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For the major developed nations of the world, the management-of

foreign exchange reserves is hardly an issue. For them reserve management .

is an aspect of‘exchaﬁgglrate policy. ‘Under the Bretton Woods Agreement

Pt

adequate holdings of éqiq or fobéign currency wére neededAfor intervention
into the foreign exchange markéfs'ép as to maintain the national currenéy:
within the range determined by tﬂe IMF rules. With the.advént of géneral
floating there is, theoretically, no ﬁeea for reserves at allwexéept for

maintainiﬁg orderly market‘conditiohs - unless a country wants to indulge
in "dirty" floating. Frequently,-thé‘manipulation‘of intérest‘rates:may '

achieve similar results, and prdbably at a lower cost, than. heavy sales or

- purchases of foreign exchange. To achieve the kind of strength vis-a-vis

gold and other currencies during71981.Which resulted from the.extraordinéry_
rise in interest rates ih the U.S.A., the Tederal_Reéerve System would have

had to sell several billions. of dollars. worth of go1d‘or foreign currencies.

With the L.D.C.'s, however, foreign reserve management is not so much
——m e 7 :
: R
a means of achieving an optimal exchange rate level or of maintaining

" orderly trading conditions in the foreign currency markets; it is, in fact,

a c?itical element of any strategy of economic development.” I have
elsewhe?e sumﬁarized the issue of reserve manaéeﬁent fﬁr écoppmié
development as follows:

(l)_ The structural deﬁendeﬁée*of‘méét'L.D.C:'s_on‘foreign

trade,



R

(2)

(3)

(4)

Wild fluctuations in the export'earnings of LED.C.'S '
on the one hand and a steady demand for imported necessities

on the other;

Tecﬁnological and financial dependence on ‘the modern

industrial economies;

"The need to allocate scarce foreign exchange resources

from low priority uses to strategic-development activities;

On this occasion, I articulated five broad reserve management

policies. for monetary authorities in L.D.C.'s within a strategy for

economic development.

(1)

(2)

(3)

()

(5}

The need fo'manage carefﬁ}ly available fbreign e#chénge,

Tﬁe provisioniof incentives to export and of disincentives
to consumé non-essential imports,. |

The permission of fofeign borrbwing‘rights only to sectors
'whiéh pfomote eéonomic deveiopment3 especially of activities
which earm Eoreigﬁ exchange,

For most developlng countrles ‘it is preferable to err

o1 the slde of an "overvalued" than an: "undervalued"
currency. —

The ecénomical and liberal adﬁinistratiqn of‘exchaﬁge

ccntrol regulations.

This _paper addresses the problemg of foreign exchahge reéserve

management faced by a central bank in small developlng countrles,

given the critical rolé of foreign exchange in the development process
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‘banks usually generete healthy surplus from their 0perafions.

central bank to minimize its income from that source when_inflationary

A

and given the special circumstances in which such central banks function.

&

" The paper does not,pretend to provide a detailed foreign reserve investment

'handbook but to establlsh as svstematlc approach to, the prohlem of reserve

management and +o hring—iniQ,fQQQ§_§Q§ﬁrelevant theoretlce};aod Rhllosoph;cal

lssuer

. The section following describes the several objectives of reserve
. BN S .

.

management in small,developing coontries. ;Next-We attempt to develop én

appropriate philoso hy'of-reserve manegement and we set out the implications

of such a philosoPhy. Secticn three suggests hroad operatlonal gpldellnes ' b

for the management of the‘reserve_Porffollo. “Bection four takes up the

issues and problems pertalnlng to -the measurement of performance in the

— -

management of forelgn reserves."We end with a brief summary and conclusions.

The objectives of central bank management are'substantlally different
from those of a prlvate .sector 1nst1tut10n where the goal is essentlally
that of proflt‘max1m1zatlon. A central bank is an 1nst1tut10n charged
with the'publie jnteresf,andrso its objectives mustrreflect the current
concerns of Government, normatter'howrindependent of Government its
constitution mag deelare it to be.- At any rate, profit is hardly the

appropriate measure of central bank performance, even +though central

A high proportion of central.bank_income,rfor exemple,'frequently

derives from credit extention to Government; certainly, it behooves a

s

conditions prevail.
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Since Governments have multiple objectives, so we-may expect the

" objectives of reserve management to be mﬁltiple as well. TFive distinct

objectives of reserve management'may be identified: == - U
. . - . A -~ :
(1) Liquidity e e [

£ . i - L

+ T
.

(2) TIncome
(3). Precaution against "rainy day"
(4) Maintenance of value

(5) PoliticalAconsidergtiqns

Liquidity ¢ » 3

Assuming that the small-developiné country .operates an exchange

control regime and maintains a fixed:currehcy relationship to a key

currency, the monetary aﬁthorities require commercial‘banks to surrender

to the ceptral'bank'foréignrexchange in excess 6f‘prescribed limits.” Im

turn, the central bank ' is prepared to seii‘foreignﬂexchange {é commebqial
banks when the demand ‘on thém éxceéds their fbreign ékchangé receipts,

«

Because of the extreme openness of most small developing economies and

T

because of the seasonality and 1umpiness-of receipts from sale of primary

commodities which such economies typically export, foreign exchange

inflows and outflows will not necessarily move in sympathy. As a con-

.

sequence, the Central Bank will have to maintain considerable sums of
foreign exchange in the form of liquid assets. Holdings of liquid

~ N « ®
assets must cover both seasonal and cyclical variations in foreign .

exchange “inflows. A major objective of reserve mandgement then must be
——-—___'—____-_'—. - P " - -

the reliable availability of foreign exchange to meet the essentiai

- - eV E L, . i -
. - - - -—— 1S

import needs.

—— . r
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Income

53

. The holding of reserve assets inﬁolﬁes-an opportunity cost in
respect of goods and services whlch might otherwise be imported if the
| : reserves were 1mmed1ate1y spent. Indeed, Third World ecgnomlsts used to
"argue not very long ago, and with great emotion, that the holdlng of
reserves constltuted a Joan to the deve]oped countrles whose 11ab111t1es
were held and should be reduced to a minimum. Indeed, this attitude may

well have led countries like Ghana, which held considerablé?sterling

reserves, to exhaust them in-an orgy of "development" spending on

unproductive prdjects. It is quite appropriate then that'income from, the
—

s«investment of reserves should be max1mlzed as long as other critical
vestment or TP TR g as

»

constraints arve satisfied. Any funds whlch are not 1mmedlately held as
_P#_ﬁ_f__ﬁ____ﬂ__d_,__ﬁ_

11qu1d assets .should be invested so as to brlng the maximum returns.

vt

Also assets held for llquldlty purposes should be deployed in such a

Rl \manner as to obtain the'hlghest return. Earnlngs from llquld'assets

w1ll,reduce the opportunlty costs of holding reserves. 'Where no

productlve" alternative nses exist, the income from forelgn reserve

10ldings in fact constitute an opportunity gain.

L

Precaution against'ﬁrainy‘day"
One objective of maintaining reserves is to guard againSt the

extreme possibility of total ruin. Thers should be somewhere:a

"nmest egé" to be utiliied wﬁen‘the "wolf" is actually clawing at the
. door. The gold irancheé of ; reserve portfolio probablyrfills this role
et - . —
betpff_ffip_fpzqupfflw-It is an asset which, even in the most of
unssttled of times, is likely to find a willing purchaser. At the start

of the Second World War, it was her extensive gold holdings which bought
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Britain the time that Presidenf Roosevelt neededrto-whip ﬁp suﬁport in -the 7
U.S.A.'fo: the Allied cause. On the occasion of the first 0il Shock, the
Bank of Italy was able to plédge its goid‘holdings‘tq the Bﬁndesbankvin
return for foreign exchange to pay fo£ its vitaifiﬁports of oii._'ThelgEgat:

-

drawback of gold"iS'that'it'is not an-earning asset, -and so:the security of

—

holding significant quantities of gold involves an opportunity cost of the

return ofVQIferﬂative'ihvestments.ﬁhich, in times of high interest ratés,
could be Qery higﬁ. In recént years, there also-has existed_the poséiﬁility
of a cap::tal loss on gold holdingsf However, it is most llkely that ?old
prices, although likely to fluctuate w11d1y in the short run, will keep
pace.w1th 1nflat10n,0ver-the long run.. Furthermore, 1tu;s also._likely that.
its price wili.rise ip times of calamity when the mest egg will presumably
be most useful.

- [ e .

Political Considerations

N

‘Te fulfill some national or institutional goal, the central bank may

be called upon- to make investments which do not fall.into the category of

" the "prudent man" variety. A friendly nation may suffer a natural disaster

such as a hurricane or an earthquake; in such circumstances the central

bank may be invited to buy that country's treasury bills or debentures to

‘'shore up its faltering external diquidity. These securities may be low-

. ‘yielding and unmarketable. In such cases political approval should be

obtained and the responsibility for the possible loss of such investments

placed squarely on the Government Administration. -Even so, the central

~bank should have a cléar view of acceptable limits of loss and should so

advise the Administration. . : -



et alae

\
Sometimes the bank may, él&her w1th Government encoﬁragement or
in pursu1t of its own 1nst1tutlonal goals purchase the securities of
certain. 1nternat10nal flnanélal 1nst1tut10ns, sucﬁ as the World Bank, the
,Inter—Amerlcan Deveiopment:Bank, or its reglonal.development'bank. Such
investments; althéugh;ﬁdite safe aﬁd SQmetimes,quite markétable,rmighf‘pot,
constituté an optimal investment in terms of maturities, earnings,-and
- liquidity. .Such investments are appropriate as idng as their-natupé is

clearly recognized.

‘Mainfenance of Value ;_ o oo _Jvi .

‘ Sometimes a devéldpiﬁéiqbﬁntry finds itséif.with‘égtraordinarily-large
holdings of foreignrexchénge as a result of windfall earnings from
commadity sales or, mofe,fecentiy; from sﬁarp increases in'§i1 export
earnings. Trinidad and Tobago, with reserves now in excess of Us$23
billion and a pbpulation of one million is, an exéelléntrcase in point. In
such cases, the country may:be quite unable to absorb iﬁpbrfs-on the scale
required fo run down these feserves'witﬁout:wasfefulsexpenditures'aﬁd

severe disruptions of the society. It would make sense for the country to

store these reserve assets until such time as they can be usefully spént.

In the case of the rich oil-exporting countries, reserve assets may have to
be stored for periods well in excess of ten yearsIn these circumstances,
the problem of maintaining the value.of such assets becomes critical.

- Unless the value of the reserve assets can be maintained, it might be

. better to withhold the commodity from the market.
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The operationdl,implicaLioﬁ-pf.iherabove aﬁalysis iséﬁhe
-, ségregation of the reserve portfolio intq tranches corresponding with
- the several managemeﬂt objettives. Such-segregation might be concep-
tual or separate accounts might be estabiished and manggédras distinct
portfoliss.” If size waqranted,ithey might evén be-piaégd3undér-the,,,.

responsibility of different managers.

Schematically, the structure of the reserve portfolio would be as

follows:
5 ﬁ : Mainfehancétof'Value tCépifal fund}r . .J_"";
s | Liqu_id‘i't:y |
3 , ' ' ;hébme..
. 2 - Political
~ 1 o . Gold

Selectlng a Phllosophy of Investment

Modern decision theory 1dent1f1es “four ba51c types of de0151ons.

(1) ?fSiEl9Q;mﬂkihg—ﬂﬂﬁﬂf;QQEEQQBEI ~— when we know for certain

which state of nature will occur.. In these circumstances

the selection of a strategy is straight-forward.

(2) -D%EEEEEE:EEEEEE_EEQEEfEiSk—r_'When we are in a position fo
aésign probabilities to therproépective'states of'pature;
In such cases we select the course of action wﬁich brings
o _ . us the higﬂest expected %alué? iwe.-the revards of an

outcome multiplied'by the probability of success,



-

(3) waiﬂ -- when we are pitted
' . PPN RS i
against a rational opponent intent on minimizing our

gains to his advantage. In such cases the Theory of

Games is'properly brought into play.

-

(4} Decision-making under uncertainty -- when we are unable

&

to assign prosabilifies tb the' prospective states of

‘nature, and when no reliable pat%ern (as in the case of
a rationgl opponent) can be attributed to the pfospécfive
states of nature; in ofher wbrd§, vhen we are totally

ignorant of the prospective states of nature.’

‘Foreign reserve management generally exemplifies decision-making
under uncertainty —- especially over the past two decades. Who could
have predicted a prime rate of over twenty per cent per annum in capital

rich USA? Who could have predicted gold at US$800 per ounce? Who could

have"predicted:a quadruple rise in the price of 0il? Who could have

predicted the shennanigans of the Ayotallah Khomeini? Yet thése¢e§ents

have largely Shapeﬁ'the states of natube with which the foreigh reserve

| manager is currvently operating.

Decision theory provides no single best-criterion for decisibn—
making undef uncertaintj. The best advice availaﬁleriS‘that-wé should
honestly examine our hearts and determine our own éttitude to life or
else, on some other basis, establish some'clear—cut organizational
policy; then we Should faithfully stick fo it. At the extremes we may
discover that we ave either pessimistic or optimistic. Tﬁe wofst‘reéﬁlts
will berobtainea if we switch willy-nilly frém one cfiteridn'to:another;'

by so doing we could very well end up with the worse of both wbrlds.
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The pessimistic reserve manager will be attracted by{ﬂbfaham Wald's

"maximin" criterion. Under this criterion, the decision-maker assumes
that the breaks will always go againét him, that Nature is malevolent; °
he therefore selects a strategy which maximizes the minimum gains possible

no matter what state nature occurs; he thus avoids maximum loss. The

- optimistic reserve manager, on the other hand, selects the “maxima"

criterion, i.e. he always selects the course of action which promises’
the maximum gains, thus accepting the possibility of maximum loss should

the actual state of nature turn out to be the mdst‘unfavourable of all.

Central bankers traditionally‘exhibit an extreme aﬁersioh to risk;
in fhe-jargqn of management science they opt for tﬁe "maximin" criterion.
Tﬁis seems moétrappropriate'in a sméll de?eloping cbﬁntry.' The reserves
vwhich they-manage cbnstitute one of the nation's lastAdefencesfagéinst
economic ruin, so that’é méjoﬁ,invgstment,loss would constitute an
unacceptqble disaster. A reserve manager who uses the "magimax"‘strategy_
is prepared to sustainrsevére iosses 6ccésionéily.with the expectation
of making exceptionally lgrge'gainsrfpom'time To time; Hé is_épnfident
thét his supefiof Skill.will enéﬁle him fé oﬁt—pefform the ﬁérket over
time. Howevér, the assumption of superiof investment skills is not(
often warranted by investment'manggers in small developing gountries_
operating far from the méjor finaﬁciﬁlrcenters_of the world. So long as
major losses are unacceptable, the maﬁ;geﬁ should logicaliy adopt a
"maximin" strategy. |

The‘adoption of the "maximin"™ criterion has importgnt;impiiéations
Tor reserve managemenfy, Most Ceﬁtral Baﬁk Acté imp9$e re§trictionS on-

reserve investments. Investment in foreign securities.is usually

- 10 -
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restricted to Government debentures and treasury billsro%EGovernment

guaranteed securities issued by quasi-governmental or international

institutions. But such 1egislative restrictions cannotlbé exhaustive

~and additional gu1dellnes should be specifically establlshed

w Gpetu ool Gucdelnon

The_gifff obv1ous guideline is the limitation of bu51ness relat10n~

ships to enterprlses'of unquestloned 1ntegr1ty'and financial soundness.

—— : ,
For. example, an investment in the U.K. might be limited to the clearing

banks or in the U;S.A. to the city'banké of the Féderal.Résefve System.
The reépective monetgry‘authérities-in tﬁ§se countries are unlikei§'to
permit the finanecial collapse of'éne of their majof finaﬁciél‘iﬁstifufions.
Even so, a limit shoﬁid be piaced; depending on thé size'of‘the'feseﬁve

STy &
portfolio, on the sums which might be invested with a single institution.

-

Secondly, investment should be restrigted to those“gountriES'which have

historically demonstrated a high degree of political stablllty, whlch

possess well developed economlc and flnanc1al 1nst1tut10ns and whlch

have demonstrated a high=ieve1'of'responsibility in the fulfillment of

v

~their international -obligations. This would'obviously~elimiﬁate.cbuntries

A

with a propensity for civil disorder and coups d'etat.

There might be one modification in the application of the "maximin"
criterion, namely in the managemeﬁt bf‘fﬁe tranché deaicated_to incoﬁe
maximization, as long as fhe baéic precaqtiois spelied out inrthe-previous
paragfaph dare met; In the first place, the "Income" tranche will represent
a relatively small proportionrof'the total portfolio, so that even a

substantial investment loss would not not constitute totél‘ruin, or even

unacceptable loss, when we consider the reserve portfolio as a whole. .

+

Furthermore, there is the distinct possibility of significant gains.

- 11 -



Given such prdtecti;n, investment of the income tranche might
,reasoﬁably be regarded as an exeréiée in decisiqn—makingru;der_partiél,
) fathér than complete, uncértaipfy."Since the reserve managér will be
involved in careful study of éccnomic trends and of-{echnical conditions

in the financial markets, he will not be truly ignorant of the prospective

states of nature. He might justifiably adopt the subjectiviét, or
' Bayesian approach, by which subﬁective probabilities are assigned to the

state of nature and the investment exercise treated as decision-making

under risk.

The "maximin" criterion might also havehéo be velaxed in the
investment of the "maintenance of vglﬁe" tranche. The achievement.df_
the goal of maintenance of value might ﬁgcessitaté the-adoption of mére
aggressive investment poligies than with the use of a cautious "maximin® -
criterion. The reserve manager might.onceragai; adopt the ﬁayeéian
approach and fegard himself’as‘making deqisipns under risk. Sincé the
very existence of‘a_"maintenaﬁée of value".tréﬁche implies that the risk
of pational ruinlofkunaccéptabié'loss,is.éxtremely rémoﬁe,'sdﬁa_of‘the,
safety érecautions may-also be relaxed. Certainly, the inveéfﬁent-ip
equity and real estate might.reasonably be considered as a hedge againsﬁ

inflation.

FU Measurement of Reserve.ManagementrPerfbrménce
We come next to the problem of measuring our progress towards the

achievement of our objectives. The nature of the objective will determine
& . « — .

our criteria of measurement. We will therefore have to examine. each
H-__'__‘_’_.__,_«——'—__———‘___. . - .

case separately and tailor our accouhting system to each objective. It

is notorious that accounting measures influence the behaviour of managers

who tend to maximize the indices which are being formally measured.

- 192 -
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An impbrtant aspect of the measurement probl ill b “time period

over which performance is to be measured. It makes a tremendous difference

whether we use a ﬁonthly; guarterly or aﬁnual time measure, since the
rate of return usually varies with thermaf;rity of.fhe securityrselected.
| Finally, valuatlons of performance'w1ll -also vary w1th the unit of-
account.selected since unlts of account themselves are not absolute,

. but vary over time and in thelr relatlon shift to other units of account.

Gold Tranche

The purpose of gold'tfanphe~is to providelsecurify against‘the

~T

- possibility of national economic ruin. TrﬁthfﬂllyaaEEFEpall not know

T

whether we have achieved our objective or not until we have sustained at -
.,,——..—-T—F—'_—'__'_’-_—_—-"_———_ i

least one national disaster. If the iiqﬁidation or pledging of our gold
\M - . N
resepves protected us from total ruin, we would regard the holding of

gold as useful. If our gold holding in no'way alleviated‘our economic

discomfort, we might view the -gold tranche a failure, But then again
T TET

the fact that one has never had bis house burned down is.not’an apgument
,—;--—.,_.__.-—-—-""""f —— - F.

against taking out a“fire,insurance.pollcy.
e

The éccounting system for thé gold tranche portfolio must take into
account the long term and, indeed the indefinite time period of our

objective; It should not therefore concern itself ﬁith'day to day, or

even year to year, fluctuations in the price of gold. The obvious

convention would be to measure -gold holdings at cost in the central bank's
.-r‘_""’—'_’-.’—__—_-—d——_——._——-d -

official reporting currency and to take profits or losses only on
- e e e T ey

liquidation. Such liquidation would occur only if a disaster did occur
: e

or there were a strategic change in the decision to hold gold. This
—_———— : — .

presumably would not happen often.

- 13 -



This convention to hold gold at cost rather than at market 15 an

important policy issue. Concelvably, gold might be. held in either the

"income™ tranche or the "maintenance of value" tpanche, in which casg'
_,—-—-""'.'"__'__'—_ . . - - }

holdings would be valued at market and profits or losses recognized at -
~ -t . . ) -

the end.of the relevant time period. But to value. the gold tranche

holdings at market would motivate the portfolio manager to speculate in
gold in his anxiety'to avoid losses; he ﬁould be behaving then as a
pPOflt max1m1zer, or at least, as a cost minimizer when, in fact he

-should be maximizing securlty or minimizing the p0551b111ty of nat10na1

ruin.

It would Stili‘be useful, ho%é#er, to establish a réview period,
say every'%en_years, to examine ﬁow gold is performing against‘othef
commodities. Such overviewé may suggést‘either an increase in goid
tranche holdlngs or a decrease. The~review might even suggest a move

from gold 1nto 51lver, Pplatinum or some other commodlty —-= though this

is most:unllkely.

Political tranche

Since the purpose of the political tranche is to maximize goodwill
gl _ ; — : —
rather than earnings, the measurement of performance in pure terms of

monéy values would be most inappropriate. The measurement of the value

of the goodwill achieved by coming tb the assistance of friends in need
or in investiﬁg&in'the securities of international financial institutions

is a purely subjective exercise. -

- 14 -
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Neveftheless;'it may be politically useful for usftq{knowvthe

opportunity cost of our gestures of goodwill. This is easily ascertain-

able by using the average rate of return on the "ihcome" tpanche and

applying it to the plitical:ﬁranche; The differential.earnings'would -

cénstitute the 0pp6rfunity cost of our goodwill., "We could then decide

-

whether we are in fact prepared to extend assistance on such a scale or

whether we are prepared to do even more Ffor those less fortunate than'_

ourselves.
urselves

Liquidity Tranche

The main objective of the "ligquidity" tranche;is to ensure that

liquid funds are feadily available at all times to meet the day to day -

demands upon the Central bank for foreign gxéhange, The ﬁeasureﬁeﬁt of
agg—fhe reserve,managér*é-ferformahce poses severé-"difficultiés since:
the adequate” 1evel”of11%guidity_is'a moving‘targétfinfthat-if:changes
from day to day and from manttho_moﬁth éver the businesé cyéle,‘with' ;
~ the fortunes of'the counffy*s'balanée of'paymenfs;; At'thé'samé time, he
will t?j;to embloy fundé not immédiétely reéuired as profitably és
possible. This-also p;ses“SeVere difficulties. 'Thg-investmeﬁt‘optioné
of the "liquidity" manager will be constrained by the fiﬁing of demands
on the portfolio, which are largely outside hi# control. He may face:

heavy demands when interest rates are low; this would minimize his

earnings on available balances.

‘
-

It would be virtually impossible_to-éome up with a siﬁg1e—index'
-J R - - e, ; 7

which measured the success of the manager in attaining his objective of

an "adequate level of liguidity". We could more easily measure the non-

accomplishment of his objective. It would be a black mark against

- 15 -
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- him if he incurred serious losses on currency specuiatioqfin search of

higher 1ncome, since income max1mlzatlon is not hlS main obgectlve. He
would Fail were he forced to break .terms deP031ts at high penalty costs
in order to meet unforecast demands, or 1f he forced the céntral bank to
dlp into its. "1ncome" tranche and sell long term securltles at high
capital loss. Such failures would be most reprshen51b1erunless brought

on by the most unusual circumstances, like an oil shock or by eccentric

economic policy on the part of Govermment.

-However, it is-possible to measure'the cost of maintsining adeqﬁate
liquidity over a given,time-feriod. Ve spuld calculate the weighted
average aaily balance of funds held in;the-liqudity portfolio and the
average weighted daily rate of'ipterést‘on_investment'in-similar sesurities
over the same time périqd. 'df'course, such a rate of interest wouldrbe
obtainsble only if’the masager.had perfectrknowledée of the timing 6f-
his inflows and outflows_of'fdréign exshange. This ideal.rafé of return
could be appfoséhed,ssly ssymptotically. .Nevertheisss, the:différénse

between the ideal rate of return and the actual rate of return would

~ indicate the maximum opportunity cost of having to maintain‘liquid!

balances. waever,.it would be impossible to-determine the maximum
opportunity cosf the manager could have achieved; nor sosld we usefully
match his perform-ance with that of manager in similar cichmstancss:
since no two countries have the same balance of payments profile.
However, we might expect the manager over the years to improve his
;erformanés'through experience and'increased skill in liquidity;management.r,

We would be disappointed if the rate of return on liquid balances moved

progressively away from the ideal rate.

- 16 -
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Income Tranche

The appropriate measures of performance for the management of the :
“income" tranche are almost iﬁentical:wit? those f;f thé management pf'
private funds. As indicated abo§e, tﬁé "maximin" critérion ﬁoﬁld be
‘relaxed and the méﬁageraﬁsuld be deciding under risk rathef éhan ﬁnder '
uncertainty. However,'cénfral bank aversion to fiék would-stiil impose
copstraints.in respect of the integfity'of'financial'insfi{ufions with
whom he dealt and the rellablllty of those’ polltlcal entltles whose

securities he purchased. The purchase of equltles mjght also be excluded.rr

The manager of the "income“,trahéhe would therefore opérate as a

" profit maximizes subject to the coﬁstraints of saféty impoéed by the.
central'baﬁk‘s overall'?maximin";ﬁriterion; In fact, ﬁény'fﬁhds-mahagers

in the major financiai centers manage clients, accounts ﬁnder similar
conditibns. Once the relévanf‘constféiﬁts-were"pbserved, the manager

would be free to select the m&turity and cﬁpfency denpﬁihatipn éf segupifies
for the "income" porffolio; taking into conéideﬁa’tioﬁ cﬁi;pént':an;iw ’ |

prospective conditions in the money and capital markets.

As in the case of prlvate funds man the “1nc me!'_manager's

—
performance would be measured on the basis of the rate of return on the

-fund entrusted to him. --Two parameters would have to be determined in

e entrusted To 2w

advance: the unit of account for measuring the rate qf'retﬁrn and the

time period over which,peffbrmance is to be measured. The most important

criteria of a unit of account are consistency and convenience. (There is,
of course, no perfect unit of account). The pational currency would,

of course, be the most convenient since that is the unit of account
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in which the Central Bank's accounts are kept. However, if the national
currency is'volatile, it might ﬁake sense to use either the U.S. dollar

or the SIR in measuring the_pérformance‘of the "income" manager, even.if

the acéouhts are translated\intb nationa;féﬁrrency units for official
reporting. The U.S. dollar is, of course, the ﬁost convenient of all

since it is the currency ﬁost used in interna%ional tréﬁsaqtions, but

there may be a case for some central banks t$ use the Freﬁch frénc, the
.Deutsch mérk, the poﬁnd_steriing, the Japanese. Yen, or eﬁen_sbme other
currency. The minimum accounting period for the measurement'of performance
would be one jear,_ However, it is-difficult to arrive at a vaiig asseésment

of a manager's_performahce until he hasrmanaged through a full-interest

rate cycle - five years or more.

The benchmark of the "income" manager's performance would be the

rafe of return achieved by funds managers 0per§ting under similar
constraints. 6ne technique of-establishing a COmparable measuferof
performance is to fafm out a portion of -the "income" tranche to poptfblip
managers in a major money’ center financial institution and use their
results as a benéhmark for judging the domestic manager. Soméﬂiilgziégg;

L e

would have to be made for the fact sthat the manager in a developlng

country usually operates at some distanc m_Ihg_HEDEEliﬂffzﬁéilgggl

financial centers. In spite of the tremendous advances in telecommunications,

he would still be at a serious disadvantage in respect of the timelinesr

of information vis a vis ‘the foreign funds manager, againsit whom he is

competing. His handicéﬁ allowance might be the.equivalent of the fees

—

charged by the foreign managers for their services.
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Eﬁcept‘in the most unpusual circﬁmstancee, the "income™ tranche -
shonld be managed by nationals. Funds ﬁahegement can oniy be learned
through rigorous appllcatlon and long experlence.- The 0pportun1ty costs
" of not. farmlng out the entlre income portfollo to profe551onal forelgn

fund managers may be viewed as the cost of training nat;onal‘fund managers.

Maintenance of Value Tranche
The objective of the "maintenance of value" is the preservation-of
capital values over the long run. There are two major-threatsrtb the -
Pl v = = - —_—— P

achievement of this objective ~f-cufren r_depreciation and_inflation. To

counter these effects, the manager mist achieve 3 rate of rehurn on-

1nvestment which equals or exceeds the combined rates of inflation and

- currency depreciation. The measure of the manager's performance must be
designed so as to establish unequivocally whether or mot this goal has

heen achieved.

As usual the fifst‘requi;ement for perfofmance measurement is the
determination of a suitable-unit-of_account.' This will be pertieularly
important in this;insfance because the extended accounting time period,
probably in excess of ten years. - The unit of accountéshould therefore -
exhibit a high degree of stability relative to other units of_aeeount.
The ideal- accounting unit would also exhibit stability in purchasing
pover ever,fime5 but in times like these that might be askiné too much.
We would settle for thé¢ unit of accounf:}east likely to depreciate
- dramatically over time.- Actuaily,*our choice is quite_limited; we

€ither choose the currency which we think will best Fit thése requirements

s
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~~ which boils down to the Swiss franc, the U.s. dollar, Epe Deutsch
mark, the pound sterling or the Japanesé an -~ or we construct a composite
currency. The weight of argument'ﬁoula"probably come down on the side ,-V
of the SDR which inéludes ali‘the feasiblé currencies qn@ also_avoids'

the possibility of curremcy depreciation to which each curfency is

liable.

The choice of unit of account does not deal with the problem of
inflation, although the tendency would be for the weights of the least
inflated currencies to increase in the SDR basket overtime. -HQWever,

even the strongest currencies will suffer erosion in their values from

o . . I : .
inflation and so the manager will have no option but to generate earnings

which exceed the generalfraté of inflation. The generai‘rate of inflation
might be taken to be the composite inflation rate of those countries
represented in the SDR curréncy basket weighted according to their

respective ﬁeights in the SDR basket.

. Summary and Conclusicns

]

As in any other activity, .the first requirement fSr success is.the
clear establishment of objectives. As with most governmental activities,

there will be multiple objectives :in foreign reserve management. The

nature of these objectives are toc a iarge extent a function of the

portfolio size. If the nation's reserve position is des erafe, the only
—-—  —— ) ’ =

relevant objective will be liquidity; if it is table, some funds

may be stashed away in. gold for thé3rainy day and segments of the
[

portfolio dedlcated to_income max1mlzat10n and aSSlSiﬂBQQ_iQ_igiﬁgdly

countrles. It the#e are W1ndfall,earn1ngs then the issue of malntenance

——a .
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of value comes into play. To deal with these multiple_obéectives, it is

practical to segment_the portfolie into tranches reflecting the several
objectives. |

‘Because of the critical impertance of resepve'management to the
economic health of the natlon, and because of the fickle ‘and uncertaln
1nternat10nal env1ronment for investment, the basic phllosophy of forelgn
reserve management w1ll be one ef rlsk aver51on.'-The,ba51c criterion of
decision—making will be the "maY1m1n"" As reserveS‘reach 1evelsrwhere— .
the prosPeet of total natlonal ruin recedes, the "max1m1n" criterion may
be relaxed wlth respect to the "1ncome"rand "malntenance of value“
tranche; the reserve manager, using his experlence and knowledge, will
then be prepared to plt hls skill against Nature, behav1ng as a deC151on—
maker under risk. In the management of the “malntenance of value"'

tranche, he will 1ncrea51ngly take calculated risks in hlS attempts to

~ maintain the value of his capltal‘over time.

*

. Tt is important thal appropriate measures of performance be established

in order to motivate managers to achieve their goals. In this respect,
r————— _ -

the selection of a suitable unit of account and relevant accounting
procedures are of critical importance. Some ingenuity is also required

in the establishment of measures of performance for non-monetary objectives.

Reserve managers in small developing countries will have to monitor -

closely conditions in the majer financial markets, familiarize themselves*

-

with modern 1nvestment theory'and technlques, and keep up to date with

L4

the most recent technologlcal developments. ThlS will enable them to-
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- may be a warning that fundamental chdnges in pollcy are requlred.

N
squeeze additional income from their portfolio; where 1arge sums are

involved, a marginal increase in earnings can be quite substantial.

Flnally, movements in forelgn reserves reflect morne fundamental

(1.5,-,,1—,7——,-—.—.-—“""__—_—_"—_ -
developments in the national economy.
—

national decision-makers about the consequences of thelr economic pollcies.

They prov1de feed—back to the

Rapid increases in reserves may signal’ new opportunltles, a rapld decllne )

To
use the vernacular, the foréign exchange portfollo is the "wash" where

it all comes out.
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