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1. Introduction

Less developed countries typically have narrow financial structures. Impressed by the
extensively documented association between financial development and economic
development !, many of them consciously sought to foster and encourage the develop-
ment of their financial sectors. Their efforts have centered mainly on one aspect of
financial development, that is, the expansion of the range of financial instruments and
financial institutions *. Often, the emphasis is on the creation of government owned
financial institutions directed towards specialised, long-term credit markets *.

New financial instruments and institutions are the predominant form of financial inno-
vation in less developed countries. Innovations in financial production techniques
stemming from technical advances, e.g. electronic information systems, although wide-
spread in European and U.S. financial systems, are rare in the banking system of
developing countries. For innovations centered around new instruments and institu-
tions, the essence of the innovations is the introduction of new financial products and
changes in the production organisation of the financial services industry.

Financial innovations improve the efficiency of financial intermediation to the extent
that they increase the acceptability of financial instruments, lower the costs of financial
transactions, and expand the flow of financial services. In contrast, financial innova-
tions impair the financial system and vitiate its developmental role if they weaken pu-
blic confidence in financial institutions and raise the costs of financial transactions.
Thus financial innovation has the potential for being either beneficial or harmful. When
there is rapid financial innovation, there is a strong possibility of considerable risk to
the financial system in the absence of an effective supervisory and requlatory frame-
work.

1 Influential references are Gurley (1955), Goldsmith (1969), and Patrick (1966), Caribbean Studies include
Odle (1972), Worrell and Prescod (1983), and Bourne (1982)

2 New types of financial institutions include specialised long-term credit institutions and capital market institu-
tions such as stock exchanges and unit trusts. The range ol new instruments encompasses time deposits,
negotiable certificate of deposits, corporate stocks, and government equity

3 The spread and operations of government owned development banks and other specialised financial institu-
tions has been extensively studied. See, for example, Bourne (1981), Kane (1975), Diamond (1957), Von
Pischke (1981), and Bourne and Graham (1984).
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This paper analyses finance companies as a recent institutional innovation in Trinidad
and Tobago in order to clarify some of the potentials and pitfalls of unstructured finan-
cial innovation within the context of narrow economic and financial structures *. This
case is particulary useful since Trinidad and Tobago, unlike many less developed
countries, is well endowed with highly trained human resources, has a reasonably
efficient communications system, and is closely integrated with the financial systems of
Euro-America. These attributes or organisational and infrastructural strength can be
expected to enhance the gains and minimize the losses from financial innovation. The
existence of serious problems in this rather more favourable environment would sug-
gest grave limitations to unstructured financial innovation in many less developed
countries.

The paper will first establish the narrowness of the economic and financial structure as
a backdrop to the documentation of the growth of finance companies. Next, the emer-
gence and operations of finance companies are analyzed within the context of financial
innovation theory. In those sections, the beneficial aspects of financial innovation are
stressed. Later sections of the paper assess asset portfolio quality and the danger of
financial ruin or bankruptcy as particular manifestations of some pitfalls of unstructured
financial innovation. Some implications with respect to regulatory supervision and the
lender of last resort function are discussed in the final section.

2. Narrowness of the economic and financlal structures

Trinidad and Tobago is a middle-income oil exporting developing economy with gross
domestic product in 1980 prices of US $ 2,786 million or $ 2,611 per capita. Between
1970 and 1980, the annual growth rate of real GDP averaged 4.8%. The production
structure is quite narrow. The four largest sectors in ten-sector classification of con-
stant price gross domestic product accounted for 63 per cent of gross domestic pro-
duct in 1970 and 60 per cent in 1980. The narrowness persisted, despite substantial
shifts in the shares of specific sectors. In 1970, the four largest sectors were Mining
(21%), Distribution (19%), Trasportation and Communication (14%), and Manufactu-

4 Finance companies have not atiracted much academic attention. A good recent study is Nayar's (1982)
work on India.
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ring (9%). In 1980, Transportation and Communication emerged as the largest sector
(20%), followed by Distribution (16%), Mining (13%), and Financial Services (11%).

The financial structure is also narrow, despite the tremendous growth in the financial
system between 1970 and 1982. Over that period, the current price value of total
financial assets in the financial system increased from TT $ 1,087 million to TT
$ 19,314 million, with most of the growth taking place after 1973 (the year of the first oil
shock) *. In 1970, six expatriate banks which comprised the commercial banking indu-
stry held 41% of total assets within the financial system. Non-bank financial interme-
diaries (numbering no more than thirty) accounted for a further 46%, and the Central
Bank for 13%. By the end of 1982, the commercial banking industry, which then consi-
sted of eight banks (of which two were indigenous) held 44% of total assets within the
financial sector. The Central Bank's share accelerated to 41%, mainly as a result of
foreign exchange accruals from balance of payments surpluses. The number of non-
bank financial intermediaries increased to 48; nonetheless, their share of total assets
declined to 15 per cent . Evidently, a few types of institutions predominate in the
financial system of Trinidad and Tobago. A narrow range of financial instruments is
also predominant. Bank loans and deposits are the main financial instruments, with
corporate securities and government securities being relatively insignificant 7.

3. Growth of finance companies

Generically, finance companies are non-bank financial intermediaries. They incur de-
posit liabilities which they transform into eaming assets. Unlike commercial banks,
they do not provide chequeing facilities. The tend to be relatively specialized lenders,
typically not providing the extensive range of non-credit services offered by commer-
cial banks, but also performing some functions not usually performed by commercial
banks. Thus, for instance, finance companies offer lease/rental services: commercial
banks do not. Finance companies do not perform foreign exchange payment functions,

5 At official parities, US $ 1.00 was worth TT § 2.00 in 1970 and TT $ 2.40 in 1980.

6 In 1982, there was 22 Life Insurance Companies, 6 Trust Companies, 5 Thrift Institutions, 2 Davalopmarﬁ
Banks, 10 Finance Companies, and 3 Mortgage Finance Companies.

7 In 1978, bank loans and advances comprised 16% of financial assets, deposits 30%, corporate shares and
securities 5%, and government securities 2%. Foreign instruments held by the Central Bank and by private
investors comprised 23%.
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trustee functions, nor contractual payment functions on behalf of customers; commer-
cial banks do. In Trinidad and Tobago, finance companies are limited liability compa-
nies (private and public) *.

Finance companies are a relatively new type of financial intermediary in Trinidad and
Tobago. At the end of 1983, there were 14 companies in operation, most of which
established during the second half of the 1970's. Measured in terms of their share of
total financial assets, finance companies are not of major quantitative significance.
However, the nature of their credit activities and their fragility gives them a qualitative
importance far greater than their relative asset size.

Finance companies, having made their appearance in Trinidad and Tobago towards
the end of the 1960's, grew moderately between 1970 and 1974. Total assets increa-
sed from TT $ 17 million to TT $ 22 million (Table 1, Column 1). This growth depended
initially on loans from other financial institutions. Deposit liabilities averaged only 45
per cent of total liabilities between 1970 and 1973. Net balances due to local banks
and other financial institutions comprised the remainder.

The industry expanded rapidly after 1974. Total assets increased at an average annual
rate of 40% from TT $ 72 million in 1975 to TT $ 1,058 million in 1978 (Table 1,
Column 1). Deposit mobilization was particularly successful. Deposit liabilities increa-
sed by a multiple of 18 within the 14-year period, amounting to TT $ 980 million at the
end of 1983 (Table 1, Column 2). As a consequence of this rapid deposit growth,
finance companies ceased to rely on other financial institutions for loanable funds.
Instead, their liabilities were almost exclusively deposit liabilities. There was a counter-
part growth in credit extended by finance companies.

4. Deposit mobilization

The household sector is the largest source of deposit balances. Their share of
deposit liabilities averaged 73% between 1970 and 1974, and then having fallen to an
average of 49% during the next two years, recovered to average 61% between 1977
and 1983. The next main deposit source is the corporate sector whose percentage

8 In other countries, this form of corporate organisation may be the exception. In India, most finance compa-
nies are partnerships (Nayar 1982, p. 7).
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share has been much less stable than that of the household sector. In 1970, the corpo-
rate sector accounted for 35% of the deposit liabilities of finance companies. The
share decreased to an average of 23% between 1971 and 1974. It then rose sharply
in 1975, averaging 44% between 1976 and 1978. Subsequently, there was a sharp
reduction in the percentage share of the corporate sector to 22% in 1979, 27% in
1980, and 12% in 1983. The public sector having held as much as 12% of the deposit
liabilities in 1979 became a negligible deposit source thereatfter. Other private financial
institutions supplied an average 7% of deposits. A miscellany of other depositors pro-
vided a further 10% between 1980 and 1983.

Tabile 1

TOTAL ASSETS AND DEPOSIT LIABILITIES OF FINANCE COMPANIES:
1970-1983 (TT $mm)

End of period Total assets at current pricas Total deposits at current prices
1870 17 8
1971 7 7
1972 26 11
1973 26 13
1974 22 21
1975 72 54
1976 100 B3
1977 143 118
1978 249 191
1979 285 226
18980 413 a2
1981 576 512
1982 905 BO1
1983 1058 480

Source: Central Bank of Trinidad and Tobago Annual Reports.

Success in deposit mobilization was not due to any innovation in the form of new
savings instruments. Finance companies offered time deposit instruments, but this ty-
pe of savings asset had been introduced by the commercial banks during the mid-
1960's. The growth of deposit liabilities is explained more in terms of the unpreceden-
ted massive growth in national income which raised personal wealth and increased
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interest income consciousness. Finance companies engaged in vigorous interest rate
competition against the commercial banks and the other non-bank financial interme-
diaries. The Financial Institutions (Non-Banking) Act which governs the operations of
finance companies prohibits them from accepting deposits with maturity less than one
year. Therefore, the relevant interest rate comparison is between their one-year depo-
sit rate of interest and the commercial bank one-year time deposit rate of interest.
These details are contained in Table 2. By comparison of Columns 1 and 2, it is readily
seen that finance companies offered rates of interest that were considerably above
those on commercial bank deposits. In 1979, the interest rate differential was approxi-
mately 1.6 index points; by the end of 1983, it had widened to aimost 3 index points.

The relative importance of finance companies in the private financial system increased
as a consequence of their deposit growth. In 1973, finance companies accounted for
less than two per cent of deposit liabilities and five per cent of credit in the private
financial system. By the end of 1983, their shares had risen to 11% and 13% respecti-
vely (Table 3, Columns 1 and 3). Moreover, finance companies become the major
force in the non-bank financial intermediaries sub-sector. Their share of deposit liabili-
ties among non-bank financial intermediaries increased from 27% in 1975 to 47% in
1982, and their share of credit from 28% to 48% (Table 3, Columns 2 and 4). The
increased relative size of finance companies guaranteed that their deposit and credit
transactions would have at least a modest influence on those kinds of transactions
within the financial sector as a whole and particularly within the non-banking sub-
sector. As discussed later, the growth of finance companies also caused quality chan-
ges within the financial services industry.

5. Finance companies in the context of innovation theory

Financial innovation may be defined as the introduction of a new financial product or a
new technique of production in the financial services industry. This definition is Schum-
peterian. Dealing with the case of commodity production, Schumpeter (1934, p. 66)
defines innovative activity in terms of the introduction of a new good, or a new method
of production, the opening of a new market, the control of a new source of production
inputs, and the adoption of a new organisational form or structure.




C. BOURNE - TRINIDAD AND TOBAGO FINANCE COMPANIES

Table 2
NOMINAL DEPOSIT RATES OF INTEREST: COMMERCIAL BANKS AND FINANCE COMPANIES

Commercial bank 1-year time Finance companies 1-year time
End of period deposit rale (%) deposit rate %

Min, Max. Median Min, Max. Median
1979 5.0 9.0 7.88 5.00 10.50 9.50
1980 7.0 8.25 7.88 7.00 15.00 10,50
1981 7.5 10.00 8.25 9.00 15.00 10.50
1982 8.0 10.00 8.50 9.00 16.00 12,75
1983 8.0 10.00 9.25 10.00 16.00 1388

Source: Central Bank of Trinidad and Tobago Annual Report.

Table 3
RELATIVE DEPOSIT AND CREDIT SIZE OF FINANCE COMPANIES:
1973-1983

End of period Deposit share (%) among Credit share (%) among

Priv. fin. instns, Non-banks Priv. fin. instns Non-banks

1873 1.6 - 51 =
1974 19 = 4.1 —
1975 38 274 54 282
1976 4.4 33.1 6.5 339
1977 50 343 7.4 38.2
1978 6.2 356 9.6 44.3
1979 56 36.6 8.0 40.5
1980 6.9 365 9.7 40.6
1881 8.6 4189 10.5 40.7
1982 10.0 47.2 123 48.4
1983 10.7 445 127 46.0

Source: Computed on basis of data in Central Bank of Trinidad and Tobago Annual Report, and Republic of Trinidad and Tobago
Review of the Economy (Annual).

Examples of product innovation within the financial services industry are the introduc-
tion of negotiable certificates of deposits, and financial futures. In the context of deve-
loping economies, term lending and rental/lease activities qualifiy as innovations be-
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cause they are services not previously offered by traditional formal financial institu-
tions. Examples of production technique innovation are computerized banking and au-
tomatic teller machines.

Financial innovations in developing countries tend to be imitative and adaptive (Mauri
1985, p. 996). Innovations are transferred, sometimes after modification, from develo-
ped countries usually with considerable time lags. Whether imitative or genuinely crea-
tive, financial product innovation extends the range and may improve the quality of
financial services available to transactors in less developed countries. Innovations in
financial production technique may improve the efficiency of production by lowering
unit costs of production.

The stimuli to financial innovation are quite varied. Fundamentally, however, innova-
tions are caused by economic incentives. Kane (1981) identifies regulatory constraints
as the stimuli for technological innovation in the U.S. banking industry. Financial firms
innovate to minimize costs imposed by regulatory constraints. Silber (1975) advances
the more general hypothesis that financial innovations in the form of new instruments
or practices are intended to lessen financial constraints imposed on firms. Constraints
may be intemnal, e.g. insufficient retained earnings relative to desired investment ou-
tlays, or external, e.g. credit ceilings and legal reserve requirements. Within Silber's
theoretical framework, « the stimulus to innovation can be interpreted as an increase in
the costs of adhering to existing constraints », (Silber 1981, p. 90). Financial innova-
tion may also be stimulated by identifiable profit opportunities resulting from commodi-
ty gaps in the financial services industry. In other words, financial firms may innovate
in response to unfulfiled demands for some kinds of financial services.

Two types of stimuli can be identified in the case of Trinidad and Tobago finance
companies. One is the profit opportunity associated with unfulfilled demands for consu-
mer loans and long-term credit. These credit instruments are perceived by the large
commercial banks which predominate in formal credit markets as riskier, though higher
yielding, than short term self-liquidating loans, especially to the commercial sector.
Theoretically, large oligopolistic banks may be expected to trade off higher expected
profits against less uncertainty. That is, « a significant portion of potential profits latent
in a firm's position of market power is taken in the form of avoiding uncertainty ... »
(Edwards and Heggestaad, 1973). This theoretical proposition seems valid for Trinidad
and Tobago until a few years after the emergence of finance companies. The risk
avoidance behaviour of the banks resulted in specific financial services gaps which
finance companies were created to fill. As evidenced in the next section of this paper,
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their credit activities were concentrated in the long-term end of the market and in
consumer credit.

The commercial banks did not remain passive. Bank portfolio behaviour altered to
include significant lending to previously neglected areas. Personal loans increased
from average 32% of total loans between 1970 and 1974 to average 43% between
1975 and 1978. Mortgage loans which were only 1% of total banks assets in 1971
averaged almost 3% between 1973 and 1979 and were as much as 5% in 1983. This
change in lending behaviour was prompted by the competitive challenge and the de-
monstration of profitability presented by the innovative behaviour of the finance com-
panies. Another reason was the unprecedented build-up in excess liquidity between
1974 and 1977 *. The growth in surplus credit capacity pressured bank profitability and
forced a liberalisation of credit standards.

Towards the end of the 1970's, the commercial banks' response had extended to their
own establishment of finance companies independently or in partnership with other
firms in the financial and non-financial sectors '°,

The second kind of stimuli to finance companies qua financial innovation may best be
described under the rubric of « captive finance subsidiary ». Roberts and Viscione
(1981) defines a captive finance subsidiary as « a wholly-owned subsidiary, establi-
shed most frequently by manufacturing or retailing firms, to provide wholesale finan-
cing for dealers and distributors of the parent firm's products and/or to purchase in-
stallment receivables created by retail sales of the parent's products ». In Trinidad and
Tobago, finance companies have been established not only by manufacturing enterpri-
ses, but also by enterprises whose primary activities are in the commerce and con-
struction sectors. Another point of difference is that ownership is frequently shared
among several enterprises. A profile of ownership is provided in Table 4.

Captive finance companies have been established in Trinidad and Tobago to perform
one or more well defined functions: to mobilize funds for the parent or affiliated compa-
nies; to finance the credit sale transactions of the parent or affiliated companies; and to
shift credit risks from the parent or affiliates to the finance company, thereby insulating

9 Commercial banks were statutorily required to hold liquid assets, defined as vault cash, special deposits
with the Central Bank, Treasury Bills, and short-term government securities, equivalent to not less than 14% of
total deposit liabilities. Between 1974 and 1977, actual liquidity varied between 38% and 30%,

10 In 1982, commercial banks owned substantial equity in two of the largest finance companies, and totally
owned another large finance company.
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the former and improving their credit standing '*. With the first and second of these
functions, the financial soundness of the finance company is dependent on the finan-
cial health of the parent or affiliates. With the third function, bankruptcy of the finance
company does not imperil the parent nor the affiliate.

Table 4
OWNERSHIP OF FINANCE COMPANIES

Finance company Total assets Primary activities of major sharehoiders
$m

A 19.2 Commercial Banking

B 492 Commercial Banking,
Commerce Manufacturing

{2 205.6 , Commerce,
Commercial

D 198.7 Commercial Banking

E Commercial Banking

F 164.7 Commerce, Construction,
Insurance

G 9.1 Manutacturing, Commerce

H 7 Life and General insurance

| 2929 " Commerce, Printing

J Commerce,
Real Estate, Tourism

K Manufacturing, Commerce

L 414 Construction

Notes:

June 1881
* April 1983

In terms of innovation theory, the importance of these functions is that they constitute a
means of relaxing financial constraints imposed on the parent or affiliate. With respect
to the first function, loan capital (in the form of rechannelled deposits) is obtained
without the financial scrutiny usually associated with arms-length financial transactions
between a financial intermediary and its credit customer. By utilising the device of
captive finance companies, enterprises are able to obtain greater external funding than

11 These functions have been identified in the case of US captive finance companies by Roberts and Viscio-
ne (1981).
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may be warranted by their financial performance and than would be provided by inde-
pendent financial intermediaries. The second function ensures that liquidity constraints
on the ability of the parent or affiliate to grant trade credit does not hinder the growth of
sales. The captive finance company provides the supply of credit complementary to
commodity sales. The third function, by reducing asset risks for the parent (or affiliate),
enhances its ability to obtain loan and equity capital.

Two potentially beneficial aspects of the operations of finance companies can be enu-
merated at this stage. One pertains to the broadening of the financial structure in terms
of longer maturities, the incorporation of previously excluded financial transactors into
the formal financial sector, and the introduction of a new array of non-financial servi-
ces. Insofar as these activities improve the efficiency of financial intermediation, finan-
ce companies as financial innovators may be beneficial. The other potentially benefi-
cial aspect stems from the relation of the external financial constraint on the invest-
ment and production performance of non-financial corporations. Relation of these con-
straints may, in some situations, improve the quantity and the quality of aggregate
investment and thereby contribute to economic growth. As demonstrated by Gurley
and Shaw (1960), Spellman (1976), and others, financial intermediation may achieve a
more efficient global (i.e. economy-wide) allocation of capital to the extent that it reallo-
cates investible resources from enterprises with surplus capital but low rate of return
investment opportunities to those enterprises characterized by capital deficiency and
high economic rates of return.

6. Asset portfolio composition and quality

Accrual of the potential benefits identified in the previous section depends critically
upon the quality of finance companies’ asset-portfolios. Poor quality assets imply inef-
ficient financial intermediation and vitiate their ability to either offer an improved menu
of financial services or to relieve external financial constraints on non-financial enter-
prises.

7. Liquidity and credit

On an industry basis, practically all financial resources mobilised by finance compa-
nies are transformed into private sector credit. In 1982 and 1983, private sector credit
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averaged 96 per cent of their total assets. Liquid assets, the only other component,
were a negligible proportion.

Because consolidated industry statistics conceal a great deal of inter-firm differences,
it is useful to examine firm-level liquidity data. These are presented in Table 5. It can
be seen that several firms maintain extraordinary low ratios of liquid assets to total
assets. Almost all of their resources are tied up in credit to customers. The firms in
precarious liquidity situation tend to be those not associated with commercial banks.

Another revealing way of analysing the asset structure of finance companies is in
relation to solvency requirements. Statutorily, finance companies are required to ob-
serve certain norms with respect to their assets and liabilities. Until March 1983, they
were required by a law enacted in 1979 to maintain liquid assets no less than three per
cent of total deposit liabilities. Subsequently, the minimum requirement was raised to
five per cent. This legal stipulation is intended to ensure adequate liquidity for meeting
normal currency demands of depositors. In actuality, some finance companies brea-
ched the requirement while others operated with liquidity considerably in excess of the
legal requirement. Table 5 shows the data for selected firms. Because liquid assets
provide an important line of defence against deposit runs, the extremely low liquid
ratios exhibited in Trinidad and Tobago connotes financial fragility among several fi-
nancial companies.

This fragility is underscored by low capitalization. If capital is adequate, it can be drawn
upon to supplement liquid assets in situations of abnormal deposit withdrawals. In
terms of the statutory regulations, the minimum capital requirement is that paid up
capital and reserve funds be not less than five per cent of total deposit liabilities.
Several of the finance companies operate very close to this statutory minimum, as can
be seen from Table 5. Similar to the liquidity situation, finance companies affiliated to
commercial banks are those which maintain conservative ratios of capital to deposits.
Other indicators of capital adequacy tell much the same story. For instance, the ratio of
gross capital to risk assets is about 6 to 7 per cent for non-affiliates of commercial
banks and 20 to 27 per cent for bank affiliates.

Several empirical U.S. studies (e.g. Korobow, Stuhr and Martin (1977), Sinkey (1 977)
have confirmed the importance of liquidity and capital adequacy for the viability of
financial intermediaries, particularly their ability to withstand deposit runs and asset
portfolio losses. Postponing temporarily the matter of asset losses, the facts of minimal
liquidity ratios and capital adequacy ratios in a context of a primarily long-term asset
portfolio prompt considerable misgivings about the quality of financial management.
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Table 5§
LIQUIDITY AND CAPITAL ADEQUACY RATIOS: SELECTED YEARS

Firm and years Liquidity as % of: Capita & reserves as % of:
Total assets Deposis Deposits Risk assats

A
1881 17 20 14 20
1982 26 a3 17 27
B
1981 29 34 17
1982 36 4 23 8
c
1981 3 3 8 5
1982 3 3 8 6
1983 4 5 9 8
1984 6 7 9 9
D
1981 10 10 6 5
1982 22 24 B8 3
18983 16 18 8 8
1964 9 10 B 8
E
1981 1 1 5 4
1982 5 5 5
F
1981 2 3 8 8
1982 2 3 5 6
G
1982 4 4 a9 a
1883 8 9 6 6
H
1981 12 16 16 ]
S Published Financial St. ol Finance Companies.

Naote: Hepoﬂmgdnrmsarsnoiwmombreachmm

8. Risk assets

The main category of earning assets is loans and advances. These comprise between
75 per cent and 83 per cent of earning assets for the major finance companies in
1982. Previously, the proportion was close to 100 per cent. The remaining earning
assets are physical capital and equipment leased to customers and equity investment
in other companies.
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A breakdown of loans accounts receivable is provided on a consolidated industry for
1981 to 1983. This information presented in Table 6 helps to identify the major sectoral
categories of debtors. The largest recipients of credit are the construction sector, the
personal sector, distributive trades, and the transportation, storage and communication
sectors combined. Credit to the manufacturing sector comprises 10 per cent. Agricultu-
re hardly has any significance, accounting for less than 2 per cent of total loans. Credit
to the business sector as a whole averaged 76 per cent of total loans between 1981
and 1983.

Tabie 6
SECTORAL PERCENTAGE COMPOSITION OF ACCOUNTS RECEIVABLES AT DECEMBER 31

Sector 1981 1982 1983

1. Mining & Quarrying 5 3 3
2. Manutacturing 1" 10 1
3. Distributive Trades 18 15 17
4. Transportation, Storage and Communication 16 19 15
5. Agriculture 1 2 1
6. Construction 27 30 26
7. Personal 17 17 2
8. Other 5 4 6
ALL 100 100 100

Sourca: Central Bank of Trinidad and Tobago Quarterly Economic Bulletin 9, 3, September, 1984.

The data in Table 6 excludes real estate mortgages. Data from the national Flow of
Funds accounts published by the official Central Statistical Office reveal that mortigage
loans to the corporate sector were roughly equal in value to loans to the personal
sector until 1975 when the ratio shifted to 1:2. However, if the latter proportions persi-
sted beyond 1978 (the last year of the Flow of Funds data), the corporate sector's
share of all forms of credit would have to be revised only slightly since real estate
mortgage loans constituted 9 per cent of total private sector credit in 1981 and slightly
less than 2 per cent in 1982 and 1983.

The configuration of risk assets contains incipient dangers to the solvency of some
finance companies. Solvency problems arise when net worth tends towards zero. Be-
cause finance companies are heavily leveraged, slight reductions in capital values of
eaming assets will have pronounced effects on net worth. There are strong indications
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that credit operations engender substantial capital risk. Incipient solvency broblems
are therefore not be taken lightly.

One indication is the concentration of assets in cyclically sensitive sectors such as the
construction sector and the household sector. Their repayment capacity is seriously
eroded during economic downswings. Furthermore, realizable value of collateral tends
to decline. Because as much as 48 per cent of the earning asset portfolio is allocated
to the personal and construction sectors, the overall asset portfolio is structurally weak.
Some of these difficulties have been revealed by the experience of Southern Finance
Company which suspended credit operations in 1983. The Management of the compa-
ny attributed its loan delinquency problems to the loss of employment by household
debtors and to the depression in the construction industry.

Another indication is some finance companies' acute concentration on a few aclivies
and enterprises. In 1981, finance companies associated with manufacturing and distri-
bution conglomerates allocated between 30 per cent and 90 per cent of their loan
funds to affiliates. This behavioural pattern is linked with the practice of portfolios undi-
versified either with respect to number of transactors or range of transactions. For
example, in 1983 one finance company devoted all its equity investment to one (rela-
ted) firm and lent 40 per cent of its credit portfolio to the construction industry. Another
finance company’s credit to group debtors comprised 29 per cent of its risk assets in
1982 and 1983, and 31 per cent in 1984,

The collapse of International Trust Ltd. (a large finance company) in 1983 and subse-
quent testimony at the judicial liquidation proceedings reveal starkly financial misma-
nagement associated with some finance companies. The Chairman of ITL conceded in
testimony that he was himself a substantial owner of equity in four major corporate
credit recipients. Furthermore, these credit customers had little realizable collateral.
ITL experienced serious loan delinquency. In 1982, doubtful and bad debts were 32
per cent of total loan balances '°.

The excessive concentration of credit portfolios is partly the outcome of the « captive
finance » nature of several finance companies. The portiolio weaknesses associated
with « captive finance » are thus properly treated as a cost of this particular kind of
financial innovation.

12 In 1983, Southern Finance Company, another much smaller company reported doubtful and bad debts
equivalent to 57 per cent of total loan balances.
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The problems identified do not apply to all finance companies. Those finance compa-
nies affiliated with commercial banks or with long established and financial strong ma-
nufacturing and commercial enterprises have tended to manage their risk assets pru-
dently. They also have access to the financial resources of their affiliates.

It can be argued that finance companies pursued high risk-high return policies. Profita-
bility measured by post-tax income as a percent of shareholder equity ranged between
20% and 40% for the leading companies during the 1980 to 1982 period. Such a view
has to be tempered, however, by the observation that commercial banks experienced
equally high profitability.

The material presented in this section of the study leads to the conclusion that credit
operations of finance companies contain several important pitfalls. For most of its ope-
rational life, the finance company industry has been unregulated. The basic law gover-
ning their liability and asset portfolio operations, i.e. the Financial Institutions (Non-
Banking) Act was not legislated until 1979, almost ten years subsequent to the esta-
blishment of the industry. By the time the law was enacted, many finance companies
were already mismanaged. In this respect, it can be argued that the portfolio weaknes-
ses analyzed are evidence of some pitfalls of unregulated financial innovation.

9. Lender of last resort and regulatory implications

Two finance companies have had their operations suspended. Two others had recour-
se to Central Bank credit in 1984. These developments have grave implications for the
financial system. The publicised difficulties of the « problem » finance companies have
weakened depositor confidence. On several occasions, depositors have sued for re-
payment of matured deposits. Deposits at finance companies declined by 8 per cent
between September 1983 and September 1984, in comparison with slow growth for
other non-bank financial institutions. It was contended earlier that not all finance com-
panies are weak and endangered. Thus, not all depositors need fear, if only the infor-
mation were available. However, because depositors are not generally well-informed
about the financial situation of finance companies, the risk of contagion is real. It is this
risk which provides the case for lender of last resort activities.

Solow (1982) maintains that « a confidence worthy and confidence inspiring monetary-

financial system is a public good » (p. 241). The function of the lender of last resort is
to prevent « the monetary-financial system from being forced into undesirable deflatio-
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nary pressure by epidemic loss of confidence in its soundness » (p. 247). It can do so
by « visibly providing ample credit to keep the weaker links ... (of the system) ... from
giving way », (p. 238). The Central Bank of Trinidad and Tobago certainly acted to
avert an epidemic crisis of confidence. In April, 1984 it established a $ 50 million liqui-
dity support facility. Credit resources were also made available from reserve accounts
and from the Bank's own reserves. Within six months cumulative assistance amounted
to $ 57 million.

These lender of last resort facilities are subject to a few limitations. One such limitation
is the tendency of lender of last resort facilities to create problems of moral hazard. By
« moral hazard » is meant the consequential increase in the probability of the event
being insured against. In other words, financial institutions, encouraged by the existen-
ce of a lender of last resort, may assume greater portfolio risks. Limits and conditions
of access must, therefore, be attached to credit from the facility.

Another important consideration is the need to couple lender of last resort functions
with effective regulation and supervision. Although, the Financial Institutions (Non-
Bank) Act does set legal norms for observance by finance companies, these have
been evaded by several firms. Without effective supervision, portfolioc weaknesses will
be undetected. Demands on the lender of last resort funds may prove excessive. The
lender of last resort may then find itself in the morally indefensible position of encoura-
ging over-exposure at public expense. Effective supervision in the context of Trinidad
and Tobago requires not only well-functioning financial and economic information sy-
stems, but most important, a system of company law that permits legal sanctions
against management to supplement the traditional central banking powers of suspen-
sion of business.

10. Conclusions

This study of finance companies in Trinidad and Tobago analysed their growth and
operations within the framework of the theory of financial innovation. It was shown that
as financial innovators, finance companies can confer several important benefits in the
financial sector of developing countries. In these countries, where the private financial
sector is dominated by commercial banks, typically of expatriate origin, portfolio poli-
cies and interest rate policies tend to be very conservative. Credit policies are biased
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towards short term, self-liquidating commercial loans, and deposit rates of interest are
low. The banks trade off greater rates of return for lower risks. As a consequence,
there is a void for long-term credit and for credit to emergent sectors and enterprises.
Finance companies directly and indirectly contribute towards filling that void. Their own
credit flows as well as the competitive pressure exerted on the commercial banks have
resulted in a lengthening of the maturity structure of credit and in expanded access by
potential borrowers previously excluded from the formal financial market.

Several dangers are associated with finance companies. Largely because of the close
ownership affiliation with enterprises whose primary activities are in other fields, some
asset portfolios are excessively concentrated and have tended not to take sufficient
cognisance of sound loan practices. Furthermore, capital adequacy ratios and liquidity
ratios are dangerously low.

The asset portfolio weaknesses arose in the absence of effective regulation and super-
vision of finance companies. With a properly functioning lender of last resort and regu-
latory agency, the potential benefits of the finance company industry can be maximi-
sed and the dangers reduced to manageable proportions.
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POTENTIALITES ET ASPECTS NEGATIFS DE L'INTRODUCTION SUBITE D'UNE
INNOVATION FINANCIERE DANS LES PAYS EN VOIE DE DEVELOPPEMENT:
L'EXPERIENCE DES SOCIETES FINANCIERES AUX ILES TRINIDAD ET TOBAGO

RESUME

Les principales innovations financiéres dans les pays en voie de développement doi-
vent étre recherchées dans la création de nouveaux instruments financiers et dans
I'établissement d'institutions financiéres modernes. Cet article analyse les effets pro-
bables ou bénéfigues ou négatives de l'introduction subite d’innovations financieres
dans le contexte d'une structure économique et financiére de dimension et complexité
modeste. L'exemple examiné concerne |'expérience des sociétés financiéres aux iles
Trinidad et Tobago.

On a pu démontrer que cette forme d'innovation financiere d'ordre institutionnel pos-
séde toutes les caractéristiques nécessaires pour élargir la structure financiére et pour
assouplir les contraintes extérieures de nature financiére en ce qui concerne la pro-
duction et l'investissement. Les facteurs stimulant I'innovation financiére peuvent étre
recherchés dans les occasions de profit, dans le refus des banques commerciales a
accorder des préts a la consommation et des préts a long terme et dans l'incapacité
des entreprises non financiéres a obtenir des financements extérieurs de fagon suffi-
sante.

Cet article montre que !l'innovation financiére peut donner lieu a une intermédiation
financiére inadéquate qui élimine les effets potentiels positifs et endommage le systé-
me financier si elle n'est ni surveillée ni réglementée. On conclut que les aspects
potentiels positifs des sociétés financieres peuvent étre maximisés et les conséquen-
ces négatives réduites & des proportions acceptables en présence d'un préteur effica-
ce de dernier recours et d'un cadre réglementaire.




