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-Ff,r Recognltlon of thla fact partly underliee the ourrent effort to

'2{taken of three etruotural featuree ‘which by themeelvee may determing

| INTRODUCTION =

U o Flnanclal 1nat1tutlonal develOpment is a necessary _
g.coneomltant, if not a preoondltlon for, sustained economic growth.3

transform the Eaet Oarlbbean Currency Authorlty into a Central Bank
) to- enable it to play 2 more poeltlve role in the struggle to- develq
- the tender economles of Grenada, the Aaeoclated States and Montaerra
.In fashlonlng & central bank: for the area cognlzance must be-

a ?the proepecte for effective oentral banklng in the ECCA terrltorlea

(a) that there are geven separate political entities
_to be. served, each functioning 1ndependently in
B -the area of flscal and- budgetary policys

- (h) that there exists among these. States an economic o
- ‘union i.e. an association of states with a eommon s
- currency and a common market and - :

-~ (¢) - that there is in existence a reglonal 1nst1tutlona1
- forum in the West Indies Associated States Council

of Ministers (WISA) for the coordination and L
harmonization of policy in several fields of = - = :"f‘
*actlvlty ~ diplomatic, economlc, polltloal etc. o

Accordlng to one's predllectlone, there can be found in the

;]Tpresent arrangements of the ECCA terrltorles both the mlnistratlons

of h0pe and the counsels of - deepalr for tha future of the proposed

'f:,Eaet Garlbbean Gentral Bank leen the apparent aecendancy of

pregmatlsm and eclectlem 1n the polltlcal outlook of the sub—reglon,
it should not be assumed that the ultimate boundarlee of cooperatlon

:"f3phave been penetrated. In fact central banklng should be looked’ at
T aB a framework for consolldatlng the extant areas of economlc :
'jh°cooperatlon and ag a device for boleterlng and - etrengthenlng the -

L[management of the common, currency, whlch ia eeaentlal for the

f?'jcontlnulng health of the brittle economies of the 'Little Seven'

In examinlng alternatlve functional and structural reglmee

:f;fwhloh mey serve aa & baale for modelllng the proposed. central bank,

" the Draft Eaat Caribbean Gentral Bank, - which was prepared by the -
: 'IMF, w111 be used merely as a eonvenlent p01nt of referenee._

T o 3




Fo i e et

Iy

e
oeJEcmre oF THE GEN'I‘RAL BANK.

, As env1saged in the IHF document the purposes of . the

';'propoeed central ‘bank are three—fold' ' S : -

‘ (1) 'to regulate the avallablllty of mcney and credlts
{2) to promcte monetary stablllty and

- (3) to promote credit and exchange condltlons and a
- - pound financial structure conducive to the T
- balanced growth of the economy of the terrltorlee o
~ of the pertlclpatlng Governmentsgru

. W1th1n this framework two macroeconomlc obaectlvee are’ aeelgned
',,to the central ‘bank - - promotlon of monetary etablllty and balanced
L conomlc growth° In the pre—Keyne31an era central ‘banks were seen
~ as ingtruments’ of aggregatlve economic pollcy w1th prlce steblllty

_V?ae thelr prlmary objectlve. Keyneelan 11berel economlce brought
pjlrw1th it a novel empha51e on'employment, and the melntenance of
_l_dzfull employment was seen.ds one. -of the prlmery aims of. aggregatlve e
' ‘economic policy whlch central ‘banks should help governments to
‘achleve.. Slnce the 1aet war, with the emergence of ‘the Third
_'World, greater flscal act1v1sm on the part of governmente and
7";recurrent v1eltat10ne of the Western industrial world by adveree o
'~fbalance of payments condltlons, centrel banke have been seen as -
'7-1netrumente11t1ee for the pursuit of congruent debt management
policlee,'euetalned economlc growth and . 1nternatlonal balance. ,
‘ - - The pr0ponents ‘of the Phllllps Curve hypotheele ‘have advanced '
~_that. central banks ehould not be aselgned,the dual and confllctlng
;ﬁobJectlves of promotlng at one end the same tlme full employment
-‘ﬂ'}and prlce steblllty gince there 1s, in- thelr view, an inverse
frelatlonehlp between the rate of" growth of unemployment and the
k'.rate of . 1nflatlon° The pursuit of full employment would have 1ts
;;prlce or trede~off in the accentuation of 1nflat10n.- The recent
Tfend contlnulng bout of 1nternatlonal etagflatlon or slumpflatlon _
_ “has led to the repudletlon of the Phillips Gurve by many economlete B
.. and the. emergence of the protagonlets of the natural rate of unemploy—
'e"ment hypothesis, who contend. that there is a 'natural' level of
':unemployment determlned by the 1nst1tut10ne of the 1ebour market
'towards ‘which’ the . economy will tend to’ grav1tate,-r
- Whatever the .outcome of the debate, it should be empha51zed
N fthat the purnult of prlce stablllty in the open economies of the
3f,EGCA terrltorlee may be a deelrable obaect of policy but a
dlfflcult obgectlve to- reallze glven ‘the domlnence of exogenoue :
'icost—push 1nf1uences on-the prlce level. In- addltlcn hlgh ratee'
. of unemployment may be regarded as a chronlc feeture of these
ipneconomlee end it -would ‘seem preferable to requlre ‘the centrel bank
*;;to pursue pOllCleS which will help to. reduce the level of unemploy—'
:':ment or augment opportunltlee for employment.




-,-forelgn exchange proceeds of - such exports. (vlslble or- 1nv151ble) o

- . l._'.r_.nr . . o e mmemmnns sl el be i3t ki -f---u-—-h-m“!‘ 15 e ‘W

Internat10na1 balance as an obaect of polloy presupposes

Vﬂ_fa degree of control over oertaln econemlc varlables, which' w1ll
- remain . 1llus1ve as far as “the EGCA terrltorles are ooncerned,

;Apart from the fact that these terrltorles are prlce takers in’

_;7determ1ned by the fortunes of the reserve currency to whloh the -
n-East Carlbbean dollar 13 linked, Jrrespectlve of prevalllng 1nternalb
,economlc condltlons, Slnce the: terms of - trade and the exchange
rrrate in relatlen to nonwdollar based curren01es are- exogenously
fl.determlned and 81nce these have a maJor 1nfluence on the eapa01ty
to aohleve external balance the measures whloh are within the -

_may easlly be frustrated by adverse movements in externsl financiel

' 'varlables, whlch the central bank - 1s powerless to obv1ate and whloh =

fmay have a- declslve 1mpact ‘on the balance of payments,

Moreover the power of favourable 1nterest arbltrage to counter-

or reverse adverse capltal flows and to attract forelgn funds in
_:small distant States as the. 'Little Seven' is questlonable in view
'fpartlcularly of the absence of a reasonably developed and inter-

fnatlonally recognlzed money and- capltal market and the khown wide

51nterest rate dlfferentlals requlred to effect such mOVements 7
'_across developed money markets.: Partlcularly 1mp0rtant is the
-fpotentlal negatlve effect on local 1nvestment of attempts to - .

i manlpulate 1nterest rate levels to achleve external balance.

. fThe role of the- central bank: in efforts to attain balance .
flof payments equlllbrlum should be pursued through measures to N
’facllltate and augment export productlon and to ensure that the L

are- reflected in the forelgn exchange holdlngs of the area.
e Based on the fore501ng observations the obaectlves of -

| ;?;oentral banklng 1n the ECCA terrltorles could be summarlzed as

~'follows.

;'_sthelr forelgn trade dealings, the exohange rate V1s-a-v1s curren01es
D other than the s dollar and dollar pegged currenoles is externally'

l-f5powers of the ‘céntral ‘bank to teke 8.8 exshange rate adaustmente,ﬂ

[P

" the promotlon of flnanclal and economlo condltlons conduclve o

to_;f(a) r1S1ng levels of employment.

';(b). constralnlng domestically generated 1nflat10nary '
pressures on the economy _

-{_t(c) sustalnlng real eoonomlc growth and

(d) strengthening the economies balance W1th the - .
Vreet of the world,?fl_-— : : -




B 'FVU-NCTIONS | OF'" THE GENTRAL BANK

_ The functlons normally as51gned to central banks may be
’ class1f1ed as follows.
@) Monetary policy functlons _1'"

(11) VCredlt pollcy functlons - N

(111) Regulatory and superv1sory functlons_
. (1v)therv1ce functions = '
) : (v)—'Development functlons
' MONETARY POLICY , , . o
Monetary pollcy 1nvolves a deliberate and tendentlous employ~ |
_'_ment of the dlscretlonary powers of the central bank to 1nfluence,
" the supply of ‘money in a dlrectlon cons1stent u1th the general
aima’ of government economlc pollcy,- Its use is based on the .

"ed=prem1se that the central bank can flne tune the economy by con~:

" tracting or expandlng ‘the money supply in 1nflat10nary or. reces51onary

-'icondltlons thereby stemmlng adverse trends in the economy.'
7 To assess the role whlch monetary pollcy should play in the
'ECCA terrltorles 1t appears necessary t0 examine brlefly the four
theoretlcal eXplanatlons of the monetary mechanlsm Wthh have:
galned promlnence in the last four decadeS°“{3'

h (a) the credit condltlons or Keynesian approach o
-'71t (b), ‘the quantlty of money or Flsher/Frledman approach

(c)' the llquldlty or Radcllffe Gommlttee approach '

_ (d) the avallablllty of money or Roosa approach
'Kevneslan approach ' o Lo ' - :
| The bas1c closed economy equatlon of the Keynes1an model is.

e[:C + In + G: (aggregate demand) . NNP (aggregate supply) The’
rjppltransmlss1on mechanism of monetary policyin thls model beglns
. with the. effect of - monetary pollcy on the gize of commer01al bank

'reserves, which influences the supply of money, which 1n turn

_u‘.affects 1nterest rate levels (1 e,tthe .cost -of credit) with
”'_consequentlal 1mpact on. 1nvestment spendlng, output, employment

and the price level,, A more sophlstlcated version of this approach

:‘,_sees the effect of 1nterest rate on investment as the prlmary

7 nexus. of the transm1ss1on mechanlsm° If a. glven.NNP can be
' assoclated w1th hlgh levels of unemployment the central bank

':awould be expected to pursue an easy. money pollcy o 1ncrease the )
"-rrmoney supply thereby 1ower1ng ‘the 1nterest rate, which- would

augment 1nvestment by maklng a. larger volume of spendlng profltabler:
: 7W1th the ultlmate ‘effect. of expandlng the equlllbrlum net natlonal .
V_product (NNP) - In these. clrcumstances planned 1nvestment has

' fallen short of sav1ng and the obJect of - easy. money is to brlng |
,fback planned 1nvestment to the level where 1t equates sav1ng. '



r_respons1ve to changes 1n interest rates than consumer spendlng

 period- 1nvolvedu_ In addition changes ‘in’ investment spendlng are - -\
: 1nf1uenced by 1nterest rates by their effect on the relatlve o
",sattractlveness of capltal equrpment and bond purchases, - -

j'U S., U.K. and Canada have discovered emplrlcally that- buslness
o dec1s1one are relatlvely 1nsen31t1ve to changes 1n credlt condi-.
',tlonsa The Porter Gommlss1cn in Canada ‘a8 well as the Radcllffe o
',Commlttee in the U K. found that bu81nesses, faced with tlght '
"Vcredlt ccndltlons,'were capable of responges the regult: of whlch.

_arrangements and 1nvestment act1v1tlesu. ‘Available were such

- trade credlt, isgue of commerclal paper d1v1dend attrltlon, 1ssue |
. of debt -and equlty, etes’ S PR a é
. ’Flsher/Frledman Approach . . . - S,

*'1s the rate. of 1nterest the monetarlste empha51se the money
"-:supply,_ In thelr v1ew even if 1nterest rates were to remain
‘unchanged., a change in’ the money supply will e accompanled by
iga change in the ‘amount of wealth to be allocated between money
. ‘and other assets. o ' ' '

Accordlng to thls approach 1nvestment spendlng is ‘more -

because of the 31ze of 1nvestment proaects and the longer gestatloL

R

- It should be ‘stated parenthetlcally that Commigsions.in the7'-

was to mlnlmdze the effect of . these condltlcns on their flnanclal

optlons as borrOW1ng abroad, ‘sale and leaseback arrangements,

Instead of 1nterest rates and bu51ness expendltures, the

_r—quantlty theorlsts concentrate on. the dlrect relatlonshlp between
 the quantlty of money and spendlng, The current equatlon of -
"uexchange is MV~ (aggregate demand) PQ (aggregate supply) i. e. _
- Money SUpply x‘Income Velocity of Money Prlce Level x Physlcal
'.Volume of. goods and serV1ceso The transmlaelon mechanlsm in the
"ffquantlty theory is 1ess 01rcu1tous ‘and more direct than that of
" the’ credlt approach i.e. .a change in the money gupply engenders a -
't_'change in net natlonal product. Hlstorlcally the quantzty theorlats

or the monetarlsts (as now popularly called) percelve a. close

E p031t1ve correlatlon between the money supply and +the money
- national. product and consequently draw the 1nferenoe ‘that . the
'lmoney supply is the ‘critical causal factor in. the determlnatlon
- of the net natlonal product (PQ)..

Whlle Keyne51ans malntaln that the channel of 1nfluence of

a change 1n,money supply is- through the" rate of’ 1nterest, monetarlsts

"contend that the -immediate. effect is on portfollo balances of 7

) 1nd1v1duals and bu51ness whose relatlve preferences for money, Lo
V‘flnanclal assets and goods are affected. An 1ncrease in the

'quantlty'of money leads 1nd1v1duals to feel that their holdlngs of

l,imoney are’ exceas1ve thus 1nst1gat1ng gwitches to flnanclal assets 7

(1 €. lendlng) and goods and services (i.e. spendlng) o
Whereas the crucial flnanclal varlable in the credlt approach




’ﬁfRadcllffe Commlttee Approach o R
' ‘Thig school- of thought views the money supply as- part of a 'f:
d:w1der whole, the general level of 11qu1d1ty Spendlng declslons -
. in the - communlty are 1nfluenced not merely by the part the money

sapply, but by the whole, the structure of llquldlty in the economy_i,_
-~ The ablllty and w1111ngness of- the communlty to borrow and 1tS-

”'fholdlngs of saleable flnanclal ‘and. ph351ca1 assets are as 1mportant

---to spendlng declslons as its holdlng of cash or moneyo'
. The llquldlty approach accepts the Keyne51an emphas1s on

'aflnterest rates 1n the transm1s51on mechanlsm and advances the v1ew

' that changes 1n 1nterest rates 1n alterlng the level of total

- demand have two alms, e

7 (a). 1nduclng a change in the 1ncent1ve to purchase
~ capital ‘goods (i.e..the interest incentive which -
" Radcliffe proved . to’ ‘have minimal effect), and

B (b)‘,alterlng the general llquldlty of the entlre
RS economy. -

_ A change in- the rate of 1nterest (say bank rate) tends to-
"affect the 1evel and structure of 1nterest rates, whlch 1mpacts on -

'h-the llquldlty condltlon of 1nd1v1duals, flnanc1al

_.and bu51ness 1nst1tut10ns thereby affectlng the 11qu1d1ty

fp051t10n of the economlc systema_ It 1s this- effeot whlch makes'
';the rate of- 1nterest an 1mportant tool ‘of economlc management, -
The Porter Comm15510n in Canada also saw. 1nterest rates- as -

S a component of credlt condltlons and explalned the 1nfluence of.

rrmonetary polloy on spendlng 1n terms of- changes in credlt condltlons
- t.ea the cost (1nterest), terms and genersl avallablllty of credlt ‘
-~'to borrowers and consequently the terms -and ylelds on whlch savers B

"7can 1nvest their funds.

' Changes 1n oredlt condltlons foroed spendlng unlts to welgh

'°',;the relatlve attractlons and. advantages of an increase 1n spendlng

_agalnst the. rlsks, dlffloultles and dlsadvantages 1nvolved in

-Efolnanclng 1t,7 The 11nk between financial markets and real-

; expendltures ig the whole gamut of credlt oondltlons prevalllng
in the economy. : ' S
7 The llquldlty approach sees the mnoney supply as one of
_ several determlnants of. credlt condltlonsu'

- (a) j31gn1flcant changes 1n the volume of flnan01a1 A
. assets . : , o S

() profltablllty of phy31cal 1nvestments N
o (e) changlng propensity. to save or spend ,

ITQ(d) changing. preferences and expectatlons of the
B 1nvest1ng publlc.,"'

- The transm1581on mechanlsm of the llquldlty approach is from
'Vrlnterest rates through liquidity to expendltures. The Porter ' N
-_Gommlss1on saw a dlrect route from interest rates to - expendlture )
as the 1nterest rate 1n 1ts v1ew also reflectsthe 1mpact of

-::changed llqu1dlty¢-'




"f:ftherefore varles directly w1th the rate of 1ntereeto

: 7-7:*9-. '__.

Thls moneterlst concluslon 1s based on the premlse that “V"

'::1n the equatlon of exchange 1s relatlvely stable though not constant
a8 Flsher orlglnally assumed Because "V" is relatlvely stable a

-',fchange 1n Pyl automatlcally generates a comparable effect on .

1Keyneslans challenge the premlse and contend that V" is varlable e

- both cycllcally and secularly,; The monetarlst prescrlptlon of a -

o T fixed monetary rule rather than contrlbute to. stablllty would be
A source of magor fluctuatlons 1n aggregate demand, ‘which will be-
- manlfested in unstable- economic condltlonsn; In- thelr view even a

emall change in y w111 have a s1gn1f1cant effect on PQ or. NNP

7_‘or could negate the effect of a large. change 1n M,_, -
' © The monetarlsts support their p051t10n on the relatlve short—:'

. run stablllty of "V" by p01nt1ng out . that ”V" is 1nfluenced by
-the demand for money, a transactlons demand, which in the short

 run ‘remains unchanged because the factors that affedt the amount -

'rJof money the publlc wants to hold, such as spendlng habits, 1ength-:

- of pay: perlods, avallablllty of credlt 1nstruments etc., change

-?;1nterm1ttent1y and gradually over an extended time frame,.'

The Keynes1an reply isg that money is not only a. medlum of

';exchange ‘but also - a store of value° There is in addition to the

1~fftransact10n demand for money (money as a medlum of exchange) a '

"speculatlve demand for money (money a8 & store of Value) Wthh
jvarles 1nversely and- 51gn1flcantly w1th the rate of 1nterest,t

'fthus cau51ng it to be unstable. With doubt and uncertalnty about

'future changes in. the rate of 1nterest, wealth-~holders w1ll tend -

:;?tto hold gecurities 1nstead of: money 1f 1nterest rates are. expected

to fall and conversely° A declslon o hold money for speculatlve'

f'reasons will' depend on - -the - degree of certalnty as5001ated with thel,
' prospectlve 1nterest rate change by the . wealth-holder the tlme_
frame of the expected change, the current rate of 1nterest compared

lr'W1th the antlclpeted ratée of interest.
, Annual Income

Slnce veloclty Average loney Balance

in. the speculatlve demand for money, Keyneslans contend, w111

or %g-, an increase o

',1ncrease the : denomlnator in the equatlon and - thereby decrease “V":Vr

li;and conversely. In S0 fer as the speculatlve demand. for money ig -

511nversely related to. the rate of 1nterest the veloclty of money,'=-

© which varles lnrersely with the sPeculatlve demand for: money,

. The relevance of the debate to central bankers 1s refleoted'

-fr; not only 1n the alternatlvn oh01ces or 1ndlcators offered for th.e-i

‘2 pursult of - monetary pollcy but also 1n the polltlcal/economlc
f:optlons postulated i. e, the v1s1ble hand of- governmental or qua31-

:ifgovernmental dlscretlonary monetary control or the invigible hand -

Cof the competltlve market system.: The symbols of the debate
.should not be allowed to overshadow the substance, '

g Eziniic T
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The contrlbutlon of thls school to economlc thought is in '_
' *,focusslng on the 1mpact of monetary pollcy on aggregate demand by

,;-1ts effect on both lenders and borrowersn.

’=fThe Relevance of the Kevnes1an/Monetar1st Debate
' The Keyne31an/Monetarlst debate is- couched malnly in economlc

"'_terms but it. essentlally represents a phllosophlcal and 1deolog1cal

',contretemps between the forces of llberallsm and congervatism 1n

“-Vrpubllc llfe,,and also between the advocates of the relative

j'efflclency of governmental 1ntervent10n as an allocatlve and -
_'dlstrlbutlve dev1ce and the merchants of the free market mechanlsm.

:d'Keynes1ans contend that the 1nequ1t1es engendered by the market

;'mechanlsm are a notorlcus fact and that the powers of government

. must be: 1nvoked to correct ‘the 1nequ1table effects reflected in:
liboth maldlstrlbutlon and mlsallocatlon of resources and income ..7
'_dlsparltles. The free market has systematlcally falled to provide

o publlc goods and- has been a constant source of business fluctuatlons_
'V'Vand economlc 1nstab111ty resultlng frcmtlmbalances between planned

,ilnvestment and savlngor ‘In thelr v1ew the record of recurrent

i*replsodes of 1nflat10n and unemployment suggests the absence

i.w1th1n the free market of 4 mechanlsm for the achlevement of

- ;'macroeconomlc stablllty,.

" The monetarlsts with thelr phllosophlcal and 1deologlca1

; *f*commltment to lalssez—falre and. conservatlsm belleve that the free

'_'omarket mechanism. or competltlve market system is an effective .
-Lflnstrument for efflclent resource allocatlon and macroéconomic
'”1stab111ty i 8. stablllty in the level of output, employment and .

7;;pr1ces,- Governmental 1nterference in the. economy in the form. of

_*pmlnlmum wage 1aws, pro—unlon leglslatlon, farm’ prlce supports, and
'rpro~bus1ness monopoly 1eg1s1at10n has made" downuard wage/prlce '
{‘movements intractable and inflexible. In this vein, economic -
flnstablllty is attrlbuted to the use of dlscretlonary flscal and _

“';monetary POllCleS to fine tune the - economyo_ _ _

S It is ‘for thls reason ag well as the uncertaln length and

' varlablllty of countercycllcal lags of monetary pollcy that

monetarlsts advocate the replacement of dlscretlonary monetary

' pollcy by a flxed throttle monetary rule; notW1thstand1ng thelr o

'f.falth in the potency of the 1nfluence of the money supply 1n the _;T*J
-economy.,.-- SR TP EE S SR R

B "By, 1ncreas1ng money supply by a pre determlned annual ratef

'equlvalent to the potentlal growth - of GNP, which- is assumed to
'3be in the region of - 3% to 5%, the maaor cause of economlc e
llnstablllty, the unpredlctable and 1dlosyncratlc features of ,

:;dlscretlonary mcnetary polloy, would be eliminated. Such a ‘role
_would prov1de an. automatlc correctlve to deflatlonary trends as

. well as ensure that any develoPlng 1nflat1onary pressures are
' qulcklyrdefusedrbecause of lack of monetary fuel.,;c .
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Thls monetarlst concluelon 15 based on - the premlse that “V"

',1n the - equatlon of exchange is relatlvely stable - though not. constant

L as Flsher orlglnally assumeda ‘Because "V" 15 relatlvely stable a

-j;change in H automatlcally generates a comparable effect on PQ. _
B Keyne81ans challenge the premise and contend that "y ois varlable’A
B fboth cycllcally and secularlya' The monetarlst prescrlptlon of a
:,_}flxed monetary rule rather than contribute to stablllty would be
. a ‘source of maaor fluctuatlons in aggregate demand,, whlch will be
”7rman1fested in unstable economic condltlons.‘ In thelr view even a8

'fsmall change in "V" w1ll have a. slgnlflcant ‘effect on PQ or NNP
or could negate the effect of a large change in M.

L " The monetarlsts support their p051t10n on. the relatlve short—u
ff;'run stablllty of "V" by p01nt1ng out that “V" is 1nfluenced by -
_..the- demand for money, a transactlons demand, whlch in the short

u:jrun remaing unchanged because ‘the factors that affect the amount

'ffof money the publlo wants to- hold, such as spendlng hablts, length-

*of pay perlods, avallablllty of - credlt 1nstruments etcsy change

| 'Qtflntermlttently and gradually over an extended time frame.."

The Keyne51an Teply. 1s that money 1s not only a medlum of

1.'exchange'but also a store of. value, There ‘is in addltlon to the
'-?transactlon demand for money (money as ‘a medium of exchange) a

»speculatlve demand for money (money as a store of value) which

"°:var1es 1nverse1y and elgnlflcantly w1th the rate of interest,

"thus causing 1t to be unstable.r ‘With doubt and uncertalnty about
' future changes 1n the rate of 1nterest, wealth-holders will tend

,3dto hold securltles instead of money if interest rates are expected‘
to- fall and conversely° A declelon to. hold money for speculatlve .-
;",reasons will depend on the degree of" certalnty assoclated with the,i

Jprospectlve 1nterest rate change by the wealth~holder the time -

frame of the expected change the current rate of 1nterest compared

”'w1th the’ antlclpated ‘raté of 1nterest
' Annugl Income -

Slnce veloclty = Average Money Balance

or gg ; an—increase
] 1n the speculatlve demand for money,_Keyne51ans contend w1ll
'7'1ncrease the denomlnator An- the equation and thereby decrease. yn

- and convereely, In so far. es the speculatlve demand for money is

'-1nversely related to the rate of 1nterest the veloclty of money,;"

"}whlch varles 1nversely w1th the Speculatlve demand for money,
'_jtherefore varles dlrectly with the rate of 1nterest , :
. The. relevance of- the- debate to central bankers is reflected ’
- not . only 1n the alternatlve ch01cee or 1ndlcators offered for the'
_?pursult of - monetary pollcy but also 1n the polltlcal/economlc '
‘optlons Postulated i.es the v151ble hand of governmental or qua51—
{;governmental dlecretlonary monetary control or the 1nv131ble ‘hand
Jf,of the competltlve market systemn: The. symbols of the debate o

' »fshould not be allowed to overshadow ‘the substance,_i

St 11
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. Problems and leltatlons of Monetarv POllCV o : _
' The functlonal efflcacy and rellablllty of monetary pollcy

’,fas an on301ng ingtrument of monetary management has been called

lilnto questlon as a- result of - a number of practlcal ‘problems and
- apparent llmltatlons whlch,have been observed over tlme._
_ j i One of the - cru01al llmltatlons is’ the 1ncomplete counter-f :
ff-cycllcal effectlveness of monetary pollcy.’ Whereas tlght money -
fl'can have a dramatlc 1mpact on commer01al bank reserves with '
'f:consequentlal effect on bank lendlng and the money supply, the
»oonverse, an - easy money policy, whlle provmdlng the capacity 1n7

',ﬂithe form of augmented ‘bank - reserves, depends entlrely -on_ the -

: w1111ngness of the commerclal banks to lend and the publlc to
__'borrow. As long as pess1mlstlc expectatlons of entrepreneurs
- outweigh the 1ncent1ve effect of low 1nterest rates 80 long will

-ﬂ_1nvestment act1v1ty be- resisted. The ﬂentral ‘hank can raise the

“level of bank excess reserves through its monetary operatlons but
1t cannot guarantee that loans w1ll be contracted and the supply '
,of money 1ncreased, . o ,
Perverse shlfts in veloclty may- also frustrate pollcy 1nstlgated
dchanges in- the money. supp , Ve1001ty tends to vary 1nversely w1th
_:1the quantlty of money over the buslness cycle rlslng when “the -
','money Supply’ls reduced to fight 1nflat10nary pressures and falllng'pb
in a recess1on when money supply is boosted to inflate the sconomy.
rﬂiThlS happens because spenders are 1nfluenced by actual and expected_ .
'3changes 1n the prlce level. Since 1nflat10n reduces the purchaslng
"power of money, .householders ‘and bus1nessmen reduce thelr holdlngs
of money in an 1nflat10nary or expected 1nflat10nary sltuatlon by '

'fzspendlng thereby raising the level of veloclty. In addltlon

jflnanclal 1ntermed1ar1es whlch are not subaect to central monetary 1}'
N icontrol can have an offsettlng effect - on pollcy by maklng funds ::,
'-_'avallable to spenders, whlch when used help to 1ncrease “the i'

' 'veloclty of money.

: {based 1nflat10n but it - cannot eliminate 1t.;~_

'f_'tlght money in -an- 1nf1atlonary settlng is aocompanled by buslness _f

Monetary pollcy is deslgned to- flght demand—pull 1nf1at10n°;“
it 1s relatlvely 1neffect1ve in the face of cost-push or profit- 7
rpush inflation, the causes of which are to be found on the supply

-;or cost 51de of the market. It may help to dampen a wage/prloe

7 Through its 1nfluence on the rate. of 1nterest, monetary 7
'_,pollcy is 1ntended to have an. ultlmate effect on the level of }’
plnvestment.- Theoretlcally, the 1nvestment demand curve tends to -
“be 1nsenslt1ve to the rate of 1nteresta. A shift in ‘the 1nvestment“ |

demand curve may also affect the impact of monetary policy. If

,thlmlsm relnforced poss1tly by 1mproved technology, the 1nvest—"
~ment demand curve would shlft to the rlght thus 1ncreas1ng '
'"1nvestment spend1ng desplte the hlgher 1nterest rate or bank



Ai'the strength of ex1st1ng economic conditions may well impact on

-.f:dep051ts for currency for transaction purposes. The 1nst1tutlon

_11_A

eredit restrictions. As the Porter Commlsslon and. the Radcllffe
~Comm1ttee have shown corporatlons have dlscovered a number of
_ strategles for contlnulng their act1v1t1es durlng perlods of tight -
;money 1nclud1ng 1mproved cash management facilities, shifts from -
short-term flnan01al investments to intended phy51ca1 1nvestment,,r
'resort to forelgn borrow1ng, trade credlt, ete. ,
7 ~ While one school of thought percelves the growth of the
fpubllc debt as a fac111ty for the effectlve pursult of monetary
‘policy through open market operatlons, it is algo claimed that A
i81gn1f1cant holdlngs of public debt by commercial banks,'lnstltu-~
7 t10na1 1nvestors, business and individuals have prov1ded an ample
_source of llquldlty which facilitates transfer of funds among
'varlous economlc units and the moblllzatlon of funds for business
A"act1V1ty 1n 51tuatlons where a eredit squeeze obtains. Gommerclal
fjbanks are- known to borrow from one ‘another through this medlum, to
‘accumulate government securities- durlng perlods -of monetary ease
“and to offload these fractlonally in periods of tight money to
“maintain levels of lending activity. There is a comparable -
r}phenomenon ev1denced in corporate behavionr and strategy calculated
' to secure protectlon agalnst the effect of restrlctlve monetary
A'pollcy on thelr capaclty to 1nvest. ' - )
The dlfferentlal and selectlve sectoral 1ncldence of monetary
r'pollcy has also" been 1dent1f1ed as’a maaor llmltatlon as it tends:
i'_to be negatlvely dlscrlmlnatory in its 1mpact on busrnesses which o

" (a) are dependent on borrowed funds for uorklng
o and fixed capital : !

Ciyc (b)— are relatlvely small _ A :
~(e)  are- incapable of raising funds abroad

(d) produce goods and. serv1ces for sectors - B
susceptible to changes in- credlt ‘conditions

. (e) "have marginal growth and proflt records

" (£) require a high cepital-output ratio or are
' . subject to long gestatlon periods. :

' The countercycllcal lags assoclated with monetary pollcy, it
'15 contended, make. '1ts effect on the economy- slow,elmpre01se and -
variable. ‘The uneven length ‘and variability of these lags -
inside, intermediate and outside lags. ~ burden monetary policy
with a problem of timing and forecasting. A policy initiated on

the economy at a tlme when the state of" the economy has been
transform.ed° ' , : . :
Important developments which have the potentlal for undermlnlr
”Amonetary pollcy are to be observed in publlc attltudes to the.
maintenance of 1dle cash balances reflected 1n the substltutlon of

of NOW (negotlable order of w1thdrawal) to facilitate automatic -

"transfers,between,lntereet to non-interest bearing demand accounts
wj_]_]_r_have,animpacto_n”the different measures of the money supply.




7 In open economles shlfts in’ the balance of payments could _
j'lead to. massmve flows of funds into or out of . the economlc system.f'¢=
Excess llquldlty fed into the system by balance of payments;_r

”E_surplus cannot easlly be slphoned off with the tradltlonal
fj'1nstruments of monetary control _ The. actlon of the central bank

:’-may counteract secondary dep031t expans1on by the commerclal banks,-

f; whlch will nonetheless have sufflclent llquld funds to support

ff”prlmary dep051t expan51on based on thelr purchases of forelgn
. exchange from ‘the publlc._f" ' ) o
An indicator problem also besets the pursult of - monetary

ip pollcy.r The- central bank is faced with the stark problem of :

'rldentlfylng and-. selectlng the most approprlate measure . or 1ndex o
“on whloh to operate to achieve: 1ts policy- obaectlveso“
: " Thege problems and - llmltatlons do not totally dlscredlt

= monetary polloy ‘as an 1nstrument of economlc managementn “What

'they do 1ndlcate 1s that it ls, llke every other 1nstrument of

B pollcy, an 1mperfect tool and its profe551onal users should

5cont1nuously rev1ew 1ts operatlonal effects so as. to. be in a .
'p081t10n to take alternatlve measures to counteract 1ts unlntended
'consequences.~_ , o Lo e
Guldellnes for Monetarv Pollcv in. the ECCA Terrltorles o _
leen the mlnefleld of booby-traps and tr1p-w1res ‘that monetary'
Hlpollcy appears to. be, the ECGB w1ll nonetheless have to choose a .

r'f]path of " greatest safety or least danger in its pursult of its

jif’monetary obaectlves. In its - ch01ce of guldellnes, the central -
1_?bank should be gulded by the follow1ng cr1ter1a°" o

- (l) ytha indicator should be a financial variable on
- which it has a reasonable measure of controlj

(2) * the variable must be one from whose movement and '
-~ . direction the public, particularly financial -
- institutions, can unambiguously discern the
intent of central bank policy, and ° -

(3) . the. magnltude selected must be. one the
- manipulation of which will have a s1gn1f1cant
influence on economlc act1v1ty 1n the direction -
-,'1ntended ' . :

_ W1th these crlterla in- mlnd the follow1ng alternatlves may
be examlned° S R ‘
- (a): money supply
_ -’h(b)*'prlce level
':‘3(c)'-1nterest rates -
"t'(d){;credlt condltlons _ , _
;(é) _excess. reserves of commer01al banks,
- (£) 11qu1d1ty of economlc system -
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Monev Supnlv - , . , -

o The money supply in the open economy of the ECCA terrltorles
is not a varlable which can’'be controlled with any degree of »
"rpre0131ona- The 1nfluence of the'balance of payments on the money

o supply as; well as the potentlal effects- of 1ndependent flscal and

- debt management act1v1tles of- governments could llmlt +the 1mpact 7
. of the monetary activities of the central bank _ There ig moreover

o 'no clear indication of the approprlate meagure of money supply,'
:r'whether Ml M2 or MB, whlch should be preferred for purposes of
'fcontrol . . , : ' S ,

- o The monetarlsts have advocated the adoptlon of a monetary _

 rule to replace the falllble gudgment and dlscretlon of - the central

" bank. Apart from the llkely unlntended consequence of acoelerated

7bobsolescence of central bank governors, “the flxedthrnttle:rule

':_harbours the germ of economlc 1nstab111ty slnce the rule cannot o

_',concelvably be an adequate curatlve measure for both reces51on and
}.‘:Lnflatlon° . . ' S R

' Experlments 1n the use of annual targets or adgustable rolllng

r;=targets for the money supply are doomed to failure 1n the EGCA

terrltorles where the openness of the economy makes preclse '
'ccntrol of the money supply 1mposs1ble, Thls is not to. suggest
, that efforts to 1nfluence the course of the money supply should
‘be wholly abandoned°, ; '
Price Level o o S
- The general level of prlces is 1nfluenced by both endogenous

' :and exogenous 1nfluences° Endogenous demand influences may be

| g_feconomlc act1v1ty and conversely. Evldence 1n the 1960S seems'f-

famenable to a measure of . monetary 1nfluenoe but: the exogenous :
' (cost of 1mported 1nputs) as well as endogenous (wages/proflts)
. cost factors are not equally reSpons1ve to monetary actlons
1nsp1red by the - central bank ~ The . factors whlch determlne the-'p
‘price level (1nclud1ng expectatlons) are so W1de and varled that

it does not appear. to be a sultable varlable through whlch to .
11ndloate the direction of policy. '

The Rate of Interest ',

7 ‘ Movements 1n the rate of 1nterest have tradltlonally been
, recognlzed as a: measure of the dlrectlon of monetary‘pollcy,
"frlslng rates, especlally r1s1ng bank rate in’ the U Koy hav1ng>:1r
;been a85001ated with the. authorltles'_lntentlon to. dampen - -

to suggest that financial and corporate 1nst1tutlons have found_'
'frmeans to clrcumvent the effects of 1nterest rate pressure on -
ﬁ:fthelr act1v1t1esni" _ A o
~°Iaterest rates in the: EGCA terrltorles are 1nvar1ably
'fadmlnlstered rather than market rates° The limited stock of

,government securltles does not. prov1de 1mmed1ate hope of the

- poss;bllltyrofr1nfluen01ng the_level_ofrlnterest rates. by cpen"
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"rfmarket operatlono The oentral ‘bank Wlll therefore have to rely

.on or resort to dlrect controls 1n order to 1nfluence -this- varlable,

- The Commercial Banks W1ll for some ‘time be immune to the effects -
b_'of dlscount rate ohanges as 1ong as thelr Head Offlces continue - to
- be thelr lender of last resorta S B

- In effect; the rate of interest’ by 1tse1f is not an ideal

- ,,control varlable. e

:Credlt Condltlons .

' The cost terms and avallablllty of credlt (credlt condltlons)
lend 1tse1f to a broader area of 1nfluence than 1nterest rate.
;The avallablllty of credlt must be complemented by w1111ngnessron
the- part of lenders to lend and bDrrowers to borrow and. spend g
There may not be a 001nc1dence of avallablllty and w1111ngness at»‘
certain stages in’ the business cycle and the operatlons of the _f»

'”'fcentral bank may fall to- e11c1t the: de51red result

) Whlle credit condltlons ‘may not be a perfect gulde to monetary
_pollcy, it offers the prospect of 1nfluenc1ng bus1ness aot1v1ty '

v" as well as restrlctlng a few unde51rable lendlng operations
- (e. gu_flnan01ng of 1mported consumer durables) whlch have character—r

'rlzed the aot1v1t1es of flnanolal 1nst1tut10ns 1n the open econom1es=:
"of ‘the ECCA area. S ' |
"'Excess Reserves of Oommerc1al Banks , — S
| - Operatlons by the central bank to 1nfluence the level of ;fi.

o excess reserves of commerclal banks affect one class of flnanc1a1

';1nst1tutlonnj Since the act1v1t1es of other financial 1ntermed1ar1es

. can also have a comparable 1mpact on economlc act1v1ty as bank -

lendlng, the 1evel of eXCeBs reserves w1ll not affeot economlc

activity to the extent 1ntended B '

'_1L1quldltv Tevels o : . : :

. If the Central Banks were able to operate on the whole ,

'11qu1d1ty structure of the economlc system, ‘this would be: the S

ideal control varlablea, In practlce, this’ would be admlnlstratlvely
oomplex and’ Operatlonally easy to evade. - The ECCB in the foreseeable
future will not be 1n any pos1t10n to undertake such a monumental

bexerclse,,, ' '

‘”ECCB's Optlon . : -

~ The ECCB will for some tlme have no-other- optlon but to be

: eclectlco' Through a tran31t10nal learnlng perlod it may K

“entertain the hope however 1deallst10, of arr1v1ng at the 1deal

"varlable or comblnatlon of - varlables on Whlch to, operate,_

:'jInstruments of- Monetarv Pollcv

The 1nstruments of monetary pollcy refer to those powers
: Vthe ‘uge of Whlch enables the central bank to increase or decrease
“the: reserves of banklng and other flnan01al 1nst1tutlons subaect

1: £0 1ts control and 1n 80 d01ng 1nfluence the money supply in a.

:dlrectlon cons1stent wlth 1ts economlc obaectlves° In the - Draft'



' [banks an alternatlve to 1nter-bank borrowlng, the sale of

1itcert1f1cates of dep051t,-r

- charge have monetary effects. Borrow1ng from ‘the central bank
: 'iand serves as a. ‘basis for expan51on of money and credlt 1n the'

- from requlred reserve requlrements, the excess reserves. of the

. as a rlght rather than the prlvllege whlch it is in the Unlted

'k7spec1f1cat10ns but” also scrutlnlzes the reason and- purpose for -

, =i'_--l-5-:' ;
1'Ecca'Ag:ééﬁént'foﬁr'(4)-monetary instruments’may be identifieda,
o ,_(l){_redlscountlng and the redlscount or. dlscount '
N ",1rate" L . . , .
(@ open market’operations ki,”
- (3)  reserve requlrements B
) imarglnal reserve requlrements
'TDlscountlng ' . , , _ _
T Dlscountlng (or redlscountlng as orlglnally termed) is a meansil
'fby which the central bank can augment the cash reserves of ellglble:
flnanclal 1nst1tutlons and serves as . '

r'(a).”a source of temporary or emergency accommodatlon
- .. . for banks faced with- large unexpected deflclt or
portfollo adaustments : :

() a safety factor for commercial banks durlng
o -,perlods of monetary restralnt ' ,

(o) a ‘facility to help meet seasonal need for
- - additional cash reserves, and - - :

’ '(d)'.a means of I minimising -cash effects of 1mbalances
"~ of balance of payments._

, d'-Tradltlonally dlscountlng took the form of. redlscountlng of

;'ellglble government or commercial- 1nstruments but it is. currently
-7pursued prlnclpally in the form of . temporary secured or unsecured
",advances to commerclal banks. “In thls respect it 1s to commerclal

,securltles or other assets from 1ts portfollo and the 1ssu1ng of

_ ~Since the central bank normally 1mposes a charge for the
' grantlng of” credlt “both the resultant financial flow and the

'7has the effect ‘of - 1ncreas1ng the total reserves of commerclal banks
':economyq5 Where Treserves made avallable in this- Way are exempted -1f:

system are 1ncreased by the full. extent of such advances thereby , |
-enhan01ng the capaclty of commerclal ‘banks to extend credit '
,compared -to resources raised by other means. : :
; - The dlscount rate or bank rate is the rate of interest
,Qcharged for 1oans or. advances granted to the commercial banks.r- _
 The 1nterest on such advances is normally discounted at-the tlmefrf
- _the loan: 1s negotlated rather than collected when- the advance is
"3repa1d, In the . Unlted Klngdom and Canada, the discount or bank A
,frate is a penal rate as borrOW1ng in these countrles is regardedf;:

ﬁ;States.; Because of the pr1v11eged nature of “the act1v1ty the
-;Unlted States- Federal Reserve not only 1ns1sts on oollateral

o iwhlch it is. asked to - perform the functlon of 1ender of last resort.
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In Canada the dlscretlonary bank rate’ has been superseded by

a floatlng bank rate - whloh varles automatloally and at a predeter—
’;mlned rate with the Treasury Bill rate. A 81m11ar experiment was
:*attempted in the- Unlted Klngdom in 1972 in: the form of a Minimum
'ALendlng Rate but thls vas recently abandonedoe The floatlng bank
5:rate was consrdered to be the simplest method of keeplng bank rate -
inat a- penal level and av01d1ng frequent adaustments to keep the
frflxed rate at’ a penal level 'Bank- rate was abandoned in the U, K°:
.Abecause of 1ts dramatlc announnement eifects, uhlch at the hlgher
5rlevels of ‘the rate ‘often had unde51rable polltlcal repercuss1ons
 and’ macroeconomlc effects° -The flxed Treasury Bill. nexus converted
f»bank rate from an actlve market-leadlng to a pa551ve market—follow1ng'
;_raten- After 51x years, the experlment was abandoned as it was ' »
:rdlscovered that the’ Treagsury Bill link led to unde31rable erratic
}1nterest rate movements and to “confusion and uncertalnty ‘about -
ifthe 1ntent10ns of the monetary authorltles,
Hlstorlcally bank rate or the dlscount rate has had a
reslgnalllng effect, 1ndlcat1ng the 1ntent10n of the central bank and

grlts perceptlon of the economlc cllmate° Commerclal bank and publlc

"response has largely been 1nfluenced by thelr economlc expectatlons.
A A marked feature of the - dlscount mechanlsm is that it is a .
'_cllent 1n1t1ated fac1llty,, The 1n1t1at1ve emanates from the
f'commer01al banks, whlch An essence, determlne “the amount of money
_uxlnaected into the system through the dlscount u1ndow° “While the
';:central bank retalns the- dlscretlonary power to determlne ‘which

'frcommero1al banks w1ll be* accommodated the llmlts of tradlng

d'"through the dlscount w1ndow and the rate of dlscount, yet the 7

. cost, terms and convenlence of borrow1ng from alternatlve sources,
;the state of demand for bank Lloans: eto,w111 be among the maln '
.,factors 1nfluen01ng the” demand for dlscount accommodatlone» The

;7effects of dlscount pollcy adaustments on the volume of dlscountlng
:I;are therefore unpredlctable and - uncertaln., : ' S
The efflclency of dlscountlng as an 1nstrument of pollcy '
:'rests upon - the premlse that commercial banks: will avail - themselves
_of the fa0111ty,r In the ECCA territories where the lender of last
Aresort functlon contlnues to be performed by the Head Offlce -of -
“fbanklng 1nst1tut10ns the potentlal level and’ frequency of dls-j__
'i:countlng remains. dublous,, The experlence of . the central banks of -
,ithe Commonwealth Carlbbean does not- offer much hope for an early '
;“reversal of" 1nst1tut10nal attltudes.r' T e -
' - Mllton Frledman contends that the. dlscontlnulty of : dlscount
Avrate adgustments 1n the Unlted States has been a ‘source of '
: 1nstab111ty, whlch is relnforced by uncertalnty assoclated w1th
. negatlve “announcement effects". of such changes, _ T 7
A : Whlle there is not muoh hope 'tl1a1: dlscountlng wmll be an L
:Wlactlve tool of monetary control 1n the ECCA terrltorles 1n the‘ '
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1mmed1ate future, the East Carlbbean Central Bank should devise
'persuas1ve strategles to encourage the use of the . dlscount w1ndow
not only’ for its” ‘psychological effect but also for the tone and.
nuance it is llkely to 1mpart to the relatlonshlp between the :
central bank and the commer01al banks.‘.
VOpen Market Operations : ' o
As an 1nstrument of monetary pollcy open market 0peratlons '
1nvolves the purchase and sale of government short-term, medium—
term and long~term securltles w1th a view to 1nfluenc1ng
(a) the level and structure of 1nterest rates

(b) the regerve position of the commer01al banks
' and - through this the stock of money in thej
- economy, . - -

Purchases replenlsh and - sales contract the reserve base of
- the banking system thereby 1nfluenclng—the lending capacity of
commercial banks;e,mhese operations, particularly large sales and
purchases, tend to affect the price of the specific securities
~ and "osmotically" other. market'instruments° “As & corollary;“the c
level and structure of 1nterest rates in the. money market is
:affected,,a_;;z,;-' o _ C ' ' _
Opén market operations have evolved in the developed market
‘economies as the prlmary tool of monetary pollcy because it has 1_
5'the advantage of flexibility, -and -the -impact on bank reserves is*
prompt° -It has no announcement effects as 1ts 1mplementatlon is
h usually subtle and’ unobtru51veu ' - S R '
- Because changes in monetary and. economlc condltlons occur o
y dally, monetary management through open- ‘market - operatlons must be
‘'subject to-an equal measure of frequency Impersonal and wide-
.spread in its effects, open market operations can be pursued on
& contlnuous basls, The amounts involved can- be - relatlvely large
'-or small° Since it has no announcement effects pollcy can be |
-reversed quickly. and. easily. It lends itself for use as a’
:;defen51ve mechanlsm in smoothing disruptive and dlsorderly market
- conditions as well as a dynamlc force for the malntenance of
- stable economic conditions. o '
. The efficacy of open market operatlons hlnges on the ex1stence
of a broad and. actlve ‘securities market and the dominance of .
'g!Jvernment securities in.the comp051t10n of the commerclal banks
7 1nvestment portfollo,_ : o : : ' o :
In the ECCA territories the volume of government Treasury '
'.Bllls and -Bonds - 1s sparse, their isaue frequency spasmodlc, the
: amount limited and the maturity spread uneven and devoid of
| reglonal method. Even -if the ECCB were to succeed in augmentlng
;slgnlflcantly commerclal bank- holdlngs of government securities
 that would not by itself lead to a vibrant market in government
. paper, whlch 1s a s1ne qua non for the effectlve pursult of open"
: market pollcyg, ' L '
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':’crédit ekpénsion:throuéh open'market‘purchases'of government

A 'securltles may be less costly to governments in its asymetrlcal

‘ :effect on. the prlce of and interest . on government debt, but it 1s:
Vless profltable for the commerclal banks.p The proflt motlvatlons

- of these banks as well as thelr llquldlty preoccupatlons w1ll
-7-1nev1tably serve to restraln ready sale of government paper 1n
:;—thelr portfolloorzf- R : B .

- The- state of- llquldlty of the banklng system is. a cruc1a1

'f,_determlnant of the efflcacy of- open. market operatlonsu If the_A

i level of commer01al bank excess reserves is- very hlgh open
1°,market sales may have & negllglble 1mpact on thelr lendlng

'fcapaclty., o - : : S
The ECCB should nonetheless actlvely encourage the hablt of

:ffdeallng in government securltles.f The effectiveness of open market
:"*pollcy does ‘not depend exclu51ve1y on- “the’ absolute volume of . E
' ,}securlty avallabllltles but also on the relatlve level of holdlngs

in the. 1nvestment portfollo and the existence of the will, 1ncll—
}'natlon and confldence to deal regularly 1n 1nstruments of publlc

' f[[debt.

o An examlnatlon of the strlngent llmlts on the holdlngs of
government debt envrsaged in the ECCB proposals would suggest that
,open'market operatlon as an - 1nstrument of- monetary pollcy is in

h’:any case a forlorn hope, The maximum holding of Treasury BlllS _

is not to exceed 1OA of estlmated recurrent government revenue oo

'f iln the current flnanc1al year and maX1mum holdlng of bonds/
,Aidebentures is- not to exceed 15A of currency in- clrculatlon and

. other demand llabllltles of the ECCB. The-central bank is not

7-:;;expeoted to- play a more actlve role:in the government paper

A”]market than “the ECCA ‘which it is to. replace, for these are the -
"fvery llmlts enshrlned in the East Carlbbean Currency Agreement.i'
If the ECCB 1s to a551st in the development however ten~

'fg=ptat1vely, of a money market to fac1lltate ‘and 1nfuse a greater

"measure of llquldlty to idle local bank balances, to encourage
flnan01al 1nst1tut10ns to use the discount window and ultlmately-

%o try to 1nfluence “the reserve holdlngs of the commer01al banks,;pf'

t'lt will need an element of” operatlonal flex1b111ty which flxed—
’and—fast ultra—conservatlve ratlos are deslgned to deny and

" Reserve Requlrements

The . Draft Oentral Bank Agreement permlts the central bank toil

A prescrlbe the malntenance of requlred reserves 1nclud1ng

- dlfferentlal and marglnal requlred reserves. It spec1f1es"7;f>l o

'}(a)u 15A as the maximum level of the requlred
<;:greserve o - L
;(b);fdep051t and other slmllar llabllltles as the o
'r_rbase for the requlrement - .

S
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o (e) vault: ‘Gash, demand depos1ts w1th the Central
. Bank and, perm1551b1y, government issued or
--guaranteed securities up to 10% of .deposit
and other similar liabilities as the assets
' which- quallfy for con51derat10n as requlred
T ~ reserve o , S
: f(d);'unlformlty of T.8erve ratlo for flnanclal
e institutions . in same  clasg but leaves it
- - mercifully to the discretion of the central :
bank to determine the degree of leverage which -
may be- permltted through the compliance perlod

The employment of reserve requlrements by a central bank

';1mpounds a proportlon of the llabllltles of . the flnanclal

1nst1tutlons to ‘which-it is extended thereby llmltlng the- base for
the expan51on of credltn_ While often 1ntended o ensure sound

- rmanagement and %0 protect the publlc reserve requlrements may

ff.be looked at as a complement or- alternatlve to. open market opera—’."i-

-j;'tlonsn, In economles guch as “the EGGA terrltorles where an exten51ver'

'”-securltles market is yet to emerge, reserve requlrements w1ll mainly -

-serve as an alternatlve to open market operatlonsu_

By varylng the reserve ratlo the  central bank  can affect the"

"money creatlng capaclty of the banklng system by the 1mpact of
_fthe requlrement on the level of excess reserves, the base for -

ﬁcredlt creatlon, as well as. 1ts effects ‘on -the mnltlple by whlch

"—the banklng system can lend, The hlgher the Teserve ratlo the

r,lower will be the credlt expan51on multlpller and. conversely.

'JWhen the central bank ralses the reserve Tratio- 1t transforms all

"or part of the excess reserves of . the banklng system 1nto requlred h o

";reserves thereby reduclng the money creatlng potentlal of the

- system and in- the cage of "loaned up” - banks leads to a deflclency
»'nﬂof reserve holdlngs, whlch forces them to. borrow or llquldate
“”'1nvestments to meet the requlred reserve level° '

Apart from the llquldlty of ‘the bank1ng system and the money

j"supply, reserve requlrements can’ be used as.an allocatlve
_fmechanlsm for-the channelllng of credlt for partlcular uses° In

'thls respect it quallfles as an 1nstrument of credit pollcy¢ 'One

| problem- the ECCB w1ll have to contend with is that the operatlonal
and structural characterlstlcs of reserve requlrements that may

r;'be sulted for. one purpose may in fact negate another purpose,, -

lequldlty, for 1nstance, favours a long averaglng per1od for"

i'meetlng the requlrement but monetary control is enhanced as - the

h-economles plagued w1th the autonomous effects of balance of
fvpayments v101s51tudes, can, however, be 1nfluenced by the level
fj,;of the reserve requirement. High reserve requlrements reduce the
'ﬁ;money multlpller and consequently tend to~ check’ the rate of growth
of the money supply. The 15A maX1mum env1saged in ECCB Agreement
"“:may not be as conservatlve a8 1t appears glven the. experlence of

'rj_average accountlng perlod shortens,"

Money- supply control, though of. doubtful efflcacy in open e




_the central banks in the Commonwealth Carlbbean ‘in the use of

" this 1nstrument.--

'i Varlable reserve. requlrements could be complemented by dlffer—
;rentlal and, marginal reserve features, whlch facilitate discriminati
413between dlfferent classes of dep051ts and whlch permlt marglnally

.~ higher reserve requlrements when dep051ts exceed a previous or

5fother 1ndlcated level. The latter is’ compareble w1th the British

'"f,r monetary 1netrument nlcknamed the - corset whlch allows the Bank- of

]Englend to freeze a hlgher 1eve1 of- bank depos1ts beyond. a
_ -speolfled total or percentage growth rateu Marglnal reserve _
r,'requlrements tend. to concentrate 1ts 1mpact on the growth of bank_

" deposits or other reserve base thus llmltlng multlple credlt

'hexpanslon beyond an exlstlng or 1ntended level, D1fferent1al
'prequlrements on tlme, gavings and. demand dep051ts take cognlzancea
. of dlfferences in turnover of these dep051ts as well as their
*f volatlllty. The requlrements tend to be hlghest on demand '

. deposits and lowest on saV1ngs depos1ts. ngh rates are sometimes

- required- on time depos1ts often to make it less profltable for

:gplarge commerolal banks to 51phon time funds from other sav1ngs

] 1nst1tutlons by offerlng much hlgher rates ,

_ . The ECCB w1ll through a 1earn1ng process arrive. at worklng

'.'requlred reserve varlatlons to sult changlng ‘economic condltlons
':and 01rcumstances, " Phe - embargo on regerve requlrements beyond

",;15ﬁ, ‘the 11m1t1ng of the- base to dep051t and’ s1m11ar 11ab111t1es,

'fthe etlpulatlon agalnst dlecrlmlnatory regerve ratios for 1nst1-"r
_ tutlons dn- the same classlntcfdlfferent slzes may. Serve to 11m1t
~ the options Open to. the central bank If 1ooal 1nd1gen0us

-}'-1n8tltUtlons are to be encouraged, 1t is & moot point whether"""

h uniform reserve requlrements w111 not severely affect thelr
,1n1t1a1 competltlveness and profltablllty, and whether the
bllnkered approach requlred Wlll not prove 1n1mloa1 to the
'7*1n1t1at10n of new flnanclal 1nst1tut10ns in the ared. .

' Opponents of Tegerve requlrements perceive dlsturblng
'announcement ‘effects in its use giving rise to strong resistance ;
to reverse course eXpedltlously 1f the oentral bank were +to mlsreac
: the. economlc 1ndlcators.' Apart from the fact that. 1t 1s dig-
.rcontlnuous in tlme and- amount it tends to prooeed 1n lerge doses

o whlch make plecemeal flnanolal adaustment to unantlclpated
L gonsequences 1mposs1ble and whloh affect the v1ab111ty of the

_rflnan01al operatlons of the commerclal banks.. Frequent fluctuatlox
- of the requlrement may algo be a souroe of 1nstab111ty and uncert—

»?",alnty, C

N "; The ECGB Agreement in maklng it. permlsslble to use 1nvestment£
’“'1n government issued and rueranteed securltles among the aeeets '

) 'f'that quallfy for 1noluslon among reserve assets has probably
'f7=,1ntroduced a feature whlch could severely llmlt the efflcacy of .
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lireserve requlrementsu Even 1f the ECGB were- to be ass1gned ai_

--f,debt management functlon 1t w111 not be able to- exerclse adequate

l:f>leverage on the volume of - government securltles in. the 1nvestment
,':portfollo of the commercmal banks.- Thus a reperve asset (the

' =>requ1rement) whloh should serve to restrlct ‘bank lendlng capablllty :

'_Would become 1tse1f a "bage for credlt expan51on, thus defeatlng .

,the monetary control functlon of the requlred reserve, -

It has been 1nd1cated that both dlscount and- open market

VZJP011cleS are unllkely to ‘be effectlve 1nstruments of monetary
;,1r,pollcy in the ‘ECCA areaa Reserve requlrements offer prospeots of

gerving as a meanlngful monetary tool: prOV1ded that it is not

?loaded with: bullt ~in’ deflclencles,;v

'i'CREDIT POLICY

Gredlt pollcy 1nvolves the use of the powers of the central

i'bank to achieve "the most efflclent allooatlon of loans and to .

-’-_ensure that the mlx of deposlts accompanled with its rate structuref

;115 not- 1ncon51stent with the general alms of - maoroeconomlc pollcy

It employs 'a number of qualltatlve controls to regulate ther SN

. avallablllty and dlstrlbutlon of credlt and these nay. be catego- -

"lrrlzed as followss .

o (a)ﬂ'Speculatlve credlt control |
'"r(b)"Hortgage credit. control h -
~ (¢) Congumer 1nstalment credlt control

d 'f(d)';Interest rate control
' '(é){iEllglblllty control-~

.r(f)'?Liquidity'control :

NG Informal control '

fﬂij;Speoulatlve Credit

_Undex” the rubrlc of margln requlrements, monetary authorltles

;attempt to regulate and- control the use. of credit for the purchase
7 of secur1t1e5=: It involves the eettlng of minimum peroentage'-
"'downpayments for purchases of securltles or stock as well as the

fixing of 11m1ts or celllngs on the level of 'such 1oansu Margin .

erequlrements are usually extended to all institutional - lenders.

, Hlstorlcally, it is a dev1ce de51gned to limit speculatlve

e ‘purchases of corporate stock ‘and other seourltles with borrowed

' :tfunds, Sh1fts in the level of the requlrement could dampen or

zrirstlmulate act1v1ty in the stock market. Prudent enforcement of _
- the. requlrement may help to mlnlmlze the - rlsk of pyramldlng stock,- .

7in a rising market and of forced sales of securltles in a falllng',-'
- market,,_f C ' S ' -

; Whlle such requlrements may help to exer01se a degree of

f"restralnt on stock market speculatlon by ‘merginal borrowers, the - |

ease of ev351on by mlsrepresentatlon of the purpose of loans leads .

'jone to questlon thelr over all efflcacyn_ lt is unlikely that the
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-"ECCB w1ll have $o address 1tself to that type of problem 1n the;-
, ﬁnﬂseeablefuture, - : : :
iﬂ?;Mortgaae Cred1t o S . : : .
- The thrust of mortgage credlt control is on the regulatlon of ,
i—the downpayment and maturlty termsg of real estate loans, Its : :'
underlylng intent is to influence the level of economic actlvlty h
1n the ccnstructlon 1ndustry and real estate generally.r

 Real estate credit is usually senisitive to changes in
'igeneral credlt condltlons because marglnal 1nterest rate adaust-

',’ments usually have a major 1mpact on- monthly mortgage payments

and the oversall cost of real estate development proaects., leed
interest rate celllngs are usually used to avoid crowding out
phouse buyers from the credlt marketu, It is thought that such rate,
'celllngs lead to the dlverslon of funds . from the mortgage market

: when other unregulated rates exceed the. celllng. o

7 Thls aspect of credlt control is partlcularly 1mportant at

"._thls tlme throughout the ECCA terrltorles,. The ECCB Agreement in

Jpermlttlng the- central bank to: prescrlbe “the purposes, aggregate
' celllngs, max1mum amounts, max1mum maturltles, max1mum 1nterest
,3:chargeable and minimum cost,. margln or- securlty requlred for
'ZVadvances ‘whether by way of loans or overdrafts has equipped the

-7lf,jbank with adequate powers to act in thls area of credlt act1v1ty.

fdGonsumer Instalment Credit ~ = _
' ' The ratlonale for consumsr 1nstalment credlt ‘is to regulate
,consumer cxpendlture, whlch may add to 1nflat10nary pressures 1n

}:rthe economy Consumer stalment credlt 1nvolves the f1x1ng of -
S minimum. downpayments and max1mum maturltles for borrOW1ng to
'*"Qflnance the purchase of consumer durables,; By employlng the

‘ 'technlque of direct controls it is expected that the volume of
' sales of- such goods will be affected. : : '
’“"_ Expendlture on durable consumer goods is generally cons1dered
_f"somewhat:msensuave to general credlt controls, hence the preference
f:‘for direct controls which can be adjusted- to meet the needs of the
'cpartlcular stage of the business cycle,
~In practice thls tool of credlt policy. tends to have a

- dlscrlmlnatory impact on speolflc industries- and groups. in the .

- 1nst1tut10ns on the flnanclng of . 1mports of consumer durables. and
- the slgnlflcant leakage of scarce’ forelgn exchange through this

jjfcommunlty and it is sometlmes condemned as a threat to- eoonomlc ,ll

pi freedom.. A few central ‘banks, such as. the Federal Reserve of - the ﬁ
U S., have avoided controls on consumer credlt because of problems 5
;'of admlnlstratlcn and enforcement,r_ ' . : : DRI

' leen the tradltlonal empha51s of locally based flnanclal ,

_ ,medlum, the ECCB will be expected ‘to activate this instrument. to- [
'f'safeguard the - economy from ‘the abuse of consumer 1nstalment credlt.é




23—

fLVInterest Rate Control RS : :

| Interest rate oontrol is attempted by the establlshment of

- celilings. on the rate of . 1nterest which . commer01al banks may pay on
-lsav1ngs anc. “time depos1tsgr The oelllng 1s often pegged at &

tfr"relatlvely low leve1 as . a form. of protectlon for savings institu-

- tiong and- the mortgage market agalnst prloe competltlon from the
tfoommercla] banks. fulnoe the oelllng applles to. the 1nterest— '
",bearlng llabllltles of one segment of the credlt market, it-is a. -
'5dlscr1m1natory nev1oe to encourage the flow of funds to the'

'1Lunoontrolled seotorsat

Nonbank thrift 1nst1tut10ns because of the structure of the1r
:assets tend to be at ‘a dlsadvantage in oompetlng for funds partlcu—,
~larly during perlods of credit restralnto Gompared to commercial -
;_banks whose assets are varied and malnly of a. short term liquid _
‘nature, the portfollo of. mortgage oorporatlons, for 1nstance, 1s-'”

cfttled in mortgage loans ‘which are 1ong—term and .illiquid assets.

The turnover of such loans is very glow and yield adaustments ' fi
“tend to lag behlnd market 1nterest rates° While the assets of
'gthese 1nst1tut10ns are at the long—end of the maturlty speotrum,'
~ their depos1ts are - usually of a short-term varlety respons1ve to
7-the pressures of competlng rate alternatlves especlally in perlods
7*;0f rising 1nterest rates, W1thout the safety valve. of a rate
'1cell1ng, these nonbank flnan01a1 1nst1tutlons mnay be foroed to

'r}adaust their rates upward to safeguard thelr deposits. w1th

h fconsequentlal er051on of thelr profltablllty and 1mpa1rment of

o thelr solvency.-

- The use . of dep051t rate oelllngs in the ECCA area w111 need =

'.'to be balanced by comparable restra1nt on lendlng rates, “In the '
?]'ollgopollstlc banklng 51tuat10n that prevalls in the area, it -

'jcould serve ‘ag an. unsollclted sub31dy to commerolal banks whose
lending rates tend- to be very stlcky downwardsn;;' -

"hiEllglbllltv Control . - o o

o Ellglblllty requlrements grant the oentral ‘bank the optlon to

firrdetermlne Whlch blllS are ellglble for. redlscountlng and acceptable. |

as collateral 10r advances., Where dlscountlng is an established -
\medlum of Flnanolng, ellglbzllty pr1V1leges could: 1nfluenoe move- .-
V:_ment of resouroes to ellglble 1nstruments and the 1ssuers “of these
tf-lnstruments, To that extent it fulflls an allooatlve i‘unctlon° ,
' It has been 1nd10ated that the- absenoe of an aotlve seourltles
market and the contlnued rel1anoe by oommerolal banks ou Head
,Offloe to sustaln thelr llnuldlty levels make 1t unlikely that

,'h dlsoountlng polloy w1ll “be effeotlve in the ECCA area.. W1thout
Tjidlsoountlng,_ellglblllty “equlrements are largely meanlngless,-"

_ It should be noted that, the 1nstruments whloh quallfy as _
o collateral for advanoes by the EGOB are already speelfled in the
ECCB Agreement : :




'ii'quuldltv Control o

quuldlty control is pursued by the 1nst1tutlon of llquldlty

"~?requ1rements in - the form of mlnlmum and varlable 11qu1d asset

'_ratlo. The essence of the’ requlrement is that 1t allows.the central_
“bank the dlscretlon to determine which- assets are l:l.quld° It is

" as such not 'so much an instrument of restraint as it is an instru~
" ment of publlc debt managementn; The allocatlon of credlt to the
L _”publlc sector is- often fostered through llquldlty requlrements

The cost of publlc debt is restralned wlthout overtly pegging the
"rate on government securltles,, '

To the banking system 11qu1d1ty requlrements are- preferable

o reserve requlrements since 1nterest is earned on eligible
‘securltles unllke requlred reserves on ‘which 1nterest is not
"payable, The - enforcement of a llquldlty asset ratlo may be sald

.. to. protect ~the profltablllty "and. solvency of- the commerclal .
'__;banklng system whlle it helps. 1n the development of a money market,;°

The ECCB Agreement does not prov1de for the 1mp051t10n of

'_*11qu1d1ty requlrements and -in this respeot denies the central bank

a vital 1nstrument ‘for. exerclslng leverage on the 1nvestment

"g_portfollo of the commer01al banks, =

-Informal Oontrol

Informal control is- sought through moral sua51on, a klnd of

:::'"frlendly persuas10n“ whlch is of ten reflected in pollcy state-

'*ments, publlc pronouncements, appeals, ‘ete.” It is really an. - 7
‘ effort to achleve a given obaectlve by the “voluntary"'cooperatlon

of flnanclal 1nst1tutlons,} Moral guasion is sometlmes supported

R fpby the threat of - sanctlons, and warnlngs about the potentlal _
'hideleterlous effects on" the economy of- nonecompllance. Infcrmal ,
'ﬂ'agreements are not an unusual result of the-use of moral suaslon. -

 How successful moral suaslon isg 11kely to be is often dependentf

_"on the - number of 1nst1tutlons 1nvolved the degree of competltlveu-'
k Tness, ex1st1ng proflt 1evels, the effect on. the profltablllty of

- the . operatlons of the 1nst1tut10ns affected as well as the nature,_
'frequency and duratlon of the request for cooperatlon° There are,_
'lhowever, the uswal evas1ons, Whloh ultlmately lead to a breakdown

',Zof the understandlng° '

‘is relatlvely llmlted and wllere the operatlons of the . bank:l.ng '
7 ,'system can be’ subaected to a great- measure of survelllance, the
o potential efflcacy of +the 1nformal approach should not be automatlc—
7'{=a11y d:Lsm:Lssed° The rlsks 1nherent 1n breaches “of- 1nformal )
- agreements are much greater 1n small states and could serve as a :
L :dlslncentlve to evaslon._a7 S

. In the ECCA area where the number of flnan01a1 1nst1tutlcns -
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' :.REGULATION AND SUPERVISION

: - The functlon of regulatlng ‘and superv1s1ng the flnanc1al -
'”system, partlcularly the banklng system, hag been delegated 1n
'most countries. t6 the central bank, . o
) _ The regulatory aspect of the functlon is de51gned to achleve ]l
"compllance with the requlrements of 1aw pertalnlng to the funotlon,'
_'5structure and operatlons of flnanclal 1nst1tutlonsn These regula—-,,_i
~tions are often enshrlned 1n general benklng and’ central banklng |
—'leglslatlonu In such leglslatlon flnanclal 1nst1tut10ns way be:
requlred to malntaln o '

;_f(a);,mlnlmum 1evels of llqnldlty o

(b) 7spec1f1ed local asset. ratio

77-.(0) minimum- capltal base and. requlred relatlonshlp
- .- between. capltal and dep051t llabllltles

':f(d)'-glven level of reserves with the central bank
~and Lo _ _ -

g(e):\spec1f1ed records for subm1s510n to the
L ;'authorltles, etc.- ; . :

lThe regulatory mechanlsm 1n essence seeks to ensure proprlety
r-and prevent 1mproper 1nst1tut10nal behav1our calculated Yo circum -
:vent “the Antent of law., It 1s therefore malnly a polloe function.
. The superv1sory role applles to. those actlvltles des1gned to
'=l;promote the health and: sanctlty of the flnanclal system‘ Safety,'l"
'lsoundness and solvency are its’ prime concern and the maintenance

: flof confldence 1n the flnan01al system. 1ts ultlmate obJect1Ve. In

thls capa01ty the’ superv1sory authorlty can adv1se, cautlon, warn
- and report and in so doing minimize the pOSSlblllty of" 1nst1tutlonal -
ﬂ;’lnsolvency, Whlch could undermine. publlc confldence in the safety '
'i‘of their flnan01a1 1nvestments° o R o

' - The ascendancy of forelgn owned flnanclal 1nst1tutlons 1n .
“the ‘monetary sgstem of the ECCA terrltorles empha51zesthe need
for effective’ regulatlon and the emergence of 1ndlgenou5'

pf,lnstltutlons makes: a proper system- of superv1s1on 8 vital safety

mechanlsm for the future development of these institutions.

In these terrltorles the multlpllcatlon of superv1sory ;
agencles Would be the surest Tfoad to medlocrlty of performanee
“and achlevemente The management base cannot at present sustain
?1t.i It is for this reason that flnan01al 1ntermed1ar1es and the
'Tfledgllng development agencies- should be brought under the - '
,survelllance of a central 1nst1tutlon equlpped with staff of “the
j calibre- requlred to- supervise ‘their operatlons, “The future may
-;well be saddled wlth ‘the cost and relics of colossal flnan01al

'.*1'f1ascoes unless urgent steps are taken to ensure that our

f,lndlgenous 1nst1tut10ns fulfll the purpose and promlse of thelr
'creatlon, ' '




' f;nature of the superv1sory role envlsaged in the provlslon of the

- SERVICE FUNCTIONS
cir other central bank w1ll be requlred to prov1de the governments

- Government

'i'rjln the llght of the emergence of .a number of 1nd1genous banks in

'r_;may be cons1dered to sult the varylng needs of the dlfferent

_The ECGB has a part to play in thls effort° The llmlted

,ECCB Agreement is unllkely to- ‘assist the. central bank to superv1se
lrthe flnan01al 1nst1tut10ns fully and effectlvelyo,

There are a. number of servrces Whlch the ECCB. llke every :
-lrand flnanolal 1nst1tut10ns of ‘the - areao,

; Fiscal Agent and Banker | - - o : : =
I ' As contemplated in the EOGB Agreement the central bank could
' serve the functlon of flscal agent and banker of the government. |
'Because of 1ts control functlon w1th1n the monetary system ther-
'fcentral bank: must have a- close worklng relatlonshlp with
'--government,rwhose flnan01al 0peratlons have a maaor 1nfluence f
'on the direction of the ecomomy. . . o
| How thls functlon 1s performed by the ECCB should be examlned

the area. It may requlre a dlstlnctlon between the internal. flscal
_,operatlons and the external flscal activities. of governments, the
fdformer asslgned to 1nd1genous commerclal banks and the latter

'reserved for the ‘central bank There are other permutatlons whloh -

terrltorles, _ _ _ o _
‘In these small terrltorles fluctuatlons in the recelpts and
{Zpayments of governments affect the reserve of the banklng system
“in a manner_comparable with - -open market operatlons, A government-=
surplus would be the equlvalent of a sale of securities to the |
:'oommerclal banks, which ‘has the effect of. oontractlng commerclal
':bank reserves and thelr capaclty to expand credlt, '
- The flscal and banking functlons of- the central bank :
'fa01lltate the development of healthy 1nst1tutlona1 ties w1th the-
financial departments ‘of government and place the central bank in

a position to advrse government on flscal and monetary matters.
t_pDebt Management B . ' , ,

- ' The debt operatlons of governments are often undertaken by ]
=;central banks.: In the ECCA territories- the need for this will be ‘-
- more than a matter of mere admlnlstratlve convenlenceu, ‘Confidence 7
of flnan01a1 1nst1tutlons that 1nvestments in government 1nstruments:

" are. not llfetlme obllgatlons but llquld 1nvestments which may be

';sold should 1t become necessary to augment reserves to cope w1th ;rzl
;ﬁthe demand for credlt by their customers w1ll be an 1mportant _
' contrlbutlon which the central bank ‘nexus w1ll make to debt manage-'

.. ment. Moreover the loglstlcs of 1ssue and: redemptlon could be. more -

"Leffectlvely planned to encourage the development of a short-term o
;money marketo,__f : : : : :
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rPorelgn Exchange Hanagement : , N B
-~ Central- Banks have come to be. recognlzed as the main custodlan:'\
of the forelgn exchange Teserves of a countryq, As such foreign- '
; fexchange management is one of. the government as51gnments to 1ts -f _
7-central bank The cruclal role of forelgn exchange in the - develop—_.,'
'pment process makes 1t necessary to conserve forelgn exchange earned'f°
"~ and . to protect as far as poss1ble 1ts external value by prudent

o 1nvestment and deployment

The admlnlstratlon of exchange control regulatlons 1s therefore
bgan 1mportant serv1ce functlon of a central ‘bank: A necessary
precondltlon for the exer01se of thls Iunctlon by the ECCB is the

"13enactment of unlform leglslatlon for the terrltorlesa_ Oomplementary

to this will be the establlshment of a reglonal minigterial forum-
to determlne general pollcy guldellnes1 a matter which will be 7
dlscussed further in cons1der1ng the structural arrangements for-

the EGCB. -

While pollcy and operatlonal dlrectlons should emanate from o
tthe centre, the . actual exchange control operatlons u111 ‘be _
_ decentrallzedc- Admlnlstratlve convenlence and efflclency ordalns a
__thlso , : o ' . '
Currencv Management _ f_ :
. . The currency. functlon has long been regarded as one. of the
:'gpr1n01pa1 tasks whlch a central bank should perform on behalf of o
iSOVernments,* It 1nvolves the prlntlng of notes and the mlntlng
of .coins as well ag the admlnlstratlve arrangements for theri
'ilssue and : redemptlon of the currencyoj Apart from the 1nventory
and supply functlon there 1s a maaor securlty undertaklng

"{_assoclated w1th thls exerc1se°

_ o The problems whlch the ECGB w111 encounter in this fleld w111'
tnot be new, - 81nce it wlll be taking over an exlstlng functlon of
_r:the "ECCA. 7 , o ' ) .
1Internat1onal Flnan01a1 Relations : , , _
7 A gensitive’ and challenglng role undertaken by central banksr
is in the area of 1nternat10na1 flnanc1al relations. With. the
. movement towards 1ndependence in ‘these terrltorles, membershlp of
”varlous 1nternatlonal financial organlzatlons w111 1nev1tab1y
'3follow,- The adv1ce and- guldance of the central pank on complex _
'flnternatlonal flnanclal and monetary 1ssues Wlll bhe necessary, -
o 'The adv1sory role of ‘the central bank Ulll 1oom large in’ S
'fnegotlatlons with the IMEF partlcularly for balance of payments

;”:suPPOrtur Undertaklngs to and understandlngs with the IMP must- not

be allowed to preaudlce the 1nterest of other ‘members in- the
common currency area, Unllateral undertaklngs on the exchange
rate must ‘be. expllcltly excluded as a bas1s for negotlatlons by _
'slnd1v1dual governments wnth the Fund. ThlS 1s one reason why the
;Vcentral bank should be very v151ble around the negotlatlng table
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lest overzealous IMF offlcers wrench 1nv1d10us commltments from
1nd1v1dual governments whose flnan01al condltlon may predlspose :

"?fthem to accept unpalatable precondltlons, whlch may ‘directly

""ffaffect the ‘economic 1nterests of other members of -the- currency B

-;unlonu.r. - : : : :
' The survlval of the reglonal monetary arrangements probably =
'hlnges on the role the EGCB 1s requlred to play in 1nternatlonal_
’tflnan01al relatlonsa '7 : ER o ' '
' _The. negotlatlon of forelgn loans and the 1ssu1ng of bonds in

. - the 1nternat10na1 money market are areas ‘where the central bank

1,can be of max1mum asSLStance to governments, The regular contact

',:ﬂand afflnlty whlch the- central bank develops with foreign -

-'flnanclal 1nst1tut10ns, both publlc and  private, ‘enables it to .
" assess the ‘money market and adv1se governments on the -timing of
 bond 1ssues, the- selectlon,of lead managers, the maturity

"fistructure of forelgn debt, market cond1t10ns, the 1nterest

't'coupon etc,. In- fact, the central bank can serve as a cost—
sav1ng source of flnanclal 1nte111gence° ' -

' -lCommer01al Banks

_ - The bankers bank is 1nvar1ab1y the central bank. The

irbeneflts from the service are mutual, “Commercial banks are

. provided through thls medium a faclllty for ready settlement of
' *1nter-bank 1ndebtedness whlle the central bank ig afforded dally

};1nformatlon on the reserve position- of the banklng system.

- Gomplementary to this is the cheque clearing facility which 1s
l:prov1ded the banklng gystem, a faclllty which helps to. mlnlmlze
" ‘the extent and duration’ of float in the system and to. effect :
:expedltlous settlement of outstandlng inter-bank balances, -
The central bank- affords the commerclal banks ready access -
Vrto‘currency to meet their- customers' demiands as well as the _
iﬁfaclllty for redemptlon of excess cash in their vaults." The o
dlscount W1ndow of. the central bank is usually open for use by
_;commerc1al banks, a serv1ce vhich often entalls a hldden subsldy
%o the banking system,_' ' ' '
a ) Serv1ces of this nature will not be a novelty to: the ECGB ,
151nce the ECCA, whlch it is to replace, 1s already fulfllllng

'f'jlthese anclllary obllgatlons,'

e ,DEVELoamNT FUNGTIONS o | |
f : Central ‘banks in the developed world were concelved as
o economlc regulators - 1nst1tut10ns to help to. Kkeep the economy
s:;on an even keel and to malntaln the value- of the currency,lr
”_prlmarlly the external value.’ ~In-the Thlrd World central banks _
_are, percelved not as mere 1nstruments of regulatlon but as -
: 1n11spensable catalysts 1n the development processo
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If the ECCB were to be concelved in. the tradltlonal 1mage

"‘1t mlght as’ well remaln unborn It could concelvably av01d ,
7._-creat1ng the condltlons which lead to economlc 1nstablllty but

311t will not be in a p031t10n to prevent the incursion of those
external forces Wthh are the prlmary sources of 1nstabll1ty 1n
,open dependent eccnomlesor External prlces ‘and- demand for the ; .

f;;prlmary products of - the ‘area, the extent of foreign aid, the

"i':number of forelgn tourlsts and the level of- thelr expendlture,

. the extent of 1nward remittances, etca,and the net balance of

o payments effects of thesewarlables are_"acts of God“ and therefore

totally outslde the purv1ew and control of a ‘mortal central bank.

B " But a central -bank has w1th1n its grasp the miracle of money, _
"whlch has the unlque capaclty of appearlng locally and dlsappearlng
_ externallyu It holds forelgn exchange . reserves, which we now know,
_:15 capable of depletlon (our colleagues in the central banks of

_ Guyana and Jamalca know all about these sllppery UsS. dollars)

-'The upshot of thlS ‘play on words is that ‘the central bank has the
'.meansiknrthe promotlon of - development but the forelgn exchange

) rbase is never 1nf1n1te1y elastlc,ef

_ The ECCB must be expected and’ requlred to use 1ts resources
1w1th1n reasonable limits to bolster and. boost development “In
,d01ng S0,y it cannot- afford wasteful dupllcatlon of the act1v1t1es :

*,15and servlces;whlch development banks and development finance

7 corporatlons;are deslgned to prOV1de= )
Just as it-has “the power to lend to forelgn f1nanc1al
1nst1tut10ns wlth all this entails 1n ‘the way of . subs1dy so must

.'flt be glven the flex1b111ty and optlon to lend to 1nd1genous .
'h institutions 1nvolved in the development process, It 1s sometlmes_f"

overlooked that development 1nst1tut10ns must " flrst be provlded ,
R fw1th flnan01al resources 1f they are to flnance 1ndustr1al '
':developmentn ' 'w . B B R '
__' The ECCB Agreement env1sages thls role for the central bank
'.Whether the llmlts and - condltlons attached 1n the relevant
_Vprov1s1ons are 1deally sulted to balance flexlblllty wlth
'prudence is a moot p01nt, ' _ ,
‘Central banks must have the Optlon to. 1nvest in securltles '

:f,of thelr ch01ce accordlng to clrcumstances and prevalllng con--

-;:7d1t10n8, Legislative prescrlptlons in these matters in dellmltlngrf;f

x‘the means often defeat the end.- , _

7 - Prudence. w1thout development is certalnly not a reallstlc
'1;a1ternat1ve to development w1thout prudence, The proper B _
alternatlve is development with prudence, development pursued 1n
o 'the knowledge that the central bank cannot prlnt forelgn exchangeu,:




ft is formulated, approved 1mp1emented and evaluatedn.

_dﬁg,approval of the Minister before actlon can be taken hy the Boarda'

e re51des in.'the Board of Dlrectors, € g..staff matters, charges

"”effect ass1gned responslblllty for the . pollcy and general

. ,normally carrled out through reportlng, audltlng and - parllamentary

'{jeconomlc commlttees where the state of the economy is. assessed

':'aware of the v1ews of the central bank and the dlrectors and .

N 'STRUGTUR'E:. OF THE CENTRAL BANK

_ The asslgnment of functlons to any 1nst1tut10n may be a '
,sﬂnecessary prellmlnary requlrement for 1t to perform° it is by no’
;;means ar sufflc1ent condition for effectlve performance, ,An
_W'1ndlspensable concomltant is a congruent structure. - The functlons -
'5=ass1gned to- the ECCB will have to be. performed within an 1nst1~'; .
'1'tutlonal settlng the structure of Wthh W111 determine hou pollcy

o Central banks in- unltary and: federal states are usually 7
,endowed wlth a three—tler structureo"' '

" The Minister of Flnance - pollcy (general)
Board of Directors - j" pollcy (1nst1tutlonal)
Management and Staff - ,5, execution

-:‘ As the structure suggests the ultlmate source of authorlty

1f1n the system 1s “the Mlnlster as representatlve of the government; o
~In. thls respect there are spe01f1ed areas of pollcy of maaor o
'polltlcal and economlc 51gn1f1cance which requlre the prior

“One of these involves meagures to control the cost and terms of -
';credlt, Another is the- exchange rateo,;,"*” , -
. There. are. however a number of greas of pollcy con51dered to-

be 1nternal to the central bank ultlmate authority for which

- for its varlous serv1ces, etc,; The Board of Dlrectors is in-

admlnlstratlon of the central bank subJect always to the Hlnlster 8

;authorlty to 1ssue directives. to the Board , S '

o Management and staff are expected to run the organlzatlon and
'.to 1mplement falthfully the declslons of the Board and the,
gidlrectlves of governmentaz A maaor functlon of thé executlve arm )

;13of the central bank is also to asslst the- Board in the formulatlon '
'“of pollcynyﬂ L . .

The . etaluatlon of - the act1v1t1es of- the central bank is-

_dlSCUSSlOHo; Coordlnatlon is achleved through perlodlcal
'3dlscuss1ons between the Mlnlster and his senlor staff w1th the )
';Governor and Deputy Governor of the central bank as. well as JOlnt

- and polley alternatlves are examined., From such 1nformal 7
arrangements a consensus tends to emerge., Government is made

's_;senlor staff of the bank are kept 1nformed of the thlnklng of -
’ fthe government on genera] and speclflc economlc 1ssueso
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The queetlon that arises is whether thls trlpartlte  ?7$
'_structural model is suited to a multlnatlonal central bank such

',:as the EGGBu, There 1s nothlng in the three—level hlerarchy per se.

',whlch ‘appears potentlally inconsistent’ W1th the. eff1c1ent admlnlstré
‘ation of the: central bank and. expedltlous declslon—maklng at the R

':- pollcy level

The problem 1s not in the number of levels but in the
compoeltlon and character of the. flrst level of the hlerarchy
- The EOCB w111 be serv1ng seven separate States w1th seven. Mlnlsters o
of Flnance. .The central bank cannot be expected to report and be '

b'respon51ble to seven mlnlsters 1nd1v1dually,_ That would tanta-~ _
;,mount in effect to seven central banks operatlng under the gulse
_f:of ‘a. common: des:n.gnatlon° ‘The. 1ncon31eten01es, contradlctlons and
;'jconfllcts of pollcy which would emerge would 1neluctab1y lead to
';the dlemantllng of the central benk ) ' U
,' “The 1mmed1ate solutlon whlch comee to mlnd is the formatlon
- of a. coordlnatlng body of - Mlnlsters of Finance to which the Board
- of the central bank. ‘would be reeponelble° The - current 1nst1tuw ,
tlonal arrangemente of the ECCA terrltorles entrust ultlmate
declslon—maklng powers to the West Indles ‘Associated States
}Goun01l of Minisgters, which in theory con81sts of the Prime
. Ministexr of Grenada, five Premlers and one Ghlef Mlnleter but 1n
'_practlce Phnlstere representatlve of all. the portfollos of :
i:fgovernment attend in a repreeentatlve capa01ty at one. tlme or
:another depending on the matters on the WISA® Agendaa' -
-~ There aré two implications which &re of immenge moment to
the future and potentlal effectlvenese of central banklng in. |

' ,7these terrltorlee,_ Unlees a rev1sed model is accepted to meet

: the gpecial needs of the ECGB the structure is llkely to be
elther o :

e

P | _ __ﬁahagemeat-__andStaff__ ' | o




| owmsa |
| - ‘Ministers of Finance , |

l _.,'Board- of _'-Directors’_.r. . | :

o J}{[:,Hanagementfandistaff' . l .

Under the flrst alternatlve the WISA Coun011 which for—

':}fpractlcal purposes is an unstructured body of Mlnlsters meetlng _
o from time to time to discuss an amorphous assortment of matters -
' w111 be . the de0131on-mak1ng power for ECCB. pollcy lssuesb There e

.3718 the -grave risk that those States that are represented by
';Mlnlsters other than Mlnlsters of Flnance may merely note the

. finance matters for reference on return- to their territories to

- the relevant Mlnlster, Thls bodes ill for expedltlous pollcyh
maklng, an 1mportant requlrement in the monetary policy field

x?5where qulck decisions are often called for to forestall the .~ o
l'p0351b111ty of premature leaks which could stlmulate speculatlve

'?'actlvlty inimical to the publlc interest. - ,

 The gecond alternatlve compounds the problem bylengthenlng

¢ the declslon~mak1ng hlerarchy The de0151ons of the Mlnlsters of
' Finance would have to0 be ratlfled by the’ WISA Gouncll If it is

often dlfflcult to get one group of Mlnlsters to meet, it does

~ not require - much 1mag1nat10n to appreclate the nature of the task |

of- securing the attendance at meetlngs of two dlfferent groups of'
'3M1nlsters.~ S ' - ' '

- Each. of these alternatlves appears: unsulted to the needs of _
;”Vrrthe central ‘bank. It is for this reason that proposals. have been 7
"}Vmooted to make the prlmary pollcy maklng body a homogeneous groupf
C L of Mlnlsters with full declslon—maklng powers. - The titles given f

to the. group ‘have not always been 1dent1cal but the underlylng '

. f;1ntent is the same, ,The proposedrstructure_would‘be.as followssz~
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~ (1) --Council of Ministers of Flnance
(2) - Committee of Mlnlsters of Flnance
r_'Board of Governors -
(Mlnlsters of Flnance)

'LaManagemeht_andstaff'fl'f"

RS 7_Whatever the designation_theﬂintent'isftofestablish'a'forum; .
B ;7W1th authority to decide. The proposal is notfbhly feaSible'butrr;l'
- appears 11kely to galn acceptance in v1ew of the, 1976 precedent |
B ; when. Mlnlsters of Flnance took the flnal dec151on which led to'
' f,'the termlnatlon of the EC. dollar link %o sterllng°

7" = Thé . lelSlon of functlons between the body of Mlnlsters of
,tFlnanoe ‘and- the Board of D1rectors need not present much of a’

’i,hproblem W1th1n the ex1st1ng ECCA arrangements there is a

) 7~d1v151on of powers which should merely be extended o 1ncorporate
~ the "additional . functlons asslgned to the central bank. Exchange

:',icontrol pollcy, debt management pollcy, credlt pollcy, exchange _
- rate pollcy and monetary pollcy should be pursued within the llmltS.' '

drﬁof pollcy guldellnes emanatlng from the Flnance Mlnlsters. These

are areas of act1v1ty which have slgnlflcant 1mp11cat10ns for b
'_general economlc management and which may 1mp1nge heav1ly on the
ageconomlc POllCleS of- 1nd1v1dua1 States° In effect, these are
"3pollcy pursuits which must ‘be ‘coordinated. if the -common currency
B and reserve pool are not to be buffeted by the contradlctory '
_pulla and’ pushes of . 1nconslstent actlons at natlonal level,

. The functlonal operatlng structure of the central bank also

-d”appears to be a cause of concern,, The structure of the central o
l'bank muat- be congruent w1th the geographlcal structure and the

"f_l;polltlcal realltles of: the area,' A wholly centrallzed central

:_bank to serve ‘seven separate 1ndependent polltlcal entltles ig.

- . neither des1rable nor prudent The ECCB must have a reglonal
'h'lmage as well as -a natlonal 1dent1ty It needs to centrallze
'"'those serv1ces amenable to performance at “the central level most
v efflclently and at 1east cost and to decentrallze those operatlonal

'}fact1v1t1es Whlch lend themselves to locallzatlon ‘and effeotlve '
:;hlmplementatlon w1th1n the separate unltso- To 1llustrate:f




" Bervice

- Currency

“Exchenge Control

_ The thrust of the- foreg01ng is that in addltlon to headquarters ;-
?t;there would ‘be an agency of the- central bank 1n ~each of the other :
- six terrltor:l.eso

T it adm1n1strat1vely eonvenlent and economlcally expedient to
establlsh agenc1es in the main c1t1es, The United States with 1ts
"federal structure has imbued 1ts central bank, the Federal Reserve

System, w1th a federal structure comprlslng twelve Federal Reserve

Banks.

1dent1ty°

the centre, €ag.. target growth rate of money suPply, and thoser o
that are. delegated to Federal Reserve Dlstrlcts, €8 dlscountlng

,_jthough the dlscount rate 1s subaect to central approval )

- The multlnatlonal comp051t10n of the ECCB posits the need

- for structural features conslstent w1th thls character, The _

t:".qu:"\J':Lval of the ECCBWlll probably rest on the nature of the pollcy—

" Directives and

- forms.

rlgnl':

. Qentralized =
‘Activities f-

f,Arrangements for prlnt—
"~ ing of notes and . -
minting of coin.
. - -Maintenance of central
.- stock, :
- “territories. - :
. currency records.

-Bupplies to
Central .

Security arrangements

- ‘Matters such as-
g_denomlnatlons, d851gnsy

slzes, etc. would

. require prior .
—_Mln sterlal approval

instructions- to . -

* authorized dealers. -

Design and content
of exchange control . -
~Limits on

.. -exchange approvals = -
- for different types-
of requests e.g.

. gifts, foreign
: travel, etc.

Guide-
-lines. for local
officers. -

Consolidated” exchange
 control statistics..-
~ -Approval of applica-.
tions for authorized

dealer status. -

Interpretation of 7_31_.

Exchange Control’

,:'fRegulations etc;f'”;"

Even in unltary states central ‘banks have found

What is relevant in the Us - arrangement is the recognltlon
of the need to give thelr central bank a federal as well as a state
There are-policy decigions Whlch can -only be taken at

,maklng and Qperatlonal model adopted

“redemption.
" tion and cancellation
-of mutilated notes.
- Maintenance of local
" currency - stocks and .
. ‘records. ,
.. security arrange-
~ments.
- foreign exchange
‘from authorized
- dealers. -

- Local dealings with
. authorized dealers.
- Reports..
" tion with centre on

. Printing of forms,
rfetc, :

Decentralized
Activities -

Isgue of currency to -

commercial banks and
Destruc-

Local
Purchase of-
Repatria-

tion of foreign
currency to centre.

*  ‘Scanning of currency
1rfor forgery. '

,Proce851ng_efr-
- application and
- approvals.
- ‘keeping.

Record
Exchange
Control statistics.

Consulta-

‘problem issues.

i
X
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PROSPECTS FOR CENTRAL BANKING -

_ The prospects for central banking in the ECCA terrltorle- .are
not clear. There are numerous 1mponderables which would make it

o foolhardy to attempt to divine the future course of events.

Polltlcal history offers only guarded pessimism; present day
economic realities encourage a residual hope. ‘The fissiparous
propensities that mark our history are balanced by a recognition
of the serlous deficiencies in the monetary arrangements of these
States ‘and a reallzatlon more or less that a common approach offers
the best prospect for economic salvation. -
The central bank, 1f it should be given the breath of life,
will be faced with such problems as the coordination of fiscal
* and monetary policy, achievement of consensus on credit policy,
Vbalanc1ng monetary and credit policy with uneven economic¢ conditions
-prevailing in the unit territories. Suen problems are not peculiar
‘to the character .of the ECCB. They are'problems which central
banks in unitery and federal states continually face.
o Given an approprlate pollcy—maklng structure, the means for
coordlnatlon and attainment of consensus will be available.. There
are p0531b111t1es for dlfferentlal dlscountlng practices, which the
central bank can 1mplement subtly and w1thout fanfare to assuage '
‘the dlscrlmlnatory territorial effects of unlform monetary or -
credit pollcles° ' -
| - Central banks have yet to find the perfect instrument of
monetary pollcy; - All the known permutations have identifiable
' strengths and .weaknesses. The impact of these instruments remains
a matter of ypehement debate among economists. -
The ECCB like other central banks will have to live with the
imperfect tools at its command and hope over. time to arrive at a
. combination of policies and practlces that best meet the needs of -
ethe area. '
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