-Nam, for instance, it has been suggested that it would be
preferable for commercial banks to provide small industry with loans for a period of
up to five years rather than to continue the present practice of providing short-
term loans and then renewing them.

}j/ Commercial banks in developed countries, such as France and the Netherlands,
have also formed subsidiaries to provide long-term loans. (Source:
Henry Germain-Martin, "France" and A. Batenburg, S. Brouwwer and D.W. Louman,
"The Netherlands". Banking Systems, B.H. Beckhart, ed., pp. 249 and 622).

"The Process of Industrial Development in Iatin America”, vol. 2. United
Netions E/CN.12/716/Add.1l, 15 December 1965, p. 76.

Rguyen-huu-Hanh, "De 1'élaboration d'une nouvelle politique de crédit”,
Bulletin Economique (Banque Nationale du Viet-Kam, Saigon), November-
December 1965, p. 1T.

S

/...




ID/CONF,1/B.9
Ernglich

ha P 3T
 E AL

4L7. In many less developed countries it may prove inadvisable to change frcm the
traditional thinking regarding the term of a lcan. However, in a numter of c.untries
where long-held concepts about the place of industry hove been revised, it may be
appropriate tc revise also, at least in part, the concepts regarding the nppropriate
term of loans to some industrial borrcwers.

48. Where term loans to industry in a less developed country are deemed feasible,
it may be appropriate to change the laws or regulations, if necessary, so that such
loans may be granted. It may be advisable to pluce a ceiling on the percentage
of a bank's assets and deposits, or capital and reserves that a bank may make in
term loans. It may also be advisable to place a limit on how much a bank may lend
to any one borrower; such a limit may be in terms, for example, of the capital or
net worth of the borrower. In Greece, as an example, the banks are allowed to
invest up to 15 per cent of their total deposits in long-term loans. Beginning

in 1962, the banks were also permitted to invest up to 5 per cent of their deposits
in equities of new or expanding enterprises. This was in addition to previous
investment in eecurities.

49. There has indeed been widespread rethinking in recent years of the role of the
commercial bank in connexion with long-term lending. This changed view, tbhat the
banks shculd provide such lending, has been accepted by many commercial bankers as
well as by public officials. This acceptance has taken place in developed and
developing countrie:. Furthermore, not only have term loans by commercial banks
been deemed mcre acceptable but, as the following discussion shows, this view has
been implemented by a substantial increase in term loans. Furthermore, such loans
have increased not only substantially but rapidly. This indicates that in developing
countries, too, the commercial banking system may be quite flexttle and reedily
adaptable to new conditions and requirements. This has important and cautiously
encouraging implications for industrial borrowers.

38/ "Proceedings of the Asian Conference on Industrialization”. United Nations,
E/CN.11/719, 10 January 1966, p. T7.

39/ Bank of Greece, Report for the Year 1962, pp. 76-T7.
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Recent growth in long-term loans in developing countries

50. In Greece, prior to 1957, the commercial bank; gave no long-term loans to
11dustry (nor, it seems, to any other sector). At the end of 1957, however, with
the urging and indeed the pressure from the central bank,kg/ the commerciul banks
held 18 million drachmas in long-term credits (five years and more). This, as
shown in table 5 on the next page, was 0.2 per cent of all credits to all sectors
by the commercial banks. Each year from 1957 through 1964 the percentage of the
long-term loans of those banks increased. As a result, at the end of 1964, such
loans accounted for 9.7 per cent of all credits by the commercial banks. As shown
in table 7, long-term loans by commercial banks to "industry and mining" as a
per cent of all loans by those banks to "{ndustry and mining" also increased
significantly between 1957 and HX%uEA/ However, as shown in tables 5 and 7, at
the erd of 1965 there was a smaller cmount of drachmas outstanding in all types
of long-term loans than at the end of the previous year; the percentages outstanding
were also smaller at the close of 1965 than at the end of 1964. This was also true
of long-term loans to "industry and mining" as a per cent of total bank loans to
that sector.
51. In the Republic of Korea, longer-term credits, called equipment loans, have
been provided only since 1962 and are part of a drive to channel funds into
industry. As shown in table 6 below, such longer-term loans increased rapidly
after 1961 and by the end of 1963 accounted for over 6 per cent of commercial banks'
totel loans and discounts. However, by the end of 1965, the percentage had fallen
to 3.4 per cent.

Table 6

Korea: commercial bank long-term loans for
equi funds, year-end 1961-1965

In million won

1961 162 1963 196k 1965

A. Long-term loans (loans for

equipment funds) 0 1,19 1,384 1,378 1,269
B. Total loans and discounts 12,778 20,906 22,833 23,143 37,56
A as per cent of B 0 5.T% 6.1% 6.0% 3.b%

Source: Bank of Koree, Monthly Statigtical Review.

40/ Bank of Greece, Report for the Year 1957, p. 61.

The original date do ngt specify how meny years "long-term" refers to with

aercrenee to loans to "industry and mining . They may be, perhaps, less thr/x
Ve years.

=18
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52. In Colombia, at the end of 1953, long-term loins - those maturing in three
years or more - by commercial banks were only O.1 per cent of the total loans
outstanding. Short-term loans, those meturing ir less than 180 days, accounted for
90.0 pe~ cent of the value of all loans held by those banks, and medium-term loans
accounted for the remaining 9.9 per cent. In contrast, as shown in table 7, by the
end of 1965, after a percentage increase in most of the intervening years, apparently
at the urging of the central bank, holdings of long-term loans by the commercial
banks comprised 7.2 per cent of all their loans; medium-term loans had declined to
75.8 per cent of all the banks' loans.

53, In Mexico also, as noted above in the section on "longer Maturity of lLoans by
Mexican Commercial Banks" (paras. 39-U0), credits of "over 360 days" provided by
the "deposit and savings banks" have increased in recent years. The increase was
from 3.1 per cent of credits to enterprises and individusls at the end of 1945 to
21.5 per cent at the end of 1965.

54, In Nicaragua, in recent years, loans for over eighteen months have accounted for
approximately one third or more of commercial bank ioans outstanding at year-end.

At the end of 1965, long-term loans to "industry and mining" comprised somewhat over
7 per cent of all loans by commercial banks and almost 40 per cent of all commercial
bank loans to "industry and mining".

55. In the Sudan, commercial bank loans for over one year ("medium- and lons-ternm”
loang) at the end of 1965 accounted for a smaller percentage of commercial bank
loans than those outstanding at the end of 1961. At the end of 1965, loans for over
a year comprised 15.C per cent of all commercial bank loans outstanding. Complete
data for "medium- and long-term" loans to industry are not available but it is clear
that, at a minimum, such loans comprised at least 1.8 per cent ~f all loans
outstanding by commercial banks and 9.5 per cent of all commerciai bank loans to
industry.

Reserve requirement according to type of deposit

56. Reserve requirements as related to a bank's asset distribution were dlscussed
earlier. Along somewhat similar li.es, reserve requirements could vary according
to type of deposit. Thus, demand deposits, with a high rate of turnover, could
have much higher reserve requirements than those relating to time or savings




ID/CONF.1/B.9

English
Page 31
Table T
Recent growth of term loans outstanding by
commercial banxs in developing countries
" Long-Term"

" Iong-Term" Loans Outstanding Commercial Bank
Loans to Industry

Per cent of
totel credits - Per Cent of .
Maturity of Amount outstanding Commercial Banks:
"long-term" Outstanding by commercial Total Total Ioans
loan Year-end (millicns) banks Loens to Industry
(a) (B) (c) (D) (E) (F)
Mexico More than 1945 32 (pesos) 3.1% N.A. N.A.
1 year 1964 1,9%7 17.3
1965 2,939 21.5
Colombia 3 years 1953 1 (peso) 0.1 N.A. N.A.
and more 1960 100 4,1
1964 297 6.7
i 1965 360 7.2
Korea N.A. 1961 0 0 N.A N.A.
1964 1,378 (won) 6
1965 1,269 3
%7 o
Nicaragua— More than 1961 24 (cératas) 37.3 3,24 18.8%
18 months 1962 27 38,2 7.1 32,4
1964 179 31,2 6.5 36.5
1965 236 3.7 7.3 39.7
Greecew 5 years 1956 0 0 N.A. 0
and more 1957 18 (drachmes) 0.2 0.5
1964 2,493 9.7 20.8
1965 2,437 9.1 19.2
Sudan More than 1961 6.9 (1sa) 16.5 2-.0%5/ 17. )P
1 year 44/ 1964 7.5 14,0 1, 7,‘1/ n.u,‘i/
1965 6.8 15.0 1.8—-5/ 9.

Source: Banco de la Repiblica (Colombia), Bogotd, Revista del Banco de la Repiblica;
Bank of Greece, Monthly Ststistical Bulletin; Bank of Korea, Monthly
Statistical Ruview; Banco de Mexico, Informe Annal: Banco Central de
KTcaregua, TnPorme Annal; Bank of Sudan, Economic and Financisl Bulletin.

Note for stotistics on Inala, see paras. T0-T3.

_% Columns "E" and "F": loans to industry include mining.

Column "F': loans to industry include rgnninfg %'he original data do not specify
refers to.

how many years Mng-tem in column
44/  "Medium and long-term" loens.
l_&j/ These are minimm amounts. ' They are based on incomplete data relating to
long-term loans to industry.
N.A. not available. /“.
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deposits, which normally remain on deposit for considerably longer periods than
demand deposits. Higher reserve requirements for demand deposits as against

time and saving deposits 1s the normalké/ country practice. However, it may

be useful for central banks and the Government to review the spread in these
requirements in the context not only of the monetary policy considerations with
which they are usually connected, but also in the context of longer term loans

tc industry. The lower the reserve requirements, the greater the funds available
for profit-making by the commercial bank. Furthermore, one of the basic criteria
of the feasibility of longer-term loans tc¢ industry is the fluctuation in deposits
in a bank. To protect its liquidity, and thus its ability to meet deposit
outflows, a bank is able to lend with less risk on longer term if it knows with
considerable certainty the maximum expectation of net withdrawals (new deposits
minus withdrawals) that it can reasonably expect within a short period (of days

or weeks).

57. Since time and savings deposits have a slower rate of turnover than do

demand deposits, they can rormally be expected to étay in the bank longer, thus
enlarging the amount available for longer-term lending to industry. In Sweden,
for instance, the ability of commercial banks to provide loans to industry without
subjecting themselves "t undue liquidity risks, is vefy largely explained by

the stability of deposits lodged with them".EZ/ But increases in time and saving
deposits will not necessarily assure increasecs in longer-term loans to industry.
To increase the propensity of banks to make such loans, measures tO encourage

increases in longer-term deposits would have to be supplemented by other mecsures.

ﬁé/ This practice is, however, not always followed. For example, there were no
reserve requirements in Palestine, and in Israel prior to November 1950 for
banks. (Source. Meir Heth, Banking Institutions in Israel, Jerusalem,
The Maurice Falk Institute for Economic Research in lsrael, 1966, p. 93.)
That is, all types of deposits had the same reserve requirements - zero.
In Pakistan, reserve requirements against demand deposits and time deposits
are 5 per cent. (American Banker, 28 December 1966, p. 8A).

47/ Lers-Erick Thunholun, Sweden, in Benjamin H. Beckhart, ed., "Banking Systems",
(columbia University Press, New York, 1954, p. 675).
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Term of savings deposits in the Republic of China

58. 1In the Republic of China, Tor example, at the ena of April 1966 there was a
total of $NT2,193 million with a maturity of two years or more in savings
deposits in banks. The amount on deposit for two years or more haa been
increasing very substantially each year from at least the end of 1959 to the end
of 1963. Since then, such deposits have been declining as a result of the
decrease in deposits with & three-year maturity even though deposits with a
two-year maturity have continued to increase. Beginning 1 July 1963, the interest
rate on three-year maturities which previously was above that on depOsits of
shorter maturities was made the same as for the one-year maturity. At the same
time, the interest rate on two-year maturities was also lowered to that available
on the one-year maturity.ﬁg/ Depositors in Taiwan are apparently willing to
commit more of their funds for two years at the lower incerest rate. But savers
are unwilling to commit them for longer periods at that rate when yields on

competing investment outlets are considerably higher.

Term deposits and term loans

59. An important point to note is the substantial amount on deposit in Taiwan
in long-term funds. This meens that a pool of longer-term deposits is available
for longer-term lending to industry.ég/ In Greece, for instance, at the end

of 1961, savings and time deposits of individuals and private enterprises held
in commercial bunks amounted to 10,765 million drachmas or 67 per cent of all

deposits in commercial banks. It was oOn the basis of such a large proportion

E@/ Some of this was in savings banks. Not all of the savings were owneda ty
individuals (Ec0n0mic Research Department, the Central Bank of China, Taiwan
Financial Statistics Monthly, April 1966, pp. 36-38).

L9/ Ibid., p. 67.

50/ Financial institutions otber than commercial banks also hold long-term funds.
For example, the savinge and loan associations in Latin America had a total
of $132 million in savings at the end of 1965; this was primarily used to
finance housing. (The American Banker, 1l August 1966, p. 18).

Loans by thrift institutions need not be confined to housing. In a number of
countries savings banks, for instance, provide mortgage loans, even if in
limited amounts, on industrial buildings and invest in stocks and bonds of
industrial enterprises (see, e.g., "Savings Banks Association of New York
State, Savings Banks Fact BOOk, 1965, New York 1965, pp. 4k, 46, 4T; also
American Banker, ctober 1900, p. 9, in connexion with savings banks in ;
Canzda) . |
I b
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that the authorization noted earlier was granted allowing the commercial banks

to invest up to 15 per cent of their deposits in long-term loans.

60. There ig, of course, no assurance in any country that deposits will continue
tO increase (as they have indeed in Greece and as they have with savings deposits
in Taiwan with a two-year maturity) or even not decline (as with the savings in
Taiwan with a three-year maturity). Radical shifts in the economy, such as a

new sharp upward and prolonged rise in prices or a marked change in interest
rates in various competing investment Outlets, could result in declines in the
total amount of savings on depcuits in commercial banks. But barring such

sudden changes, it would seem prudent - on the basis of experience in a country
with the longevity of the available deposits and the anticipated cash flow from
earnings on investments plus repayments of loans - for a commercial bank to

make some term loans to industry.

Range in reserve requirements

6l1. Reserve reguirements have ranged in recent years from zero to 100 per cent.

In Israel, for example, prior to March 1961, there were no required reserves

for amounts on deposit for fixed-term in excess of eighteen mouths.jl/ Imposition
of reserve requirements is not provided for in the Statute of the Banque Centrale
des Etats de 1'Afrique Equatoriale et du Cameroun, of the Malagasy Central Bank

and of the barks of Sierra Leone, Mali and Guinea.ég/ In a number of countries,
such as Cost . Rica, the Dominican Republic, Ecuador and Guatemala, there are

100 per cent reserve requirements on increases in deposit.éz/ This wide range in
reserve requirements would seem to offer the possibility of adjusting requirements
to irduce banks actively to seek time or savings deposits. If reserve requirements
against those deposits are lower than against demand deposits, the banks presumably
will have an incentive to seek time deposits more aggressively (without neglecting

2L/ Meir Heth, Banking Institutions in Israel, p. 96.

52/ "Comparative Digest of African Central Banking Legislation". United Nations,
E/CN.14/ANA/7, 1965, p. 9.

23/ F. Temagna, Central Banking in Latin America. (Mexico City, Centro de
Estudios Monetarios latino Anericanos, 15355, p. 157.
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demand deposits), not only from the existing market but also from the potential

market that is rather removed from the money economy .

Changes in reserve requirements and changes in deposits

62. The significant effect that reserve requirements can have on the distribution
of deposits is demonstrated by events in Israel. Prior to March 1961, fixed-term
deposits in Israeli currency were an important source of funds for banks. In
March 1961, however, these deposits were subjected to the same reserve requirements
as demand deposits. Factors such as the development of bill brokerage and i
linking of the value of some types of deposits to a price index were important in
causing a decline in the level of fixed-term deposits.ék/ However, the upward
revision in reserve requirements was also a significant factor in the decline from
IL70.2 million at the end of 1960 to IL26.9 million at the end of 1964. (Indeed,
as mentioned earlier, the higher reserve requirements were an important

contribution to the development of bill brokerage.éi/)

Government influence in term lending to industry

63. In Mexico, as indicated earlier, the commercial banks have been induced to
change the composition of their assets through the use of reserve requirements

by the central bank. In a number of countries, such as Argentina, Peru, Morocco
and India, the Government has taken to a more direct approach in influencing the
term of commercial bank loans to industry.

64. 1In Argentina, as in Mexico, reserve requirements have been used to influence
the term of commercial bank loamns. Thus, in 1961. -~ central bank regulation was
issued permitting a small reduction in commercial hanks' reserve requirements if
the funds made available in this way were used for term loans for industrial

(or agricultural) equipment.ﬁé/ More directly, though, the central bank provides

54/ Meir Heth, Banking Institutions in Israel, pp. 128, 326.

55/ Ibid., p. 326.

56/ Arthur D. Little, Inc., Industrial Development in Argentina, Report to the
Government of Argentina and the International Co-operation Administration,
(Contract ICAC-1866, Washington, 25 August 1961, p. 113). Figures are
unavailable on term lending by banks in Argentina; it is believed that such
lending is not large.
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financing for industry through special credit programmes that are made effective
through the commercial banking system. Part of the funds from these special

credits apparently is used for medium-term lending to industry.

government funds to commercial banks via intermediary

65. Rather than having the central bank supply funds directly to commercial
banks for lending to industry, in some countries, like Peru, India and Morocco,

an intermediate institution channels funds from the central bank to the c;Jmmercial
banks.

66. 1In Morocco, the Banque Nationale pour le Developpement Economique (BNDE)
discounts medium-term credits of commercial banks. If BNDE wishes, it may, in

turn, rediscount this paper at the Bank of Morocco.éﬂ

Indian Government refinances term loans to industry

67. 1In an effort to have more funds flow to industry, the Government of India,
since 1958, has stood ready to refinance approved term loans made to industry by
the major commercial banks. To provide this refinancing the Refinance Corporation
for Industry Ltd. (RCI) was established that year.éy The purpose of this new
approach was to expand the funds going into industrial term loaas beyond the level
that the banks would ordinarily make available from their usual resources.

68. The IDBI, a wholly owned subsidiary of the Reserve Bank of India, may obtain
funds from the central government, from deposits by the public, and the sale of
bonds, and by borrowing abroad and from the Reserve Bank. The RCI funds came
largely from government loans. The RCI, in turnm, would provide the banks with
the entire amount of refinancing required. Thus, the banks only distributed the
amounts placed at their disposal. However, the banks did bear the full credit

21/ BNDE, an autonomous financial institution, was incorporated in 1959 with the
Government providing 56 per cent of the authorized share capital. Since
1962, the Government has held 43.7 per cent of the share capital.
International Bank for Reconstruction and Development, The Economic
Development of Morocco (The Johns Hopkins Press, Baltimore, 1966), p. 182.

2@/ In 1964, RCI was merged with the nevly established Industrial Development
Bank of India (IDBI).

/...
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risk. with the cstablishment of the IDBI, only 80 per cent of refinancing has
been provided; the commercial banks have had to supply the remaining O per cent
of the credit from their own resources. However, in exceptional cases, in high

priority industries the 80 per cent ceiling may be relaxed.

Eligibility for Indian refinancing

69. To be eligible for refinancing, loans by scheduled banks must meet the
following conditions, which are summarized in table 8 below:

(a) The loan must be for a period of between three and seven years. This
was modified in 1960 to allow a maximum term of ten years in exceptional cases.

(b) Originally, the largest loan to any One borrower could not be more than
5 million rupees (the equivalent of somewhat over $USL million at that time).
However, in cases where projects have already been assisted under the scheme,
the IDBI raised the outstanding limit to RslO million (then equivalent to
approximately $uUS2.1 million), and does consider requests for larger amounts.
There is also a lower limit, Rs500,000 (equivalent to $US105,000), below which
the IDBI ordinarily does not entertain applications. But this lover limit would
be relaxed to Rsl00,000(=quivalent to $US20,900), in the case of '.ans to small-
scale industries covered under the Credit Guarantee Scheme.

(c) The borrower must normally be a medium-sized industrial firm with
paid-up capital plus reserves between Rs500,000 and 25 million (equivalent to
$US105,000-5,236,000 at the pre-June 1966 rate of exchange). However, loans to
larger firms, depending on the merits of the case, are also eligible for

refinance. Small-scale establishments with less than Rs500,000 in paid-up

capital and reserves were brought under the scheme in 1960 if the loan was covered
under the Guarantee Scheme of the Indian Govermment.

(d) The loan must have been granted by the commercial bank for increasing
production in specified industries. The IDBI will normally refinance loans only
for acquiring fixed assets. But loans eligible for refinance "may also include
a portion of working capital, if such working capital is required on a term basis".

(e) The loan can be refinanced only if it is submitted within a year of
the time the loan was granted by the commercial bank. Initially only fifteen

major scheduled banks (and several government financial institutions) were eligible

/ooo
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Table 8

Eligibility for refinance by the Industrial

Development Bank of India of industrial loans

by commercial banks in India, December 1965

Period of loan

Between thre: and seven years since 1960;
maximum term of ten years in exceptional cases

Size of loan

Upper limit of Rs5 million to a single borrower
(10 million for projects already assisted under the
scheme). Lower limit of Rs500,000 (100,000 for
small-scale industries under the Credit Guarantee
scheme ).

Size of borrower

Medium-size industrial firm; paid-up capital and
reserves between Rs500,000 and Rs2% million.
(Small-scale firms with less than Rs500,000 in
paid-up capital and reserves brought under scheme

1f covered under the Guarantee Scheme. Larger firms,
depending on the merits of the case, also eligible).

Purpose of loan

Loan must be disbursed by commercial bank for
increasing production in specified industries.
Normally for the purpose of acquiring fixed assets,
but also for working capital if required on a term
basis

Application
conditions

Refinance provided only if applied for within one year
of the issuance of the loan by commercial banks

Source: The Industrial Development Bank of India, Report of the Board of
Directors for the Year 1964L-65; L.C. Gupta, "Role of Commercial

Banks in Medium-term Industrial Financing". Capital, Calcutta,
Supplement to issue of 23 December 1965, Annual Review of Trade,
Commerce and Industry.
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for participation in the refinance scheme. Those banks, however, held about
80 per cent of all deposits of all scheduled banks at that time. By the end
of June 1965, the scheme had been expanded to include fifty-nine scheduled
banks (and several government-financial institutions. The same number of
banks were eligible on 30 June 1966.5‘9/

(f) pPrior to 5 March 1965, the lending rate for refinance of industrial
loans was 5.5 per cent. At that time it was raised to 6.5 per cent following
the increase in bank rate from 5 per cent to 6 per cent in February 1965. In
addition, since 21 Necember 1964, a commitment charge of 1 per cent per year
is "levied on the amount of refinance remaining undrawn after a reasonable
period". The purpose of this charge is to expedite the use of the refinancing
funds provided to the financial institution.

Volume of term loans to industry in India

70. 1In the twelve months ending 30 June 1966, the IDBI sanctioned Rsl55 million
(equivalent to approximately $US31.5 million) of industrial loans to commercial
banks for refinancing. This was 69.7 per cent of all industrial loans sanctioned
for refinancing industrial loans. The following table summarizes the refinancing
of industrial loans by IDBI and RCI from the inception of RCI in June 1958 to

30 June 1966:

The Industrial Development Bank of India, Report of the Board of Directors
for the Year 196k-65 (Bombay, August 1965), pp. 2, 4, 8, 9; L.C. Gupta,
Role of Cc wercial Banks in Medium-term Industrial Financing". Capital,
(Calcutta), Supplement to issue of 23 December 1965, Annual Review of Trade,

Commerce and Industry, pp. 99, 10l1.

60/ The Industrial Development Bank of India, Report of the Board of Directors
for the Year 1965-66, p. 9.
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7l. From table 9 above it is clear that refinancing of term loans to industry
has by far been greatest through the commercial banks. Disbursements through
those banks had been increasing until the latest fiscal year. The increase
Occurred not only compared to disbursement through the oth.r two types of
financial institutions, but als¢ within the commercial bank sector, where there
had been an acceleration of refinancing of industrial term loans: the

Rs182 million (approximately equivalent to $US38.1 million), disbursed by IDBI
to these banks in the one year 1964-65 was more than one third of the
disbursements in the seven years 1958 to 30 June 1965. However, in 1965/1966
amounts disbursed and sanctioned for commercial banks were belcw the level in
the preceding year although still more than double the disbursements and amounts
sanctioned through the two other types of institutions.

2. As noted earlier, the purpose of the IDBI refinancing programme was to
increase the amount of funds going into industrial term loans above the level
that banks would normally make available from their usual resources. Indeed
in 1962, the only year for which comparisons can be made, commercial banks'

term loans (granted for periods exceeding one year) to industry were several

times greater than the banks' term loans to industry under the RCI refinance
programme. Thus, preliminary data relating to forty-three banks (including all
Indian banks with deposits of Rs2.5 million or more) indicated that their
outstanding term loans to industry amounted to Rsl56 million (equivalent to
$US95.5 million) or about 8 per cent of the banks' total outstanding credit to
industry. Those terms do not include an additional Rs330 million (equivalent
to $US69.1 million) of industrial credit which technically was short term. This,
though, carried with it a specific understanding, formal or informal, between
the bank and the customer that the short-term credit would be renewed beyond a
year or that repayment of the loan, either in part or in lump-sum, would take
place after one year. In contrast, at the end of 1962, the total amount of
RCI's loans outstanding of all kinde to all institutions was Rs136 million-6—l/
(equivalent to $US28.5 million).

61/ Reserve Bank of India, Trend and Progress of Banking in India During the
Year 1962, Bombay, 1963, pp. 35-34. Those institutions included fifty-six
commercial banks, almost certainly including the forty-three banks mentioned
above. Therefore, the Rsk56 million in industrial term loans outstanding by
the forty-three banks was even greater relative to RCI's Rsl36 million
outstanding to fifty-six commercial banks (plus other institutions).

/...
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73. It would be very difficult to determine how successful the IDBI programme
has been in terms of increasing the amount of funds going into industrial term
loans above the level that banks would normally make available from their usual
resources. That is, it may be that some of the financing under the IDBI programme

ms, represent a shift from loans that would normally have been made.

Term loans in developed countries

74. The new widespread view that term lending is appropriate for commercial
pbanks is not confined to the developing countries. This is quite apart from
commercial banks in Swedenég/ and the United States, for example, where, for
many years, a large volume of term loans to industry has been provided. 1Indeed,
in 1957, the latest year for which figures are available for the United States
as a whole, the largest percentage of commercial banks' term loans, by value,

to borrowers in "manufacturing and mining" was for the original maturity of

five to ten years. Term loans comprised approximately 20 per cent, and even
more, of all bank loans, by value, to "manufacturing and mining"; the number

of term loans to "manufacturing and mining" was an even higher percentage of the
number of all their bank loans. Term loans were not confined to large borrowers
in "manufacturing and mining" nor were they made only by large banks: small
manufacturers and mines (with total assets of less than $US50,000) held $76 million
of such loans; term Loans outstanding to all "manufacturing and mining" amounted
to $6,533 million. Small banks, with less than $10 million in deposits held
$585 million in term loans; banks with deposits of $10-$100 million held

$2,069 million in term loans of the $15,421 millicn held by all banks .éy Term
lending to industry has continued to be important: loans with a maturity of more
than one year made by large New York City banks to manufacturers incree sed by

a net amount of $1,264 million in the year ending 24 August 1966. This brought
the total of such loans outstanding to $4,978 million. Both the net increase

and the total outstanding were greater than those banks' net increase that year

62/ lare-Erik Thunholm, "Sweden". B.H. Beckhart ed. Pauking Systems, pp. 6T4-675.

§2/ Roard of Governors of the Federal Reserve System, Federal Reserve Bulletin,
(washington), April 1959, pp. 354, 366, 363.
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in industrial loans maturing in one year or less ($1,113 million) and the total
amount outstanding with such maturity ($3,682 million).éﬁ/

75. In Australia, special arrangements were made in April 1962 by the Reserve
Benk of Australia to enable the commercial banks to provide term loans for periods
ranging from approximately three years up to about eight years for capital
expenditure for production in industrial, rural and, to a lesser extent,
commercial fields, and also to finance exports. At the end of June 1966,
approximately four years after the banks were authorized to make such loans,
total term loans outstanding amounted to $A207 million (equivalent to

$US230 million); nearly one-half of all term lending was for manufacturing.éé/
76. In Canada, the Royal Commission on Banking and Finance in 1964 suggested
that it was "desirable from the point of view of the banks as well as Of the
smaller businesses which might benefit that banks continue to lend more freely
on an explicit term basis".éé/

77. In France, recent official actions - relating to acceptance of deposits

of more than two years and to central bank discounting of paper with long
maturities - have been taken to encourage the commercial banks to provide longer-
term loans for equipment (and construction and expOrts).§Z/

78. 1In Japan, where the very rapid growth in manufacturing since the Second
World War has been due to the driving force of the large commercial banks and
the big industrial groups around them, industry is heavily dependent on the banks

for long-term funds.

&

Federal Reserve Bank of New York, Commercial and Industrial Loans Outstanding
at Large New York City Banks by Industry and by Term, 20 August 19606.

Reserve Bank of Australis, Report and Fimancial Statements, 1963, p. 18;
Report and Financial Statements, 1966, p. 20.

Quoted in Ronald F. Henderson, "Finance for Industry". The Role of Banks
in a Rapidly Developing Eco . Melbourne, The Bankers' Institute of
Australia, February 1965, p. 99.

Conseil Economique et Social, Conjoncture Economigue, second semester 1965,
Paris, pp. 17-18; Federal Reserve Bank of New York, Monthly Review,
November 1965, p. 245, The Economist (London), 26 November 1965, p. XIX.

The Economist (London), 26 November 1966, p. XV.

2

&

&

&
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79. British banks have been officially urged to "be ready to offer term-loan
facilities within reasonable limits, having due regard to their liquidity

reanirements, as an alternative to a ruining overdraft for creditworthy industrial

and commercial customers” §2/

Committee on the Working Of the Monetary System ("Redcliffe Committee” ),
Report, Cmad. 827 WM80, London, August 1959, p. 326; see also p. 320.
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V. GOVERNMENT GUAKANTEES OF BANK LOAND TO INDUSTRY

80. In addition tc actions that the central bank may take to induce commercial
banks to channel more funds into loans to industry, the Government itself may
provide inducements for, and pressures on, banks to increase such loaus,

81. Government guarantees of bank loans have been provided by a number of

countries and have been in existence for many years in some countries covering a
wide variety of loans, including those Lo industry.lg-/ An important inducement,
provided in a number of developing and developed countries, is a guarantee by the
Government that if a borrower defaults, the Government will reimburce the bank for
at leact part, if not all, of the unpaid balance of the loan and the unpaid
interest, With such a guarantee reducing a considerable part of the lender's risk,
the bank would be expected to expand loans to industry.z—l/

R, Since the purpose f the government guarantee is to increase the volume of
loans, part «f the guarantee programme may ordinarily include a stipulation (as in

the Indian programme t( guarantee loans to small-scale industries) that credit

&/ For example: Capada (Report of the Royal Commission on Banking and Finance,
196k, Ottawa, pp. 22%-204); India [ Industrial Development Bank of India:
Scheme for Participating in Industr.al Loans and Guarantees” in Reserve Bank
o India Bulletin, March | €, p. 6L, Ministry of Industry, Financing of
Small-Scale Industries in India, New Delhi, 1%3); Philippines
(Arthur I. Bloomfield, "Some Problems »f Central Banking in Underdeveloped
Countries” ). The Jourpal of Finance, (New York), May 1957, p. 200; Japan
(Swall Business Credit Insurance Corporation, Present State of Small Business \
Credit Supplementation System in Japan - Tokyo, 1901); Bamk - SBA
Participation Losn ?lam, Washington; United States Small Business
Kiministratior, September 1965. See also Organisation for Economic
Co-operation and Development, Industrial Investment Policiec (Paris, June 1965,
pp. LE-48).

T ——

]_l_/ In connexion with British foreign trade, for instance, "provision of credit
insurence undoubtedly helps to bring forward fimance for exports through the ;
norsal banking channels". (Export Credits Guarantee Department Services, i
London, July 1965, p. 18). Similarly, with reference to export credi §
insurance in general, "The 'anks' willingnees to make advances or provide i
discounting facilities increases pari pagsu with their assurance that the i
supplier is prot -cted (by insurance) against failure to pay on the part of
his foreign customers". (Expo DI , part I, f
Current Practices and Problems, , 1966).
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Guarantees by developed countries

84, Through liberalizing existing banx-locan guarantee programmes of their own, or

i
i

by providing such programmes, the developed countries can help expand the flow of
tank credit to industry in developing countries. In Denmark, the law provides for

guarantees "to financial institutions whose object is to promote the economic

Financing of Small-scale Industries in India, p. 127.

Y

Aids tu Business (Qverseas Investment). (Washington, Agency for International
Development, geptember 1965) p. 21. Among other criteria for determining if
a loan is eligible for guarantee is the relationship between the project and
the plans and programmes for development of the country in which the project
is located, the priority of the project, and its effect (including the
balance of payments effect) on the local economy. (Ibid., p. 20).

74/ Financing of Small-scale Industries in India. (New Delhi), 1963, p. 130.

75/ OECD Industrial Investment Policies, pp. W6-UL7.
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I. INTRODUCTION, SUMMARY AND CORCLUSIONS
1, In many developing countries, ccmmercial banks could potentiully muke

significantly larger contributions to [levelopmentl/ - notably industrial
development. This report, whicn essentially deals with developing countries with
| predominantly private enterprise eccnomies, suggests that institutional changes
can be made to induce banks to direct more of their resources to industry. ot
only developing countries, but developed countries too, can change laws and
regulations to accomplish this increased flow of furds to industry in the former
countries.

2, A number of developing countrics huve nade such changes with a considerable
degree of success in achieving desired goa.s. Commercial banks in several
developing countries have demonstrated remarkeble ability to shift sizable
proportions of their investments in rather short periods from non-industrial to
industrial loans and from short to long-term locans; these rapid shifts have often

been in response to official actions.

Se Measures effective in one country may nct necessarily work in another. Before

making possibly far-reaching revisions in legislaticn or regulation, it is
advisable for a Government to analyse the probable ccrsequences and effectiveness
of the revisions in inducing the desired effect on barks &nd industry in the
context of its own situation. Thus, among the topics covered in this report are
the use of commercial bank reserve requivements and of :enural bank rediscounting
of paper to influence commercial bank lending to industry. Depending on the
level of development of the industrial and firancial sectors, cne of these
techniques may e effective in some countries: in others both may be heipful.
Many Governments will find il useful to Mave the edvice of outside economic
experts in determining what changes should be made in financial legislation or
regulatio..

1/ See for example Victor L. Urquidi, "Legislation for Economic Develomment'.
Latin America: Evolution or Fxplosion?! Mildred Adems, 2d. (New York, Dodd,
Mead and Co., 1&3), p. 156=157; dJohn F. Due and Jean M. Due, "Some
Observations on Economic and Political Development in Tropical Africa".
Quarterly Jouwrnal of Bconomics and Busiress (Urbana, tu.g August 1962, -
. 39; "The Process of Industrial Development in Latin America", Vol. II.

United Nations, E/CN.12/716/Add.l, 1965), p. 169, Bank of Greece, Report
for the Year 1964 (Athens, 1965), p. 83.
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Argentina a large part of foreign credits granted industrial enterprises 1in recent
years have been guaranteed by the Government-owned Banco Industrial.

#7. 1In the Republic of Korea the Government has a repayment guarantee programme

85/

ror foreign loans. In some regions, such as latin America, Governments have

been reluctant to provide guarantees, and private business interests have been

86/

nnwiiling to seek them. But guarantees of long-term loans need not be made
only by Governments. In Brazil, for example, a commercial bank has guaranteed a
$340,000 seven-year loan for the import of equipment for manufacturing metal

products.ézj

wvaluation of guarantee programmes

H8. Given the reluctance of some Govermmer.s to provide guarantees, it appears
useful for them to investigate the possibility of participating with domestic
commercial banks in providing guarartees of repayment for imports needed for the
wrowth of industry. Such participation could take the form of the Government and
the banks each assuming a portion of the risk. Or the banks might provide the
svarantee with the Government insuring part cf the banks' risk in the event of
default of the loans by the borrower, Through either approach, the Government's
rcle would be less than if it alone provided the guarantee., Part of the suggested
.rnvestigation would be to determine whether guarantees would indeed result in

. xpanded imports needed for industry; possible balance-of-payments problems would
wisu have to be considered.

A9, It would be worth while for Governments that do provide insurance programmes to
injuire as to the possibilities for improving them. The Indian Governmenm,gé/ for
example, has investigated why the programme to induce more bank lending domestically

Ay/ The Korean Reconstruction Bank, Its Functions and Activities 1966, (Seoul,
1966), p. 17.

Qg/ "The Experience of the World Bank Group in Financing Industrial Development
in latin America". (United Nations, ST/ECIA/Conf.23/L.58, March 1966), p. 3.

87/ Export-Import Bank of Washington, Quarterly Report, April, May, June 1966,
p. 4. Banks in Spain and Thailand have also guaranteed foreign loans.
(1bid., pp. 1+ and 18).

A8/ "Fipancing Smll-Scale Industries in India", pp. 129-130.

[ien
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as a result of guarantees did not reach its full potential. Similarly, in the
United States, the reasons have been analysed why part of the guarantese programme to
induce more lending to developing countries has not reached its full potential.
Problems have arisen in administering the United States prograrme and in relation
to conditions stipulated in the contract. Efforts have been made to overcome both

89/

sets of obstacles. Suggestions have also been made to better the British

export credits guarantee programme through simplification and improvement of forms

%0/

and procedures.~—' After Governments have made improvements, it would be

desirable to determine if the programmes can be expanded in terms of, say, risks |
covered, term of the loans, industries included, size of the borrower and number
of banks participating. But such liberalization should also take into account the
soundness of financed projects and possible balance-of-payments problems that may
occur in developing countries.j,l/ Such inquiries would seem particularly useful
in the 1light of guarantee programmes like those relating to housing in the United
States, which have been highly successful; that is, programmes of government
insurance of bank loans are not inherently unfeasible, It would be useful,
although very difficult for Governments, both developing and developed, to
compare the costs and benefits that may be derived from such a programme as against
the costs and benefits from other goverrment programmes, like tax incentives,
designed to accelerate industrialization in developing countries.

90. However, it is important to recognize that changes in formal aspects of

the guarantee programme, such as improving the terms of the contract, can be
helpful only to a degree. The investment yield available in one country as
ageinst another is a basic consideration in determining where investment will go.

Unstable political and economic conditions are important deterrents to investment.

Qg/ Foreign Aid Through Private Initiative, (Washington, Agency for International
Development, July 1965), pp. 16-18; World Business, (New York, The Chase
Manhattan Ban, N.A., July 1966), pp. L-T; Export and Import Procedures,
(New York, Morgan Guaranty Trust Company of N.Y., 1965), pp. 03-Ol;

The New York Times, 29 September 1966, p. 66,

90/ The Economist, (London), 18 February 1967, p. 6ul.

2}/ Suppliers' Credits from Industrialized to Developing Countries. (Washington, -
International Bzn¥ for Reconstruction and Development, 20 January 1967), p. 25.

/
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A borrower's inability to get sufficient foreign exchange to repay a loan may
also act as a deterrent against lenders providing loans and against developing
countries allowing them. Developed countries' liberalization of imports from
developing ones would be helpful in this connexion.

91, With the widespread emphasis on increasing industrialization, it may be
useful to investigate the possibility of establishing an international guarantee
programme of bank loans to industry - not only international loans but also
domestic ones. Such a programme might cover commercial as well as non-commercial
risks. This programme may, perhaps, be integrated into, or broadly patterned after,
the multilateral investment guarantees scheme suggested by the Organization for
Economjic Co-operation and Development,gg/ which has been followed by a draft
scheme prepared by the staff of the International Bank for Reconstruction and
Development.gé/ (Both the OECD and IBRD draft schemes relate only to risks of a
non-commercial nature.) An international guarantee programme of bank loans to
industry, if participated in by a large number of countries, may perhaps result in
a smaller total administrative cost than if each country had its own programme.
By spreading the risk among many countries, it may be possible to impose a lower
insurance premium than if each country had its own programme. It is probably not
feasible to establish an industrial loan guarantee programme in a sizable number
of developing countries where industrialization is still very limited. Without
going through the expense and effort of each establishing its own insurance
proéramme, these countries could participate - and probably at considerable less

cost - in an international insurance programme of loans to industry.

92/ "Report on the Status of the International Bank Studies on Multilateral
Investment Guarantees - Note by the Secretary-General of UNCTAD." United
Nations Conference on Trade and Development, TD/B/SS, 3 February 1966.

22/ International Bank for Reconstruction and Development, Address to the
United Nations Economic and Social Council by Mr. George D. Woods,
(Washington, D.C.), 20 December 1966, p. 3.

’
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VI. RELATIONSHIP OF COMMERCIAL BANKG AND DEVELOPMENT BANKS

2. There are a number of areas where commercial banks and industrial developnent
banks can work closely together to mutual advantage. In many countries, shares

in a development bank are held by commercial banks - not only domestic commercial
banks but also foreign banks. In Colombia, bonds issued by development banks may
be included in the commercial bank's minimum of 3¢ per cent of its portfolio
required to be invested in development credits.-g—u-/ Some Governments require
certain institutions, including commercial banks, to provide funds directly or
indirectly to industrial devel-pment banks at comparatively low rates of
interests.g-s- Commercial banks also extend credit to development banks for lending
to manufacturers.i’-‘i/ In these ways, the commercial banks, even if indirectly,
help expand loans to industry. Particularly for foreign banks, investment in
industrial development banks would seem to be one simple way to provide some loans
to industry in developing countries. Those commercial banks, especially foreign
ones in many instances, could probably make a valuable contribution toward the
improved operation of development banks in areas such as loan appraisal and
internal administrati.on.i/

9%, One type of co-operation between a development bank and the commercial

banks has been in the area of loan repayment. In Sierr~ Leone, the Development

of Industries Board, a development bank for small industries, found that there

were long delays in repcrting the collection of loan repayments. The repayment

ﬁ/ International Monhetary Fund, International Financial News Survey,
18 March 1966, p. 91.

9_5_/ Robert W. Adler and Raymond F. Mikesell, Public External Financing of
Development Banks in Developing Countries—(fugene, Oregon, Bureau of Business
and Economic Research, University of Oregon, 1966) p. 31 citing Antonin Basch,
Financing Economic Development, and Robert W. Adler, The Financial Markets
of Colombia.

9%/ Seeé' e.g., Banco Industrial del Peru, Annual Report Year 1964. (Lima 1965)
p- .

97/ For an example of a contribution of this type by e foreign bank, see
The Economist (London), 11 March 1967, p. 9%7.
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system was handled by the government sub-treasuries. To cut this delay from five
months to one month, it was decided to transfer the handling of accounts to the
commercial banks.gg/ In Greece, the central bank has urged the commercial banks
and the specialized development financing institutions to collaborate. One
benefit of such collaboration was expected to be a system of insurance of
long-term credits. This insurance, in turn, was expected to increase the credit-
worthiness of the bo cowing enterprise.gg/

94, Another area of co-operation that would seem to be of mutual be 2fit to both
types of banks would be to eliminate duplication of effort and to strengthen the
financial system through exchange of credit information on loan applicants

end actual borrowers. It is likely that one type of bank or the other will
elready have information on the operations - actual or intended - of the applicant
or borrower. If such information is exchanged emong the appropriate institutions,
this can help reduce costs by avoiding duplication of work. As new information

is obtalned during the period of the loan, this too can be shared with otlLer
lenders. Prompt sharing of such information mpy be important in assisting a
borrower who is meeting financial difficulties. Indeed, the industrial development
bank's attempt to speed up the reporting of loan repayments in Sierra Leone,
mentioned above, was made to help borrowers in financial distress. A prompt
system of reporting, it was felt, would enable the development bank to advise an

entrepreneur in difficulty on how to rescue his enterprise.lgg

Joint participation in loans

95. An edditional area of co-operation between commercial banks and a development
bank could be through joint participation in industrial loans. A loan could be
divided into different parts, possibly according to term. The commercial bank

or benks could provide the medium-term loan while the development bank loaned on

Philip E. Beuch, Jr., "Industrial Development Banks: Operating Practices".
Managing Economic Development in Africa, (Cambridge, Mass. M.I.T. Press, 1963)
p. 119.

99/ Eank of Greece, Report For The Year 1962. (Athens, 1963), pp. 78-79.
100/ Philip E. Beach, Jr., p. 119. /'

&
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long term. Different interest rates could prevail for the different parts of

the loan. For perhaps assuming the initial risk and for assuming the long-term
risk, the development bark would, possibly, receive a special fee above the
contracted interest rate.

96. By providing for participation by both types of banks, the risk that one
lender would otherwise incur would be reduced. Also, a broader sector of the
economy - not only the governmental or quasi-governmental development bank -

could participate in financing of industry.

97. Ethiopia and India provide examples of a development bank and commercial
banks jointly participating in loans to one industrial borrower. The Development
Bank of Ethiopia in 1966 made a loan to a new pulp and paper company for machinery
and equipment. At the same time, an Ethiopian commercial bank granted a line of
credit for working capital.lgl/ In India, the Industrial Development Bank of

India participates in loans with commerciasl banks in order to reduce the risk

the latter might incur in granting large medium-term loans.102 The above-mentioned
proposed collaboration between development financial institutions and commercial
banks in Greece was to teke the form of joint financing of enterprises. The
specialized institutions were to assume a greater part of longer-term credit.lgé/
In Morocco, as indicated earlier, the development bank, Banque Nationale pour le
Développement Economique (BNDE), indirectly participates with the commercial
banks in financing approved projects. The BNDE discounts medium-term credits of
commercial banks to such projects.lg&

98, A variation of the joint approach could be an agreement in advance that

the development bank make the long-term loan and that, as the time approaches

for the start of repayment of instalments of the loan, the commercial bank

assume that part of the loan due, say, in the next two or three years. The
commercial bank would pay the development bank in advance the amount the latter

would ordinarily collect in repayments of the loan in the forthcoming two or three

101/ International Finance Corporation, Press Release 66/1, Washington, D.C.,
14 January 1966.

192/ Industrial Development Bank of India, Report of the Board of Directors for the
vear 1965-1966, (Bombay, August 1966) p. 10.

103/ Bank of Greece, Report for the Year 1962, pp. 78-T9. .
104/ The BNDE may, if it wishes, rediscount the paper with the central bank.

G A
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years. The development bank would then be enabled to make other long-term loans to
other industrial borrowers; the commercial bank would then be participating in the
loans to industry. With the passage of the initial two or three-year periods, the
process could be repeated until the last two or three years of the loan. At that
time, the development bank would have had its loan, with interest, fully paid; the
commercial bank would still have a loan outstanding. In this way, the developwent
bank's revolving fund would have more funds available sooner for relending.

99. The examples of Sierre Leone and India given asbove demonstrate the need for
changes in the relaticnship between development banks and commercial banks. In
Mexico, too, a demonstrated need for change in the operation of a development bank
was dealt with through ty.ng in the activities of commercial banks with the
development bank. Thus, at least in 1ts earlier years, the Nacional Financiera, a
development bank, did not solve the problem of credit for small end redium-size
enterprises.lgé/ The Government handled ‘his problem by establishing a "Guarantee
and Development Fund for Medium end Small Industry". This fund, administered by
Nacional Finenciera, rediscounts loans made to industry by commercial banks. In
India the question also arose of the proper relationship between development banks
end commercial banks. The latter protested that they had difficulty in providing
working capital to industry because of the State Financial Corporations. Those
corporations denied such difficulties. Furthermore, they stated that with
increasing economic activity, there was scope for both the commercial banks end the
State Financial Corporation.lgé/ The above demonstrated needs for changes, or the
possibility of such need for change, in the relationship of commercial and
development banks in lending to industry, imply a need for more Governments to
enalyse this relationship in order to improve it, with the result that borrowing by
industry should be facilitated.

105/ Stanford G. Rose and John B. Christensen, Tax Incentives for Industry in
Mexico, (Cambridge, Mass. 1959) p. 37.

}gé/ Industrial Finance Corporation of India, Fifteenth Annual Report. (Few Delbi,
June 1963) p. 106.
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VII. FURTHER AGPECTS OF THE ROLE OF DEVELOPED COUNTRIES' COMMERCIAL BANKS

100. Commercial banks with headquarters in developed countries have been important
directly and indirectly in providing resources for industrialization in developing
countries. These resources have been provided indirectly by investment in

107/

industrial deve.opment banks and in local commercial banks——' in developing
countries, through investment in international financing institutions, and through

subsidiaries of the banks with neadquarters in developed countries.

Invesument by subsidiaries

101. The significant investment such subsidiaries can make towaids economic
development in developing countries is illustrated by the £13.6 million (equivalent
to $U538.2 million) in commitments for loans and investuments by one subsidiary as
of 30 September 1966. Of that amount, £3.9 million (equivalent to $US10.8 million)
was for industry, which was £1.3% million more than the commitment for any other one
sector. Of the total commitments of £13.6 million, £7.1 million or 52 per cent are
for loans and investments of five up to fifteen years and £1.4 mill.on, or

10 per cent, is for over fifteen years. (The time distribution of £1.6 million is
unknown; some of this also may be in loans and investments of five or more yearé.)
Of the total commitments, the £5,000 to £25,000 group accounted for the largest
number of commitments, 105. But the commitments for over £100,000, while smallest
in number (35), accounted for over half, £7.3 million, of all commitments. Of the
total commitments, £7.2 million were for projects in East, Central and West Africa

8
and £3.9 million were for projects in the West Indies.lg—/

107/ See, e.g., The Economist (London), 20 November 1965, . xxxviii; American
Banker, (New York), 28 February 196, pp. 3A, LA, 70A, TbA; Morgaen Guaranty
Trvst Company of New York, Annual Report 1965, (New York, 1966), p. 9; First
National City Bank, /nnual Report 1966, (New York, 1967), pp. 23, 26-27; The
Chase Manhattan Bank, N.A., Annual Report 1965, (New York, 1966), pp. 6, 14-15.

199/ Barclay's Overseas Development Corporation Limited, Report of the Directors
for the year ended 30th September 1966, London, 1966.
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L, A number of development banks have performed markedly below the expected
level. In several cases, revisions in the operations of those banks have included
a joint working relationship with commercial banks. The demonstrated need for
changes in policy of those development banks probably also indicates a widespread
need for analysis, possibly with the help of technical assistance experts, of the
policy and operations of development bank lending to industry and the likelihcod
that manufacturers would benefit from joint operation of development banks and
commerical banks.

5. A shortage of long-term funds for industry is a major deterrent to faster
growth of manufacturing although there is a shortage, also, of short-term funds.
As the report demonstrates, in a number of countries, commercial banks do provide
longer-term funds. To induce commercial banks to provide more funds of this type
to industry, it may be helpful for the Government to guarantee or insure repayment
of at least part of the loan. It may very well be that such guarantee or
insurance may be less costly and more effective than other attempts, such as tex
holidays, to fester the growth of industry. It would be very difficult, however,
to measure the cost-benefit relationship of one programme as against another.
Again, technical assistance experts could help Governments to determine whether
an insurance programme would probably be effective in channellirg more longer~-term
loans by commercial banks to industry and, if so, what kind of insurance programme
would be most suitable. In connexion with such an analysis, it would be useful to
determine whether laws or regulations are unnecessarily restrictive regarding tke
period for which they permit commercial banks to make loans.

6. The wount on deposit in a bank is, of course, a basic factor determining
the volume of loans a bank can provide, It has been demonstrated in a number of
countries, including developing countries, that institutional changes can have

an important effect on the volume of perscnal deposits. In spite of low per capita
incomes, more peréonéi .éav;l.ng can be diverted into more productive channels, for
example, via bank deposits., Among the methods for increasing saving in banks are:
the provision of bank branches in more areas,y raying a competitive interest rate

g/ More branches in relatively remote areas may result in channelling funds to
the larger urban areas where bank headquarters are, These large metropolitan
banks are frequently reluctant to lend in the outlying regions. This may
reinforce the tendency for industry to concentrate in larger urban areas. {See
for example, "The Process of Inuustrial Development in latin America", Vol. II.
(United Nations, E/CN.12/Add.l, 1965), p. T7; A. Kafka, "Brazil",
Systems, B.H. Beckhart, ed. (New York, Columbia University Press, 1954, p. 70; .
The New York Times, 15 May 1966, Section 3, p. 1.) [eas
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on deposits; assuring the depositer that his funds are safe (possibly through
insurance ); assuring the depositer that unauthorized persons will not learn of

his account; and widely publicizing these developments.

Te Commercial banks with headquarters in developed countries have an important
role to play in helping industry grow in developing countries. Such banks,
through investment in commercial banks and development banks in developing
countries, indirectly provide funds to industry in these countries. Similar
indivect investments are made by commercial banks with headquarters in developed
countries through the subsidiaries established to meke investments that may be
ineligible for the parent bank. Banks in developed countries also indirectly aid
industry in developing countries through investments in securities issusd by
international financial institutions. Changes and improved administration of laws
or regulations in economically advanced countries coﬁld facilitate increased
investment in industry in developing countries by commercial banks from the former
countries. By advising manufacturing enterprises ou better ways of management,
accounting, marketing etc., those banks, often among the few repositories of
skilled manpower in developing countries, would meke & valuab’e contribution to
industrial development. Commercial banks with headquarters in developed countries
could help provide more funds and advice to industry in developing countries by
opening more branches in those areas. Foreign banks may help obtain more
favourabie terms for suppliers' credits to the private sector in developing
countries. Foreign banks maey also help increase the choices of imports that
buyers have in those countries.

8. The more elaborate the laws and regulations governing banking (as well as,

of course, other sectors of the economy) the greater the difficulty in
administration by the Government. Thus, if inducements are given to commercial
banks to rrovide more funds to industry, the government regulatory authorities
should determine that the funds are indeed being employed in industry. Frequently,
it may be difficult to determine this. Also, althoug: this is only partly an
administrative problem, it is well to note that with more funds available for
industry, borrowers may merely shift to non-industrial purposes funds that
previously might have been destined for industry. The more complex laws and
regulations also put added burdens on the banks. 4s a result, both the Government
and the banks need more ski.led personnel to fulfil their roles.
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9. Since this study fccuses on industrial development, it deals only incidentally
with other phases of economic d=velopment. As a result, some proposals in this
report may, perhaps, be inconsistent with some other aspects of economic
dasvelopment - for example, the growth of sectors of the economy other than
industry, economic growth with price stability, possible balance of payments
problems resulting from the need to repay credits and investments of foreign banks.
Another problem in some countries, not directly connected with economic development,
relates to the proper role, if any, of foreign banks. Government policy makers
must decide the priorities for those goals of economic development and others

and reconcile incomsistencies, if any. Growth of the banking system through, for
erample, increases in deposits, would either allow an enlerged flow of funds

to industry and other sectors or reduce the nesd for curtailing the flow to other
gsectors of the ecoromy. Thus, to have a well integrated financial structure, it

is important at an early stage of development to concelve that structure whole,

as it is intended to be.

10, While change in the banking system may be a necessary condition to induce

more rapid industrialization, it is not a sufficient one. The problems still
remain of finding management skill in the industrial enterprise, markets for its
output, and raw materials end technical capabilitles for production. Thus,

there is sometimes a dearth of qualified borrowere,l/ Nevertheless, the potential
for accelerated industrial development opened by changes in the banking system
make it very worthwhile to try to effect such changes. These can induce growth

in other parts of the economy which can in turn result in further useful changes

in the financial sector. For example, during the years 1945-1959, the Mexican
economy was changing from one of subsistence agriculture to an economy vhere

}/ See Sayre P. Schatz, "The Capital Shortage Illusion: Government Lending
in Nigeria"”, Oxford Economic Papers (New Series) (London), July 1965.

/..
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rapid development was becoming self-sustaining. These rapid and far-reaching

structural changes influenced and were influenced by structural changes in

the financial sector.

L%

Robert C. Bennet, The Financial Sector and Economic Development. The Mexican
Case. (Baltimore, Thc Johns Hopkins Press, 1965), p. 1. "...financial
activities are not simply a mirror image of real activities. They can and do
lead an independent existence; they can and do influence real variables."
Source: Richard W, Hooley, "Implications of Saving Structure for Economic
Development." Philippine Economic Journa). (Menila), Secord Semester 1962,

ps 130. '"Development involves finance as well as goods ... conventional
theories of income, interest, and money have given insufficient attention

to important reciprocal relationships between real development and finencial
development." Source: John G. Gurley and E.S. Shaw, "Financiel Aspects of
Economic Development." American Bconomic Review (Menasha, Wisconsin),
September 1955, p. 515.
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102. In a numbrr of developing countries, branches of commercial banks with
headquarters in developed countries comprise the entire, or by far the most important
part, in terms of resources, of the banking system. Those branches ustally have been
established to facilitate foreign trade; to the extent that this helped export of
manufactures from developing countries and imports needed for development of
manufacturing, this has been an important, even if indirect, aid to industrialization.
In connexion with suppliers' credits, a study by the staff of the International Bank
for Reconstruction and Development. suggests that it might be useful to separate the
financing, through greater use of foreign commercial banking facilities, from the
sale of capital goods to buyers in developing countries. This separation might help
buyers in developing countries by enabling the importers to have a wider choic. of

09/

suppliers and countries among which to choose.}—g That study also suggests an
increased role for branches of foreign banks in developing countries. In connexion
with private external credits to the private sector in those countries, the study
points out that "External credits contracted in large blocks are much more likely to
have favourable conditions than numerous, fragmented credits for many small
enterprises. In some cases, local branches of private foreign banks may be useful
for this purpose"” ,11-9./

103. More direct participation by foreign banks in the development of industry would
obviousiy help. Such participation could take the form of more lending to
manufacturing enterprises. In addition, as in Franc:e ,w for example, banks could
make equity investments in industrial fimms. Legislation and regulation permitting,
domestic banks in developing countries, as in Greece ,&’_/ could also make equity
investments in industry. If a Government deems it desirable to restrict the extent
of such investment, an upper limit could be set in terms of the percentage of:

(a) the capital and reserves, or the deposita or assets of the bank nr of those
balance-sheet items attributable to branches of the foreign bank in the country; and

(b) the capital »f the manufacturing enterprise.

109/ International Bank for Reconstruction and Development, %}_ien’ Credits from
~ Industrialized to Developing Countries, pp. IV and 32; In mational Monetary
Fund, Intermational Fimsncial Wews Suwivey, 17 February 1967, p. k2.

110/ Suppliers' Credits from Industrialized to Developing Countries, Washington,
IBRD, January 1967, p. 20.

l_}__i/ Henry Germain-Martin, "France". Bank stems, B.H. Beckhart, e&d., p. 238;
The Economist, (London) 26 November s Pe

j
112 / Bank of Greece, Report for the Year 1963, p. T3. |
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Advice by banks

10Lk. Frequently, banks are among the main repositories of rare skills in developing
countries. Goveruments should urge those banks to advise industrial borrowers on
proper accounting practice, jnvestigation of market potential, and improved
management of the enterprise. Indeed, those banks, individually or as a group,
should, perhaps, be urged to advise also in matters of technology. For example, a
foreign bank has recently engaged agricultural officers to work in the field in
Africa.}—l—}-/ In Panama, since approximately 1953, a foreign bank has been advising
local ranchers on improving their herds, grazing land, etc. On the basis of this
technical assistance, together with financing provided by the bank to participants
in the programme, Panama has become a cattle exporter rather than an importer.l—l&/
Thus the country, the cattlemen and the benk benefited from the programme.

105. Similar complementary interests may be served by banks helping to develop
industry in developing countries. In effect, the banks would help create choice
customers for their services. Indeed, the creation of such clients would be helpful
to the banks in fulfilling obligations established under, for example, the reseive
requirements criteria discussed earlier in this report. As in *leir home countries,
the foreign commercial banks could p rform an important service iu encouraging the
growth of industry through surveys of markets and feasibility studies to determine
the possibilities of establishing new industries or the expansion of existing ones.
This, coupled with bringing together likely investors - domestic and foreign,
corporate and individual - could significantly help the development of industry.
106. In a number of cases, it may well be that foreign commercial banks would wish
to pursue a more active role in industrial development. However, restrictive lavs
or regulations in the home country may prevent a bank from following such a policy.
Such laws or regulations frequently were promulgated many years 8go. It may be
appropriate for developed countries to review that legiclation and regulation in

the context of the more recent interest in assisting the growth of developirg

113/ Barclays Bank D.C.O., Report and Accounts 1966, London, 1966.

114/ Unpublished material of the Chase Manhattan Bank, N.A., New York, 1966; Dun and
Bradstreet, Business Abroad (New York) 12 December 1966, pp. 20-71.

[oon
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s/

countries. Perraps, as in other instances, the legal and regulatory framework
ray te refined to permit greater freedom of activity in developing countries on the
part of banks domiciled in developed countries.

107. On the other hand, of course, restrictive legislation in the developing
countries may counteract such possible liberalization and inhibit foreign banks'
potential more active involvement in industrialization. 1In Pakistan, for example,
official policy suggests that foreign banks should confine their activities
primarily to financing foreign trade and fostering foreign investment (presumably
including investment in industry). An outgrowth of this policy is the restriction
of new offices of foreign banks to port towns or large cities where substantial

16/

trade is carried on with foreign countries.l——- In Thailand, the Government does

not encourage additional establishment of banks - local or foreign; however,
branching by established banks is encouraged.l—ll/ In the Republic of Korea, at
least until early 1967, branchec of foreign banks were not permitted.'y&g/

115/ Board of Governors of the Federal Reserve System, Federal Reserve Bulletin
(Washington, D.C.), December 1965, pp. 1694-1696. This urges U.S. banks to
curtail credits in developed countries but does not urge them to restrict
credits with reference to developing countries. See also Federal Reserve Bank
of New York, Foreign Activities of Member Banks and e and Agreemeut
Corporations, Circular No. 5958, (New York, 15 March 1967). This permits U.S.
banks to invest in stock of foreign banks or make loans or extend credit to
them. These investments, loans, or creuitc may be made within the above
guidelines to curtail credits.

116/ State Bank of Pakistan, The State Bank of Pakistan, Its Growth, Functions and
Organization (Karachi, October 1961), p. 46.

117/ Paul Sithi-Amnuai, "Investment is Expected to Expand in Thailand". American
Banker, (New Yorks, 28 Pebruary 1967, p. 128. '

118 / American Banker, 1l February 1967, p. 3.
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