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FINAMCIAL BECIOR IN FIJI: BOME EMPIRICAL
EVIDENCE OF FIMANCIAL DEEPENIKG

IRTRODUOTION

In the context of a perceptible shift in favour of greater
private sector participation in economic developmant with a
decreased role of the government, there hag been in the South
Pacifie island countries (S5PICE}) a growlng awarensss of the
impartance of financial secter develepment. The reason is that the
private sector cannot function unless there ls a well-lubricated
financial system in place because, unllke the public sector, it
capnot raise resources through taxation or from meney creation. It
must save or borrow to fnvest and the financial sector facilitates

these tasks (Killick 1993).

There has bkesn notable progrese achleved by SPICs in
developing their financial sectors with emphasiz on the need for
the interest rate being laft to be determined by the market forces.
However, there is still some evidence of restrictlons on depoeit
mebilising and credit institutions.  Further, there are also
instances of fiscal expansion, resulting im the crowding-out of
private sector with congeguent inflationary pressures, which lead
to decreases in the real interest rates. These experiences
indicate that the financial sector development in BFICS has been
hagpered by these conflicting policies of the governmants.

Among the SPICs, Fijl has the most scphisticated institutional
franework in place for developing a vibrant financial sector. &
cagse study of ite fimancial sector will be of value to declsion
makere in all 8PIcs. Accordingly, the objective of the paper ie
to undertake an investigation of Fijira financial sector and
identify the determinants of its development. Tha paper is divided
inte four sectiong., ‘The first sectlen la a summary of recent
economic developments in Fiji; the second section deals with sope
preliminaries, including concepts and definitions; the third
section presents the results of an emplirical analysis of Fiji’s
finanoial development testing some hypotheses; and the final
section offers certaln cencluslens with policy implications.



1. RECENT ECONOHIC DEVELOPHENTE IN FIJI
&, Trends in Econonle Growth

{i} Performamce in Growth

Pijiras real sector growth has been uneven during the elghties,
a trend which comtinued throughout the fifteen-year period (1981-
194%) , The growth rate of 12 percent registered in 1979 was naver
matohed until 1989, when a reserd high growth rate of 13.9% percent
was achisved (Tables 1 and 2). The aighties wers marked by wide
fluctuations in agricultural output, especially sugar. BAlso there
wers wide varistions in Industrial production and indifferent
performence by the services sector including tourise. Aside from
the disastrous effects of annual cyclones, which were reported to
ha more fre t in the eighties than in the seventies (ADE 15391),
the two military coups of 1987, which formed an important watershed
in the economic history of the nation had an adverse impact on
growth. Unfortunately, the aftermath of the coups still continues
te have a nagging negative influence on all activities in the real
sactor.

(i1} Eromomic Reforms and Impact

Ecopomia growth declined dramotically in 1587 by 6.4 percent.
Thiz was primarily due to the emigratien of skilled labour, a
decrease in privete and foreign Lnvestment, the suspension of alid
programmas, & drop in tourist earmings, a rapid decline in foraign
exchange resarves and a tightening in liguidity in the banking
aysten. However, the years immediately after the coups witnessed
a dramatic introduction of the much awaited sconomlc reforms. Two
nasaive devaluations in 1987 and 1988 amounting to a total of 3%
percent of the domestic currency, which were primarily rescrted to
discourage cepital fiows, helped to cerrect the imbalances between
tha nominal and real axchange rates thereby improving the
competitivensss of exports and encouraging the entry of many
investors to undertake export oriented activities (Siwatibau 1983} .

Besides the currency devaluation, many othar supporting
peagures to maintain the competitiveness of exports inocluding wage
cuts, deregulaticn of interest rates, fiscal austerity and
tightened domestic credit were also undertaken during 158£-1990.
Thege measures, combined with an improvement in public and
international confidence led te a guick recovery in ecenomic growth
in 1989, which was estimated at 12.9% percent. The spectacular
performance of the economy waz due to growth in labour intensive
industries, especially garment nanufacturing and the development of
tax free factery schemes, The investments in the export-eriented
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induatries were fecllitated by real wage decreases brought about by
waga restralnt and price rises assoclated with the devaluation of
the currency (ARUSAId 195%, SBiwatibau 1333)

These measures wers further followed by a series of strectural
reforns 1n the early 1990a. The thrust of these reforms was on
liberalisation of the cconony with an amphasis on oexport-
arisntatlon. The reformns included a reductlon in  Industry
protection for opening the economy to international competition,
provision of export incentives, reforming the tax syskemn and
reforns of the labour market.

{iii) Growth Performance in the 1930z

ARlthough the 1989 record growth was not repeated in subszegquent
yvears, the growth rates during 1930-1994 have bean positive unlike
in the early years of the sighties. The anneal real GOF growth
rate ranged betwean 0.5 percent in 19921 and 4.5 percent in 1994,
The £luctuations in growth rates during these five years highlights
the fact that FLiil‘s planned strusburs]l Eransformation has boeen
slow and the economy continues te depend on Bugarcans producticon.
The sugarcane productlen and processing accounted for il percent of
GDF during 1931-1%94 as compared to 13 percent during 1935-1930.
Slow structural tranefermstion as well as poor performance in
cartain years in sugareana producklen cembined with decresased
tourist arrivals due to recessicn in Bustralia and New Zealand in
early 19%98s affecked real SRP growth,

After a lacklustre performance durimg 1%9%1-159%3, a record
level of sugar putput and reviwval of tourism in 1934 contributed to
a recovery with a growth rate of 4.5 percent. In 1995, it is
eatimated that growth has deslined to 2.2 percent mainly dus to a
daclina in sugar production by 10 percent because of poor cane
guality, although tourism and the associated distributive trade
services parformed better than in 1994 by & percent. This brings
ug te the =subject of political uncertainties associated with the
pending constitutiongl review and the issuss relating to the
renewal of leasehold arrangenents of sugarcane lands. Since the
country’s growth is still linked to perforpance of sugacoane
agriculture and =suyar exports, resolution of these issues to the
gatisfaction of all concerned 1s the key te growth in the short-and
medium=-terms.

B. Bavings and Investment

Gross domestic investment as a ratio of GDP has been declining
since mid sighties. From an average 20.6 percent during 1981-19%0,
the ratic steadily daclined to 12.2 percent in 15%94. Part of tha
reagon i= there has been a decrease in physical infrastructure
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investnent over the ten-year periecd and much of the investment
activities in transport and power generation and distribution
initiated in the nid seventies were completed by mid elghties. The
austerity measvres gndsrtsken In the late eighties and subseguant
veara with a wview to reducing fiscal deficits resulted in
reductions in public investments, rather than in recurrent
expenditures, which are dominated by expenditures on weges and
palaries. In normal years, such decreases in public investment
wounld have enabled the privete seckor to grester access to domestic
resources, thereby pasulting in higher private Investment which
would have kKept up & high investment rate of 20 percemt. BPBut, the
prevailing investment climate was not cenducive encugh as palitical
uncertaintlies contineod te have a dampening effect on investment.
Private investment declined from the average 13 percent duelng
1581-1990 te an averaga 5 percent during 1991-1994.

croas domestic savings expressed as a ratio of GDP also fell
from an average 1% percent during 1981-1990 te about 13 percent in
15%31. Howewver, it ress te 18.1 percent In 19884, The declining
saving rates were in excess of the investment rates. Conseguently,
the average ressurse gap of 1.6 percent of GDP expericsnced during
the eighties vanished during the early nineties and instead there
haz been a resource surplus in three of the last four years. Tha
domestic resource surplus was reflected in the excess domestic
liguidity in the banking system. The government fiscal deficits
during 1990-1995 were comfortably covered by barrowing from the
benking syveten without any significant pressures on the prics
lavel, as the private sector demand for investable resources was
low.

C. Fiscal Position

The overall budget deficits have been observed to be rising in
recent years. From a reasonably low lasvel at 2.3 percent of GDF Ln
1990, the overall budget deficit steadily rose to 7.4 percent in
1%%3, The revenue position has remalned less than satisfactory.
Tay revennes 4id net inoreace substantially ac tho value added tax
introduced to offset the losses in tariff revenus following the
reduction in protectisn has yet to yiald the estimabted revenus
sinoce tax compliance hae been inadeguate., On the other hand, the
waga bill has been increasing despite measures to effect contrel on
expenditures. Unfertunately, the budgetary controls have resulted
in reducing the provision of essential maintenance expenditures on
ph¥sical Infrastructures with obvicus adverse effects on the
guality of maintenance.

Persistent overall budgetary deficits have given rise to
accumnlation of a sizeable public debt. The servicing cost of the
accumdlated debt has been costing about 19 percent of recurcent
budget. In fact, a higher dabt servicing cost was the chlef reason
in the 4.2 percent rise in the recurrent expenditurs in 1993
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ourrent revenuse was below its lewvels in 1595, as a result of fall
in receipts and the deficit in 1995 was estimated to be higher then
in 1594 and the net deficit was once agalin expected to be covered
mafinly by demestic borrowing. 5

p. Monetary Pollcy amd Inflation

Monetary policy ebjectives have bean strengthening reserves
and contralling inflation. These chijectives have been by and large
achieved during the last five years. Growth rate in money supply
(M2} has fallen from 20 percent im 1990 te 2.9 percent in 1994 and
as a result inflation was well under control. The annual rate of
increase in consumer prlee index fell from 8.2 percent in 1990 o
0.6 percent in 1994. The external reserves, one of the conponents
of money supply, was at a low level and domestic credit did not
expand much during 1%%4, However, lmprovements in tha balance of
payments and increase in the level of external rasarves gave rise
to an increase in M2 by 5.3 peresnt. Price level rose by 2.0
percent in 1995, Part of the price level change has also been
attributed teo higher import prices and increases in various
governsent charges and public enterprises prices [ADB 1996).

E. External Eector.

Fiji’s balance of trade has besn consistently negative, since
the country has to lmport majer food items, such as wheat, and
fual. HNext to sugar, garments is the second largest export item.
Other experts are gold, f£ish, forestry products, nolasses and
cacenut oil. Often the trade deficit is bridged to a siZeable
extent by peeltive net services export sarnings, which is deminated
by touriem receipts. In 1990, the current account had a negative
balance cof about 3.3 percent of GOP apd improved net services
sarmings im 1991 and 1992 enabled the current account to realise a
small eurplus. However, a decline in tourism earnings created a
negative current account balance of 4.2 percent of GDP in 1993. A
higher net gervices earnings, helped by revival in teurizm
gantributed to a peoaitive balance in 1294. The favourgble trends
in touriam continued during 19%% and the country enjoyed ancther
vear of current account surplus and with capital flows of sizeable
nature, the everall pesition in the balance of payments also
improved considerably, giving rise to a growth in external resscves
equivalent to [ive montha' imports.

F. Extarnal Debt

Fijirs external debt which was 23.7 percent of GHP rose in the
early eighties to the highest level at 44 percent in 1528 (Table
1). Political events and the associated uncertain investment
climate led to a greater availability of domestic resources in the
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mid eightiea. Clamrping of severe exchange conktrol mneasures on the
flow of capital from Fiji te the rest of the werld followlng the
two military coups in 1527 and the two devaluations of 1987 and
1988 also enabled the country to accumulate substantial forsign
e¥changs reserves. These developments enccuraged the government to
retire some of the axternal debt obllgations ahead of their
maturity dates. Accordingly, early repayments of conmerclal loans
as wall a8 multilateral loans, which did not carry the gualifying
grant element of 25 percent or more for being called concessional
loans, were initiated in 1989 and continued thereafter. These
actions led to a steady decline in the external debt burden. At
the end of 1994, the external debt ratic stood at 17.4 percent and
the debt servicing ratie at 7.1 percent. The World Bank has
clas=ified Fiji, as a less indebted country among the middle incons
countries in the Scuth Pacific (Werld Bank 1994).

5. Proapacts for Growth

Although =some of the public sector reforms Aincluding
privatisation of public enterprisce are yet te be lmplemented, Fiji
1z poised for growth with substantial progress made in its afforts
toward liberalising the econcmy during the last five vears. With
sizeable external reserves and low inflation as well as a better
internaticnal trading envirenment, Fiji should ba able to improve
its growkth process and enhance ite per ceplta incomes which have
atagnated for a whils. The only stunbling blocks hindering the
growth process are in the area of governance and political climate.
The issues connected with these aspects have been highlighted to be
the most powerful deterrents to private investment (Hunt and
Chandra 1%%5). The decision makers san 111 afford bo ignore the
calls for a satisfactory resolutlion of basie lsaues relating teo
constitutional rights and security of tenure in agricultural land
leaseheld arrvangements (ADB 1996), EBarly attention to these issues
assumes paramount importance in the light of the economic reforms
which have been launched on the premise that prlvate sector will be
the engine of growth toward realising a resilient econcmy in the
Cha 218t century (World Bank 186f).

In addition to the governance issues, public investment which
has been on a downward trend has to ke revived significantly in the
areas of physical and secial Infrastructure including health and
education. Pre-occupation with reduction in fiscal deficits has
resulted in cutbacks in these vital areas as well as in the
naintenance of capital assets. Reform measures Inltiated In the
early ninetles should be carried through witheut any elackening of
afforte, with greater clarity eof purpoze and well defined policy
strategy.



I. FINANOIAL SECTOR DEVELOPMENT: BOHE PRELIMINARIES

., Finaneial Eector and Its Funckblons

Financial sector comprises the formal and informal systens.
The formal systes l= dorinated by the most visible commercial banks
which accept deposits and provide short tersm loans. Othar
instituytions im the formal system censist af those providing
longer-term finance such as insurance companies; which cellact
savings in terms of prepia; savings esssoclations and credit unions
which acoept deposite; natisnal prevideant funds which mobilife
involuntary contributions from the employess and enplovers in the
tormal sector; and govermment pension funds.

Besides thesse institutions, almost sll 5PICs have established
Fully government=cwned development banks which provide long-tarm
loans to the private sector. Host of these development banke do not
acvcept deposits although sepe of them have been empowersed to do so
under thelir respective enakling statutes. In some SFICs, the
remoba izlands and rural area= which d8 not atkract commercial
banks, are served well by the government post offices to mobilize
savings. In the informal sector, there are pawnsheps, local meney
lenders, ftrade credit and other such arrangemsnts iLnvolwving
borrowing and lending monay such as intra-family transfers &nd
oooperative credit.

There are four major functions performed by the systam.
Theough money, It provides a medium of ewchange and a store of
valua sarvices, Secondly, it provides channela for mobilizing
gavings from the heouseholds and ofher numeroaus sSources and
fﬂ:il?tﬂtis thelr investment through & process called financlal
imtermediation, Thirdly, it enables the performance of functlons
of transferring ahd distributing risks across the sconomy. Finally,
it provides & set of policy lastrunents to the panetary authoriclies
Ecr the stabilisation of econcaic activities (Gillis, et.al. 1992).

B. TFinsncial hszeeks

Unlike non=financial assets inclwding land, gold, animals, and
inventeory, fimancial assets such as current account o demamd
deposits to the fullest extent, and savings and time deposits to
sone extent, held by householde and businesses can be guickly and
conveniently converted into thelir currenocy egquivalents. For these
reasons, they are described as liguid financial assets 80 as to
diztinguieh then from the other not-so-liguid financial assets,
auch as stocks and securitles and bopds, which are issued by the
governnaente and firme, ard other finepoiasl elaims on physioal
assats. As the financial systen matures, the less liguid assets



assume greater importance.

Tha term broad money [(K2), which refer= ta ourrency in
circulation outeide the banks plus demand depeosits and savings and
time deposits held by the commercial banks and similar deposits
mobllized by specialized deposit-taking financial imstitutlons,
constitute liguid financial assets. The ratio of M2 to gross
domestic product (GDP) is an indicator of the availability of
loanable funds which are prowvided by the financial system. At the
sarly stages of economic development, which alse coincide with low
legvels of financial develepsent, Ffinancial intermediation is
concentrated only in commercial banks and the growth inm H2/G0P
ratio broadly indicates the growth in Financial assets.

C. Process of Honetisation

Financlal assets tend to acoumulats as income and wealth grow.
Thisz natural movement reflacts divieisn of labour in physical
production, saving and lnvestmont and financial intermediation.
Enhanced specialisaticn in the uze of produstive factors daring the
process of economic growth generates a stream of jincome and a
rising stock of real and financial assete [(Gurley and Shaw 1967).
The ratio of M2 to GDP which is also referred to as monetization
variable, denctes the size of the financial sector of a growing
econony [Ehaw 1973¥)., If the ratio increases faster than real cop
(RGDE)}, which is nominal GDP duly adjusted for Inflation, it is
said that the f[inancial sector develops faster than the real
EECtor.

. Financial Batio

Az economie developmeant gradually tekes place, many naw
financial intermediaries begin to emerge and thay include
investrent banks and uwltimately, securities markets (Gillis et.al
18%2). The widening of the financial sector is thus a gradual
transformation with the addition of these institutions and it is
accompanied by the issuance of a new variety of financial asseks.
These new assets are more in the form of less=liguid financial
assets. The latter serve as the basis for longer term flnancing of
private Iinvestment which is not usually provided by commercial
banks. In the developed countries with well-developed financial
gectors, the financial ratio {the ratie of [inancial assets to GDP)
is a better imdicator of aveilakility of loanable funds tham the
M2 /GDP ratio.

E. Causal Relationship between Growth and Fimancial Development.

ratrick (1946) fdentified two patterns in the causal
relationship between aconomic growth and financial development.
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In the first, known &s “"demand-following pattern”, growth induces
an expansion of the financial system. According to the demand-
following pattern wview, the lack of financial growth is a
manifestation of lack of demand for financial services. oOn the
other hand, whan the real side of the sconomy grows, its demand for
new financial services wmaterialise and Gthese are met byl the
financial sester which ie tho socomd pattern of "supply-leadipg™.
From this point of view, the expansion of the financial system
pradedes the demand for its services. By channelling the scarce
resources from small savers to large investors in response t©o the
rates of Teturn, the finepcial sector leads and induces real
sector’s growkbh. MHowever, the guestion that remains is regarding
Ehe directlon of ceusality between growth and financial
development. Patrick (1966) asserted the direction of cauvsality
changes over time. In his view, initially financial developrent is
able ta induce real inpovation-type investment before sustained
medarn economic growth gets underway and ag the process of real
rowth occours, the "supply-leading® impetus graduwally becomes less
important and the "depand-following™ response becomes dominant.

F. FEola of Intersst Rate

In the repreased markets, where the governments imposed
controls restricting the rates of interest either on the so-called
"moral® grounds of dissouraging wsury, or on the "publis intersst"
grounds of reducing their public debt servicing costs, or on the
grounds of promoting  inveastment in the politically-inspired
"pricrity sectors®, the depositors were persuaded to sesk other
aventes for putting their savings outside the financial system and
even owversess,. Asplring private ilnvestors would have less acocess
to loanable funds gince demestic financisl develeopment in theas

circomstances was seriously hampered. Thus, the need for
deregulating the financial markets has becoms obvicus to the
governments. Since there has been growing empirical evidence

regarding the sensitivity of financial asssts te lnterest changed,
the governments in all BPIC=s have displayed an awareness of the
nesd for allowing market forces to operate in the determination of
interest rates.

In Fijd, interest rates on bank deposits and loans were freed
from government ocontrols by 1587, However, &Sone measure of
controls have been retalned for providing inswlakion fron overseas
interest rate movements. Hany other 3FICs have fellowed sult and
interest rates are now predominantly sought to be determined by
-:Il.‘.u:lp-u‘l'.itinn bebtween conmmercial banks and most of ths gn-w;lrnm:tnts im
the region have alzo reslised the need for new aentrankts ba the
commarcial banking sector. If the monstary agthorlty wants to
intervense in the market with a view to stemming the capital [lows
by reducing the differential between domestls and everseas interest
rates, it can do so through manipulation of its lending rate. For
eXapple, in Fiji in Wovember 1994, when under the expected
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devaluation of domestic currency thers was a fear of capital
outflowe, the Reserve Bank of Fiji raised its minimum lending rate
from 6 percent te 22 percent and trled te discourage the capital
outflows (AusAID 1985).

. Impact of Inflation and Real Inkerest Rate

Fominal imterest rate (I}, which ia the agreed rate betwesn
lander and the borrower or the rate the saver is offered at the
time of depesit, ie significant for finanocial development, as it
governs the helight of the real interest. Howewer, the borrowers and
depozitors respond ultimately to interest rate adjusted for
inflation (p). The adjusted interest rate [} is calculated as

r o= [{1+)Fi1+p) J-1.

hs lohg ag real interest is positive, one can expact that
gavers will seek financlal asseta., If inflation iz higher than
nominal interest rate and the resyltant real interast rate is
negative, it g likely that savers would sesk non-financial assets
such as land and gold, depriving the financial intermediariess of
Ipanabla funds for their investment.

H. Determinatlon of Interest Eate by Market Forces

Although deregulatlion measures have enabled the supply alde of
gavings bo function by keeping the positive real interest rake
high, the demand side would be stirslated 1if the real lending rate
ig delibarately kept at a depressed lewvel. In trying te provide
credit for investment at rates cheaper than the esquilibriue rates
of interest determined by market forees, the governments have been
using wvarious opticns. These include interest rate ceilings,
governmant guarantees, interest rate subsidies, directed credita,
regulaticns to divert the flow of savings to "priority sectors™ and
tax-axemnpt fimancing and the like (Slower 1994). Thesa
interventions which are based on non-economic grounds, encourage
the esztablizhment of those productive wunikts wvwhose financial
viability remalns dependent on the government subsidies and
genarally lead to burdensome non—performing loans carried by the

banka.

High positive real interest rates in the short-ran may
negatively influence the investment process. However, in the long-
run, it is expected that an appropriately prioced Investmenk
allocation may lead to a more sustained leval of economic growth.
In thae absence of an institutional Framework for facilitating flows
of investable fomnds into wilekle Iinvestment preolecta, there 1s
slwaye a posgibility of increased financial savings shifting foward
inefficient allocations such as government current expenditures and
cther perverse investnent deaisions ([(Grower 1994). Given a
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reascnably satisfactory institutional framework, it would be
advisable to leave both the supply &nd densnd sides of interest
rate determination sinulkanesusly to the market forces, rather than
leaying che to the market and the othar baing subject to governmant
intervention (Bdwards and Ehan 19B5).

I. Head for Banking Supervi=ion

At early stages, financial sector reforms including
deregulation, tend to get halted if there are some disruptive
forces At work. Mot of these forces are duc to emergence of
oligopoly especially in banking institutioms and lack of effective
banking suparvision. The oligopolistic forces raise intermediation
cests and enable the financial institutions widen the spread
batwaen the deposit and lending rates (Killick 1993). The only way
to maet this eventuality is to promote competition.

Deregulated banking environment ita likely to intreduce new
and Inexperlenced bankers ko engage in financial activities for
which higher risk-analysis skill levels are required. In eons
cages, there may be large increase in banking assets through
inprudant banking management. An interesting example is provided
by the experisnce of Indonesia documented by Glower (1994). After
deregqulation, Indonesiars banking eystem assets increased
anormously, reaching in =ome cases a €0 percent annual increass
rake. EBEY the time the avthorities focussed on this aspect, a large
volume of bhad lasans had already mounted considerably, reguiring a
hiqggr level of efforts than if initial actions had been taken
sarliar.

The consegquences of weak supervisery and regulatory
capabilities result in peor lenmding policies and mismanagement by

the commercial hkanks which lead o bank failures, Financial
distress leads to discouragament of mobllisatlon of savings and
collapse of the flnancial system. Refarn process, therefore,

raguires a carafyl balanocing act betwean effectivo auparuiajan and
efficient deregulation, which sheuld aim at maintaining the
viability of banking institutions and a self=suatainable financial
sactor. In these circumstances of market failures, which are
compounded by insufficient banking supervisory capabilities, any
imprudent government debt fimancing as part of expansionist fiscal
policles will only exacerbate the situation. They will add ta the
inflationary pressures, reducing the real interest rate and
eventually lead to ultimate distrust in the deregulation reforms
(Glowar 1994).

J. A Burvey of Literature on Empirical Evidence

(i} Two Schools of Thought
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& survey of literature on finsncial development shows that the
empirical evidence gathered so far seems to have sesttled onoe for
all tha centroversy on tha role of money in the process of esoonomic
growth between two schools of bthought, nanely the substitutablility
hypothasis (Tobin 1965 and Johneon 1967) and complementarity
hypothesis (McEinnon 1973, Shaw 1973, Fry 1981), in favour of the
latter. The substitutebility hypothesis, which considered money as
a substitute for physicel assets, was that any increase in the rate
of interest on a monetary asset would result in a portfolio shift
towarde such assets and it would lead to reduetion In the
aodumilation of capital and econonlic growkh.

Thr complesentarity hypothesisa, an the other hand, stated that
rost Investwent In the developing countries which are marked by the
rudimentary and fragmented nature of their capital markets, relies
on self-financing and the investar first accumulates the money
balances needed to finance or acguire physical assets. A higher
return on poney balances is likely to raise investonent-incone
ratio, both becauss it anables the would-be Investors to accuaulate
equity faster and also because this a?Fitf nakes then more eligible
for any limited institutisnal financing. The debt-intermediation
view of Shaw (1973) focuses on this capacity of deposit
mobilisation to enhance the lending potential of finamcial
intermediaries throuah the use of high deposit rates to encourage
the inflow of deposite in banks. Thus, the debt intermediation view
and complamantarity hypothesles reinforse =ach sther through their
enphasis on the use of high deposit rates to enhance investpent
project finaneing elther through own funds or in part through
boarrewings (Molho 1986, Ikhide 1993).

(ii] Causality of Relstionship

The study of causal relationship between financial development
and sconomic growth has drawn conziderable attention following the
theoretical articulation by Patrick (1966). Emplirical evidence
gathered by Jung (1986), who analysed annual data of %€ countries,
of which 19 were developed countriles and the rest being developing
countries, revealed that developing countrieg in general, had a
"eupply-leading” causality pattern more freguently than a “demand=
fellawing™ pattern. Hawever, certain high-growth developineg
countries were characterised by unidirectional causality running
from financial to real development signifying supply-leading growth
patfern, and the low-growth countries by demand-following causal
relationship., The study by Jung indicates that early stagea of
financial development conglet more af substituticon froa currancy to
non-currency fFinancdial assets than of substitution from real to
financial assets. In 1ts sarly stages of development, the financial
sector may be impartant more in facilitating financial transactions
than in serving as an intermediary for lending for investment.

rLil) Role of Interest Rate
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he econonlc development procesds, savers switch their savings
from unproductive real assets to finamncial savings and hence
enhance kthe asupply of credit in the esconomy. Higher rates of
interest have played s wmajor role in this process and have led to
greater mobilisation of financial savings and promoted financial
deepening and growth. Fry (1%78), using data for 7 Asian countries
ocver 7 to 11 year perieds, showsd that real interast rate was
positively and significantly associated with domestic savings and
ratas of growth. An TMF study (192831), which was based on a sampls
of 21 ocounktries, conflrmed the presepce of cross=-gectlonal
relationship betwesn average real interest rates, GDP growth and
growth of broad money over the decads 1971-1%80.

Fey  (19088) pusmerising the resulte of empirical studies
esgtablished a positive assocliation between intersst rate, savings
and growth. ©Gelb (1%89) using more recent data from 3% countries
over the peried 15%65-1985, obtained resulkts which indicated that
for every 1 percent increasae in tha resal deposit rate, owtput
graowkth rate increased by 0.2 percent-6.28 percent. In a wvary
racent study, HoEinnom{199l)} presented convipcing empirical
evidence to show that countries which sustalned higher real
interest rates have generally had more robust real fimancial growth
and that a higher financial ratioc was positively associated with
high GDP growth rate.

(iv) Efficiency of Investmnent

There is conaiderable emplirical evidence docomernted to show
that greater financial intermediation facilities will ensure that
better instrunents are financed and will therefore increase the
average productivity of investment({ Tkhide 1993). This is based on
the assumsption that with the emsrgence of improved f[inancial
intermediation, the financial institutions would be more efficient
and good at selecting viable projects; the projects would be able
to compete freely for funde; and that the sub=optimal ones whose
expooted returns balow Ehe market clearing rates would drep ount im
the process. Tkhide (19583), in hile cross-sectional study of 17
countries In Africa has shown that positive real interesst rates
would enhance the efficiency of investment, which is proxisd by
incremental ocutput-capital ratic [(IGCR).

II. EMPIRICAL INVESTIGATTON OF FIJI'S FIMANCIAL BECTOR

A, PLji's Fimanaial Sectar

Fijifs formal financial sector consists of a network of
fipancial institukblons. The latter include the monetary acthority,
the Ressrve Bank of Piji, five commercial banks, thres life
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inaurance companies, four general insurance companies, a fully
government-owned development bank, a mortgage finance institotion,
a vehicle and eguipment finance f£irm, the Fiji Hational Provident
Fund (FHPFF) amnd the Unlt Trust of Fijl. There are also beginnings
of a nurber of finapncial markets including interbank market, a
market in treasury bkills, promisscry notes, government and public
gector bonds and a form of stock axchanga. conmercial banke,
howaver, dominate the ascens. Their main Ffunction is to acoept
deposite and lend funds, making profita in the proceas. Due ko
lack of capltal market alternatives, private investors take loans
from banks or insurance companies= or rely en reinvested sarnings to
finance their growth.

A major problem of very recent origin relates toc the need for
continued vigilance in regard to hanking supervision. This arose
in cennecticon with poor pecformance of one of the commercial banks.
By mid 19%%, it cams to ke known that the bank had ite non-
perforn’'ng loans aguivalent to 5 to B times its capital and along
Wwith th. ¢ finding, there emerged & nunber of lending and management
problame., It was found that the bank failed to observae the
estoblished guidelines and it was Ifinancing long-=term lozns with
short-term deposits. With a wiew to shoring up fund=, the bank
attempted to attract short-term deposits st high laterest rates.
When depositors lost confidence in the bank, a liguidity orisis
emerged and a restructuring of the kank had to be undertaken
{AusAID 1995) . These events highlight the importance of effective
banking supservision ky the moneatary authority over the functioning
of commercial banks az & basic regquirement of confidence building
in financial reforms.

The other mnajor source of fuand=2, besides the commarcial
banking systen, is FNPF. Funds mobilised by FHPF are in the form
of contrikbuticne made the smployers and employess in the Formal
sector in accordance with the legally stipulated percentages of
their salaries. As the funds cnce contributed are not available
until the mesbers reach the age of 585, FHNPF is the key source of
long=term funding. Much of its invastments are in the form of
government related or government quarankteed securltles. Its private
sactor investmants are for long-term mortgage finance, mainly on
tourist and commeraial propertises.

Fiji‘e eapital market is presently confined teo publis sestor
securities. There are legal provislone reguiring the ocommercial
banks, FHPF, and the insurance comppanies in regard to holding some
proportlon of theilr assets in the form of government or other
public sector sacurities.

B. Fiji's Savings and Domestic Liquidity

Fiji's savings pxpressed as a ratio of its GOF has been on an
average at 16 per cent. Private savings has béen much higher gt 20



L5

peroent of GDP as the government has bkesn a negative saver all
alomg becanse of jta persjistent overall fiscel deficits. Taokal
domestic investmant has been steadily declining since 1385, wall
bErfore the military coup since most of the infrastructure projects
initiated in the public sector in the late seventies wers completed
by the mild elghties. From 1987, the desline in the ratio of tokal
domestls investnent to GDF is more pronoonced and this s duse to
weakness in private investment arising ocut of political uncertainty
(Chandra and Hunkt 1995, AushAID 1995) .

s a result of the decline in investment rate, the rescurce
gap, defined as the difference batwesn savings and investment, has
been positive and growing since the mid-eighties. The resultant
effect haz beaen a ri=ing trend in liguidity in the banking system.
Despite monetary policy being directed to reduce excess liguldity,
interast rates were on the decline., AR the end of June 1894, the
weighted average lending rate of commercial banks stocd at 11.5
percent, down from 12.4 percent in Janoary 1993, The avarags
deposit rate showed a similar decline, falling from 4.1 percent to
1.2 percent during the sespe period, leaving the intermedistion
spraad virtually unchangesd [(werld Bank 1995} .

In these circumstances, poor investment activity would anly
mean ejther the projects were not bankable or the projects wore too
risky for bank lendlng. Since therse is ne eguity market developed,
the young and emergity entrepreneurs did not have any opportunity
to test their concepts on the willing lnvestors to take a risk for
a greater return. The apparent concluszien is presently there is no
neans of channelling houseshold and institutional savings asubtside
commercial banking lending system inteo productive investment.

. Honetisation Preocess

Bince inflation ercdes into real values, the analysis in this
paper is confined to real magnitudes of relevant variables, which
are duly adjusted for price level changes. Accordingly, Table 1
presents a time-series of data for an eighteen year period (1977~
1994} on broad money (M2}, bokh In nominal and real terss, real
interast rate amd real GDP growth rate., Takle 1 alse provides
information relating to ratiocs of real M2 (RM2) to real GDE [RGDE)
and FM2 to resal total savings (RTE} as well as the ratioc of annual
incremental change 1in RM2 (A RMI) 10 RTS, known as the ratio of
financialisation of savings (RFTS).

Fitting exponential growth eguations for EM2 and RGDFP during
1978-1994, we find while RGDPF and real per oapita income (RPC)
grew ak 2.2 percant and 0.7 percent per annum respectively, RM2
grew at 5.3 percent per annum (Table 2}. ks regards monetization
process, wa £ind the ratioc of EMZ to RGDP recorded a growth rate of
2.8 percent (Table 2). Another indicater of significance in the
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context of SPICs in general amd Fiji, in particular, is the ratic
of EM2 to ETS. This ratio rose at 5.8 percent per anmaim. The above
findings show that the fimancial sector has been growing at a rate
higher than the real sector which grew at 2.2 percent.

It will ke of dinterest to compare the real and financial
sactor growkth rates of Filji with those of developing countriss
which had sxperienced mpoderately negative real interest rates.
Table 3 presanta a comparatlve pleoture. Glven the differences in
the pericds of ocomparison, Fiji'e growth rabte in resl money s
comparakle te many of the countries with moderately negative real
rates of interest. Howaver, its real seckor growbth rate is much
lagge at 2.2 percent than those of the counkries under comparison
(Table 3). obvicusly, there are othar factors at work in the
growih process.

Cr. Financlial Despening in Fidl

E ptudy of financlal deespeaning in the process of economic
growkth involwes a study of statistical relationships baetwean FHZ as
a dapandent wvariable and real depoalt rate () and RSDF Ao
independent explanatory varisbles, Since the relationship is sought
to be examined over a period of time and such a study would involwve
regression analysis of time =series, problems presented by an
analy=sis of time-series data, especially if they are noen-stationary
have to bese recognised. Most of the economic tine-series,
efpecially relating to financial data, happen to be mon-statlonary
and hence, estimation errors are likely. With a view to avolding
possible spurious regressions associated with non-atationary time-
series, it was decided to wutilise the first differences in
variables in logaritheic fares.

The financial depth {5 msasured in cur model by the change in
the leogarithm of real money (Alag BM2), which, as deperdant
variable iz regressed on change in real interest rate (Dr) and
change in the logarithm of real income [Aloyg RGDP). Tha change in
the logaritha of a given varlable alsc indicates its growth rate.
Accordingly, the dependent wvariable in this model is the growvth
rate in real monay balances amnd correspendingly the change in the
logarithm of real GDP is the GDP growth rate. Since the rpeal
interest for socme years during the sighteen—vear pericd (LE77-1894)
was negative, logarithms of negative walues are not tenable and
henpce only the changes in real interest rates have been emploved in
the model estimation. The hypothesis that is socught to be tested is
that changes in real income and real interest rate are pozitively
associated with change in real monesy balances.

Alog RM2, = £ (Ar,, Alog RGDF,)

where, in addition to wariables already deflned,
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t = btime peried.

To capbture the influence of deregulation measures which were
intreduced from 1987 and onwards in the sstimatsd squation, it was
decided to add a dummy variable. Accerdingly, the dummy variable
would assume the value af unity for each year during the eicht—year
pericd (19£7-19%4) and zerc for all other years. The results of
regression analysis are prowvided in Table 3,

Initial estimation results clearly showed that liberalisation
measures did not have any statistically significant impact on
growth rate in real money, although the essgtimated coafficient of
thae dummy wvarisble fer deregulation years did eamerge with a
theoratically sxpacted positive slgn. Therefore, it was decided ko
drop it from the estimation procedure and re-estimate the squation
rataining the other twe explanatory wvariables. The following
aguation emergad as acceptable:

Alog RH2, = 2.61T# + 0.373 Ar#+% +0.551 Alog RGOE*
(1.785) (1.478) {2.208)

B =0, 284 O = 1.833 F ratio = 2.%78

(the figures in parentheses denote caleulated "t® values)

* denotes significance at § percent level
ww depotes slgnificance ak 10 percent level

Ih the sane modal, instead of REDP, real per capita incons
(RPC) was entered as an explanatory wvariable. gince the d
wariable for the deregulation years was agein Found statistically
not afignificant, it was omitted. The following eguaticn emerged as
satisfactory.

Aleg EM2, = 3.837 + 0.380 Arg* + 60.910 Alog RPC#
(2.786) (1.547) (2.395)

R!' = 0,316 bW = 1.8158 F ratio = 3.227

Although thea ecoeflficiente of determination of both the
eguations were low, the directions of functional relationship are
clear, The results confirm the direct and positive association of
ahange in the real deposit rate with growth rate in real money,
although the level of statistical significance is only at 10
percent. It I moteworthy that in both eguations=, the estimaked
coafficlent of the variable representing change in the real deposit
rate of intereat iz almost of the same magnitude. Further, growth
in income either in aggregate or in per capikta lewvel, is found to
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ba & significant variable, directly influencing the rate of growth
in real money.

E. Financlalisatieon of Savings

Each wyear, the adonomy =sets aside a part of its tatal
rescurces as savimgs. A part of this is used te invest direoctly
inte real owned assets (i.e. egquity built-up through retaimed
earninge) and the remaining part is set aside to build up real
financial assets. The [financialisation of savings (RFTS) flows is
reflected in the ratioc of annual increase in real money balapoes to
real total savings { (AEMZ)/ (REeal Total Savings))} during the year
(Gelb 1289}, With a wview to determining the factors influencing
the financialisation process, a regression eguation was fitted with
change in real deposit rate and growth rate of RGDP (RGDPR). As
the imitial sstimation rewealed the presence of autocorrelation, a
aorrectlon procedursz was adnptnd hf ndding the ﬁE{l] ArEGOE
spacification tarm to the eguation.

RFTS, = 0.075 & 0.008 Ar &+ + 0,010 RGDPR*+ 0.238 AR{1l}
({1.585) fL.4TE] (1.TE&) (1.723})

B = 0.210 DH = 2,009 F-Ratio = 1,090
{ figures in parentheses dsnote caloculataed £f valuaes)

* denotes statistically significant at 5 parcent level
¥4 denotes statistically significamt at 10 pergent level

~ The same functicnal relationship this time with real per
capita inceme growth rate(RPCGR) instead of RGDPR, we obtain the
following equation.

BRFTE, = 0.098 + 0.00% Ar#*® + 1,153 RPCOR* + 0.244 AR(1)
(2.115) (1.492) (1.878) (0.BE&1)

R = 0.3243 LM =2 .,008 F Rakin = 1.287%9

* danotes aignifican:n atk & par cant leval
*% denotes significance at 10 percent lewvel

Despite the low coafficients of determination cbtained in the
estimation of both the equations, the directions of influence of
the independent variables on the dependent variable are clear. In
both the estimated equations, we find the coefficient of change in
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rasl deposit rate energed with a posicive esign, which is
statistically significant, althouwgh only at 10 percent lewvel,
confirming a direct relaticnship with the ratio of financial
savings to total savings. Further, the magnitude of the coefficient
in both eguations was almost identical. Also, in both egquations,
the output growth rabte either in terma of real GOF or per capita
income emerged with a statistically significant positive =sion
establishing a direct relationship with the dependent variable.

F. Efficiency of Investment and BEeal Interest Bate Grewkth

Empirical studies comucted in A=zia ami Africa [(Gelb 1985 aml
IKhide 1993) have established a positive asscociation betwesn real
deposit rate (r) and efficiency of investment. It was decided to
undertake a similar exercise te ewplore whether there is any such
relationship in Fiji. Bfficiency of investment is represented by
incremental output-capital ratlo{IocR). It i= messured as ICOR =
(gross donestlies investment/GDP/real GOF growth rate). Tha model
adopted for testing the hypothesis is:

IOCR, = £(r,)

Since Fiji is prons to cyclones each year, it was considered
appropriste +to inolude a dummy wvariable (CY¥C) €0 capture the
influence of cyclenss on the annual IOCR. Acoordingly, the dummy
variable assumes the value of unity for the year when one or more
fyclana occurs and zero for the norpmal year. The fitted eguation

Bi

IOCR, = 0.408 - ©.01% r, - 0.373 Cc3¥C"
(2.842) (=0.672) (=2.121)

R = ¢.293 DW= 2,918 F Ratia — 2.491

In the fitted eguation, we fimd the ecyelene varjable i= the
only variable with statistical significance, having bean an adverse
influence on IOCR. The eoefficient of real deposit rate was
statistically not asignificant. Thus, it is obvious that during the
1%—year period (1978-1992), the real deposit Interest rate had no
influence on the productivity of investment. This is contrary to
the sppirical evidence documented in regard €9 the countries in
Africa and Asia by Ikhide [1993) apd Gelk (198%) that with the
growth in financial intermediation, fimapcial institutions became
more speaialized and ware adept in selecting and funding profitable
prejests and thus fimancing better instruments and conseguenily
promoting efficiency of investment. Such a conclusion cannot be
remched in regard to Fiji.

To sum up, the empirical analysis of Fiji‘s finamcial sector
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develcpment hase shown that there iz eclear statistical evidence of
the positive role of real depoalt rate in Financlial deepening ansd
financialisation of savings. Further, it has also besn established
that sconomic growth which is signified mither by increases in real
GODF or in raeal per capita income, has contributed to fipancial
despening. This latter finding confirms the hypothesis of growth-
induced development of the financial system, in accardance with the
"demand-following! pattern enunciated by Patrick [(1966).

IXI. QONCLUSIONE

The paper focussed on Fiji's efforts during the last eighteen
(1978-15%4) years towards mobllisation of financial savings through
financial desepening. The theoretical background for exanination is
that an improvement in GDP means of g trapgformation of tangible
agssets to a more productive form is attainable through the
developrent of financial assets (Patrick 1964, Gurley and Shaw
1967) . SHince a large portion of savings ie held in physical assats
such as land, livestock and stocks of prinarcy roducts, a
reallecation of a portion of these savings would contribute to GDP
growth. Such a reallocation process is facilitated by lssuance of
financial instruments towards the tranafornation of physical
savings into financlial assets. This in turn, contributes to growth
in financial flows which have been described as the necessary
ingredients of economic growth (Gupta 1984).

The paper examined the trendes in the growth of monetisation
process during the period understudy. Impresaive progress has been
attmined in regard to growkh rates in certsin indicators
reprasenting monetisation and financizlisation of savings. The
growth rates in relevant fipancial variables are mvech higher than
real GOP growth rate during the periad indicating that financial
sector has been growing at a rate higher than the real sector.
However, there are certain noticeable deficiencies which were
spotllghted by a near collapse of a commercial bank. These include
lnadequate banking supervision and careful ecreening of projects te
be funded by the banking systen. in fact, an analysis af
efficiency of investment in terms of IOCR showed that the system of
financial  intermediation has yet to achieve the degree of
sophistication so as te evolve instruments reflecting a positive
relationship between real deposit rate and JOCH.

However, thers are encouraging signs. A quantitative analyeis
of Fiji's finanaial data over a eighteen year-pericd has brought
out the positive role of real deposit rate inte clesar foous.
Reform measures, which were initiated since 1987, should therefore,
be carried forward with greater emphasis on freeing the rate of
interest from artificial restraint= =0 as to enable it to reash
market-clearling egquilibrium levels.



21

J'I.ln-nrf with supply-side likeraliesaticn measures, demand-side
pelicles including contrel of public sector expenditures, towards
achieving amd maintaining annual overall fiseal balance are
required, This is a priority issue before the Government, since
fimeal deficite result in domestic borrowing and lead to an
unhealthy competition with private sector for funds, pushing up the
naminal interest rates and conseguently giving rise to demand-pull
inflationary pressures. Any good werk dens in ragard to supply
eide of likerallestion is likely to get nullified, as inflatien
Would lead to reduction in the real deposit rate. There is thus a
nead for maintaining macroeconomic stability for tha finaneial
liberalisation pregrar to succeed.
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TABLE 1t FlM: Economis Indicators: 1581-1855

Average
(1981-16040)] 1940 1881 1682 1883 1884 1955
GOP Growdh Rake 1.7 4.0 ae a2 ia 4.5 22
{percenl)
Far Capiia GDF Growih Rata 0.5 26 -0.8 1.5 LN | 2.7 14
{peroent)

Gross Domestic Saving 1.0 198 12.2 14.7 13.3 18 by 1
(percent of EDF)

Gross Domasiio Investmant 205 19.2 132 134 15.1 12.2 MA
(percent af GOF)

Resource Balance -1.6 0.3 240 1.6 -1.8 549 A&
(percenl of GDP)

Irsflakion 6.8 8.2 6.5 4.9 5.2 0.6 20
(percoal)

Currant Account Belancs -2.0 -3.5 i ) = 2 0.0 M&
(percent of QD)

Tetal Gav'l Rewenpe Fi i) 66 26.0 2487 254 2.8 23T
percent of GOP)

Tolal Gow'l Expendituna .0 iR g2 4K bt | ad.4 il e
{percent of GOP)

Owerall Fiscal Balance 25 =25 Y Y. T4 4.5 .5
{percan] of GOF)

Exdemal Debd JB.6 T 250 225 201 174 P&
{percart of GOF)

et Bervice Ralio BLd 113 11.8 -} ¥ T4 11
{porcant)

Sowes:  Asian Developrment Bank {1966)

Woeld Bank {1985

Méa= Rl Avaiiabla
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Table 3: Growlh Raes wk percent per anmum

Wariables Gaowih Retes *
Real Erosd Monay 53
Real Goe 2.2
R=al Fer CGagitla i L
iRatiz of Real Broad Money o Real SDP | 28
|Fatio af Rasl Broad Momay ko Savirgs 5.8

® The lunclianal farem ulilised Tor estimation af growdh
rate sy = a. & , where v = lhe refevand wariabla,
0= growth rabe, 0 = base year and | = e peiod.

Thea lirar ransfanmalion of this funclicn gives the lallowing sgustioe
for estimalion: log w = og &, + gt

Source: Aulhors Caloulatians

[Fabie 4:
Fhipi and Selecthed eseloping Sountries:

Grasdtth of Real PMoney and Real GDP

Courmries willh Moderately Feal Moaey Real G0OP
Hegalive Beal Iniereslt Rales el g nosEh rcEml o no

Fiji 1
PakEstam 3
Thadand 3
il e e Y
Zambia 3/
Portogal 347
Ereocsn 3
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Sowncei: For FijE: Sugllvars Salcalbaticns

For Other Cowundriesc R, L. MoEinmion (178E88)



Dependent Varfalle: & log RA2

Table 5: Resulls of Regression Analyss

Explansiony Variabla Eguatien 1)|Eguation 2|Equalion 2 |Equalion 4
Consbant 1.767 =, BT = 4z 384T
{1.07T) (1.788) | (1,684 {2.758)
& Feeal inberasl Rale 0.353 02.373 ] 03654 0.23
{1407} (1.478) (1443 11.548)
&4 Log GO (LR ~] e o.551 i = =
(1.941) | (2.205) - -
Dwmemy lTor Deregulation| 2413 - 1.878 -
Yems {0,808} | eag) .
&4 g ol Par - 55 220 5050
Caplita kncome = - i 2030 2 35
R - Sguare 0325 0,284 ] .34 0316
DY 1.681 iex4 | 222 1.814
F- Ratio 2. 083 Z.1'5 1929 F 22T

Saurce: Sulbors Calculalions




THE UNIVERSITY OF
MEW S50UTH WALES

CENTRE FOR 5QUTH
PACIFIC STLIDIES

Comd i bin
el

The Cenitre for South Pacific Studies' distinguished lecture this year will
be presenced by

The Hon Alexander Downer MP
Minister for Foreign Affairs

The lesture will be from 4.00 to 500 on

Thursday 18 July
and there will be opporunities for questions thereafier

Tea and coffes will be served

Thae location is the Terrace Hoom
Ground Fleor, Sguare Hoose
Umiversity of Mow Spath YWales

We understand that the speaker will pive
& major policy address on Australia and the South Pacific

If you nezd any more information, please contact the Director of the Cenire
John Lodewijles on tel.: 385 3286 or fax: 313 6337,

gYDerrEyY 233 AUSTRALILA
Telaphons: «&T £33 FASF 1246
Fuacalmmiba: =68 421 30} B3IIF






