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We can look upon trangtiond economies from various traditionad viewpoints, such as
how many businesses have dready been privatized, whether macroeconomic stabilization
has dready been achieved, if genuine restructuring of the economy is dready under way,
and whether sustainable long-term growth is dready teking place.... But ingead, we will
examine the neglected problems of financid intermediation or rather misconceptions
concerning financid intermediation in a smdl (trangtiond) economy. Emphass will be
on the smdl economy, but since many important things concerning the financid system
of a country are forgotten and the less important are put at the top, if it is the case of a
trangtiona economy, the adjective >trangtiona< may be necessary aswell.

Wadl-functioning financid intermediation is important for economic performance of a
country. Households, as the most important savers, and others, need it on the one hand,
and business enterprises (and the Government), and others, as the most important
goenders or deficit economic units, on the other hand, need it as wdl. But if there are
misconceptions or illusons, and upon them financid inditutiond arangements ae
based, economic policies pursued, and genera opinion of what is right and what is wrong
promoted, these misconceptions and illusons may affect economic performance of the

country.

One of the very important characteristics or states of a country should be its openness
andlor liberdization of its cgpitd account transactions And internaiond financid
inditutions and foreign experts have generdly in mind and/or are concerned with the
inflow of capitd in the form of direct and portfolio investment when they evduate how
far a country has dready liberdized its capitd account of the balance of payments. They



think that capitd account transactions are important for the sole reason of enabling a
country to import foreign cepitd. They do not have in mind problems of financid
intermediation in a smdl economy. They have in mind, conscioudy or unconscioudy,
their own country — for ingtance, the United States. But they are not adone. The mgority
of domedtic economists with superficid knowledge of economics and/or groups within
the country with specid interests think in the same manner. They are somehow happy
that they have rediscovered stock exchange and capitd markets in a community where
they cannot exis.

We can sy that these groups are somehow waiting for something to happen, dthough
this something will never hgppen. We can tak about three kinds of waiting. First, for
financid intermediation through banks to increese a& the same time so tha financid
deepening will take place. Maturity of bank deposits would become longer and longer.
Second, for the capitd market to expand, i.e, the number of securities, their volume and
turnover or transactions would be increasng. And third, for foreign portfolio investors,
who are crucia for the liquidity, as they say, of the domestic capitd market, to play a role
in the locd capitd market.

The three kinds of wating are jugt illusons or wighful thinking. Financid intermediaion
through banks will not be increesng very much and maturity of bank deposits will not
change subgtantidly, at least in the near future, before the country abandons its currency.
The number and volume of securities on the cepital market will not be increesing but
decreasing and finadly admost disgppear. And foreign portfolio investors should not be
looked upon as important players or any players a al on the domestic or loca capitd
market because there will be no loca or domestic capitd market. There will be perhaps
some quas capital market of negligible importance.

Through internationd capitd transactions in both directions of more or less the same
volume, financid intermediation between domedic savers (or financid investors) and
domestic spenders (households, business enterprises, and the Government) will be taking
place. In the firsd pat of the paper, importance of gross and unimportance of net



internationd capitd flows will be presented. In the second part of the paper, the role of
banks is discussed; and in the third part, the geness and the temporary role of the
domestic capital market are presented. In the fourth part of the paper, we analyze in what
way domegtic and foreign inditutiond investors will be important, what kind of domestic
securities will there be, and who will be buying them. The find pat of the paper will
discuss [financid intermediation and capitd makets in a smdl economy and] why a
country like Slovenia must be a mirror image of a country like the United States, if
looked upon through its balance of payments.

1. Grossand Net International Capital Flows

Contrary to the current account of the bdance of payments, where one is usudly
interested in the volume of exports and imports, and the openness of an economy is
determined by the ratio of exports and/or imports (of goods and services) to GDP, capita
account is generdly not looked upon in such a way. What matters in the first place is the
balance, i. e, net export or import of capital and changes in the international (nonetary)
resrves of a country. But for a country like Sovenia gross internaiond capita
transactions should be important. The ratio between the sum of export (including
increases in international monetary reserves) and import of capitd, on the one tand, and
GDP on the other hand, should somehow be treated as an important indicator of the
financid openness of the country — and its financid maturity or development. Banks and
other financid intermediaries abroad should be namdy financiad intermediaries for
domestic savers and spenders (deficit economic units), and capital markets abroad should
be a subdtitute for the domestic capital market.

If we look at the bdance of payments of Sovenia for the lagt fifty, Sxty, or even more
years, we can see tha it generdly did not have a deficit in the current account. This
general characterigtic continued after 1991, when Sovenia became independent. The
exception, however, was in 1999, when a deficit in the amount of 29 percent of GDP
appeared. But even if this exception lasts a few more years, it does not undermine our
thess that capita flows in both directions are important. So, there has been dmost no net



import of capitad, if increases in internationd monetary reserves are treated as exports of
(liquid) capital. According to conventional wisdom, such a country is closed and must

open up — it must begin importing capitd.

Is it true that a country like Slovenia has not had as good an economy as other trangtiona
economies because it has not been a net importer of capita? Is it maybe because it has no
net import of capitd, which has isolated it from the internationd economy? Is a deficit in
the current account of the bdance of payments the only virtue? Are internationd
financid transactions of no importance for a country like Slovenia? None of these
questions is true. Sovenia needs financid intermediaries and financiad markets aoroad
more than other (bigger) trandtiond or non-tranditiona economies, but it needs them for

other reasons and in a different way.

If we look, from the beginning, a the so-cdled dructurd postion of the money market,
which shows us the balance of autonomous transactions of the central bank and items in
its balance sheet, we see that it has had a surplus so far. A deficit is a usud or normd

gructurd pogtion of the money market, asin the Eurosystem (Monthly Bulletin, 1999).

A aurplus of the Sructurd podtion of the money market means that the amount of base
money cregted by the autonomous transactions of the central bank, i. e, transactions that
are not connected with monetary policy instruments or operations, is grester than is
required as currency and central bank deposits, excluding bank reserves. The main reason
for such a dructurd pogtion of the money market are net foreign asss, i. e, the
difference between foreign exchange reserves and outstanding short-term central  bank
foreign currency papers that banks are required to have againgt their short-term foreign
currency deposits. Because of such a sructurd postion of the money market, the centra
bank’s main preoccupation has been to absorb surplus liquidity crested autonomoudy. Its
dominant monetary policy ingrument has been the absorption of surplus liquidity through
sdes of its short-term domestic currency papers.



Figure 1. Bank of Slovenia (BS) Balance Sheet
(December 31, 1999)

Asxts Liahilities

Domestic Assets— 7% Base Money — 29%

Short-term Papers — 50%
Foreign Assets— 93%

Other — 21%

Source: Bank of Sovenia Monthly Bulletin, March 2000.

A subgtantid part of financid intermediation via banks and capitd markets abroad has
dready been taking place with financid intermediation of the centrd bank. Clams on the
centrd bank in the form of base money and its short-term foreign and domestic currency
papers have been de facto short-term clams on banks and money market insruments
abroad. As can ke seen from Figure 1, al base money (H) and dl Bank of Sovenia (BS)
short-term papers are de facto clams on banks and money market insruments (FA).
These foreign liquid assets have been increasing more or less pardld to the inflow of
foragn longe-tem or long-teem cepitd — patly in the form of foregn direct
investments. Unusua or neglected importance of the capital account for a country like
Sovenia can be seen dready in the balance sheet of its centra bank: import of long-term

capital on the one hand (this, of course, cannot be seen in the balance sheet of the centra



bank), and export of liquid capitd (this can be seen in the centra bank baance sheet), on
the other hand.

As a consequence to the neglected importance of gross internationd financid trans-
actions, foreign ligbilities and foreign assets have gppeared. They have not been based on
ddiberate policy, according to acknowledgement that financid intermediaries and capitd
markets abroad should hdp us in financid intermediation. They appeared, of course,
partly because of the centrd bank’s Serilization policy. And derilization has been treated

as something trangtiond, asis aways the case. Already, it hasadmost cometo itsend.

2. Domestic Banksas Financial Intermediaries and the Bas's

for a Banking Economy

One of the fdlacies or illusons that has been in circulation for years is based on the right
concluson, which is that the economy of a country like Sovenia would be a banking
economy (Allen, 1993). What is wrong is thinking that domestic banks, without help
from banks and financid markets abroad, would be able to intermediate and provide
enough funds, especidly long-term, required by busness enterprises. Therefore, this
means pemanent wating for further bank financid intermediaion and  financid
deepening — alengthening of the maturity structure of bank deposits.

Unfortunately, that which the economy has been waiting for will not arive, a least not in
such a form that domestic banks would be sdf-sufficdent for the functioning of the
banking economy. Vaious invesment funds will dat to compete for savings of
households — they will not wait as long as they waited in Western Europe, and there will
be no subgtantiad change in the maturity of bank deposts. Propensty for liquid financid
assts will not subside. Therefore, the banking economy, which has been and will be the
only viable type of connection between savers and spenders, would not be possble
without the help of banks and financid markets abroad.

The kind of financid intermediation via banks abroad that we are taking about has
dready been taking place. This can be seen from Figure 2, which shows that for the



mgor pat of their foreign currency depodts, for ingance 100 percent for demand
depogits, banks have dready been required to have foreign assets directly with banks
abroad or via the centrd bank, i. e, its foreign currency papers. But, it is financid
intermediation that intermediates domestic funds abroad. If we are talking about financid
intermediation, we are thinking about how to enable banks to channd adequate funds to
busness enterprises. Therefore, let us put asde foreign currency bank deposits for the
moment, which we will come back to when we will discuss domedtic invesment funds,
and let us concentrate on domestic currency bank deposits.

Figure 2: Foreign Currency Assetsand Liabilities of Banks
in Slovenia at the End of 1999

AsHs Ligbilities
Foreign Currency BS Papers —
12% Foreign Currency Deposits— 18%
Foreign Assets— 13% Foreign Lidbilities— 10%

Domestic Currency Assets— 75% Domestic Currency Liabilities—
2%

Source: Bank of Sovenia Monthly Bulletin, March 2000.

As domedtic currency bank deposits will remain predominantly short term, banks of such
a gndl banking sysem will not be able to trandform them into long-term loans (five to
seven years) according to the demand for such loans. It is not a solution for banks to give

only short-term loans. If business enterprises and others did not get required funds from



domegtic banks, they would get them from banks abroad. If they would want to day in
business, banks would be obliged to get long-term funds from abroad, on the one hand,
and export surplus liquid funds abroad, on the other hand.

There may be chances for banks to survive if they would invest funds, collected in the
form of short-term domestic currency depodts, partly into liquid foreign assets (deposits
with banks abroad and foreign money market ingruments). They should invest in liquid
assats aoroad that part of funds which they would not be able to transform into longer-
term loans or which are not required as short-term loans. In the amount of liquid assets
invested abroad, they would be able to collect long-term deposits abroad or get long-term
loans from banks aboroad. These long-term deposits and/or loans would enable domestic
banks to give ther customers long-term loans within their condraints, not exposing
themsdves to illiquidity and/or currency risk. Therefore, banks woud have on the
ligbilities sde of their baance sheet short or shorter-term domestic currency deposts and
long or longer-term foreign deposits and/or loans, and on the assets side of their baance
sheet, short-term or shorter-term foreign assats and long or longer-term domestic loans.
Without such help from banks abroad, domestic banks would not be able to intermediate
between domestic savers, who prefer liquidity, and domestic business enterprises, which
need long-term funds. The United States played a smilar role for Europe a least
according to Kindleberger (1965) and Kindleberger and others (1966). Domestic banks
should perform, of course, as a financia intermediation at least as cheap as banks abroad.
And we mug gill add one thing. This will only happen if both domestic savers and
domestic borrowers want domestic currency to be used. If foreign currency is used and
both lenders and borrowers prefer foreign currency, it would be much more smpler, but
at the same time, there would be much less space for domestic banks.

Expectations or waiting for domedtic banks done without financid intermediation of
banks abroad, as just described, to enable the only viable so-cdled banking sysem is
without any bads. If provisons, as described, are not made very soon for such financid
intermediation of domestic banks, one should not expect the so-cdled market economy to
appear and develop for the benefit and happiness of people around the Ljubljana stock



exchange. Domestic banks would smply be wiped out. It does not mean, of course, that

they would not be wiped out if they would nevethdess try proper financid
intermediation.

3. Domestic Capital Market

A domedtic secondary capitd market, i. e, trading with shares, appeared soon after shares
were created when non-financiad busness enterprises in socid ownership changed into
gock companies and shares were given ether to citizens directly and indirectly through
closed-end investment companies, which were created by law a the same time that the
abolishment of socia ownership dtarted; or shares were given to the two public funds and
to the Government agency responsble for privatization or ownership transformation of
previoudy socidly owned busness enterprises, which changed names and [partly]
function severa times. As in other trandtiond economies, the capital market appeared at
first as a secondary capitd market. It is logica that the emergence of a secondary capitd
market, contrary to the higtorical development of capitd markets in countries without
revolutions and counter-revolutions, preceded the primary capitd market. But only to
ome extent, it is something logica and/or inevitable. What followed, and the ill-founded
expectations, illusons, and basis for fraudulent behavior that were created around and/or
upon a capita market is something that cannot be accepted namely as a necessity.

What was wrong and why, and what should have been done quickly to help genuine
owners  of previoudy socidly owned busness enterprises  without  negative
macroeconomic and socid consequences, and how normd development of financia
indtitutions had to be ensured has been explaned severd times (for ingance, Ribnikar,
1997). We will not elaborate further on these points, but will concentrate on »waiting«
for the capitd market to deveop, i. e, why the capital market in a country like Sovenia
cannot even exist and even less so, can develop.

If capital markets in the United States and other countries are properly andyzed and
understood, there cannot be a separate capital market in a country like Sovenia for two



sample reasons. Fird, there are only few business enterprises that may find financing via
the cepitd market chegper than via banks. The problem is not the qudity of their
securities, but their volume. Second, even if there were domedtic inditutiond investors,
they would have invested primarily in foregn securities We can sy that only those
busness enterprises that can issue so-cdled investment grade securities for indtitutiona
investors abroad will decide for financing via the capitad market, but it will not be taking
place in the domestic cepitd market. Domedtic inditutiona investors, once they agppear,
will be active in capitd markets aoroad, unless, for patriotic reasons, they will be
prevented from managing their portfolios to benefit their clients. But in this case, there
would be no domedtic portfolio investors. This busness would be handled by foreign
inditutional investors.

Therefore, it could have been great fun if it would have been without cost for dl of us to
hear and/or read about concerns of the liquidity or illiquidity of the Sovenian capitd
market; about financia deepening that is going to happen; about foreigners, for ingtance
foreign inditutiond investors, who are eagerly expected to provide liquidity to the
Sovenian capital market; about beta coefficients and required rates of return for various
domedtic securities; about capita dructure of business enterprises, when long-term debts
are non-exigent; about how domestic securities have been underpriced, athough anyone
can, a least since February 1, 1999, get as many loans abroad as one wishes; and about
how traders on the stock exchange have been controlled, and trading on the basis of
indgde information and the manipulations of stock prices prevented in the country, where
mog intimately connected are people who are formaly completely unconnected. Nothing
enumerated has anything to do with specific characters of people living in, for instance,
Slovenig, but it is only the consequence of the smdlness of the community in which the
capitd  market or trading in shares suddenly appeared. It happened in a community for
which we can say is »Gemeinschaft«, and that will probably never develop into
»Gesd|schaft«.

At the basis of dl those funny things about capitd markets is, of course, the ill-designed
way of the abolisment of socid ownership of busness enterprises, which was ill-
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designed on purpose to enable the quick enrichment of the right people — i. e, people
without any prejudices and scruples and who belonged to or joined the old and/or the new
edablishment  or nomenclature. But, a the same time, the mangdream economic
professon with its textbooks, articles, and advises is not without reproach. Members of
the economic professon should have prevented the ingppropriate use of ideas, concepts,
and inditutions developed in a quite different milieu. Like pills and medicine that must
be labeled “Keep out of reach of children”, a smilar warning should have been required
for economic textbooks etc. with ideas, concepts, and indtitutions, once trangtion started,
0 that they would not have been uncritically or without proper understanding used in

countries like Sovenia

4. |nstitutional Investors

A capital market dmost could not have exiged in a country like the United States, where
inditutiond investors are buyers of dmog dl bonds - 95 percent (Mishkin, 1995, p. 208),
without inditutiona investors. It is more or less the same concerning shares, but new
isues are negligibleThere are dmogt no inditutiond investors in countries like Sovenia,
but their nonexistence is not the cause of what has been happening in capital markets.

As has dready been mentioned, domegtic ingtitutiona investors will, once they have been
edablished, invest mogdly in foreign securities. It will be the only way for them to be able
to diversfy therr portfolios properly. One type of inditutiond investor with amost
excdudvdy foregn assets has dready been de facto there. It must now formaly change
into proper legd form — into foreign assets mutud funds (open-end investment funds) or
unit trusts

Wha we have in mind is for banks to be obliged to invest predominantly into liquid
foreign assets those funds that have been collected from foreign currency deposts. They
have a mgor pat of these foreign assets indirectly via the centrd bank in short-term
foreign currency papers. Foreign currency deposits are a hangover of the old practices in

Yugodavia and, a the same time, a reminder of how the long-term process is to make the
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new domestic currency credible. But the desire of people and business enterprises to have
foreign currency deposits will probably not disappear before our domestic currency
disappears once Soveniajoins the EMU.

In the meantime, no one is saisfied with this arrangement. Banks are amogt prohibited to
intermediate those funds collected on the basis of foreign currency deposits to business
enterprises as loans. A mgor pat of these assets must be in liquid foreign assets and,
therefore, banks are not making any profit from these activitiess Depodtors are not
satisfied because they are getting low interest rates on therr foreign currency deposts.
They are getting more or less the same interest rate as for comparable deposits abroad, for
indance in Germany, but these predominantly liquid depodts are de facto genuine long-
term savings of households. The problem is tha they want to keep them in liquid form
and as foreign currency deposits with banks in a very smal economy. The centrd bank
must take care that there would be no cause for runs on these deposts and, therefore,
require that banks generdly not perform the function of ordinary intermediary for thus
collected funds. Therefore the centrd bank requires that banks should keep enough (for
demand deposits, 100 percent) liquid foreign assets for these deposits.

Once the laws on securities market, investment funds, insurance companies, etc., change,
it will mean that they are no longer written under the assumption that Slovenia is like the
United States, but that it is dmost the opposte, that banks should start from the
beginning to edablish and run foreign assts mutud funds that will dlow bank foreign
currency depostors to switch from foreign currency deposts into shares of foreign assets
mutud funds

If or until foreign assets mutua funds increese on the bass of foreign currency bank
deposits that decrease, there would be no change in the foreign clams and ligbilities of
the country. What will happen is that banks will get rid of that part of their baance sheet
from which they have not been peforming the function — in the usud meening — of
financid intermediary. On the other hand, former bank depostors will say with liquid



foreign assats indirectly as before, but now via daims to mutua funds and not via bank
depogits. Earnings on these assets will be appropriate to ther liquidity and risk.

When other financid intermediaries gppear, they will be obliged as wdl to invest mogly
in foreign securities. The number of domestic securities available will be decreasing for
two reasons. Fird, the mgority of previoudy socidly owned business enterprises, which
were changed by law into stock companies, will disappear because they will be merged
with other busness enterprises, will be taken over by foreign companies, or will stop
being stock companies or a least public stock companies. Second, very few business
enterprises that will remain dive will find it profitable to be financed via the capitd
market, and will go on to capital markets abroad.

We can expect only two kinds of domestic securities, besdes securities of few business
enterprises, that will be quoted and traded on foreign stock exchanges, to be avalable in
great enough volume. The first are Government bonds and the second are pass-through
securities on the bass of resdential mortgages (Saunders, 1997, pp. 600-633), if they
happen to be issued by one inditution and if they will be of just one kind. Otherwise,
their volume will not be great enough.

It is logicd for inditutiond investors, if or when they gppear in such a smal country, to
be obliged to invest predominantly in foreign securities. Domedtic securities — fird,
Government bonds, and then pass-through securities and securities of a few domedtic
companies — will be kept predominantly by foreign inditutiond investors. Capitd

markets abroad will be amarket place for domestic securities.

5. Financial Intermediation and Capital Markets
in a Small Economy

It is much more important for a smdl trandtiona and/or emerging economy than for big
economies to be open as concerns internationd capital transactions. But this openness has

13



nothing to do with the necessity of net import of capitd. Openness is necessary aso in
the case when a country has a baanced current account and does not need funds from
abroad. Smadl countries must be open and dlow the flow of capita in both directions
because domedic financid intermediaries cannot intermediate  properly. They cannot
transform funds obtaned on the bads of predominantly short-term deposts into long-
term loans without financia intermediation of banks abroad.

The generd pattern that we can expect from samdl economies is the import of long-term
funds and the export of liquid funds. Its foreign assets will be liquid and its ligbilities
long term. And this trandformation of liquid assets into long-term ligbilities must be
dlowed by liberdization of capitd account transactions. From the data in Figure 3, we
can see that something like this has been hgppening. The volume of foreign assats and
ligbilities outstanding is important, and not the baance.

Domestic financiad intermediaries, such as banks, would be able to suvive if financd
intermediation through capitd account transactions were dlowed. But it is not quite the
same as concerns capitd markets and inditutiond investors. There will be no domestic
capital markets once securities that are created atificidly (when al busness enterprises
are trandformed into stock companies) disgppear. There will be few domestic securities,
but there will be a kind of swap between domestic and foreign securities. Domestic
inditutiond investors will inves mogdly in foreign securities and domestic securities will
be predominantly in the portfolios of inditutiona investors abroad.
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Figure 3: Foreign Assetsand Liabilities of Slovenia at the End
of 1998 (in million of USD), without Unrecorded
Foreign Assetsthat Households May Have Abroad

Assts Liabilities
FDI 563 | FDI 2907
Portfolio Invesments 50 | Portfalio Investments 1512
Other Assets Other Liahilities

(Loans, Trade Credits, etc.) 4395 (Loans, Trade Credits, etc.) 5255
Internationa Monetary Reserves 3339

8347 9674
Source; Bank of Sovenia Monthly Bulletin, March 2000.

We have seen that the capitad account of the baance of payments is much more important
for the smal economy dthough, in generd, its current account will be in bdance. A
amdl economy cannot afford a substantiad and prolonged current account deficit. A smal
country must behave like a smdl bank within the banking sysem where there are dso big
banks. It must be a net supplier of funds via the money market and it must keep
subgtantid liquid assets with bigger banks — if it wantsto survive.

Therefore, it is just nonsense when liquidity of the domedtic capital market in Sovenia is
being andyzed, when one hears how foreigners should provide adequate liquidity to the
domegtic capitd market, when securities are being anadlyzed in the same way as on Wal
Street, when banks are not dlowed to intermediate via banks abroad, when ingtitutiona
investors are required to invest predominantly in domestic securities, and when other
andl countries (like Bosnia and Herzegovind are being advised by domedtic "experts'
on how to build up domestic capital markets. If a country is paliticaly independent and
has its own money, it does not mean that it can have a capitd maket and financid
intermediaries without the hdp of financid intermediation abroad. If international money
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is the international public good (McKinnon, 1979, p. 3) or internationa collective good
(De Grauwe, 1989, pp. 78) that can be used by residents of countries that do not have
internationd  money, then we can say something dmilar for products of financid
intermediaries and capitd markets of big countries or currency aess, such as the
Eurosysem. Of course, these financid intermediaries and capitd markets or ther
products nust be used as internationa public goods with care and prudence. And, in this
way, resdents of a smdl country may find that living in a smal country, where financid
intermediaries cannot perform ther function and where there may be no capitd market if
the financia system of the country is isolated, may be quite good — economicaly. Within
this framework or congraint, resdents may have whaever kind of market economic

system they warnt.
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