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FOREWORD

The rapid changes affecting develcping countries in politics, economics and technology
In the 1990s are no where more evident than in the reaim of finance. We indeed are
experiencing a global financial revolution in the speed and versatility with which we fund
economic growth. These changes have tremendous implications for how the U S.
Agency for International Develcpment and Other donors might best interact with the oublic
and private sectors in supporting financial market developrnent In develooing countres
and the new emerging markets of Eastern. Central zurope and the Comrnconwealth of
Independent States

During August 18-21, 1991 it was my pleasure t¢ open ¢nd then participate in an
Agency-wide workshep which grappled with these issues and their programmatic
implications fc; USAID This workshop was extremaly informative for all participants i
a variety of technical areas, ranging from institutional innovations to dem:cratize capital,
10 bullding and regulating financial markets. In addition. the workshop was a useful
forum to recewve feecback from field AID Mission persorinel on how this might affect
future AID programs in tectinical assistance, training and credit/credit guarantess.
Following the workshop, an Agency-wide Financial Markets Working Group has been
formed to continue to share information (both in and outside the Agency) and to identify
areas for future U.S.AL.D. programmatic intervention in this area.

I wish to congratulate Donald Lessard for his excellent work in designing and organizirg
the workshop, as wel as Richard Breen and his staff at Price Waterhouse for both ther
substantive and logistical contribution to the workshop. As co-chairmen of the Agency-
wia2 stearing committee which coordinated the overall organization and funding of the
workshop, L.ance Marsten, Senior Business Advisor of the Europe and Near East Bureau,
and Michael Unger, Chief Financial Economist of the Private Enterprise Bure='., also did
an outstanding job. Finally, ! would like to acknowledge the contribution which Gary
Vaughan, Private Sector Officer with the Europe and Near East Bureau, made tc the
success of the workshop, peiticularly in designing and coordinating the production of a
Regional Guidebook on Financial Markets which was presented at the workshop

As one of the new "emerging sectors of development' under the Agency's Business and
Development Partnership Initiative, financial markets present a number of interesting
policy and programmatic possibilities. In the weeks arid months ahead, | will monitor with
interest the actions and next steps which flow from this important workshop.

Jom E.
Interim Assis’ trator
Private Erierpricy’ Bureay



PREFACE AND ACKNOWLEDGMENTS

APRE and ENE Bureaus, n cooperation with other regional bureaus, recently spcnsored
an A.l.D.-wide workshop on "Leading Issues in the Financing of Developmerit.” The
workshop took place August 18-21 in the Washington area and involved some 55
participants representing 11 A.L.D. fild missions, several AID/Washington offices, and a
variety of academic, public and private cactor experts in the fie.d of finance. Keynoted by
AA/PRE's John Mullen, the workshop also involved the participatiori of John Blackton of
A/AID, Henrietta Holsman-Fore, AA for the Asia Bureau, and sevarel Mission or deputy
Mission Directors from throughout the Agency. Key topics in th *vorkshop included the
global financial revolution and its implications for the financing of development; increasing
equity participation; structured financing and securitization; institutional innovations to
democratize capital; swaps, options and guarantees; building and regulating financial
markets; and policy and programmatic implications for A1.D.

The purpose of this workshop was threefold: first, to inform U.S.Al.D. regarding a variety
of innovative techniques of international finance; second, to assess their relevance for the
financirg of development; and third, and most importantly, tc conduct an Agency-wide
strategic assessment of future A.l.D. programming and policy directions.

As communicated previously to all AlD field Missions in State 307467, the key
conclusions reached at the workshop can be summarized as follows:

-- General Economic and political Rationale: A properly regulated tinancial system
has an enormously important role to play in supporting sustainable economic growth in
develcping countries, and many A.l.D.-assisted countries' financial systems need help.
We need to perceive them as dynamic systems, and not as passive channels for directed
credit. Morenver, expanded A.l.D. woik in this area does not aim to fave: the rich or
exacerbate "crony capitalism" in such countries, but rather quite the opposite. By
broadening and deepening the financial system, donor programs should strengthen the
forces of competitive capitalism, and lead to more open and piuralistic societies.

-- U.S.AlD's Capabilities: The workshop made clear that the Agency has more to
learn regarding many of the modern techniques of international finance, and hcw they
might be appropriately applied in LDCs. However, while many A.L.D. officers may need to
update their skills in order to more effectively manage programs in this area, this does not
imply a requirement for widespread long-term, M.B.A -type training for A.l.D. officers.
Rather, we can meet the requirements for these skills through a mix of general short-term
training for most A.1.D. staff, more intensive training for a few in-house specialists, and
appropriate contracting of outside technical experts. Participants also noted that greater
availability of AID/W central contract resources in finance would also help strengthen
missions' ability to respond appropriately in this area.




-- .S.ALD.'s Comparative Advantage: While A.l.D. may need to update some of its
technical skills in financial markets, workshop participants agreed that we already have a
comparative advantage (vis-avis many other donors) in this programming area due to our
on-the-ground knowledge and network of local contacts in both the public and private
sectors.

-- Policy Reform vs. Transaction Support: Participants were unanimous that the
Agency can and should work with host gnvernments to develop a conducive business
environment required for financial market development and to strengthen the
legal/enforcement infrastructure for prudent surveillance. Without appropriate policies,
economic and financial market development may be badly handicapped. However,
policy reform alone will not guarantee adequate financial system growth. Actual A.l.D.
involvernent in and support for the use of rew financial instruments may be appropriate in
many country contexts. Andres Velasco frorn Chile's Ministry of Finance emphasized that
especially in poor countries, economies do not work unless they are prodcad into
"virtuous circles." The importance of A.l.D. involvement in important financial transactions
which have a potential demonstration effect was cited repeatedly by participants and
speakers alike. Both John Mullen and Henrietta Holsman-Fore emphasized the
importance of transactions, "to make ihings happen."

-- Collaboration with other Agencies: It was noted that many other donors and U.S.
government agencies have both additional resources and specialized expertise which
U.S.A.LD. should tap as we expand our programmatic activity in this area. Such
agencies include not oniy traditional donor partners such as the World Bank, but often
less familiar actors such as the International Finance Corporation (IFC), the Securities and
Exchange Commission (SEC) and the Federal Reserve System.

-- ALLD. Policy Context: AA/PRE John Mullen noted in both his opening and closing
remarks that our ‘work in finance should not be viewed in insolation, but rather as
complementing our expanded work in other private sector programming areas. Such
areas include trade and investment, privatization, capital prcjects and our broader political
objective of promoting more pluralistic and democratic societies in the developing world
and emerging democracies.

While the above provides the key general conclusions reached by participants during the
workshop, the following proceedings provic: greater detail. The first section of the
proceedings is organized under the eight topical areas covered during the conference,
with subsections attributed to a specific speaker or panelist marked by highlighting that
individual's name. The second seciion summarizes participants' feedback during the
workshop, mostly conveyed in the context of small breakout groups. Finally, the third
section amplifies some the conclusions and next steps for the Agency as specified by
various A.l.D. officers during the last day of the workshop.



The appendix includes two groups of materials distributed during the werkshop  The first
IS @ copy of the programmatic agenda as well as a list of workshop participants. The
second contains excerpts from key resource matenials handed out at the wOorkshop
lhese include selections from the Agericy's Fegional Financial Markets Guidebook, the
A.1.D. Policy Paper on Financial Market Development, the Center for Development
Intormation and Evaluation's (CDIE) discussion paper on directed credit, an excerpt from
the World Bank's World Development Repert 1989 Financial Systems and Develcpment,
a current ecition of the Private Enterprise Bureau's Financial Sector Development
Project’'s (FSDP) Update bulletin, plus a listing of recent Price Waterhouse technical
assignments around the world under this project.

We wish to thank all those who assisted in carrying out this important workshop, whether
through their participation or presentations at the event itself, or therr involvement in
funding and organizational support. Donald Lessard did an excellent job in both
structuring the overall design of the workshop and in making key presentations during the
event. We also appreciated the fine contributions of the many technical presenters
during the workshop as well as selected A.l.D. mission representatives. Their names are
detailed in the program agenda in the apoendix. Richard Breen of Price Waterhouse was
also helpful In providing input for the workshop's design and technical presentations, and
his staft (especially Barbara Friday, Patricia Parera and Priscilla Schroy) made an
invaluable contribution in assuring final preparations and logistical arrangements for the
workshop. Finally, we would like to thank Karim Solh for serving as a rapporteur and for
writing and compiling this report.

This workshop was particularly noteworthy in that all of A.[.D.'s regional bureaus, as well
as the Private Enterprise Bureau, contributed both time and funding toward the eventual
realization of the workshop. As co-chairman of the Agency-wide steering committee
which designed and organized this workshop, Lance Marston's assistance was
particularly appreciated. Members of the A.1.D. Working Group who were especially
helpful in shaping the workshop agenda and in identifying supporting funding and other
resources included Warren Weinstein of AFR/ONI, Jim Fox and Clarence Zuvekas of
LAC/CP, Laure Landy of PPC, and Sandra Frydman of PRE/EM. Finally, we would like to
express our appreciation to Henrietta Holsman-Fore, Assistant Administrator for Asia. and
John Mullen, Interim Administrator of the Private Enterprise Bureau, and John Blackton,
Executive Assistant to the Administrator, for their early support for this activity and for ther
able parlicipation in the workshop.

Cae— ol

Chief It Econcmist Private Entecprise Officer
Office of Program end Fnancial Managemait Otfioe of Davelopment Reaouroes
Private Emorprice Buroey Noar Egst Buroau



Chapter 1
PROCEEDINGS

1.1 The Global Financial Revolution and its Implicaticns for the Financing of
Development

The lead speaker, Dr. Donald Lessard, introduced the main theme of the conference:
"financial innovations and their applications i+ developing countries in the context of
radically increased global integration of real and financiai activities." Participants, he
stated, will examine thie range of financial tools available, consicier which ones are most
relevant in particular development contexts, and assess the instiiutional preconditions for
their successful irmplementation. Through this process, participants will sharpen their
views on the role of AI.D. in finance, identifying its leverage points and how it can apply
these advantages in the development scene.

Dr Lessard noted that while the outlines of the "new development finance" are not
complete, it is possible to identify those elements of the "old development finance" that
have not worked as a general rule. These include directed credits and credit-granting
Direct Foreign Investments within countries, and general obligation government borrowing
as the primary mode of cross-border finance. These, in turn, are part of an “import
substitution” model of development finance, where the attempt was to replicate within
individual developing countries the financial institutions and instruments of more
advanced economies, with few international linkages.

In order to assess the potential contribution of particular innovations in financing
development, it is important to develop a common vision of the functions of financial
systems. Financiai systems are often viewed as the "plumbing of the economy”,
capturing, aggregating, and channeling resources to various uses. In the context of
open, plural societies, a miore appropriate metaphor is that of the nervous systeim that
signals resource availability and requirsments, creates incentives, menitors performance,
and imposes sanctions in the case of ncn-performance. In pursuing financial market
development, A.1.D. must define and design this nervous system, taking into account its
increasing openness and interconnection.

Changing Global Economic Context

The past 20 years have seen major shifts in the world economy and world financial
markets, changes which have affected both the developed and the developing world.

Major changes in trade and investment include:

» Clobalization of competition. The increased international integration of markets for
goods and services. This greater interconnection of economies has resulted from a



cortinuing decrease iri costs of transportation and communication as well as barriers to
trade, a convergence of customer preferences and requirements, an increase in ne
proportion of product costs represented by investments in intangibles such as product
and process technelogy, and an increased sophistication of business firms in spreading
their value-added activities around the globe.

- Reaionalization. The integration of trade and investment and the underlying corporate
activities is even more intense within specific regions, especially Europe, North America,
and to a lesser extent Asia. Even areas such as Latin America are increasingly being
treated as regions rather than as a collection of nations.

+ Marginalization. Many developing countries do not affect the world economy in any
major way. World financial markets, therefore, largely, ignore them.

- Marketization. A shift from state leadership to market incentives is taking place through
privatization and deregulation. Privatization in countries such as Chile and Mexico has
reduced public deficits, created new incentivas for efficiency, and served as a strong
signal regarding iuture growth prospects. Eastern Europe is beginning its massive
transformation as well. Even in the OECD couriries, deregulation and, in some cases,
privatization is increasing the role of markets.

+ Changing government role in international competition. Given the globalization and
regionalization of competition, industries no longer operate within the limits set by national
policies. Rather, such policies are now elements of competition within industries.
Governments, regardless of their ideology, have become major players in the international
competition through their fiscal, monetary, commercial and industrial policies. This, of
course, substantially limits their degrees of freedom in tailoring policies to meet local
needs.

The emergence of global competition has coincided with, and to some extent, given rise
to major changes in the financial environment.

+ The world economy continues to display a high degree of turbulence that has plagued
it since the early 1970s. Divergences in macroeconomic policies and massive structural
pressures have led to violent shifts of interest rates, exchange rates, and relative prices of
commodities.

« Increased integration of national financial markets into a single global market has
resuited both from deregulation and an increase in the market power and financial skills
of corporate and institutional users of financial services vis a vis the traditional providers
of these services.

This trend toward greater integration of financial markets is not universal, though. Many
less-developed countries, in response to foreign exchange crises brought about by their

2



own external borrowing coupled with variations in world economic activity and irterest
rates, have seen their financial systems cut off from the world by debt overhang. Thus
the financial map of the world includes an increasingly integrated core and a large
periphery that is dependent on but only loosely linked to the core international market.

- Increased securitization of finance, implying a reduced role of financial intermediaries
both within and across national boundaries. A greater proportion of finance takes place
directly between users of funds (both governments and corporations) and large suppliers
of funds (usually institutional investors). In the past, to play in the large scale finance
required a large branch network to amass funds. Today, such funds can be "bought" in
the wholesaie market. Vertical integration, therefore, is much less important than it once
was.

» Financial innovation, not only in new instruments and transactions, but also in the
information, trading, and document processing systems and analytical techrioloyies that
underpin them. New markets have been created for many specific risks, and there are
more alternative ways to participate in projects and enterprises. While many of these
innovations are relevant to developing countries, it should be noted that most are
undertaken to meet the needs of borrowers and lenders from developed countries and
LDCs will have to identity and adapt innovations appropriate for their own use.

- Given the degree of volatility and institutional flux, credit risks at the firm and country
level will continue for the foreseeable future. There will be many shaky customers in world
financial markets, with the resulting failures, bailouts, and workouts. This is likely to lead
to an emphasis in financial markets on quality, which will further disadvantage less
developed countries (LDCs) in their quest for resources.

The Chanaing Nature of Finance in Developing Countries

This changing external context, as well as major shifts in prevailing views of the efficacy
of state leadership versus market inceniives in guiding development, have resulted in
major shifts in the nature of development finance as well. These include:

» Increased micro-levei emphasis. in the 1970s and 1980s, LDC external financing was
dealt with primarily on a macro level, with Ministers of Finance, the IMF, and Central
Banks as the main players. In the 1990s, there will be a shift back to micro-level basics,
finance at the project and enterprise level. The main players in this finance will be foreign
direct investors, local entrepreneurs and foreign and domestic financial intermediaries.
This is good news for A.l.D. because these micro-level players are its main
constituencies, especially given its mission to promote open, plural societies through
widespread ownership of capital and participation in capital markets.

- Disappearance of captive domestic savings in LDCs. To a large extent, these have
already disappeared as local investors have transformed themselves into world investors




through capital flight. For them to have remained at home would have been cure
speculation. In this new environment, countries must compete internationally for capital,
whether it comes from residents or foreign investors. When things are working well,
capital flows both ways, with forsign direct and institutional investors investing in LDCs as
local investors diversify internationally.

- _New modes of finance. Rather than relying primarily on a combination of local short-

term credit and external general obligation bank lending and direct investment. 3 variety
of modes will be employed. These modes differ in terms of key characteristics _uch as
the degree to which they involve risk sharing and managerial participation, and in many
Cases, a blurring of the disiinction between domestic and international finance.

- Financial costs as a competitive factor. As LDCs open their economies and seek to
compete globally, disadvantages in financing costs due to country risk and/or inefficient
internal financial structures will become competitive disadvantages for locally-based firms,
potenttially offsetting low costs of natural and human resources and skewing the
ownership and contro! of local operations toward foreign firms that can obtain financing
at competitive world terms.

Implications for Financial Systems Development Policies

» Focus on financial services, not institutions. Traditionally, the focus of development
finance has been on the development of financial infrastructure, particularly the
establishment and strengthening of specialized institutions, within national boundaries. As
a result, those individuals charged with defining policies for very small or poor countries
conciv 2 that little in the way of financial innovation and modern financial practices are
releve Nt in their countries, since only the core financial functions can meaningfully be
performed there.

An alternative view focuses on the financial needs of the various actors in the national
economy including the central government, various government enterprises, large,
medium, and small private enterprises, whether foreign or domestically-owned, and
households, ranging from wealthy, internationally-mobile ones to poor totally localized
ones. Farmers in an extremely poor country, with low per capita GNP and minimal
internal financial capabilities, may nevertheless require risk shifting to reduce their
exposures to fluctuations in the prices of a key export crop. Similarly, medium, and large
enterprises in even the poorest countries that seek to compete externally typically require
more advanced financial services than can be provided locally.

- Emphasize the financial core. Placing the emphasis on the needs of specific national
actors does not imply ignoring the development of a local financial system. All
transactions involving local actors ultimately rely on the core of the system -- the basic
payments system, including short-term deposit taking and lending. This core, typically
embedded in the commercial banking system, underlies virtually all other financial




activities including transactions with the rest of the world. Therefore, special attention
must be given to ensure that the core is efficient, that transactions are settled rapidly
without error, and that the core activities cannct 2asily be manipulated for gain by any of
the parties in the system.

- Recognize complementarity of domestic financial deepening and international financial
integration. Financial deepening can be characterized along many dimensions including:
extending maturity, increasing risk shifting, and increasing the degree of participation by
investors in the management and control of the underlying activities. The possibilities for
deepening along each of these dimensions within a particular national market will depend
upon the stability of the macroeconomic context, the development of the legal system
that underpins financial contracts, the sophistication of domestic entrepreneurs and
corporations, the distribution of risk exposures, and the potential size of the market, not
only in monetary terms, but also in terms of the number of potential iIndependent market
participants.

» Develop "upwardly compatible” regulation. In many smaller, less developed countries
only a fraction of the total financial intermediation required by domestic economic actors
can be expected to take place within the national boundaries. This implies that many of
these needs will have to be met by institutions operating in other markets and will be
effectively regulated by those markets. This creates the potential for conflicts in regulation
as well as situations where specific transactions fall between domestic and offshore
regulation and tnerefore become totally unregulated.

What is required is a "nested" approach to financial regulation in less developed
countries, whereby local regulation fits into an over-arching international framework.
Domestic law must regulate the core financial systemn, but it need not encompass all of
the variations and derivatives that will based on these core activities. It should be
possible to either apply the laws of specific foreign countries or at least refer to the
principles those laws in the national legislation, shifting the burden for regulatory
innovation towards the more advanced countries where the pace of innovation is faster
and the resources to deal with it are more ample. Developing countries might enter into
an international convention to adapt their local financial market regulations to this
common framework, in return for some voice in the setting of international standards.
Alternatively, they might require that sophisticated financial transactions by local firms take
place through a major world exchange, thereby implicitly requiring that they meet the
regulatory standards of that country.

» Recognize the benefits of privatization. Privatization reduces the organizational scope
of government, allowing it to focus on those things that were more closely related to
general population needs. Further, by shedding deficit-making public enterprises and
financing new infrastructure on a self-supporting basis, Mexico, for example, found that
even in a period of austerity it could obtain funding for local community self-helo projects.




» Recoanize that big finance also can serve basic needs. For agencies such as .\ 1.D.
that are particularly concerned with meeting the needs of the mass of households and
small businesses, at first glance it would appear that financial innovations such as pre-
financing of receivables, commodity swaps, interest rate hedges, project finance, pubhc
sector Zarve-outs, outright privatization and so on are irrelevant. "Stick to your knitting",
might be argued, and concentrate on local deposit and credit facilities, localized risk
transfer mechanisms, etc. This perspective, however, misses the point that the ability of
governments to meet basic needs is limited by the extent to which their financial and
administrative capacity is tied up in activities that could be financed on a market basis.

In his concluding remarks, Dr. Lessard stressed the need for A.l.D. to frame a vision of its
future policies regarding financial markets, recognizing that they will be much more open,
with greater interpenetration and also recognizing that they are the key nervous system of
a market economy.

In his comments on Dr. Lessard's presentation, Dr. Andres Velasco pointed out that
modern finance can be very helpful in the strengthening of developing economies.
Financial engineering can help overcome market failures which concerns all LDCs. Dr.
Velasco described some examples of market failures:

- Public facilities in developing countries are in very bad condition. Since no
tax is charged, they are excessively used and there is a lack of funds for
required maintenance. Charging for the use of these facilities would be a
simple yet effective solution.

. Inadequate management incentives and a lack of owner involvement are
common problems in LDCs. The owners are mostly absent and rarely get
involved in the management of their companies. One effective solution
would be to provide financing that is directly related to performance (e.g.
indexed bonds). This type of financing will exert continuous pressure on
the owner and will surely increase his involvement.

As the above examples illustrate, modern finance can be instrumental in the overcoming
of market failures.

Another role of finance is to enable the governments "to get out of things." In the past,
governments have given many bad loans to inefficient companies and ignored the good
ones. As a result, uncollectibles are big on government balance sheets. Today, small
firms must be financed without government intervention. Governments must get out of
guaranteeing loans (the third largest source of government spending). The risk must be
passed onto the people who are able to bear it best: bankers, owners, etc. If the
government won't finance companies, new sources must be found; companies can go to
the stock market and/or to venture capital firms or issue vouchers.



Dr. Velasco recognized that modern finance has a key role in the development of third
world countries. However, he cautioned against a new round of borrowing by such
countries as Mexico, Venezuela and Brazil. These countries are discovering new
financing mechanisms and sources. This round of new financing may lead to an
explosion in borrowing which would put the developing world back into square one.

1.2 Building and Regulating Financial Markets

Prof. Philip A. Wellons of Harvard University said that a very important step in financial
development is the establishment of congenial substantive laws and legal processes. A
country's success in getting these laws depends on (1) finding good models, which in
turn requires understanding the effect of the laws on the environment of developing
countries; (2) creating a comprehensive legal system, not just isolated rules; and (3)
managing competing or hostile bureaucratic and political groups over time.

A common view has teen that law is often an impediment to an efficient financial sector
and that the appropriate prescripticn is to remove the repressive laws. Simple
deregulation will not work, however, even it prudential rules are in place. A.LD. is now
getting a much broader view of the role the legal system plays in financial development.
Law, in its widest sense as encompassing the whole legislative, regulatory and institutional
framework, can act as a supportive structure and mechanism for developmental activities.

Legal development can be a very difficult process. A very basic problem is that legal
reform advisers cannot honestly say they understand the likely effects of the reforms ihey
propose. Too little is known about the way substantive laws and legal processes affect
financial development. Legal advisers must catch up with advisers about other parts of
the financial sector.

Countries’ legal needs for financial development vary widely. Four very rough categories
are countries with essentially no legal system, with outmoded legal systems, with perhaps
deliberately inefficient legal systems, and with legal systems that are close to neutral in
their impact on financial markets. Countries in each of these four categories nec
different kinds of help to build or reform their law. Political and bureaucratic obstacles to
reform vary in type and intensity across the four categories.

Lejal reformers must concentrate more on the process of reiorm than they have up to
now. The management of legislative drafting, implementation, and enforcement is crucial
to the success of legal reform for financial development. Drafting must take place in a
way that resolves basic policy issues. Implementation must accommodate "the two-
steps-forward, one-step-back" evolution of financial policy found in many countries.
Enforcement must address existing bureaucratic structures. It is not enough to write a
good law and supporting regulations, then leave.



In these circumstanzes, how can A.l.D. rontribute to legal development in developing
countries? At least three activities are possible:

. A.1.D. could promote analysis and reform of specific laws and processes in
groups of countries, allowing for comparison and development at the same
time;

. A.l.D. could try to build a systemic perspective into its work on individual

laws for financial (and other) reform, coordinating to the same end with
others that provide technical assistance in oruer to avoid duplication and
maximize the return on the aid dollar; anA

. A.1.D. could take a longer view of reform by allowing more resources for
implementation and enforcement, but break up the werk into shorter
discrete tasks with observable output to reflect the availability of resources
and to assure quality.

In short, A.LD. can play a valuable role in law and instituticn building for financial sector
development.

In his comments on Dr. Wellons' presentation, Mr. Douglas Tinsler expressed his
satisfaction at seeing lawyers thrust into a line position, helping the Agency move forward
in its work. There is an important role to be plaved by the legal profession in
development, particularly in the financial system development where there is a need to
build both the legal process and the legal institutions. All too often, A.l.D. has tended to
consider the judiciary and the legislative systems as political institutions, rather than
technical institutions and, therefore, beyond our technical and institutional development
efforts. This characterization is wrong; A.1.D. needs to change this perspective. A.l.D.
can make as much an impact in building legal systems in developing countries as it has
made when building health and educational systems. As an institution, A.l.D. should not
shy away from legal system improvement projects because the host government and
A.LD. perceive them to be in the political domain. To the contrary, it shouid consider, on
a priority basis, support for legal system development, perhaps, in inverse relation to the
status ot development of that country.

Dr. Wellons' four point categorization provides a useful framework when considering
whether or not to support legal system development:

1) No iegal systems

2) Outmoded legal systems

3) Deliberately inefficient legal systems
4) Neutral legal systems



As an example, Costa Rica was somewhere between the deliberately inefficient and the
outmoded legal system. The Supreme Court in Costa Rica had to consider every caiie
because there is no system of precedence. This can be quite difficult especially when
considering that all activities of the parties involved in a case must cease until a verdict is
reached. USAID/San Jose was asked to improve and bring order to the legal system.
So with our technical support, we hired and trained twenty law clerks o help the judges
write the cases. We also installed a computerized case load system to speed the
process. Today, Costa Rica has one of the more advanced legal systems in Latin
America.

A.1.D. needs to improve the education of the people in the judiciary, in the assembly, in
the legislature and within the bureaucracy. It is currently working en a major educational
effort in LDCs and are trying to build a consensus on the writing of some laws. In
conclusion, more attention should be given to the legal process. A.l.D. needs to make a
better effort in the education and training of the legal staff in both the judiciary and the
legislative spectrum.

At the same time that LCCs are struggling to establish minimal legal systems required for
the effective functioning of @ modern financial core, the requirements placed on the legal
framework are escalating due to the international interconnection of financial markets,
including those of LDCs. The next speaker, Dr. Ghon Rhee, described stock market
volatility in world financial markets and specifically in the six Dynamic Asian Economies
(DAEs), narely Hong Kong, Korea, Malaysia, Singapore, Taiwan and Thailand. He
began by describing the systemic risks in the securities markets of the DAEs. Systemic
crisis is defined as a disturbance impairing the working of the system which is composed
of market participants, trading mechanisms, clearing and settlement arrangements,
regulatory arrangements, etc. Systemic risks are those risks with the potential to cause
such a crisis and, in extreme cases, a breakdown in the system.

Empirical evidence indicates that a large decline in one major market could trigger a
serious disruption in another market and, eventually, in the global financial system
through volatility transmission or the spillover effect. The reported results are documented
on the basis of advanced securities markets in New York, London, and Tokyo. This
conclusion raises an interesting challenge for regulators of securities markets because the
interdependence of national securities markets will place strains on global supervisory
efforts.

However, very little spillover effect is found between the advanced securities markets in
New York, London, and Tokyo and DAEs' securities markets. Cross-border equity
investment is an important factor in explaining the transmission of market volatility from
one national market to another. Studies have concluded that there is no volatility spillover
from the U.S. market to Korea and Taiwan which are effectively closed to cross-border
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investment. Volatility spillover from the 11.S. market to Japan occurred mostiy after U.S.
securities firms were allowed to become members of the Tokyo Stock Exchange (TSE) in
February, 1986.

Of the six DAEs, Korea, Taiwan, and Thailand are in the process of liberalizing and/or
internationalizing their securities markets. In contrast, securities markets in Hong Kong,
Malaysia, and Singapore have provided foreign investors access for direct investment.
As a result, inter-market volatility transinission will soon be a reality in the region.

As the globalization of the DAEs' securities markets progresses, potential risks of
contagion are also increasing. The faiiure of individual securities companies in one
country may lead to chain reactions that could be detrimental to the achievement of
systemic stability in the region. Hence, supervision and deregulztion on a national level
would not be sufficient unless international coordination is undertaken. Harmonization of
national supervisory activities emerges as an importart task. The establishment of a
framework for coordinating supervisory activities and tor exchanging necessary
information is needed more than ever.

1.3 Increasing Equity Participation

As an illustration of the privatization process in developing countries, Dr. Roger Leeds,
Director of the International Privatization Group at Price Waterhouse, described two
privatization transactions in Jamaica and reflecied on the potential lessons learned from
them.

In December 1986, the Jamaican government sold 51 peicent of the National
Commercial Bank (NCB), the country's largest bank. The $J 90.6 million (U.S. $16.5
million) public offering, by far the largest of its kind in the nation's history, was 170
percent oversubscribed and attracted more than 30,000 individual citizens and
institutional investors, including 98 percent of the bank's own employees. On the first day
the stock traded on the Jamaican Stock Exchange, it rose 10 @ 67 percent premium.
Prime Minister Edward Seaga described the oifering as "a spectacular success [that]
marks 3 milestone in the government's privatization prograrn."

Six months later, the government sold a second offering, the Caribbean Cement
Company (CCC). The CCC divestiture was a far larger transaction, raising almost $J 200
million, partly because 100 percent of the company’s equity was sold, compared to only
51 percent as was the case with NCB. Also, this sale involved a rnajor foreign investor.
Another significant difference was the result: the offering was considerably
undersubscribed. When the shares opened for trading, the price dropped well below
what it had been on the offering date.
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These two transactions hold important lessons for other developing nations that
envisage privatization as an important component of their development strategies.
Contrary to cuiiventional wisdom, a developing country with a refatively low level of per
capita GNP (US $940) had been able to mobilize domestic savings from a broad
spectrum of the populace, channel thase funds through a small, undeveloped stock
market, and shift control of two major staie-owned enterprises (SOEs) to the share-
holding public. The offeiings were politically popular and even enjoyed the support of
the management and staff of the two companies, who benefitted from generous
employee purchase schemes.

The NCB transaction did not maximize the government's revenues since by most
standards the NCB shares were underpriced. The change in ownership did not
precipitate major changes in the bank that would justify a conclusion that privatization
enhanced NCB's efficiency. Furthermore, no serious attempt was made to measure the
impact of the transaction on the fiscal def it

On the other hand, despite indications that the CCC transaction results were not
optimal, many of the government's privatization objectives were achieved. ‘A“th 78
million shares trading on the Jamaican Stock Exchange and thousands of new
participants, the oftering did contribute to capital market development. Share ownership
had been broadened and "democratized", as the Prime Minister had hoped. There was
one less state-owned enterprise for the government to administer and monitor and the
public treasury was enriched by about $J 182 million, less the expenses incurred in
executing the transaction.

The two transactions provide some useful insights that are applicable beyond Jamaica.
Doubt should be cast, for example, in the minds of those who view the execution of a
privatization transaction as simply another form of technical analysis leading to the
correct valuation, pricing and sale of assets. These cases illustrate that decisions must
be made along the way that also require a high quotient of vision and judgment,
selecting technical advisers, determining the optimal timing of the transaction, designing
and implementing a marketing campaign, ensuring employee support for the
privatization, defusing political opposition, and so forth.

The most striking conclusion about privatization in countries such as Jamaica is that
many of the key decisions that determine success or failure are based on
calculated subjective judgments. No amount of quantitative analysis, for example,
can identify the “right" price. No market survey can measure with precision the
effective demand, or the likely effect of adding warrants. Lastly, no formula exists
that can establish the correct tone for an advertising campaign. Instead, these are
matters that depend on experience, judgment and good fortune. The Jamaican
program benefitted from each of these elements, and the government established a
solid foundation for future privatization initiatives.

11



In his presentation, Dr. Aaron Tornell, Advisor to the Minister of Finance in Mexico,
reflected on the Mexican experience in privatization and on some of the lessons
learned. From 1982 to 1991, Mexico privatized 1000 out of the 1200 existing public
enterprises. The lessonrs to be learned from this extraordinary process are twofold:

1) Privatize the Private Sector.

When privatizing a company, the government has to reduce by two-thirds the
number of employees, restructure the comipany, insure it is ecologically sound, and
last but not least, make capital investments in it. This very difficult process will face
tremendous resistance. So before starting the privatization process, the Mexican
government allowed one company, Aero Mexico, to go bankrup! due to financial
problems. This was the first bankruptcy in sixty years. Next, it allowed the
bankruptcy of a steel mill in Monterrey with 30,000 employees. These actions sent
the message about the government’s changing attitude and its adeption of a frze
market approach. By "privatizing the private sector," the government forced the
private sector to be more responsive to such market place disciplines as
competitive pricing and made it clear that failed firms would be allowed to go
bankrupt.

Dr. Tornell claimed that privatization does not make sense macro-economically. The
government would want to keep the gcod and profitable companies and would not
want to privatize the bad ones because it would have to bail them out later on. The
only reason the Mexican government is privatizing its companies is because it can
not control all of them. In 1982, there were four ministers sitting on the board of
1200 public companies. Evidently, those ministers dicn't have time to manage and
supervise these companies; inefficiencies and corruption was rampant. Only the
private sector could efficiently manage and control these companies. This is the
main factor that led to today's privatizatic: 1 program.

2) Proceed Slowly

The Mexican government did not launch the privatization process immediately.
First, it made sure it had the necessary prerequisites for privatization: a stable
economy, low interest rates, a stiong stock market and transparency. Once these
necessary ingredients are present, the government started the privatization process
with small companies and learned from these transactions. The first public
enterprises privatized were a cabaret and a bicycle factory; afterwards, the
government moved onto bigger enterprises such as banks and steel mills.

In his comments on Dr. Tornell's presentation, Mr. John Blackton, Deputy Assistant

Administrator for Policy, agreed with Dr. Tornell on the need to "privatize the private
sector” and stated that A.l.D. has been following this strategy for the last ten years.
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He also emphasized that A.l.D. needs to continue to support competitive
environments.

In his presentation on Venture Capital in Africa, Mr. Kenneth Locklin began by
defining the exact nature of venture capital. Venture capital activity is not
cemmercial lending; it has a much higher risk and return. Venture capital is the
early stage financing of new companies seeking to grow rapidly. Venture capitalists
provide seed, start-up, Jevelopment and expansion financing to companies which,
having demonstrated the viability of their business, do not ye. have access to public
or credit-based institutional funding.

Venture capital is very important to developing countries. A successful intervention
by a venture capital firm brings to a local project two elements that are traditionally
in short of supply in developing countries:

. Risk capital which, almost by definition, is largely unavailable in
developing countries
. Good management with an entrepreneurial style

International venture capital funds are very active today. Some of these funds focus
only on a region or a country (e.g. the East Europe fund, the North Africa/Middle
East fund, and the Kenya Equity fund). The MPI and Africa bureau support the
initiatives of these funds because they help develop and strengther the private
sector.

Venture capital firms are starting to consider participating in the capitalization of
privatization. This seems like a good area because the needs of a privatizing
company are directly in line with the resources of the venture capital firm. Privatizing
companies need capital injections - especially with risk capital - and also
entrepreneurial management style. However, at this stage, privatization is more
intriguing than applicable for a venture capital firm since privatization deals are
interided to generate money for the government only.

Where local capital markets are not sophisticated, the venture capital concept is
sound. Venture capital does not require highly developed or even functional
financial markets to cperate. Venture capitalists rarely go to the stock market to
raise funds (only one guarter of all venture capital projects result in initial public
offerings. Sales to othar institutions, original investors and third parties are the most
common exit forms for venture capitalists.

Venture capital, when used properly, can be a gcod development tool.
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1.4 Structured Financing and Securitization

Dr. Donald Lessard reported on the contribution of a range of financial innovations to
the development of capital markets in less developed countries and through these
markets to the economic development of those countrias. These financial
innovations can be broken into two parts;

. Structured financing: financing whose terms are directly linked to the
cash flows of some underlying project or enterprise; and,
. Securitized financing: financing which is obtained by packaging

underlying securities into standard instruments that are more readily
acceptable and tradeable in financial markets.

Financial mechanisms used in developed countries cannot be simply applied to
developing courntries because financial markets in these countries differ in several
ways:

‘ Country risk

. Fuzzy boundaries between public and private activities

. Fuzzy boundaries between the wealth of individuals/families and
corporations and among corporations within family-based groups

. Concentrated risk exposure at a national level

. Hoilow financial markets

Clearly, financial innovations must be adapted to the needs and sophistication of
each respective market.

Comparative Advantage in Risk Bearing

Just as ideai patierns of specialization and trade among countries, and among
firms within countries, can be defined in terms of comparative advantage, ideal
patterns of financing within and across countries can be defined in terms of
financial comparative advantage. Dr. Lessard illustrated this concept with a
hypothetical example on chicken farming. A chicken farmer is exposed to two types
of risks: risks that are within his control (choice risks), such as the health of the
chicken, and risks that are outside of his control (chance risks) such as the price of
chicken feed. The farmer should manage the choice risks while delegating the
chance risks to investo. 3 in his farm. The logic behind this is that the farmer can
actually reduce the choice risk by taking good care of his chickens. However, the
chance risks would be best handled by the investors because they are able to
diversify these risks and/or have a high risk tolerance. After all, financial investors
have access to a wide range of investments and should be able to diversify across
multiple risks. This example demonstrates that financial comparative advantages
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are directly related to the ability of the economic agent to bear risks. Those agents
able to bear the greatest amount of risks have the greatest comparative advantage.

Potential Role of Financial Innovations in Financial Market Development

There are many characteristics of LDC financial markets which represent obstacles
to efficient resource allocation, risk sharing and agericy. While these problems must
be addressed primarily at their core through macroeconomic stabilization,
restructuring and reduction of external obligations, shrinking the role of the state,
and improving the legal infrastructure for finance, certain innovative financing
techniques can move these markets closer to the ideal before these fundamental
changes are complete. The key financial techrologies that can be used include:

. New itypes of claims which provide for limited or formula participation
in particular activities

. Price-level or commodity price-linked securities

. Financial instruments that separate debiting and payment streams

. Securitization of either existing or new assets.

Many of these mechanisms, although largely based in private markets and involving
primarily private actors, require substantial institutional support either in the form of
the legwork to put them together, to create the required legal context and, in some
cases, partial guarantees. Nevertheless, once properly implemented, the
contribution of these financial mechanisms to the econority can be very valuable.

Mr. Richard Breen, Director of the Financial Sector Development Project (FSDP) at
Price Waterhouse, agreed with Mr Lessard that there is much to be gained in trying
to apply structured finance in developing countries. As an example, he spoke of
FSDP's recent activities in Portugal. FSDP performed a study to determine the
feasibility of establishing a secondary mortgage market in order to enhance the
prospects of the housing finance system to meet the huge demand for home
financing.

At the completion of the study, it was found that there are several deficiencies in the
Portuguese financial system, which made the immediate launch of true mortgage
backed securities unlikely. On the other hand, there were sufficient positive factors
to allow the virtual immediate launch of a variation of this type of security which
would introduce the concept 1o the market and pave the way for its future
development and sophistication.

There were five main impediments to the development of true mortgage-backed
securities in Portugal because of increased risk and uncertainty to the investor:
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. Absence of standardized mortgage loan contract.

. Inconsistencies in the government interest rate subsidy programs.

. Interest capitalization features of existing maortgage contracts reduced
the cash flows of the great majority of mortgages in the system to
below that required to make the periodic payments to the investors.

. Absence of certain legal institutions, such as trusts.

. Absence of standardized underwriting procedures.

Despite these and other shortcomings in the existing system, the recently
introduced mortgage bond law provided a good basis to create a new security.
This security would adapt well understood concepts of debt instruments, add
features of mortgage collateralization, and introduce them to the market with
appropriate guarantees to gain acceptance. A pool of mortgages, serving as a
collateral and structured to provide the cash flow necessary to pay off the investor
in a credible fashion, would allow the development of a secondary mortgage market
in the future.

The message here seems to be a positive, even encouraging one. It is possible to
develop new financial products such as a mortgage backed security. They will
demand a high level of discipline in the economy and appropriate rules as a
precondition; but isn't this the direction these countries must move in if they are to
develop the savings needed for their own development? For countries that have
already taken steps to develop sources of savings in the insurance and pension
fund industry, these investment products should receive serious consideration. The
advantages to both investor and borrower and the efficiency of the system seem at
this stage to be powerful.

1.5 Institutional Innovations to Democratize Capital

In his presentation on Country Funds, Mr. Antoine Van Agtmael described how
financial markets are bzing rediscovered as a tool for development. Previously
viewed as insignificant "casinos", today the financial markets are beginning to gain
more respect from economists and policy makers. This change in perception can
be attributed to a shift of emphasis from government intervention to the private
sector. In addition, the debt crisis has shown the need to rely on domestic savings
and international sharing of risks and returns.

Although financial markets are becoming more popular, there remain numerous
obstacles to their development:

. Unrealistically low cost of debt
Overvalued exchange rates
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. Entrepreneurial parochialism

. Tax discrimination and evasion

. Uneducated speculation

. Lack of accounting and auditing

. Investment restrictions on pension funds and insurance companies
. "Pay as you go" social safety net

Despite these obstacles, the global trend toward financial market development and
liberalization cannot be ignored. Major companies in newly industrialized countries
are joining the "international blue chips" and are being listed, owned, and traded
internationally. Access to and cost of finance is becoming an increasingly important
part of competitiveness. |If domestic risk capital is not avaiiable, entrepreneurs are "
selling out" or forming alliances with multinationals or set up holding companies
abroad. Local markets today have two options: either become competitive or face
extinction.

- Mr. Van Agtmael asserted that foreign portfolio investment is the safest remedy
against protectionism. International shareholders are a natural lobby and ally
against protectionism by having a stake in the success (and failure) of firms. In
addition, foreign institutional investors improve the quality of information (disclosure,
stock reports, market information) thereby helping local investors.

For most investors, emerging markets are of growing interest. Emerging markets
provide risk diversification and a potential for higher returns. In addition, the
inefficiency of markets opens unusual gain opportunities. Finally, some of the
stocks could be future bluechips. These investors allocate their assets through
many investment vehicles: country funds, diversified funds, regional funds, American
Depository Receipts (ADRs) and international equity. With Asia booming and Latin
America recovering, emerging markets are bound to increase in importance in the
world financial market.

As part of the "capital democratization" theme, Mr. Dimitri Vittas of the World Bank,
described the objectives of contractual savings institutions.

Whether they are compulsory or voluntary, the main objective of contractual savings
institutions is to provide for the future. This implies that their investment policies
must be guided by two principles: safety and profitability.

The provision of economic security to retired and disabled people and their
dependents is the main objective of all pension systems, whether they are funded
or not. In fact, one would have no objections against unfunded pay-as-you-go
systems if they could deliver adequate pensions in an equitable and stable manner.
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The main criticism of unfunded systems is that, in the face of changing
demographics and deteriorating dependency ratios, they cannot achieve financial
equilibrium without one of three actions:

. an increase in contribution rates, which would discriminate against the
current generation of active contributors;

. a reduction in benefits, which would discriminate against the current
generation of pensioners and retiring workers;

. an increase in the operating deficit that is financed from general tax

revenues. The latter option makes unfunded systems unsustainable in
the long run since there is a clear limit in all countries on the
contribution that general tax revenues can make to the pension
System.

Impact on Savings and the Promotion of Long-Term Savings

There is a vast and inconclusive literature on the impact of funded and unfunded
pension systems on the rate of national savings. Funded systems that are young
and lack credibility may involve an increase in overall savings because consumers
will be less inclined to adjust their saving behavior with regard to their discretionary
income. But as systems mature and gain credibility, the greater efficiency of
savings through contractual savings institutions may lead to changes in consumer
behavior that may compensate, and even overcompensate, for the increased
availability of future pension incomes. Thus, the effect on overall saving may then be

negative.
Role in Securities Markets

By providing an effective demand for marketable securities and a mechanism for
professional fund management, contractual savings institutions can stimulate the
development of capital markets. Institutional investors can exert pressure for better
accounting and auditing standards as well as disclosure of information to investors.
They can also encourage improved brokerage and trading arrangements and help
establish more efficient and reliable clearing and settlement facilities.

The impact of contractual savings will depend on the regulations that governments
impose on their investment policies. Tight restrictions may cause distortions and
may also undermine the principle of private management, but complete freedom
may also be unjustified given the tendency of financial institutions to adopt
imprudent policies, assume excessive risks and make big mistakes.

The government has a clear responsibility, especially if participation in a funded
pension system is compulsory, to ensure the safety of invested funds and the
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payment of adequate pensions. Thus, a comprehensive system of investment and
prudential re gulations is necessary.

Following Mr. Vittas, Dr. Mario Abuhadba spoke of the regulatory considerations of
pension fund management firms in Chile. Mr. Abuhadba described the ten-year-old
pension fund system as a very successful method of accumulating savings in Chile.
This system could be used as a model for other countries around the world. The
Chilean pension funds are called "Administradoras de Fondos de Pensiones" (AFP).
AFPs are private institutions in charge of collecting salary deductions (10% of
income) from the working force and distributing benefits to retired workers. The
government supervises these AFPs; its role is to regulate and control them.

The pension fund system was created in 1980. It comprises 13 AFPs who
managed to gather 3 million workers out of the 4 million labor force. Indeed, the
rate of accumulation has been very fast. From 1981 to 1990, the AFPs collected
almost 8 billion dollars in funds, approximately 30% of GDP. This is an incredible
amount for such a short period of time.

The AFPs hold a large percentage of the total supply of instruments in the country.
In 1990, the AFPs held 20% of all investment instruments in Chile. In some
instruments, the percentage is much higher. For example, AFPs own 55% of all
bond supplies and 96% of all Treasury papers. These numbers give a feeling of
the magnitude of this new AFP system. All these securities are tradeable and in
demand on the market.

The success of this system is partially creditzd to the strong government
participation. The government is actively engaged in the surveillance and control of
the management of the fund. In addition, any AFP that wants to enter the market
has to go through a vigorous screening by the government. In its evaluation, the
government locks mainly at the quality of the management and the minimum capital
requirements. This screening is not an impediment to the establishment of AFPs
but rather a control mechanism to protect the savings of the population. The
government requires all instruments to be kept in the Central Bank. Last but not
least, @ minimum level of return is required from the AFPs to prevent harm and
discredibility to future pension funds. The requirements are stringent but necessary:
the government has to ensure that the system is well run and managed to give
confidence to local savers.

AFPs compete among each other on the basis of return to the workers. They have
to guarantee a minimum rate of return to the workers. In case an AFP's return is
below the minimum requirements, the difference will be extracted from the AFP's

reserves.
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Pension funds are very important players in the Chilean capital market. Three AFPs
dominate in particular, controlling 70% of the 8 billion dollar pension fund industry.
With this money, the AFPs can control many corporations. This is a disturbing
Issue that will have to be dealt with in the future.

1.6 Swaps, Options, and Guarantees

Dr. Nalin Kulatilaka of Boston University discussed the role of derivative securities in
the development of financial markets.

Futures, options, and other derivative securities are often associated with advanced
capital markets. As a result, their use in emerging markets has often been
understated. Dr. Kulatilaka used an example to illustrate how derivative securities
can play an increasingly important role in the development of capital markets even
during their infant stages.

In recent years, developing economies have embarked on ambitious programs to
privatize firms and even entire sectors that have long been under government
ownership and control. Developing country capital markets, however, are in infant
stages of development and are unable to provide the necessary liquidity to float
such large issues of new capital. Therefore, an infusion of foreign capital has
become essential to this process of privatization. However, debt-to-equity swaps
and other schemes have come under strong criticism, creating a growing political
fear of privatization programs becoming "foreignization" programs. On the part of
domestic interests, the fear stems from the fact that transferring control to foreign
firms will create incentives for those firms to act in self interest without regard to the
naidonal interest. What is needed is a credible privatization scheme that creates
pluralized local and foreign stakeholdership and avoids concentration of power,
prevents collusion and fosters development of stable institutions with local interests.

One feasible solution is to set up a mechanism that allows both the foreign firms
and the domestic investors to share in the up-side benefits of the success of
domestic projects. In particular, the government might sell equity shares of the
privatized firms to foreign investors via debt-equity swaps or private placement of
equity. In return, in order to enable domestic investors to participate in the gains
from local projects, long-dated out-of-the-money call options on the foreign firms
that purchase the equity would be created and sold to the local investors. A call
option provides the investor with a levered right to participate in the up-side benefits
of a firm. Due to the high leverage provided by out-the-money options, local
investors will be able to invest a small amount of wealth and, in effect, purchase a
claim on the equity of the privatized firms. Thus, they are able to share in the
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potential profitability of the privatized firms even if the foreign owners transfer some
of the profits out of the local economy.

A potential problem is that a foreign firm's asset base will include other assets than
merely those of the small country project. Hence, small country investors following
this strategy will be exposed to the risks inherent in those assets as well. Viewing
this from an international portfolio diversification point of view, purchasing contingent
Claims on the foreign firm amounts to the local investor holding a world-diversified
portfolio, which is quite desirable. In choosing portfolio weights, local investors must
take into account this effect as well.

While a scheme developed along these lines may overcome some of the "agency"
problems, other issues pertaining to corporate governance are much harder to
solve. Nevertheless, this analysis hints at the very wide scope of possible
applications of derivatives and their potential impact on developing economies.
Policy makers should take a closer look at these new instruments in designing
capital market development and risk management strategies in developing
gconomies.

Dr. Gaylen Byker, the Managing Director of the Commodity-Indexed Transactions
Group at Banque Paribas, described today's global business environment as being
characterized by many kinds of volatility: volatility of supply, volatility of demand,
political volatility, interest rate volatility, and volatility of energy costs. These factors
make the business environment riskier than ever. Strategies for managing the
volatile factors that affect the business world are increasingly important. The need
for such hedging strategies applies equally to companies and countries.

Several financial institutions such as Banque Paribas have developed an array of
strategic hedging tools that enable users of commodities to manage long-term price
risks. Banque Paribas has adapted techniques from financial markets to manage
commodity-price risks for period as long as ten years. This is far longer than
traditional hedging methods permit. To exemplify a strategic hedging tool, a
commodity price swap involving an aluminium producer is described below.

On the left hand side of Exhibit 1, we have an aluminium producer selfing aluminium
into the market on a regular basis and receiving the market price. In swaps jargon,
this is called the "floating price." The producer receives whatever the market is
paying at the time. If the market is paying $3,000 per ton, that's what he receives.
It's in this type of volatile price environment that the bank (on the right side)
approaches the producer and proposes to pay a fixed price for a given quantity of
aluminium for a fixed period of time.
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In this illustration, we will assume that the swap is for three years and that the bank
offers to pay the producer $1,600 a ton for 10,000 tons every six months. The
producer agrees to pay the bank 10,000 tons times whatever the price of aluminium
turns out to be in that six-month period. For example, if the price of aluminum in
the first six months of our three-year swap turns out to be $2,000 per ton, the bank
owes the producer $16 million; that is, $1,600, the fixed price in the swap, times
10,000 metric tons. The producer owes the bank $20 million; that is, the average
price of aluminium, $2,000, times 10,000 metric tons. So the producer sends the
ban« a "difference check" for $4 milion. Now, what has happened to the aluminium
producer is that he has received $2,000 a ton from the market, and he has paid
$400 of that to the bank, leaving him with a net of $1,600 a ton. [f, in the second
six months of the swap, the price of aluminium averages $1,200 a ton, the bank still
owes the producer a "difference check" for $400 a ton or $4 million. The market
has paid the producer $1,200 a ton, the bank has paid him $400 a ton, so his net
is again $1,600 - his fixed price in the swap. The bank is not at all involved in the
physical aluminium business in this transaction. It is merely entering into a financial
agreement to hedge the price risk.

Exhibit 2 shows the entire swap transaction. The bank is not in the business of
taking open exposure to aluminium prices, but instead finds an aluminium user who
has the opposite price/profitability profile of the producer. That is, if aluminium
prices go up, the profits of the user go down. The user is worried about exactly the
opposite scenario that concerns the producer. That is, it is worried that aluminum
prices will go back to $3,000 a ton. This mirror image swap transaction with the
user provides the user with the financial equivalent of a long-term fixed price
contract. If the price is above $1,600 a ton, the user pays a "difference check" to
offset the excess. If the price is below $1,600 a ton, the user pays a "difference
check", giving up the benefit of lower prices. In academic terminology, the swap is
an "unbundling” of the risk involved in this transaction and the financial mediation of
pure price risk.

These transactions can be done for 3, 4, or 5 years and beyond. They involve no
direct cost to the parties other than the spread the bank receives for taking the
credit risk.

Developing countries are starting to get involved actively in financial engineering.
For example, Venezuela is securitizing its export receivables, Puerto Rico is actively
involved in the balance of payment risk management and Algeria is considering the
use of oil-indexed financing. Continuing volatility makes long-term price risk
management an essential element of a strategy for the stable growth of developing
countries in the coming decade. Mechanisms such as swaps, long-dated options
and indexed financing are now available, and more applications are being created
every year. Creative long-term price risk management cannot eliminate the risks of
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volatility, but it certainly allows for the management of those risks to achieve the
objectives of stable growth and improved earnings.

1.7 Country Presentations

In the first country presentation, Mr. Mark Kraczkiewicz described the conditions of
the financial markats in Morocco. He noted that many new developments have
occurred in Morocco lately, including the freeing up of interest rates, the
considerable increase in long-term deposits of savings, and an increase in short-
term interest rates. In addition, the Moroccan credit system is being liberalized.
The IMF and the World Bank have persuaded the government to begin borrowing
at market rates. Credit by privatz commercial banks shot up 19.9% in the first
month of 1991. All these developments are strong indicators of the degree of
suppression in the previous financial system. The only signs of monetary austerity
still present are the reserve requirements and the central bank advances to the
commercial banks.

This was the environment in which A.l.D. operated last year. A.l.D. worked on two
projects: the secondary debt market development and the stock market
development.

In the secondary debt market, A.1.D. tried to increase the liquidity of the market,
broaden the market for T-bills, open up market operations and establish a market-
based reference rate. Some of A.l.D.'s recommendations to the Moroccan
government were to reduce the number of maturities and establish a primary dealer
system.

As for the stock market, which is government controlled and opens for half an hour
per day, A.l.D. recommended that it become self-regulating and autonomous
instead of government controlled. I addition, A.1.D. recommended that the main
stock market be broadened to regionai stock markets. Finally, limits on the
participation of insurance companies have to be lifted. The rate of the stock market
development will depend on the pace of privatization and the public education.

In the future, A.L.D will continue to provide technical assistance and training geared
to improving the Moroccan financial markets.

In the second country presentation, Mr. Ulrich Ernst described the conditions of the
financial sector in Sri Lanka. For illustration purposes, he used two examples within
the Sri Lankan financial context: the finance companies and 'nconventional
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initiatives to expand the range of banking services to segments of the population
whose needs are not being met by the existing structure.

Regulating New Institutions: the Finance Companies

The 1977 reforms created new opportunities for finance companies, either through
direct lending or through lease-purchase arrangements. These reforms in effect
allowed anyone to set up a finance company, to start accepting deposits and
finance equipment purchases. The new policies made few provisions to ensure the
financial soundness of the new institution, leaving decisions on such factors as
capitalization and management procedures largely to the companies themselves.

The resulting expansion of the finance company sector was a factor in the country's
rapid economic growth in the late 1970' and early 1980's. But the failure to provide
regulatory guidance and oversight also opened the door to incompetent and
sometimes fraudulent operators. As economic growth slowed down in the mic-
1980's, many finance companies encountered difficulties. The Central Bank worked
closely with the finance companies themselves to find solutions for troubled
companies (restructuring, closure, merger, or the takeover of management by other
companies) and provided funds to honor the claims of depositors.

Improving the Performance of Rural Financial Markets

All the work that has been done on rural financial markets in Sri Lanka points to the
overwhelming importance of the informal financial system. The formal financiza!
sector in rural areas lurches along without significant impact on production,
employment and income. The formal sector has succeeded in mobilizing rural
financial resources but has tended to allocate them primarily to urban areas.

Thrift and Credit Cooperative Societies (TCCSs) play a major role in the rural
financial system. TCCSs participated very effectively in the expansion of the
country’'s housing finance system, one of the more progressive elements of the
financial sector.

In an attempt to bridge the gag: between formal and informal institutions in rural
financial markets, the Central Bank has sponsored a number of Regional Rural
Development Banks (RRDBs). The RRDBs are designed to experiment with and
demonstrate innovations in lending practices, in order to spur commercial banks
into greater efforts.  As a result, virtually all of the major banks are exploring and
experimenting with different mechanisms to strengthen linkages between formal and
informal institutions.

In general, much of the work on rural financial markets in Sri Lanka has favored the
supply side of credit (banks and other financial intermediaries).
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1.8  The Policy Triad

The final speaker, Dr. Stanley Fisher, presented an overview of the effect of domestic
policies on the internationalization and integration of individual developing
economies. The main priority today for developing countries is to design and
implement the necessary domestic financial policies that would allow them to take
advantage of changing global possibilities To argue this point, Dr. Fisher
discussed the following three issues: international trade and the Uruguay Round,
increasing integration of global capital markets and the implications of these trends
for individual economies.

International Trade

The politicians and economists who created the post-World War Il economy aimed
- 10 restore the global economy that existed in 1913 which was destroved by two
world wars and the Great Depression. They created a framework for international
integration to stimulate economic growth. They succeeded beyond any sober
expectation. International trade has grown at a faster rate than overall gross
national product has throughout the post-World War |l period. Major national
money, bond and stock markets are now as integrated as they were prior to World
War | when capital controls were uncommon.

There are many examples demonstrating that the trend of increasing international
financial and economic integration will continu? in the last decade of the century:
Eastern Europe and the Soviet Union are, hesitatingly, rejoining the international
economy; European integration proceeds rapidly; and the Uruguay Round could
open up trade in services and perhaps even agriculture and textiles.

On the other hand, fully integrated economies are not guaranteed. U.S. financic'
institutions, for instance, are in distress. The structural transformation of Eastern
Europe and the Soviet Union will be lengthier and more difficult than expected, and
the success of the Uruguay Round negotiations is uncertain.

A potential failure of the Uruguay Round raises concerns that, at least, trade growth
would cease serving as an engine of growth, and, at worst, that trade restrictions
would serve as an engine of destruction.

If the Round fails we can expect increasing non-tariff protection and the further
development of regional trading blocs. However, the development of three major
exclusive trading blocks in the relevant future looks very unlikely. The
complementarities and mutual dependence between East Asia and the United
States are too great in the near term for either Japan or the United States to want to
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reduce their trading links significantly. If a two-bloc world (Europe and the rest of
the werld) is created this would create larger costs for the developing countries that
would have to choose sides, and that might be excluded from one or the other
large market. Some appear ready to turn their backs on the liberal international
economic order just as the developing countries are trying to join it.

International finance is strongly linked to international trade: the integration of the
real sides of the economies is the background against which global financial
integration is taking place. A failure in the Uruguay round could seriously dampen
the current globalization trend in finance.

Current Global Status of International Financial Markets

International financial markets have become more integrated at both the short and
the long ends. At the short end, we live in a global financial market. The
internationalization of financial markets is reflected in the possivility of twenty-four
hour a day trading, and the essentially instantaneous transmission of shocks, such
as the October 1987 stock market crash, among major markets. Speculators,
investors, and financial economists have all gone international. These
advancements in tie international marketplace owes much to the trends in financial
deregulation in the industrialized economies and the lift:ng of capital controls in
Great Britain, Japan, and other European countries.

At the long end of the market, investors in the United States, Europe, and Japan
directly and indirectly (through pension funds) now have larger shares of foreign
securities -- often in the form of mutual fund shares -- in their portfolios than they
did a decade ago. Foreign direct investment and the internationalization of
production are also resuits of the mobility of long term capital.

The International Debt Crisis

The international debt crisis of the past decade, however, has cast a shadow on the
benefits of international financial market integration. Moderation is now in vogue
and it has become clear that while countries and firms can make use of the
international capital markets to increase their growth, such activity should be
tempered by lessons from the past decade. The debt crisis has taught us that
developing countries should:

. Borrow only to finance productive investments. Developing countries
must be careful to borrow only to finance projects which are likely to
generate the resources needed to service the debt.

. Take advantage of risk-sharing forms of foreign investment. Risk-
sharing forms of foreign capital inflow, such as foreign direct
investment and portfolio investment, offer many advantages because
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they loosely relate the interest rate to the growth rate. Innovative
forms of financing, for instance commodity bonds, can also help
share the risk between the borrower and the lender.

. Understand that real interest rates can change rapidly. The sharp
increase in the real rate in the early eighties, which has more or less
been sustained until now, was one of the causes of the debt crisis.
High real interest rates make successful borrowing more difficult
because projects must generate higher income streams and
investment returns than would be required otherwise to be attractive.

. Limit access to foreign bcrrowing.  In Chile and Argentina. the
lenders pressured the government to assume the debt of failing
private borrowers. The rationale for the debt transfer was that a
country’s credit rating would be impaired if it did not stand behind its
domestic firms. In reality, the debt transfer added to a growing debt
burden in Chile and Argentina. The lesson gained from this
experience is that domestic firms should not be given unrestricted
access to foreign borrowing, particularly non-equity financing.

Policy Implications for Developing Countries
What do the lessons learned mean for developing countries? Specificaily, what
domestic financial policies can an individual developing country undertake to assure

integration into world financial markets?

Integration into World Financial Markets

The liberalization of internaticnal capital flows poses potentially difficult problems for
developing countries. The experience of the Southern Cone countries shows some
of the difficulties. In the late 1970s The Southern Cone countries tried to tighten
their money supplies to achieve economic stability, while simultaneously running
large fiscal deficits. The result was currency overvaluation which exacerbated the
effects of the debt crisis in the 1980s. The lesson to be drawn from this experience
is that capital flows should not be liberalized until domestic stabilization has been
achieved.

Despite the generally accepted argument that liberalization of international capital
flows should come late in the adjustment process, some countries, such as
Indonesia, liberalized foreign exchange transactions early and successfully by
tightening fiscal policy to reduce domestic interest rates and thereby discourage
capital inflows. Others, such as Mexico, have not been able to control capital flows,
and have nonetheless adjusted successfully by exercising control over their fiscal
deficits.
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There is a credibility argument for early liberalization: governments that permit the
free flow of capital internationally signal their confidence that their economy will be
well-managed, and subject themselves to the discipline of the market's views of the
ikely course of the current account of the exchange rate. In addition, capital inflows
enable the country to supplement the financing of investment. Nevertheless, a
government that is not yet fully in charge brings unnecessary complications to its
management of the economy by opening the capital account early.

Before liberalizing capital flows, you car get benefits from longer-term inflows,
particularly through portfolio investment and foreign direct investment. Countries do
not need a fully cpen capital account to be able to bring in portfolio investments, to
set up regulations that allow foreign investors to move their portfolios in and out,
and set up arrangements for repatriation of profits. Countries should be focusing
on getting these regulations straight rather than opening the capital accounts
immediately.

Foreign Direct Investment brings with it the added benefits of potential access to
foreign management skills, technology, and markets. Countries that manage their
economies well are likely to be able to attract increasing amounts of foreign capital
in the form of direct investment.

There are also increasing opportunities for developing countries to hold reserves
and borrow (both government and private sector) in innovative commodity-price
related hedging instruments. Countries like Mexico, Venezuela, and Indonesia
depend on one single commodity; their economies get hit by massive shocks when
the price of this commodity moves. Fortunately, today, these risks can be laid off
through the use of commodity-price related hedging tools. The issue is less short-
term hedging, for which purpose countries can and do participate in the
international commodity and futures markets, but is longer-term in nature, using
financial instruments such as bonds. Mexico and Algeria now have oil bonds,
others have cocoa or copper bonds. Chile has a copper stabilizing fund to control
the impact of price fluctuation on the government budget. Venezuela ought to have
a similar device because 90% of the government revenues come from oil.
Ultimately, most of this hedging which has to be done by the governments will be
handled by the capital markets. It doesn't make sense for a country like Chile to try
to handle all the risks itself. The industrialized world can easily take this risk and lay
it off the developing countries; this area will undoubtly be exploited by the capital
markets in the future. These markets are alternatives to the commaodity-price
stabilization schemes that the LDCs have been trying to set up unsuccessiully for a
long time.
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Domestic financial policies

The financial sector has long been the source of the most spectacular examples of
fraud and mismanagement in both industrialized and developing countries.
Because of the crucial roles of deferred payments and therefore of information, and
of economies of scale, this is not an industry where laissez faire works well. There
is a strong need for a careful system of prudential regulation in financial
intermediaries. The focus of the regulations has to be the banking system with the
goal of producing a robust system, even at the cost of some sophistication. The
banking sector, which won't be allowed to fail, should not be allowed to take
financial speculative positions. It should only invest in very safe government
obligations (both national and toreign). The rest of the financial system, which will
not be bailed out, can invest in whatever pleases them.

Stock markets are not an important source of financing in the early stages of
development. Even in industrialized economies, the bulk of financing comes from
retained earnings and from borrowing from banks or other financial institutions.
Thus the development of a stock market need not be a high priority; but there is no
reason to oppose the development of the market, provided that the appropriate
prudential regulations are put in place.

Concluding comments

Eastern Europe and the Soviet Union, Latin America and Africa, and now India too,
are all moving in the direction of a global economic order. Nevertheless, progress is
not inevitable and current events in the areas of international trade and finance may
cause rifts in economic integration. Indeed, the Uruguay Round may finally break
down, the international economy instead of becoming unified may spilit into trading
blocs, and the volume of international trade may begin to fall.

Both Africa and Latin America have to revive growth after a lost decade. If the
open-economy market-oriented strategies that are now so confidently advanced
and adopted do not succeed, countries will turn elsewhere. They will study the East
Asian examples carefully. They will ask why China, which is reforming in some
directions but not others, is doing so well. Fortunately some countries, in particular
Mexico and Chile, are seeing the fruits of greater participation in the international
economy. But we should not exaggerate the impact of these policies on growth.
Chile and Mexico each took several years to turn around in the same way.

We should not be over-optimistic, and we should certainly not over-promise. But
with all due caution, recognizing the progress that has been made by countries that
have participated fully in the international economy, and the collapse of centrally
planned economies, we should be optimistic both about the potential gains from
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global integration of trade and finance, and the likelihood that many will realize
them.
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Chapter 2
PARTICIPANT FEEDBACK
At the end of each day, the workshop participars broke up into groups to discuss

different topics. Listed below by topic are the feedback, commrents, and
recommendations of each group.

2.1 The Global Financial Revolution and its Implications for the Financing of
Development

Participants opened the discussion by declaring that USAID's current goals are the
encouragement of the export businesses with comparative advantage and the
development and pluralization of the local private sector. The group also de' ated
whether A.1.D. should operate at a policy or transactional level. It was agreed that
the middle of the spectrum, with a demonstration effect, would be the most efficient
path. Transactions with demonstration effects would facilitate considerably the
implementation of policies.

With this in mind, the participants have recognized the following specific needs:

. A.1.D should start looking at financial instruments that allow
pluralization and lessen governments' financial burden. It should
encourage the private provision of the infrastructure and social
services and develop opportunities in which the international
investment community can wssist for profit.

. A.l.D. should educate LDCs on risk management techniques. |t
should promote the concept that the correct allocation of risk can
actually optimize returns and reduce risk. That countries are starting
to recognize these benefits is evidenced by the growing markets for
specific risk that are attracting many LDCs.

. There is a need to strip country risk from transactions. A.l.D. should
work to liberalize foreign exchange movements in LDCs so that
entrepreneurs are encouraged to thrive,

. The missions should work at lessening the risk exposure of A.l.D.
itself.
. A.1.D. has to increase coordination with the other international

agencies to increase harmonization. A.l.D.'s intervention should not
conflict with the work of these organization and the global movement
in general.
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2.2 Building and Regulating Financial Markets.

The participants insisted on the need to push for free market reforms: remove direct
control, interest rate control and credit control and continue to support prudential
regulations. This can be accomplished through policy dialogue and technical
assistance. Al.D. should continue to work on the enabling environment: tax reform,
legal reform, etc, mostly through technical assistance.

The participants also underlined the need to focus on market diversification. There
must be an attempt to increase the number of agents and actors in the system. In
addition, to improve the operation of the market, the quality of the institutions must
improve and savings in the market must increase.

In summary, A.1.D. should continue what it is doing through its policy dialogue and

technical assistance: removing market control, supporting prudential regulations,
improving the enabling environment and diversifying the market.

2.3  Privatization

The participants recognized that privatization procedures should be tailored
according to the country, the industry and the size of the enterprise. [n addition,
they emphasized that the enabling environment plays a crucial role in privatization.

Participants came up with a list of recommendations for A.l.D.:

. A.1.D. should continue to be transaction-oriented in privatization. For
example, USAID/Cairo is dealing with transactions as wall as policy.
. A.l.D. needs to establish a mechanism that assists and facilitates

exchanges between countries urnidergoing privatization. The
International Privatization Group at Price Waterhouse <an play a big
role in those country exchanges.

. The missions have to make sure that there is a competitive and open
private sector before they engage completely in the privatization
process. The "privatize the private sector' theme is an important one.

. Foreign assistance requires economies of scale. Small companies
need to be grouped together in order to achieve these economies of
scale. As a consortium, they may be more suitable recipierits of
foreign aid.

. Core investors should be found, when possible, in order to ensure
that privatization is progressing and that the enterprise is efficiently
run.
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2.4 Structured Financing and Securitization

The participants stressed the importance of financial innovations in the development
of LDCs. They recognized that risk-bearing techniques can be a very important
development tool. As an illustration, they described three examples of private sector
risk sharing techniques:

. Coffee Producers in Colombia accumulate retained earnings during
the good years to finance the years when earnings are low. These
retained earnings are transferred to offshore Investment holdings to
avoid local negative interest rates.

. Guatemalar: nontraditional agricultural producers write marketing
contracts that include provision of technical assistance from the
customer. As an example, producers of strawberries reduce risk by
asking buyers to provide technical and monetary assistance in
advance.

. Through commercially sound risk-sharing deals, parastatal
intermediaries share the price risks of farmers in Sri Lanka.

The participants debated whether A.l.D. should be in the risk reduction business.
Should A.l.D. promote individual deals ? Most of the participants had many
question in this area; however, they recognized that there are certain sectors in the
enabling environment that A.l.D. should be in. Some of the activities A.l.D. shouid
be involved in include establishing stability in the macro environment, strengthening
the enabling environment, developing a good legal environment to allow
enforcement of contracts and enforcing transparency and disclosure. Once these
goals have been accomplished, A.l.D. should start the securitization process.

2.5 "Avoiding marginalization as a means of globalization while ensuring
pluralization of the market place."

The participants recognized that there is a need to increase the number and the
variety of institutional investors in the financial system without causing anarchy.

They described future potential A.l.D. interventions:

. A1.D. netds to (@) map institutional actors to identify required actions;
(b) identify the incentives/constraints in the system; (c) evaluate the
existing financial markets and assess the need for technical
assistance; and (d) find out where the power lies.
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. Participants recommended the selection of a set of countries for
analysis. A.L.D. should establish a comparative framework and identify
problems that constrain the development of financial systems.

. A.LD. should avoid anarchy by increasing and promoting supervision,
transparency and regulation. In addition, A.1.D. should strongly
encourage the legal enforcement of these regulations and rules.

Finally, the participants identified possible specific areas where A.l.D. can help.
These include providing long-term financing, increasing availability of risk capital,
increasing risk sharing transfer opportunities, providing export financing, increasing
surveillance, and enforcing regulations.

They also pointed out that A1.D. has to coordinate its efforts with other international
agencies and focus mainly its efforts in areas where it has a comparative
advantage.

2.6 Instrumen's for Risk Management

The participants agireed that financial instruments are very important to the
development of LDCs. Financial innovations must be researched and applied
wherever necessary. Some of the required steps in the successful application of
financiatl instruments are;

. A.l.D. needs to educate its staff on the use of the new financial
innovations so they understand the benefits of these instruments and
are ahle to apply them to their respective markets.

. The missions should undertake an extensive assessment of the
financial system of each country before "jumping into action." Once
the country assessment is done and the country risk is defined, A.l.D.
has to prioritize the needs and act accordingly. It can close the gaps
by delivering the required technical assistance (risk management,
hedging, export finance, etc)

. There should be an internal assessment of A..D. in order to identify
the current weaknesses.
. A.1.D. should establish good working relations with the Federal

Reserve and the Security Exchange Commission and request their
assistance when needed.

. The best way to demonstrate these new instruments is to adopt a
transaction-oriented approach.
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As an application of these financial mechanisms, one participant pointed out that
some LDC corporations need to hedge their export receipts. This can be
accomplished through A.1.D.'s export assistance program.

Another comment was that many developing countries are excluded from world
finance. A good way to assist these countries is to grant them trade finance credit
and/or provide them with offshore/inshore financing mechanisms.

Finally, the group recognized that it is the duty of the missions to find out e needs
of each country in terms of financial mechanisms. Having people in the field is
A.LD.'s comparative advantage. A.l.D., through its missions, knows quite well the
economic condition of each country (unlike other organizations, such as the "Fed"
or SEC).
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Chapter 3

WORKSHOP CONCLUSIONS AND NEXT STEPS

Mr. Warren Weinstein, Associate Assistant Administrator, AFR/MDI, summarized the
main points of the conference:

1) A vigorous, pluralized private sector is impossible without a liberalized, open,
working financial system that has a prudent surveillance mechanism built into the
financial infrastructure.

2) Growth, whether led by the private or public sector, requires an expanding
financial system and local actors who are comfortable with an ever increasing span
of financial system instrumentalities and engineering.

3) A.l.D. has a comparative acvantage due to the nature of its resources (grants for
the most part) and its on-the-spot knowledge and network of contacts.

4) A.LD. can help the private and public sectors to understand and use concepts
and instruments available in the global financial system and identify ways to
enhance domestic financial system infrastructure: legal and enforcement; number,
kind and quality of agents; and sophistication in understanding instruments.

) AlL.D. officers must cvercome risk aversion and concerns about working directly
with the private sector and supporting the private sector.

6) Financial system growth will not be achieved through policy reform alone; it will
require training and, at initial stages, the use of new instruments and perfection of
the legal/enforcement infrastructure for prudent surveillance.

7) In moving ahead, A..D. should pay careful attention to existing international
standards and cooperate closely with other donors and actors, regulatory and
agents, in the global financial market.

8) The financial system has developed ways to involve the global financial market to
address a specific LDC country's risk and capitalization problems, whether this be
based on receivables financing or structures which permit hard currency to be
retained outside the domestic market, or use of options and futures.

9) In the Africa Bureau, A.l.D. has to identify one or two countries where the mission
program is directed at "getting the market place moving" to:
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. Identify the current role and constraints in the financial system.

. Identify the key agents and points of entry for interventions that could
accelerate growth in market activity and expansion in the breadth of
the market. The countries A.L.D. has in mind have export oriented
projects as well as activities aimed at pluralizing the market place
through improvements to the market infrastructure.

. Identify instruments, structures, aspects of financial engineering, and
legal/enforcement requirements that are relevant and engage in test
applications (with both the private and public sectors) to further refine
"financial engineering" to country specific requirements.

Based on results in a few demonstration countries, the Africa Bureau will then
explore using these experiences for their demonstration effect impact in other
African countries.

In conjunction with the African Development Bank and OPIC, the Africa Bureau will
hold a seminar for the top leadership in the Finance Ministry and Central Bank to
educate it about new instruments and concepts in the global financial market. A
second workshop will then be held for the key private sector agents.

10) A.l.D. needs to raise the comfort level in the Africa Bureau in dealing with
financial markets/system. In carrying out this plan of action, the Africa Bureau
should involve the African Development Bark and should work closely with other
donors and with the global market regulatory bodies (e.g., the Basel group and
others like it which may come into existence) as well as relevant U.S. government
agencies.

Mr. Douglas Tinsler said thal what is missing in financial sector development is a
policy dialogue, a discussion at the regional level among the actors themselves.
There is a real opportunity waiting to be captured in this field. Some of the relevant
questions are: How do we get scale? How do we prevent redundancies in terms of
getting work done? How can we mobilize the specific resources? How do we go
about bringing the ideas talked about at this workshop to the field and get some
tangible progress at the end of the day. This is not an easy task to do.

As such, Mr. Tinsler sees a third initiative emerging in Central America which could
be called "Financial Sector Development". This third initiative would complement the
other two initiatives already in place: the Enterprise for the Americas Initiative (EAI)
and the Partnership for Democracy and Development (PDD). This new initiative,
which is a derivative of this conference, will focus on a regional perspective of
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financial sector development ard on the re-integration of Latin America into world
financial markets. A.l.D. has to make sure that it structures this initiative with active
Latin American participation from the beginning. The Group of Three, Mexico,
Venezuela and Colombia, as well as Chile, must participate in these initiatives. The
impact of these countries on the changing of ideas in Central America is more
profound than anything A.l.D. can do by itself. The best role A1.D. can have is to
keep pushing these countries into the limelight. This process is going to be very
costly. It is not a one-time event but rather a continuous process.

In turn, Mr. Ulrich Ernst gave his own recommendations for future directions. He
underlined the need for drafting prudential regulation to increase stability. He also
said asking the right question is critical: how much knowledge should we have? We
don't need to be experts on financial engineering but we should know how to ask
the right questions. He also encouraged an increase in surveillance and
transparency, a reform of the financial sector, and the introduction of risk
management tools and other financial instruments.

Mr. Ernst also questioned whether A.l.D. should package deals. Is that a proper
role? How can A.l.D. participate and leverage its resources? What kind of risk
positions could A.I.D. take as a donor agency? A.l.D. has to stop handling risk as
a guarantor ("if it goes wrong, we pay you" - the standard guaranty price
mechanism). Rather, it has to design mechanisms that share risks, and people can
trade off these risks against certain income. This is an area that needs further
study, at both the top level and the level of individual projects.

In his concluding remarks, Dr. Lessard said that risk is endemic since every
economic activity, whether in developing or advanced economies, represents a bet
on macroeconomic, technological, and management performance and, as a result,
taxpayers, workers, managers and owners will all have exposures to certain key
risks. However, one of the main points learned at this conference is that there are
numerous ways to shift many of these risks.

In order to improve the ability of economic agent in developing countries, and
especially local entrepreneurs, to make these bets, A.1.D.'s first task is to make sure
that the core of the financial system -- including mechanisms for the settlement of
payments, deposit taking, and the provision of short-term commercial and
consumer finance -- works well. Once this is accomplished, it can turn its attention
to financial deepening along the three dimensions illustrated in Exhibit (3): extending
term, increasing risk shifting, and increasing private entrepreneurial involvement.
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Exhibit 3
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. A.LD. needs to insure that short-term financing for local and international
commerce is available at competitive spreads over the cost of funds relative
to worldwide standards. This typically requires an improvement in the basic
commercial banking system, including an increase in competition and a
reduction in the implicit and explicit taxes levied on financial intermediation by

the state.

. Public enterprises must make their payments and collect their fees. The
payment system must work adequately.

. A.1.D. needs to identify areas of the economy where risk transfer is really
required.

. Private sector involvement must be encouraged.

. Entrepreneurs with good ideas but with no money need to be encouraged.

In order to have strong financial systems, A.1.D. must consider v/ays to push out on
these three dimensions simultaneously.

. Dr. Lessard concluded by stating that while the ecoromic problems of LDCs must
be addressed primarily at their core through macroeconomic stabilization,
restructuring and reduction of external obligations, shrinking the role of the state,
and improving the legal infrastructure for finance, certain innovative financing
technigues can move these markets closer to the ideal before these fundamental
changes are complete.

Closing comments

In his closing remarks, Mr. John Mullen, Interim Assistant Administrator for the Private
Enterprise Bureau, pointed out that most developing countries have realized that the
way to economic prosperity is through free markets. Therefore, A.l.D's current task
must gradually change from education to action. The next logical step is essentially
to go ahead and adapt market techniques to the particular country setting, learn
how to harness the financial techniques to developing countries, and most
importantly, to advise wisely on the sequence of reform. Mr. Mullen emphasized
that market economies and political democracy will not work without a rule of law in
place. An underlying financial institutional infrastructure is required for the
successful operation of the financial markets. He also noted that development
problems differ from country to country, but financial sector techniques and legal
systems can be studied and adopted in many countries. A.l.D. should study
financial sectors and carry out country assessments that would point out where the
country's weaknesses are. The agency should also complement its traditional
policy-based activities with support for transactions.
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Mr. Mullen underscored the importance of the demonstration effect. The successful
turnarounds of Mexico and Chile, for example, provide lessons to other countries on
both policy and transactional levels. A.1.D. must identify some demonstration
projects which will serve as an example to all the missions.

Mr. Mullen’s final words to the participants were to go out and act.
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PREFACE

The primary purpose of this guidebook is to provide guidelines and ideas on potential areas to
explore in financial markets development to project officers in the Agency for International
Development. The guidebook also provides a summary of the policy context for financial markets
programming within A.LD., as well as a summary of our experience in f{inancial markets
development to date.

The need for this type of guidebook was first discussed during the Asia, Near East, and Europe
Bureau's private sector officers’ workshops held in Thailand and Jordan in May 1990. Workshop
participants agreed that a comprehensive, step-by-step guidebook was needed if Missions were to
expand their financial markets development programs. This guidebook attempts to address that
need; it also complements a previous Guidebook on Trade and Investment produced by ENE'PSD
in July 1990 and reviewed in draft at the May field workshop. Our intention was 10 develop & "user-
friendly" guidebook that would be of use to project officers in designing, implementing and
evaluating activities in financial markets development. We have tried to keep technical and
bureaucratic jargon to 8 minimum, and where special terminology or acronyms are necessary, they
are explained in the text or defined in the glossary in Annex A.

What this guidebook does not do is prescribe areas for financial markets development. Given the
diversity of political, economic and social conditions in which A.LD. operates, there is no one
approach to financial markets development that is suitable for all countries. Rather, the guidebook
intends to provide some practical programmatic suggestions for project officers. In the process, we
hope to encourage greater sharing of ideas on financial markets strategies within A.LD., between
A.LD. and other donors, and between A.LD. and the private business community.

In this connection, it is also useful to observe up front that this guidehook has been written largely,
but not exclusively, with the organization of the U.S. financial markets in mind. This, however,
should not be meant to imply that the systems currently in use in the U.S. financial markets are the
only models appropriate to all developing country situationss. This is manifestly not the case, and
project officers should be slert to the potential applicability of models used in other advanced
financial markets 10 the local situation. Future editions of this guidebook will provide more
information about financial models used in other countries.

As you read through this guidebook, I urge you to keep in mind the general principles which guide
all of our efforts in designing develop.ment programs. The ENE Bureau's broad programmatic
strategy of "Open Markets - Open Societies" lies at the core of everything we aim for. It expresses
a linkage between the human desire for freedom, and the kind of economic system that most
effectively promotes development. This broad aim has its counterpart in more specific principles
which apply directly to the development of financial markets. The following paraphrase from the
1988 Financial Market Development policy paper bears repeating as the most succinct expression
of these principles:

A.LD. should promote a system of financial markets that is integrated and relatively
undistorted, one that relies heavily on competitive private financial institutions, and
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on policies to facilitate competition. This system should be capable of effectively
mobilizing private savings, allocating that savings to investments yielding maximum
returns, and maximizing the participation of the general populace.

Organization of the Guidebook

The Guidebook is structured in four parts. Part One explores what we mean by "financial markets
development." It includes a discussion of the international evolution of financial markets in order
to provide historical context for A.I.D.'s financial markets programs, as well as a brief summary of
financial markets in the Near East and Asia. The heart of the Guidebook -- Chapter [I1 of Part One
-- examines potential areas for activities in financial markets development. The areas examined
include:

Macroeconomic Policy
Commercial Banking

Expansion of Securities Markets
Quality of Information

Other Financial Institutions
Privatization

Informal Financial Markets

O 0O 0O 0 0o 0 O©O

Part Two of the guidebook examines policies and programs in financial markets development
including those of A.L.D. and other major multilateral donors and U.S. Government agencies. We
begin by looking at the policy framework of financial markets development in the U.S. Government
and A.LD. and then examine the types of interventions A.L.D. Missions have undertaken over the
past decade. A key theme of this part of the guidebook is how A.1.D.'s financial markets’ policy and
programs have evolved over time. Based on our review of A.L.D.'s financial markets activities, we
have identified some of the key trends and directions for future programming. Areas for
collaboration between A.LD. and other institutions are highlighted at the conclusion of this part of

the guidebook.

Part Three of the guidebook explores the "how-to's" of financial markets programming. It describes
how to conduct a financial sector assessment, a critical first step toward defining options for
financial markets programming. This pant also provides some general guidelines for the design of
financial markets programs, as well as guidance on how to evaluate such programs.

Part Four of the guidebook describes resources for financial markets development that may be
useful. It provides an illustrative list of technical assistance and training resources, a calendar of
up-coming events focusing on financial markets, and an annotated bibliography of sources of
information on financial markets development. We hope that this guidebook will be a valuable
resource to project officers in furthering their understanding of financial markets and will stimulate
their interest in obtaining additional information or training.

We welcome your comments on the guidebook. In order to provide Missions with relevant and up-

to-date information, we plan to issue a supplement to this guidebook in the fall of 1991. The
supplement will include the proceedings of the Agency-wide Workshop on "Leading lssues for the

\
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Financing of Development” to be held in August 1991, as well as a compendium of your comments
on the guidebook. Please submit your comments to Gary Vaughan, ENE/DR/PE/FTI, Room 4+H0
NS, U.S. Agency for International Development, Washington, D.C. 20523. In the interim, we hope
that the guidebook is of assistance in your efforts to promote financial markets development.

/%Zé»b‘lﬁ-c/

nce Marston
Senior Business Advisor
Bureau for Europe
and Near East
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Figule o

CLASSIFICATION OF A.LD. INTERVENTIONS

TASKS

A. MACROECONOMIC POLICY
o Conduct study, policy dialogue on tax reform
o Provide training/ta. in budget preparation

o Conduct study, policy dialogue on creation of a secondary
market for government debl instruments

o Conduct study, policy dialogue on simplifying and
liberalizing foreign exchange controls

o Debt Reduction Programs
B. COMMERCIAL BANKING
o Conduct study of effectiveness of bank supervisory system
o Provide trainingA.a. in bank supervision
0 Assist in restructuring weak or insolvent banks
o Conduct banking legislative review and policy dialogue

0 Preparc a feasibility study and business plan for the creation
of a credit information bureau

o Support training in credit and financial analysis

o Conduct study, policy dialogue on developing deposit
insurance agency; assist in establishing one

o Examine market for leasing, act as catalyst in developing
prolotype leasing operation

C. EXPANSION OF SECURITIES MARKETS

o Review securities markets laws and regulations, conduct
policy dialogue

0 Assist in establishing sccurities market regulatory agency

0 Recommend improvements in securities exchange
organizauon
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C. EXPANSION OF SECURITIES MARKETS (CONTINUED)

o Examine market for mutual funds, act as catalyst in X
developing prototype fund

o Sponsor seminars on new financial instruments

o Conduct feasibility for the development of a credit rating X
agency

o Examine climate for venture capital, support the development X
of venture capital operations

o Provide technical assistance in introducing new contractual
savings products

D. QUALTITY OF FINANCIAL INFORMATION

o Provide ta. in developing or improving accounting, auditing X
standards

o Support training programs for accountants and auditors X
and the development of professional associations

E. OTHER FINANCIAL INSTITUTIONS

0 Design programs (0 strengthen the organization and X
management of DFls and credit unions

o Support training programs for DF1 and credit union staff in X
credit analysis, accounting

F. PRIVATIZATION

o Cenduct policy dialogue on legislation necessary to facilitate X
privatization

o Facilitate the design of privatization strategy X
o Conduct financial and operational appraisals of firms X

0 Define alternatives for transferring ownership and aid in X
selection, implementation

0 Assist in establishing capability 1o monitor privatization X
process on ongoing basis




B. A.LD. Financial Sector Interventions

1. Policy Reform

Financial market policy reforms generally seek 1o achieve three objectives: (a) to create a "level
playing field"; (b) to reduce the role of the state and leave economic choices and risks to market
participants; and (c) to strengthen government's ability to formulate and implement sound monetary
and fiscal policy.

In recent year, a growing number of A.L.D. programs have accorded cash transfers to governments
to assist them in the transition period following policy reform The African Economic Policy
Reform Program (AEPRP) was specifically created for this purpose. Under the umbrella of the
AEPRP, a number of country-specific programs have been developed to support economic policy
reforms in Africa. The Costa Rica Cash Transfer Program also developed a cash transfer
program that is tied to financial sector policy reforms. The program helped private banks gain
guaranteed access to a greater proportion of Central Bank funding and encouraged policy changes
that relaxed restriction on deposits. A.LD. cash transfer conditionality also encouraged the reform
of the Central Bank Law that opened a direct rediscount operations window in the Central Bank.
Scveral people interviewed for the evaluation of this project indicated that financial market
liberalization would have been implemented in Costa Rica eventually, but that the A.LD.
conditionality provisions facilitated the process.

Many missions have been able to play a critical role at the policy dialogue table. This often takes
the form of conducting background studies on the types of reforms required; both the Near East
Regional Private Enterprise Support Project and the Macroeconomic Analysis Project in

Ecuador are examples of this type of approach.

Since A.LD. is usually unable to provide the large loans that the World Bank and the regional
development banks often provide, collaborative approaches enable each of the actors in the effort
to concentrate their resources on select polic: ~r technical assistance requirements; A.LD. often best
assists by focusing on a small part of the r ..rm program, aiding with technical assistance while
providing overall financial support.

The Bangladesh Financial Sector Credit Technical Assistance project is an excellent example
of the value of collaborative efforts between A.LD. and other donor institutions in supporting policy
reform. The Bangladesh Government initiated a major financial sector reform program in the late
1980s. The World Bank (International Development Association), USAID,Bangladesh, and the IMF

jointly agreed to support the government’s reform program.

Close collaboration at the design phase and "parallel financing” of various components enabled each
institution to provide assistance to support the govenment's teform efforts. As described in the
Project Identification Document, the World Bank/IDA was to provide $175-200 million over a three
year period as the Government of Bangladesh met specific certain policy targets. USAID
Bangladesh was 1o finance the technical assistance needed to implement the necessary reforms. The
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International Monetary Fund was to provide additional technical assistance to help the Bangiadesh
Bank develop monetary policy and to strengthen supervision of the financial system.

Another exampte of a multi-denor effort is the Economic Policy Reform Program in The
Gambia. In 1987, A.LD. provided The Gambia with a $6 million grant to support a series of
financial and agricultural marketing reforms. The sectoral reforms were designed to encourage
greater private sector involvement in productive activities and discourage the Government from
regulating and controlling activities that could most efficiently be done by the private sector.
Specifically, the Government of Gambiu agreed to: implement appropriate policies regarding term
lending, agricultural credit, and development lending; enforce market-determined interest rates;
prohibit preferential access to credit; and ensure equal allowances for all buyers involved in
agricultural marketing.

2. Commercial Banking

Nondirected credit lines place with commercial banks constitute a large portion of A.LD.'s
interventions in the commercial banking sector. Such interventions are, and will continue to be,
an important part of A.LD. development assistance, providing liquidity and foreign exchange
reserves. At a time when the indebtedness of developing countries continues to grow, such programs
are a necessary part of international assistance. The size of such programs, however, will clearly
not be sufficient to stem the problem of international capital flows from developing countries.

In order 10 assist developing countries to better mobilize their own resources, A.L.D. has increasingly
focused on developing financial skills in the commercial banking sector. USAID/Costa Rica's
Training for Private Sector Development was designed to provide training for officials form
private banks, as well as officials form the Costa Rican Central Bank, including professionals within
the Banking Audit Authority. Financial offices will receive financial systems trai=ag in the U.S.
and in-country. Similarly, USAID Ecuador’s Financial Sector Training provided a grant to the
"Instituto de Practicas Bancarias y Financieras" to strengthen its training programs for financial
personnel from the private and public sectors.

Selected missions have worked toward promoting a more active role for the private sector in
banking, while strengthening the ability of the public sector to set appropriate policies and
regulations. For example, under the African Economic Policy Reform Program Grant, A.LD.
initiated % program 1o assist the Government of Senegal strengthen private sector banking. The five
tranches of this $§32 million sector grant are conditional upon the Government of Senegal meeting

the following goals:

o reduce state ownership to less than 25% of any bank;
o improve bank management and credit allocation by allowing managers to make personnel
and lending decisions without government interference;
0 reorganize, consolidate, and/or close illiquid or in solvent banks;
o establish targets and timetables for recoveries of bad debt;
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o reduce taxation on savings; and
0 increase the {requency of inspections and improve banking supervision.

As a complement to the program described above, USAID/Senegal mission designed the Banking
Sector Reform Program The aim of this prograri was lo provide the necessary technical
assistance 1o reform the Senegalese banking sector. More specifically, the project is designed to
fund assistance in areas such as accelerated recovery of bad debt, improved bank management, and
bank privatization.

A somewhat unique intervention in the commercial banking sector is USAID/Bolivia's project,
Strengthening Financial Markete. This is a 86 million projeci io establish a Bolivian Deposit
Insurance Fund. The Fund will be created as an independent public corporation to insure deposits
in commercial banks; in cooperation with the Superintendency of Banks, (which is being established
under a World Bank project), it will also intervene to prevent the failure of weak intermediate credit
Institutions.

3. Expansion of Securities Markets

Improving access to funds through the provision of debt and equity instruments is an important part
of A.LD.'s financial markets development strategy. However, se. urities markets development is a
new field for A.LD.; as noted previously, 16 of 22 interventions in this area have occurred since
1986. The growing need to mobilize domestic capital and to deepen financial markets have resulted
in increased interest in the development of securities markets.

In the forefront of developing programs to stimulate securities markets is USAID/Indonesia. The
mission’s 89 million Financial Markets Development Project was developed in response to the
impediments lack of finance place on the growth of the Indonesian private sector. There was an
extremely limited number of securities traded in the money and capital markets in Indonesia and
virtually no active secondary markets. Most companies were highly leveraged due 1o the need 1o
rely exclusively on short-term debt financing, and small firms were virtually unable 1o obtain

finance.

The purpose of the Financial Markets Development Project is to incresse the number of financial
instruments available to investors -- including debt and equity securities and commodity contracts -
- as well as the volume of trading in these instruments. The project s providing policy-based
assistance to improve the environment for financial markets, and technical assistance/training to
strengthen those institutions involved in financial markets development. Three resident advisors
focus on capital markets development, specifically regulation of the markets, development of the
trading/underwriting industry, and privatization of the stock exchange. A fourth long-term consultant
focuses on money market development as a means of improving the Indonesian government's ability
lo execute monetary policy. In sum, the Financial Markets Project is clearly a departure form
traditional A.LD. interventions in that it aims to create new financing instruments for mobilizing
capital, rather than relying on external sources of capital.



3D has also been active with pilot programs for venture capital in Thailand and several Airican
countries. Venture capital funds usually provide funds to growth companies through purchase of
equity in sufficient quantity to participale in the company's manag-ment for a period of time. This
type of direct investment in company equily can initially by-pass stock markets through privaie
placements and secondary markets. It may be a useful technique for addressing capital needs in
countries with a less developed institutional base.

4. Financial Information

According to the CDIE date base, A.L.D. has financed very few interventions to improve the quality
of financial information. All three financial information interventions occurred before 1986.

An example of a project which has focused on improving the quality of financial information is the
Egyptian Buriness Support and Investment Project. This 89.1 million project linked activities
to stimulate investment in long-term securities with strengthening the standards for accounting,
auditing and financial reporting. The project provided assistance to the Syndicate of Commerce
Professionals which would enable it to establish a financially self-sustaining accounting and auditing
association. The aim of the association was to provide professional training, certify sccountants and
auditors, and develop professional standards for the accounting industry. The project also provided
long and short-term overseas training for the professional stall of the Syndicate and private sectar
professionals. The Mission is currently providing support to the Syndicate through an umbrella
private sector project.

S. Other Financial Institutions

Intermediary financial institutions are a prominent, albeit somewhat less than successful figure in
the panoply of financial sector institutions serving developing countries. Some of these banks,
namely development financial institutions (Dlls), have as their primary objective to promote
economic growth and development through targeted lending, often on subsidized terms. In many
cases, these institutions have been a privileged conduit for loans to state-owned enterprises, loans
which have often never been repaid. A.LD.’s Center for Development Information recently
conducted an evaluation of development financial institutions. The evaluation found that DFls have
had limited success in reaching their target beneficiaries, few have achieved financial sell-
sufficiency, and that in general, DFT's have not been effective in contributing to financial markets
development. Historically, A.LD. has supported the creation and strengthening of development
banks and cther state-owned financial institutions. More recently, however, its attention has focused
on promoting a larger role for the private sector in banking and finance and curiailing that of the

public sector.

Traditionally, A.LD. has also provided support for credit unions and cooperatives. A large number
of projects have been undertaken in this area, particularly in Africa and Latin America. USAID/
Malawi, for example, has worked closely with both the Malawi Union of Saving and Credit
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Cooperatives (MUSCCO) and INDEFUND, & development finance institute. With USAID suppon,
MUSCCO provided savings and credit services to 79 Malawian villages, most of which had no other

formal credit sources.

The Costa Rica Credit Union Strengthening Project funded by USAID was designed to
strengthen the capacity of the Costa Rica National Federation of Savings and Loan Cooperatives
(FEDERCREDITO) to serve rural cooperatives and to initiate efforts toward self-sufficiency. Project
components include: (1) production loans to cooperatives to finance activities in rural a,eas; 2)
a rotating fund to help rural cooperatives upgrade their administrative and financial procedures; and
(3) the establishment of a reserve fund as the basis for a cooperative mutual assistance program.

o. Privatization

Privatization represents a relatively new focus for the Agency. A.LD. has encouraged a process of
privatization for several reasons: (1) and influx of capital is often required to restructure state-
owned firms; (2) private management is thought to be more efficient; (3) private risk is an insurance
for the commonweal against poor economic decision making on the part of individuals. Moreover,
the privatization process has important financial sector implications; it can promote capilal
mobilization, spread the ownership of assets among a broader segment of the population, and
contribute to the development of a securities market.

USAID’s Private Sector Policy Support Project in Sri Lanka is illustrative of missions’ efforts
to integrate capital markets development with privatization. The project’s design includes four
components; one supports privatization by providing assistance to the Sri Lankan Presidential
Commission on Privatization, while another provides assistance for capital markets development via
the Securities Council and the Columbo Securities Exchange. While these are separate and distinct
components of the project, many of project’s activities serve to promote both capital markets
development and privatization. For example, the project planned to fund the design of a public
education/publicity campaign to stimulate public interest in purchasing shares of privatized firms.
This activity would serve to strengthen the Securities Exchange, mobilize resources for the
privatization effort, and generate ! .cader interest among investors in newly privatized firms.

USAID/Tunisia also closely tied its privatization program to the development of financial markets.
Although the mission's top priority was privatization, interventions to promote financial markets
development were perceived as an essential corollary to privatization, and hence were identified as
the Mission's second priority for its Private Sector Development and Technology Transfer

Project.

Through a buy-in 1o the Center for Privatization, a centraily-funded project in the Bureau for Asia
and Private Enterprise, the Mission provided a long-term advisor 1o assist the Office of the Prime
Minister in Tunisia. The aim was to provide confidential advice to promote changes in the legal,
regulatory, and institutional environment aflecting privatization. The project provided assistance in
privatization planning, financial analysis, company valuation, the marketing of public enterprises,
and the finsncing arrangement involved in privatization. Long and short-term technical expertise
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was also provided the stuck exchange to activate securities trading.

USAID Tunisia's experience in private sector development bears important lessons, particularly for
missions with limited resources. It focused its resources on a limited number of areas in which the
government and the private sector had a keen interest and a serious commitment. Moreover, the
missions targeted private sector activities that would be mutually reinforcing -- such as privatization
and financial markets -- to ensure maximum impact with limited resources.

.4

7. Microenterprise Development

Microenterprise interventions have been and will continue to be an important element of A.LD.'s
development programs and projects. Many microenterprise related interventions have a strong
financial sector component, in addition to providing technical services and training. Indeed, in
1990, half of total funding obligated to microenterprise programs war heavily oriented toward credit;
most of the remainder was evenly divided between training and technical assistance to
microentrepreneurs.  Increased emphasis on credit has been a trend since 1988; hence,
microenterprise programs are clearly important to examine in the context of reviewing A.l.D.'s
experience in the financial sector.

The types of microenterprise programs supported by A.LD. vary widely by region. As noted in the
most recent report to Congress on the Agercy's microenterprise activities, A.l.D.'s support to
microenterprise has ali.nys been strong in Latin America and the ’r:iobean, and it has tended to
focus primarily on credit. Most Latin American countries have developed institutions that are able
to deliver credit; now, the major challenge is to build institutions that can expand by attracting
commercial sources of funding and mobilizing savings. The Inter-American Development Bank is
planning loan projects that are less concessional than many intermediary institutions have used in
the past; A.LD.’s strength is to provide technical assistance and institutional support to help

institutions use the loan effectively.

Nearly every major A.LD. mission in Africa carries out some microenterprise activity. However,
financial sector interventions play a less critical role in the context of Af-ica because few institutions
have the capacity to issue large number of loans. While several successful credit program has been
initiated with A.LD. funding in recent years, a much higher percentage of A.LD. funds goes 1o
training, technical assistance an institutional support in Africa.

Microenterprise program are also important in selected countries of the Asia and Near Eest region,
in particular, Egypt, Indonesia, Bangladesh, Sri Lanka and the Fhilippines. The mission in
Indonesia has been very successful ir helping to build financial systems capable of lending to the
smallest enterprises. Its Financial Institutions Development Project (FID) is particularly noteworthy
because of its focus on mobilizing domestic resources as a means toward expanding the availability
of credit for small borrowers.

The project was designed on the basis of several key premises. First, market interest rates must
prevail for a credit program to be sustainable. Secondly, general credit programs are more market-
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oriented and thus more sustainable than targeted credit. Thirdly, savings is the Qip-side of
investment, and & necessary companion to credit programs; and lastly, technical assistance and
training are at least as important as system capitalization for creating & rural banking system.

Phase I of the FID project (822 million) was initiated in 1984 and is providing assistance to help
rural banking systems become self-sustairing operations based on commercial banking principles.
The project has strengthened operational and accounting procedures, improved auditing , inspection,
and supervision; developed a reliable management informaticn system; and established an efficient
saving system. The fact that savings now represent 90% of the value of the loan portfolio is an
important indicator of the progress toward self-sustainability.

The second phase of the project (816 million) has used a similar model of assistance 1o assist the
nation-wide Bank Rakyat Indonesia establish a network of village-level credit and savings outlets
which are now self-sustaining and profitable. The result is the development of one of the lew
financial systems in the developing world that is capable of reaching even the very poor.

One of the many important lessons of the Indonesia FID project is that subsidized credit programs
often destroy the incentive for mobilizing capital in an economy; indeed, moving to a system based
on market-rate lending appears to have been the key toward giving rural banks a real incentive to
mobilize their own lending capital. While market rated of interest appear high, loan repayment has
not been a problem in either phase of the FID Project. Access to credit appears tc he far more
important than its price and has been the key ingredient for expanding microenterprise finance in
rural areas.

8. Directed Credit

Directed credit is the classification representing the largest share of interventions, indeed 28 percent
of all interventions over the past decade. There was significant fall in the number of directed credit
interventions after 1986, a trend which is indicative of the Agency's reorientation toward
comprehensive financial markets approaches in the mid to late 1980s.

A.LD.’s financial markets policy explicitly discourages excessive reliance on directed credit. As
stated in the policy document, over-reliance on directed credit often results in severe misallocations
of scarce investment resources that undermine the strength and viability of financial institutions end
retard the growth of financial assets. This is in part because directed credit programs have often
involved high subsidies, which are clearly unsustainable over the Jong-term.

The Agency's focus on creating efficient and sustainable financial systems suggests new approaches
toward the development of credit mechanisms -- mechanisms that are based on market rates of
interest that allocate credit to its most productive use. Some forms of directed credit continue to
be employed in order to encourage financial institutions to reach the unmet needs of selected target
groups, such as small and microenterprises. However, the terms on which these programs are being
developed are clearly different and emphasize the developm=nt of financially-sustainable credit

mechanisms.
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In addition, recent research c¢n the informal sector has
pointed to chis sector’s continued lack of access to formal
sources cf credit, including loans from DFIs. In fact, donors
are increasingly acknowledging the inability oZf DFIs to reach the
infcrmal sector and marginal farmers, and are instead giving
priority to developing alternative programs for reaching these
target beneficiaries.

Many donors have operated under the assumption that DFIs will
berome sustainable financial intermediaries; however, a review of
a wide spectrum of donor evaluation reports reveals that poor
financial performance is typical of most donor-supported DI'Is.
Many DFIs suffer from high levels of arrears on their loan port-
folios, and some even have difficulty covering their operating
expenses and :re dependent on government and donor resources for
their sustainability.

A serious constraint to achieving sustainability has been the
inability of DFIs to mobilize domestic savings and to operate as
full-fledged financial institutions. As a result, DFIs have not
been able to diversify risk or compete effectively with commer-
cial banks and other sources of long-term credit operating in
developing countries. Furthermore, the cost associated with
providing a wide range of services aimed at reaching development
objectives has added to the financial burden of these institu-
tions. This leads to the question, When does financial self-
sufficiency become the overriding objective to the exclusion of
development aims? Arnother major constraint to sustainability of
DFIs is the limited management capacity of the institutions,
which has hindered their ability to compete in the increasingly
complex economic environment.

Finally, DFIs have not been able to contribute effectively to
strengthening financial markets in developing countries. First,
the assumption of donors that DFIs would have a virtual monopoly
over long-term finance has proven false in face of increasing
cempetition from commercial banks, leasing companies, and other
sources of long-term credit. Second, financial policy in many
developing countries controls interest rates and credit alloca-
tions, limits short-term lending and commercial paper operations,
restricts competition among financial intermediaries, and con-
strains financial diversification. Such policy measures have
placed severe limits on the ability of DFIs to offer new finan-
cial services, raise substantial local resources, and help devel-
op local capital markets. Given the increased competition,
diversification of financial services is an important option for
DFIs in many countries. However, with regard to developing



financial markets, financial policy refcrm may be more c=-
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than reliance on DFIs.

In summary several lessonc emerged from the review of doncr
evaluation reports cf DFI programs:

1.

Donors have operated at Cross puUrposes in supporting
DFTs. The result has been confusion among subborrowers
and inefficient use of loan funds. T increase
efficiency of existing and future sources of long-ternd
'redit, donors may need to adopt more coordinated re-
sponses to promoting DFIs.

DFIs have had limited success in reaching targat penefi-
ciaries. To expand supply of long-term credit to these
peneficiaries, donors need to assist DFIs in lowsring
the administrative cost of the loans, encourage DFIs tO
charge real positive intevest rates, rely more on estart-
lished financial institutions with extensive branch
networks, and direct DFIs toward credic and financial
market development to ensure more efficient use of
available credit.

Few DFIs have achieved sustainability. The most suc-
cessful tend to be Iinancial institutiors capable of
mobilizing domestic savings and oftaering a variety cI
services and a strong management capacity. Donors may
need to reassess their goals for DFIs: Should DFIs be
self-sustaining institutions to the exclusion of scme ¢
+neir development goals or should they pursue develop-
ment objectives, even if this requires continuing sub-
sidy to DFIs?

-

DFIs have not lieen particularly effective in contribut-
ing to financial market development; instead policy
reform appears to be the critical factor in the develop-
ment of such markets. In this context, increased com-
petition among DFIs and diversificztion of financial
services are important for promoting capital markets in
developing countries.
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Excerpt from:

World Development Report 198¢

Finandal Systems and Development
World Development Indicators

Source: The following excerpt is the Chupter One taken from the World Bank's "World
Development Report 1989" rublished in June 1989 by the Oxford University

Press. Copies of the entire booklet were distributed to all participants at the
August 1981 workshop. A reference copy should be obtainable fram the Program
Economist at each U.S.A.1.D. mission.
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The experiences of the 1980s have led many devel-
oping countries to reconsider their approach to de-
velopment. Although countries differ in the scale
of government intervention and in the extent to
which they have already stabilized and restruc-
tured their economics, most have decided to rely
more upon the tavate sector and market signals to
disect the zilocation of resources. To obtan all the
benefits of greater reliance on voluntary, market-
based deaisionmaking, they need efficicnt financial
svstems.

A financial system provides services that are es-
seatial in 2 modern economy. The use of a stable,
widely accepted medium of exchange reduces the
cost:: of transactions. It facilitates trade and, there-
fore, specialization in production. Financial assets
with attrzctive yield, liquidity, and risk charactens-
tics encourage saving in finandal form. By evaluat-
ing alternative investments and monitoring the ac-
tivities of borrowers, financial intermediaries
increase the efficiency of resource use. Access to a
variety of finandal instruments enables economic
agents to pool, price, and exchange risk. Trade, the
effident use of rescurces, saving, and risk taking
ar2 the cornerstones of a growing economy.

In the past, governments’ efforts to promote eco-
nomic development by controlling interes: rates,
directing credit to priority scctors, and secuning
inexpensive funding for their own activitiez have
undermined financial development. In recent

Financial systems and development:

vears finaycial systems came under further stress
when, as a result of the economic shocks of the
1980s, many borrowers were unable to service
their loans. In more than twenty-five developing
countries, governunents have been forced to ass:st
troubled intermediaries. The restructuning of insol-
vent intermediaries pr~vides governments with an
opportudty to rethink and reshape thewr financial
systems.

Conditions that support the development of a
more robust and balanced financial structure will
improve the ability of domestic financial systems
to contribute to growtl.. By restonng macroeco-
nomic stability, building better legal, accounting,
and regulatory systems, specifying rules for fuller
disclosure of information, and levying taxes that
do not fall excessively on finance, goverruments
can lay the foundations for smoothly functiorung
financial systems. This Report reviews the fessons
of experience in both high-income and developing
countries and tries to identify the measures that
will enable domestic financial systems to provide
the services needed in the 1990s.

The economic background

In 1988 conditions were generally favorable for
economic growth in the developing countnes
High-incotne countries enjoved steady growth
with low inflaticn for the sixth consecutive vear



and grew even taster in 1988 than in 1987 [nterest
and exchange rates were l2ss volatile than dunng
earlier phases of the recoverv from the worldwide
re ession of 1982, and pnices ot the principal com-
modities exported by developing countries rose bv
an average of 20 percent.

Some developirg countnes have taken advan-
tage of the favorable world environment. Most
countnes in Asia did well; in several the gross na-
nonal product (GNTP) crew at an estimated annual
rate or 10 percent. Some countries. however. con-
tinued to suffer from musdirected doinestic poli-
aes, excessive indebtedness, and the econom:c
shocks of the 1980s. The growth rates of many Af-
ncar. nations remained near zero. The heavdy in-
debted economuies also continued to stagnate. The
governments of creditor countries agreed at the
Toronto summut to grant debt relief to the poorast
and most heaviv incebted countries, such as the
countries of Sub-Sahararn Africa, and earlv in 1989
took the first official steps to sanction debt relief for
the middle-income countries. But despite a rise in
the disbursement of funds to the highly indebted
countries tn 1988, net transfers to these countnes
continued to be negative.

Future growth in the developing countries will
depend in part on the policies of high-income
countries. Bv ensuring the success of the Uruguay
Round of trade negotiations, the high-income
countries can create a favorable environment for
the exports of developing countries. Tighter fiscal
but easier monetary policy in high-income coun-
tries would bring international interest rates
down, which would ease the burden of debt. This
would benefit deveioping and high-income coun-
tries alike. But far more important will be the poli-
cies pursued b:v the developing countries them-
selves. They can improve their growth prospects
by continuing to seek fiscal balance and trade re-
forms. The decline in foreign capital flows has
placed a premium on policies that encourage do-
mestic saving and investment and direct the flow
of resources to profitable activities—in other
words, on policies that will improve the perfor-
mance of domestic financial sysiems.

Origins of financial distr:3s

When the developing countries set out io modern-
ize their econormues in the 1950s and 1960s, their
financial systems comprised mainly foreign-
ownzd commercial banks. These provided short-
term commercial and trade credit. Governments
decided to remodel their financial systems to en-
sure that resources were allocated in accordance

2

with therr development strategies Toward this
end, thev created new nnancial tnstitutions o pro-
vide funding at low interest rates tc the sectors
that were to be at the roretront ot indusimal devei-
opment, cr they directed existing tnstitutions to do
so. The governments themselves borrowed heavi-
Iv. both from the domestic financial svstem and
from abroad, to finance budget deficits and the
needs of state-owned enterpnises. In manv coun-
trites banks were also directed to open rural
branches in order to mobulize deposits 11d provide
credit to widelv dispersed smallholders.

During the 1960s this development strateg
seemed to be working' manv developing countries
grew rapidlv. But economuc pertormance dunng
the 1970s was more mixed. Despite tavorable
terms of trade and an ample supply of cheap tor-
eign financing, growth in some countries began tc
slow. Except in Asia, only a few developing coun-
mes have grown rapidlv in the 1980s.

The interventiunist approach was much less suc-
cessful in promoting financial development LU nder
government pressure, banks did lend to state en-
terprises and priority sectors at below-markct in-
terest rates, but spreads were often too smail to
cover the panks’ costs. Many of the directed loans
were not repaid. Interest rate controls discouraged
savers from holding domestic financial assets and
discouraged institutions from lending longer term
or to riskier borrowers. In some countries. public
borrowing from commercial banks displaced lend-
ing to the pnivate sector: in others, public borrow -
ing financed by money creation led to rapid intla-
tion. Many countries developed a market for
short-term debt, but only a fow have more than a
rudimentary system for long-term finance. In sum,
the financial systems of all but a few developing
countries remair. small and undeveloped.

In recent years the inability or unwillingness of
borrowers to repay their loans has become a sen-
ous problem. Its roots lie in the shocks of the early
1980s and in the industrial and financial policies
pursued over the past thirty vears. Many countnes
depended on commodity exports and foreign bor-
rowing to pav for the imported inputs essential to
their industnalization programs. For the highly in-
debted countries in particular. foreign borrowing
became expensive as interest rates rosz in the late
1970s; it became virtually inpossible as foreign
comraercial banks ceased voluntary lending arter
1982. Deteriorating terms of trade and interna-
tional reces;ion in the early 1980s further reduced
countries’ ability to pay for imports. Many coun-
tries were forced to reduce their trade deficits. To
promote exports, they devalued their currencies

7


http:distrr.3s

and lowered theur tanffs and other-rrade barmers.
Fums In developing countries theretqre had torace
abrupt changes in relative prices. orten'alongs:de
recession at home. Many became unprottable and
thus were unable to service the:r loans.

Instead of foreclosing on bad debts, manv bank-
ers chose to accrue unpaid interest and roll over
unpaid loans In some cases tl 1s was because the
borrowers were linked to the banks through own-
ership. in others because taking provisions tor loan
losses would have made the banks insolvent. Col-
lateral was often wnadequate, and foreclosure pro-
cedures were slow and biased in favor of debtors.
So 1n many countnes it was not thought feasible to
start bankruptcy proceedings. The practice of roll-
ing over unpaid loans and making new loans to
cover unpaid interest has undermined the adjust-
ment process: instead of financing new ventures
made profitable by changed relative prnices, much
new lending has gone to prop up firms that are no
longer viable.

Financial institutions in many developing coun-
tnes have suffered large losses: manv are insol-
vent, and some have actually failed. Bank insol-
vency is nothing new, but the scale of the
problem—the number of insolvent institutions, the
size of their losses, and the number of countnes
affected—is without precedent. Although more
than twenty-five developing countries took action
dunng the 1980s to restructure financial institu-
tions, many of them deait with only the largest or
most seriously affected ones; others remain se-
verely impaired. Restructunng banks is politically
difficult, particularly when the banks are public or
the principal defaulters are public enterprises, but
expenence shows that delay is costlv and that
losses mount with time.

Reform needs to go bevond recapitalizing insol-
vent banks. It must address the underlying causes
of bank insolvency as well. Governments can
strive to provide macroeconomic stability, which
generally means reducing their spending. Thev
can also undertake the structural adjustments that
will lead to a more productive use of resources.
Restructuning or closing insolvent firms must be
part of this process; otherwise the recapitalized in-
termediaries that continue to lend to them will
once again become insolvent.

Prerequisites for financial development

Countries with stable economies and fairly well-
developed and competitive financial markets
would benefit from giving market forces more in-
fluence over interest rates. Where these conditions

are not sansned. governments mav choose 1o con-
trol interest rates. but uniess that conrroi is flevinje
enough to take account ot wnflation and marker
pressures. 1t will impede nnancial development
Proper alignment of interest rates is particulari,
important for economues that have open capial
markets.

In the past. governments have allocated credit
extensively. In a world ot rapidlv changing relanve
pnices. complex economuc structures, and increas-
ingly sophisticated financial markets. the nsk ot
musmanaging such controls has increased Many
countnes could allocate resources better bv reduc-
ing the number of durected ciedit programs. the
proportion of totai credit affected. and the degree
of interest rate subsidization. Governments that
continue to direct credit should specuy priorties
narrowly. An emphasis on credit avadabuity s
preferable to interest rate subsidies, which under-
runie the financial process.

Liberating financial institutions trom interest rate
or credit controls cannot, bv itself, ensure that n-
rancial systems wiil develop as intended. The le-
gal and accounting systems of most developing
countnes cannot adequately support modern n-
nancial processes. Legal systemrs are otten out-
dated, and laws concerrung collateral and toreclo-
sure are poorly enforced. Because collecting debts
can be difficuit, and because borrowers are hard to
monutor and control, lenders have been unwuling
to enter into certain tvpes of financial contract |t
governments overcome such reluctance by durect-
ing banks to make loans that the banks consider
too nisky, losses can resuit. Governments can in-
crease the supply of long-term loans and other
types of financing by reducing the risks to
ienders—for instance, by requinng fuller disclo-
sure of financial information and defirung and en-
forcing the lenders’ nghts. To ensure the stabilitv
of the financial system and discourage lenders
from fraud, 1t is equally wnportant for govern-
ments to supervise financial markets and tnstitu-
tions. In the past, supervisors have spent too
much time checking banks’ compliance with direc-
tives on credit allocation and too little ime inspect-
ing the quality of their loans and the adequacy ot
their capital.

Institutions and markets

Commercial banks are likelv to remain the dom-
nant institutions for some time. Banks can be made
more efficient by improving their management
svstems and increasing the competition thev face.
Better management requires new lending policies,
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better loan recoverv procedures, more sophin-
cated information svstems, and better-trained
staff. The entrv of new banks, domesnc or toreign.
can sttmulate competition.

Countnies also need to develop other finanaial
nstitutions, whose services compete with and
complement tnose of commercial banks. Nonbank
fAnancial intermedianes. such as development fi-
nance INStItUtlons, insurance comparues, and pen-
sion tunds, are potenually umportant sources of
long-term finance. Most of the existing develop-
ment banks are insolvent, however. Where they
are to be restructured, rather than closed or
merged with commercial banks, thought must be
given to their future roie and viability. Any diversi-
fication should build on the expenence of thewr
staffs and on their existing client relationships. As
more of the populaton becomes able to and de-
sires to make provision for retirement, contracrual
savings mstitutions will grow in size. Permutting
pension funds and insurance companies to nvest
In financial instruments other than low-interest
government bonds can greatly increase the supply
of long-term finance to the private sector.

Manv developing countries have benefited from
the creation of money and capital rnarkets. Money
markets can provide competition for banks. a flexi-
ble means for managing Liquidity, a benchmark for
market-based interest rates, and an instrument of
monetarv policy. Capital markets can be a source
of long-term finance—both debt and equity—and
can help to foster sounder corporate capital
structures.

Most developing countries have a long-
estabiished informal financial sector that provides
services to the noncorporate sector—households,
small farmers, and small businesses. Although
family and friends are usually the most important
source of credit, pawnbrokers provide a substan-
tal amount of credit to those with marketable col-
lateral, and monevlenders to those without. Mer-
chants provide finarcing to their customers, and
purchasing agents advance funds to their suppli-
ers. Rotating savings and credit associations are
ubiquitous in the developing world.

Financial institutions have often been weakened
by being forced to channel credit to small-scale
borrowers. Because such borrovsers do not mamn-
tain financial accounts, formai lenders find it diffi-
cult to predict who is likely to repay. Morecver, if
the borrower is in a group favored by government,
formal intermediaries may find it difficult to col-
lect. The informal sector, in contrast, has been able
to serve such borrowers. Informal lending has se-

vere drawbacks, however. The scale ot iending :s
small. the range of services is iumuted. marxets are
fragmented. and interest rates are sometimes usu-
nous. Nevertheless, these instutunons help clients
that tormal msututions often find too costly or
nsky to serve. Some ccuntmes have recognized
this and have established programs to lnk infor-
mal markets more closeiv with formal markets.
The most successtul formal programs for the non-
corporate sector utilize rather than suppress indig-
enous svstems, take ceposits as well as lend. and
levv charges that cover costs.

As the developing countnes move toward more
sophusticated financial systems. thev can draw on
the expenence of th2 high-income countnes in the
design of instruments and institutions. Some of
the lessons are cautionarv. One lesson is that com-
petitive financial markeis. although efficient at mo-
bilizing and allocating funds and managing nsk.
can still make mustakes—witness the excessive
lending to developing countres that took place in
the 1970s and the current savings and loan ¢nsis in
the United States. Another is that market-based
financial svstems can be unstable and susceptibie
to fraud. This underlines the importance of ade-
quate regulation and supervision. 3ecause finance
evolves rapidly. regulators must continually stnve
for the right balance beiween stmulating competi-
tion and growth and hrruting fraud and instabuity.

The path to reform

Many developing countries have taken steps to-
ward financial liberalization during the past de-
cade. In perhaps a dozen countnes, interest rates
have been fully liberalized; in many more. interest
rates are managed more flexibly than before. Many
countries hawve curtailed their directed credit pro-
grams. although few have eliminated them en-
tirely. Competition among financial institutions
has been promoted by openung the domestic mar-
ket to foreign banks cnd by authorizing charters
for new banks and nonbank financial intermedi-
aries. Several centrally planned economies aum to
stumulate competition by extensively restructunng
their banking systems.

In o few countnes financial liberalization has
been quite comprehensive. Argentina. Chile. and
Uruguay, for example, carried out extensive re-
forms in the mid-1970s, including the elimunation
of directed cradit programs, interest rate controls,
and exchange controls. Several Asian countnes
have also moved toward deregulation, but the re-
forms were mtroduced more gradually and were



less comprehenswe... 'F'manma.l liberalization has
sometimes proved difficult. }n the Soutr'\em Cone
coumnes_mgentma.-Chlle. and L'ruguay—_
:beralization ended in disarray- the government of
Argentind had to reimpose controls, and all three

overnments had to deal with widespread bank
radures. Turkev's government had to restore inter-
est rate controls when real rates rose too high. But
.n Asia. where macroeconomuc conditions were
more stable and retorms were implemerted more
gradually. there has been no need to reintroduce
:—onnols,

Experience Suggests that financial liberalization
needs to be undertaken alongside macroeconomic
rerorm. Countrnies that attempted financial liberali-
zation before undertaking other reforms suffered
destabilizing capital flows, high interest rates, and
corporate distress. Although certain measures
should be taken at an early stage, such as the align-
ment of interest rates with market forces, overall
liberalization cannot succeed unless it is accompa-
nied by the restructunng of insolvent banks and
firms and by adequate regulation and supervision.
Domestic financial markets need to be competitive
‘o ensure that intermediaries are efficiently run.
And to avoid the destabilizing capital flows that
proved so difficult to manage in several countries
attempting deregulation, care must be taken in
operung the capital account.

The change 1n many ccuntnies’ approach to de-
velopment implies important changes in their fi-
nancial sectors. Countries that wish to rely more
upon pnivate decisionmaking need financial svs-
tems that operate on a more consensual basis. For
that, confidence is needed—confidence that the
value of financial contracts will not be eroded by
inflatton and that contracts will be honored. Get-
ting the prices—interest rates—nght is important
for nnancial development, but this must be com-
plemented by other policies as well. Cour.tnies also
need to create appropriate financial institutions,
develop better systems of prudential regulation
and supervision, improve the flow of financial in-
form-tion, develop human skills for managing
complex financial operations, and promote good
financial habits. None of these changes will be eas-
dv or quickly accomplished.

Jutline of the Report

“hapter 1 describes the global macroeconomic en-
wonment that has confronted developing coun-

tnes in recent vears and discusses two scenanos
for prospects to the end of the centurv Even under
the more optimistic of these. the develop:ng coun-
tries tace 2nous economuc challenges.

Chapter 2 introduces the main bodv ot the Re-
port and examines the role of finance in deveiop-
ment. [t argues that finance matters in more wavs
than might be immedatelv apparent. Efficient n-
nancial svstems help to allocate resources to thewr
best uses and are indispensable in complex. mod-
em econormues. In many developing countmnes. as
some of thewr governments have begun to realize,
the financial sector 1s in urgent need of retorm.

Reform will not be easv. but the difficulties raced
by developing countnies as thev seek to improve
their financial systems are not new. Chapter 3
charts the history of financial institutions in the
industnal countries. It shows an often unsatisfac-
torv mixture: innovation in response to the needs
of growing econcmues, but many disruptive epi-
sodes of financial instabilitv. Faures and fraud in
therr financial systems have led governmerts to
itervene extensively.

Chapter 4 shows that for several decades atter
World War II, regulation of the financial svstems in
developing countnes was designed to control the
economy rather than foster the safetv and sound-
ness of banks. More than in the high-income coun-
tnes, governments used the financial svstem to
pursue thewr development objecaves. This left
their financial institutions weak, and as a result
many were unable to withstand the worldwide
economuc shocks of the 1970s and early 1980s.
Chapter 5 describes the difficulties of financial in-
stitutions in many countries and the steps taken by
some governments to address the problems of
their financial sectors.

This expenence has led the developing countnes
to reassess their financial policies. A search 1s un-
der way for policies that will strengthen the finan-
cial sector so that it can make its tull contnibution
to the efficient use of resources, while keeping its
tendency toward instability in check. Chapter 6
examines the legal and institutional changes that
should be part of this reappraisal. Chapters 7 and 8
report in more detail on the current provision of
financial services to the corporate and noncor-
porate sectors and explore ways in which these
services mught be improved. Chapter 9 discusses
the lessons that can be learned from the develop-
ing countries that have already begun to liberalize
their financial sectors.
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Global Integration Essential to
Developing Country Growth

by Dr. Stanley Fischer, M.I.T.

The politicians and economists
who created the post-World War
Il economy aimed to reconstruct
and restore the global economy
which had been destroved by two
world wars and the Great Depres-
sion. Thev created a framework
for international integration 1o
stimulate economic growth and
they succeeded bevond anv sober
expectauion. Throughout the post-
World War Il period. international
trade grew at a faster rate than over-
all gross national product. Major
national moneyv, bond and stock
markets are now as integrated as
they were prior to World War .

The trend of increasing financial
and economic integration will like-
lv continue throughout the last dec-
ade of the century as Eastern Eu-
rope and the Soviet Unior rejoin
the international economy, Euro-
pean integration proceeds rapidly
and the Uruguav Round creates
possibilities for expanded trade in
services, agriculture and textiles.

Both industrialized and devel-
oping countries have benefited
enormously from economic and fi-
nancial integration. The lessons
are apparent: economies that grow
are those that are linked to the glo-
bal commerical and financial com-
munitv. Nonetheless, continued
progress in iicreased global inte-
grauon faces formidable barriers.
U. S. financial institutions are in
distress, the structural transforma-
tion of Eastern Europe and the So-

Dr. Fischer 1s a professor at the M.I.T.
Sloan School of Managemen:. This aruicle
is a summary of a 40 page paper written
for the “Leading Issues in Development
Finance Conference.”

viet Union will be lengthy and dif-
ficuit, and the outcome of the Uru-
guay Round negotiations is uncer-
tain. Given the critical importance
of trade. the potential failure of the
Uruguay Round raises concerns
that trade expansion could cease (o
be an engine of growth. and that
trade restrictions could become en-
gines of destruction. If the Round
fails we can expect increasing non-
tariff protection and the further de-
velopment of regional trading
blocs. although the development of
three major exclusive trading
blocks in the relevant future looks
very unlikely. A two-bloc world
(Europe and the rest of the world)
is a possibility, one that would be
costly for the develeping countries
that would have to choose sides
and might be excluded from one or
thz other large market.

A failure in the Uruguav Round
could also seriously dampen the
current trend toward globalization
in finance, since the integration of
the real sectors of the world's
economies is the background
against which global financial in-
tegration is taking place.

We live in a global financial
marketplace and the internationali-
zation of these markets is reflected
in the possibility of twenty-four
hour-a-day trading and the essen-
tially instantaneous transmission
of shocks among major markets.
Speculators, investors, and finan-
cial economists have all gone in-
ternational. These advancements
in the iniernational marketplace
owe much to the trends in finan-
cial deregulation in the industrial-
ized economies and the lifting

of capital controls in Great Britian.
Japan and other European coun-
tries.

Investors in the United States,
Europe and Japan directly and in-
directly (through pension funds)
have larger shares of foreign se-
curities - often in the form of mu-
tual fund shares - in their portfoli-
os than they did a decade zgo.
Foreign direct investment and the
internationalization of production
are also results of the mobility of

long term capital.

These benefits of internationali-
zation also bring with them some
risks. The two most apparent ex-
amples are the worldwide shock
experienced among major markets
following the Stock Market crash
of 1987 and the international debt
crisis of the 1980's. Both evenis
provide lessons for the future. As
a result of the debt crisis. modera-
tion and innovation are now in
vogue, and it has become clear
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Developing Country Securities Markets: The Need for
Balanced Regulation

oy Jan Aalbregrse

As the world privatizes and turns toward free mar-
ket capitalism, securities markets will play a key role
in mobilizing the requisite capital for the change.
There is a tendency to assume that, because a free
market approach is being adopted in lieu of a con-
trolled economy. regulation of a securities market is
inappropriate. On the contrary, new forms of regula-
tion become necessary to achieve efficient and fair se-
curities markets that retain investors confidence. The
secret is to achieve the appropriate balance between
regulation and a dynamic and competitive free market.

Present Approaches to Regulation

Developing country securities markets have suf-
fered from both underregulation and overregulation.
Those countries that have opted for the former ap-
proach have found that a free market has limitations.
The unregulated and unrestrained free market approach
is ineffective primarily because it leaves all market par-
ncipants exposed to those who choose to engage in cor-
rupt practices which misiead and abuse persons with a
lesser degree of knowledge or sophistication.

As a result. many developing countries that have
adopted this approach suffer from both the perception
and the reaiity of an unfair market. Reliable financial
information, an essential ingredient in a fair market-
place, is often unavailable in emerging markets.

|

In most cases this failure is the direct result of a
lack of strong regulation which enforces fair and full
disclosure of material financial information. Tax sys-
tems, on the other hand. provide an incentive to un-
derreport results of operations. Information about ma-
terial developments affecting public companies
usually becomes available 10 "insiders” long before
the general public. The lack of anyv effort to control
fraudulent practices leaves all investors at risk to lose
their invested capital. Unfortunately, the strength ot
human greed has proved to be too strong to enable
markets to be guided only by their participants. Cus-
tomers usually come last in that system.

Some developing countries have reacted 1o these
problems with a paternalistic approach. which pro-
vides a degree of overregulation. For example. in
Thailand, the government and th: stock exchange
conduct "due diligenze” reviews of companies 10 as-
sure they are sound. Companies may not be listed on
the exchange unless "the company is sound and ap-
propriate to the tvpe of business. its operations are
satisfactory, and its main business is economicaliy
and socially beneficial to the nation.” In an attempt o
protect customers from securities companies. Thai-
land gives its central bank board regulatory power o
order securities compantes to rectify any problems :n
operations deemed to be causing damage 1o the pub-

Continued on Page ~

1981
East Ams

118

Mdan Eurvge

and Afnea

Towi: 38) Wiken

**From Emerging Stock Markets Factbook, 1991.

Last Asa
4 NS

Regional Weights of Emerging Markets
(Based on Market Caputahization in USY)

1 00% Midewt ane
Alrica

Tewad: 13) baiiwn

Published by the IFC.

Page 2



EVENT, SPONSOR &

DATES LOCATION
Dec.. 1991 Financial Analysis
Jan, 1992 (2 week course)

(Exact dates
10 be determined)

U.S. Agency for International
Development
Washington, D.C.
CONTACT: Jean F. Stevens
Bureau for Personnel and Financial Management
Office of Personnel Management, Training Div.
Room 314, SA-2, Washington, D.C. 20523
Telephone: 202-663-2283

February 10-21 Privatization Management
and Implementation
(in English & French)
*INTRADCS/ international
Management Group
Washington, D.C.
CONTACT: Margaret Ghadar
INTRADOS/IMG, 2020 Connecticut Ave., N.W.
Washington, D.C. 20008
Telephone: 202-667-8270, Fax: 202-223-8791

CALENDAR OF EVENTS

Upcoming Conferences and Training Courses

EVENT, SPONSOR &

DATES LOCATION
Regional Conference on
Microenterprise Finance
Feb. 10-12 Swaziland

March 9-10 Jakarta, Indonesia
CONTACT: Beth Rhyne
APRE/SMIE

Room 3214, NS

Washington, D.C. 20523

Telephone: 202-647.2727
FAX: 202.647-1805

* These organizations offer various courses
throughout the year. For information on other
courses, please notify the appropriate contact
person.

Leading Issues in
Development Finance:
A.LD. Conference Discusses
Key Developments

With the global ¢conomic environment in the de-
veloping world drastically changing, a group of dc-
velopment experts convened this August to discuss
and unveil the key changes and initiatives surfacing
in development finance. Sponsored jointly by the Bu-
reaus for Asia/Private Enterprise. Europe/Near East,
Africa and Latin America, the Leading Issues in De-
vclopment _Finance conference was a collaborative
etfort across A.LD. bureaus and included perspec-
tives from field missions and the ccntral offices, pri-
vate sector and project officers, policy analysts and
cconomists. The conference took place on August 19-
21. 1991, and was designed and organized by Dr.
Donald Lessard, Professor of International Manage-
ment at M.LT.. Mr. J. Richard Breen, FSDP Project
Director at Price Waterhouse, and a working group
from the A.LD. bureaus.

Dr. Donald Lessard opened the three-dav seminar
stressing the main theme: “the financial svstem 15 the
nervous system of a market economy: it signals re-
source zvailability and requirements and creates in-

‘centives, monitors performance and imposes sanc-

tions in the case of non-performance”. This theme was
reiterated by Antoine van Agtmael, Emerging Mar-
kets Investors Corp.. who stated that "capital markets
are a necessary tool for democracy: they change and
broaden ownership, and fill economic and social
roles. John Mullen, Assistant Administrator for the
Bureau for Private Enterprise. explained that most de-
veloping countries now recognize that free and open
markets are the best engine for growth. The challenge
that remains ahead is ensuring that markets arc al-
lowed to work.

The experts examined the main charactenistics of
today’s financial markets as determinants for the fu-
turc 1n development finance methods. First and fore-
most, financial markets are global and highly integrat-
ed. Secondly, there has been tremendous growth in
the number of new and innovative financial instru-
ments and financing techniques. Dr. Lessard cx-
plained that financial innovations are contributing
greatly to the development of capital markets in dc-
veloping countries, and through these markets, to the

continued on Page §
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Introducing a Forward
Foreign Exchange Market in

Egvpt

An FSDP team is currently working with USAID/
Cairo to analyze Egypt's new foreign exchange system
and to design a framework for developing a forward mar-
ket.

. The FSDP team's objective in this assignment is to pro-
vide the participants in Egypt's foreign exchange market
with an overview and outline of how forward contracts
can be introduced and made an integral part of the Sys-
tem, with a view to enhancing the efficiency of the free
foreign exchange market.

The team found that. before an active forward market
could develop., there was no reason why banks could not
begin to offer their customers forward contracts if the fol-
lowing steps were undertaken: (1) development of a spot
interbank market; (2) changes made in the Central Bank
regulations regarding bank foreign exchange exposure
limitations; and (3) an educational process targeted at
Central Bank officials. bank managers, and traders. Fur-
thermore, the Central bank will need to ensure that banks
have the proper controls and reports regarding interest
rate and foreign exchange risk in place prior to engaging
in forward transactions.

Investigating Options for
an Automated Warsaw
Stock Exchange

An FSDP consultant is on a two-phased project to ad-
vise the President of the Warsaw Stock Exchange and
USAID/Warsaw on automating trading, clearance and
settlement operations of the newly-opened exchange. The
scope of this project, a joint effort between the Depart-
ment of Treasury and A.L.D., is to advise on a feasible
and practical level of computerization needed by the ex-
change to operate effectively; and to review proposals to
the WSE from software and hardware vendors. The con-
sultant completed Phase | by recommending the shor-
term and long-term designs of the computerization of
clearance and settlement mechanisms for the exchange.
[n Phase II the consultant analyzed hardware and soft-
ware requirement definitions for project transactions
based on the potential growth of listed companies and the
shared transactions, comparing them to proposals from
vendors to recommend the right package for the ex-
change.

Appraising Credit Subsidies
in Sri Lanka

FSDP was engaged by USAID Colombo to con-
duct a preliminary appraisal of the extent and inci-
dence of credit subsidies in Sri Lankan financial mar-
kets. The team determined that the high cost of
subsidized credit in Sri Lanka is directly related to
failure of the commercial banks to price their loans in
a way that reflects the full cost of financial intermedi-
ation. Most borrowers in Sri Lanka are being subsi-

dized by banks (including the state-owned commer-
cial banks and the National Savings Bank) charging
unrealistically low interest rates. This distortion in 1n-
terest rate structures, as well as other market 1mper-
fections, results in inhibited competition, the near-
insoivency of many financial institutions, and siug-
gish money and capital markets. Based on a grea:
deal of research and extensive interviews, the FSDP
team concluded that the indirect costs of subsidized
credit are much more significant than the direct costs
of Central Bank refinancing and credit guarantees.

The team discovered that, since the government has
agreed to phase out the direct subsidy within a matter
of two to three vears, the NSB is in a very precarious
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position. The team recommendad that the NSB learn how
10 manage a more diversified asset portfolio in order to
operate independently; that mortgage-specialized institu-
tions should begin to offer adjustable rate mortgages: and
that the state bank should consider being sold to private
investors after rehabilitation. The two in-country mort-
gage-specialized institutions are exposed to interest rate
nsks and must adjust more rapidly to changes in market
conditions if they are to pav full competitive rates.

An impact of the FSDP final report is that USAID/
Colombo will use the results of this study to design a pro-
Ject to support the liberalization of interest rate structures.

Studying the Reprivatization
of Banks in Chile

The 1985 reprivatization of two major Banks in Chile
was made successful with the aid of a new “popular capi-
talism law" which gave preferential loans to small inves-
tors in these banks. It is believed that this program con-
tributed to the successful offer of 350 million shares (U.S.
$ 9.0 miilion) by these banks on the local market.

An TSDP case writer went to Santiago to study and
bring together detailed facts relating to the role that the
popular capitalism program plaved in the offer.

The case writer explored the issues which were con-
sidered at the time, and how those issues were re-
solved. In addition. the case writer researched quali-
fving citizens' utilization of these loans. their
experience with them, default rates, profitability of
the shares to the investor. redemption rates and other
information which would bear on the replicability of
this method in other countries.

Page 5

Global Integmtion cont'd from page 1

that while countries. firms. banks and investors can

make profitable use of the international capital mar-

kets. such activity should be tempered. The debt crisis

has illustrated that developing countries should:

* Borrow only to finance productive investments,

* Limit access to foreign borrowing.

* Understand that real interest rates can change
rapidly,

* Take advantage of risk-sharing forms of foreign
investment,

Policy Implications for Developing Countries

What do the lessons learned mean for dev eloping
countries? Specifically, what domestic financial poil-
cies can an individual developing countrv undertake
to assure integration into world financial markets?

First. a country can reap many benefits from long-
er-term inflows, particularly through portfolio invest-
ments and foreign direct investments. Countries do
not need a fully open capital account to be able 1v
bring in portfolio investments, to set up regulations
that allow foreign investors to move their portfolios in
and out, and set up arrangements for repatriation of
protits. Countries should be focusing on getting these
regulations straight rather than opening tne capual ac-
counts immediately.

Second. foreign direct investment brings with it not
only the obvicus benefit of foreign capital but alsv
potential access to foreign management skills, tech-
nciogy, and markets. Countries that manage their
economies well are likely to be able to attract increas-
ing amounts of foreign capital in the form of direct in-
vestment.

There are also increasing opportunities for develop-
ing countries 10 hold reserves and invest in innovative
commodity-price related hedging instruments. Hedg-
ing instruments are potentially very important for
countries such as Mexico, Venezuela and Indonesia

continued on Page o
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Securities Markets

lic interest”. The central bank must apnrove in ad-
vance the hiring of any director, manager or broker.
The number of licenses that may be granted to securi-
ties companies is also strictly controlled. thereby indi-
rectly encouraging monopolistic tendencies.

cont'd from page 2

A complicating factor in the regulatorv structures
of many developing countries is the use of securities
markets to achieve goals of redistributing ownership
of companies. The theory behind using capital mar-
kets 10 achieve redistribution goals is that ownership
of shares enables the public to participate in the prof-
its of a capitalist society bevond what can be earned
through direct labor. To accomplish this, securities
must be placed in the hands of the general public. Un-
fortunately, developing country capital markets gener-
ally are not effcient enough to provide an incentive
for the redistribution process to take place on its own.

To compensate, governments of some countries
have decreed that companies of a certain size list their
securities on local stock exchanges, or require that a
certain percentage of a company's secunities be sold to
the public. Some even require that these sales be
made at prices that are advantageous to the public.
Others have dispensed with free market

ately balance protections for sharehoiders with realities of
the marketplace, and the companies have found ways o
avoid direct compliance.

In sum, attempts to force market compliance wth d:
rect government action have always failed to achieve the
desired result. Worse, these actiuns have taken the focus
off the re1l problems of capital market regulation. i.e., tull
and fair disclosure to all in the market.

A Balanced Regulatory Structure

Some developing countries have recently embarked on
programs to achieve a balanced regulatory structure. [n-
donesia has been a pioneer both in using its securitites
market to address social goals and in revising its laws to
achieve a balanced regulatory structure. In January 1991,
by Ministerial decree Indonesia enacted provisions goven-
ing securities markets that may become a mode!l for other
developing countries. Highlights of that decree are:

* Aregulatory bodv, BAPEPAM, was created and given
a significant degree of independence.

« Exchanges were established as self-regulatorv organiza-
tions (SROs). As an SRO, an exchange makes its own

principles entirely. and require govern-
ment officials to fix the price of the
shares to be sold!

For example, Pakistan uses all of the
methods described above in an attempt

"The secret is to achieve &
balance between
regulation and a

competitive frec market”

rules, polices its members, and provides a
surveillance function. subject to oversight
bv BAPEPAM. Exchanges are non-protit
and are required to have a selection of per-
sons on their board representing the private
sector, investors, as well as members ot the
exchange.

to force the small group of families that

owns most of its companies to divest a portion of their

ownership, with the following results:

* The families repurchase the shares in the market in
order to maintain control.

* The companies fail to report results of operations to
the market or to minority shareholders.

* Profits are distributed to family shareholders in the
form of compensation for services, instead of being
distributed to all sharehoiders as dividends.

* There is no secondary trading market for the shares
of many companies. leaving minority shareholders
without a method to sell their shares.

* Fixed prices that are imposed by the government
distort the market. and provide unfair advantages to
the few who are entitled to purchase at the low
price.

Thailand, which has a much more dcveloped mar-
ket than Pakistan. atlows prices to be established free-
ly and does not require that companies list their secur-
ities. Instead, it has attempted to achieve redistrib-
ution goals and to protect minority shareholders by
enacting a law that purports to apply to any company
that accesses public capital. That law requires a public
company to distribute 50% of its shares to the public
and provides significant protections for minority
shareholders. Unfortunately, the law fails to appropri-

* Public offerings are regulated through a system requir-
ing full disclosure of material information. There is no
system of "merit" review, whereby a governmental
agency substitutes its judgement about securities tor
that of investors.

* Brokerage firms are required to be licensed and are reg-
ulated primarily through "net capital” requirements.
which establish daily capital requirements based on as-
sets and liabilities on that date. Individuals who per-
form any of these functions of a broker-dealer are re-
quired to obtain licenses.

* "Capital market supporting professionals” are required
to register with BAPEPAM. This includes accountants.
notaries, public appraisers and legal consultants who
provide services in the capital markets that are regulat-
ed by BAPEPAM.

Indonesia is one example of how balanced regulation
contributes to the proper development of an emerging se-
curities markets, but growing markets in other Asian
countries are quick to follow. With the adequate balance
of free market management and clearly defined rules and
regulations, emerging securities markets will be a signif-
cant factor in development country growth in the future
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to the economic development of those count:ies.
Third. securitization is becoming ircreasingly funda-
mental to the financial industry. Finaliy, credit risk
and country risk will be with us for the next decade.
As such, much more finance will be collateralized
and the result will be a "{light to quality, or a new
conservatism.”

cont'd from page 3

This new conservatism will be characterized by in-
creased risk sharing and riinagerial involvemer:. Ex-
amples of such financing include privatization, com-
modity linked financing, venture capital, swaps.
options, guarantees and direct foreign investment. Dr.
Roger Leeds of the PriceWaterhouse International Pri-
vatization Group and Mr. Aaron Tornell of the Mexi-
can Ministry of Finance demonstrated the importance
of privatization by expounding on the many options
available 10 governments as thev decide to privatize
state-owned enterprises. Mr. John Blackton. Deputy
Assistant Administrator for Policy con-

laissez faire works well. the need for a careful svstem of
prudential regulation in financial intermediaries 1s wide!s
recognized.”

John Mullen. Assistant Administrator of PRE. under-
scored the importance of the demonstration erfect. The
successful turnarounds of Mexico and Chile. fur example.
provide lessons to other countriss on both policy and
transactional levels. The relevance of these success stories
was reinforced by Douglas Tinsler. USAID San Jose. who
explained that Costa Rica’s policy makers and business
leaders are working closely with Mexican ana Chilean
counterparts to derive lessons l2arned and apply them. as
appropriate.

Workshop participants cited three areas in which
A.LLD. can and should make an important contribut:on:
enabling environment, transactions and training.

First. through policy dialogue, A.I.D. can and should
worl- with host governments to ensure the erabling envi-
ronment required for financial market desel-

curred, and offered the A.LD. experi-
ence as an example by stating that priva-
tizing the private sector has been one of
A.LLD.'s most challenging efforts over
the past ten years.

"The financial system
is the nervous system of
a market economy"

opmeat. Without appropriate policies. nei-
ther economic nor financial markat
development will tak place. Secondly. poli-
cy reform alone will not guarantee financial
system growth. Actual involvement in the
use of new instruments and in strengthen:
ing the legal/enforcement infrastructure for

Venture capital is another means of
financing investment. As explained b Kenneth Lock-
lin, Manager of the Africa Growth Fund. venture capi-
tal is high risk. but its potential for success is height-
ened due to the most important asset it brings to
investment: management and entrepreneurial experi-
ence. Other innovations, such as swaps, options, fu-
tures. guarantees, hedging, pre-export financing and
commodity reserve financing have been proven to
help countries reduce the risks associated with volatile
commodity prices and provide a firm basis for future
international lending.

According to Dr. Stanley Fischer, Professor of Eco-
nomics at M.L.T.. foreign direct investment is the best
form of investment as it brings with it the added bene-
fits of potential access to foreign management skills.
technology and markets. He explained that earlier
hostility toward FDI has been replaced by internation-
al competition for its benefits.

Dr. Philip Wellons of Harvard Law School empha-
sized that prudential regulation and legal infrastruc-
ture are the underlying requirements of a financial
svstem. Financial systems should be decontrolled to
allow flexibility, but prudential regulation is required
to ensure stability and to see that everyone plays by
the rules. This point was reiterated by Fischer who
noted that the financial sector has long been the
source of the most spectacular examples of fraud and
mismanagement in both industrialized and developing
countries. He added. this is "not an industry where
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prudent surveiilance will also be required. Both Jorn
Mullen and Henrictta Holsman-Fore emphasized the im-
portance of transactions to make things happen. Finuiiv.
A.LD. can and should play a significant role in traiminy s
own staff as well as host country personnel.

Dr. Fischer summarized some of the keyv thoughts ex-
pressed at the workshop with the follewing, “recognizing
the progress that has been made by countries that have
participated fully irn the international economy. and the
collapse of centrally planned economies. we should be vp-
timistic both about the potential gains from global inte-
gration of trade and finance, and the likelihood that man\
will realize them."
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