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INTRODUCTION

In this paper(l) an attempt is wade to appraise the
gtructure of the Central Banking Institutions in the Carib-
bean, ) to review their experiences up to the end of 1968,and
to indicate ?he directions of future development which seems
to be necessary if these institutions are to be more relevant
in the processes of structural transformation and development
of the_Carihbean. Since the publication of Best and
McIntyré?’there have began no published attempts to make a
gensral amrd serious review of the performance of these insti-
tutions - although there have been a considerable number of
"internal" publications and private communications on
monetary issues. This paper attempts to fill this void,.
However, as Beet and McIntyre found the experiences gained so
far may be too limited toc make for eonfident prognostications.
Nevertheless the paper argues in the following two sections

that the institutional and legal scope of these institutions

are too limited, as indeed the review of experience supports.

In the final section an attempt is made to outline a program

for major and structural reforms.

~
(1) This paper was originally read at a Monstany Conference
sponsored by.the Univérsity of Guyana, the University
of the West Indies and the Central~Banke of Guyana,
Trinidad-Tobagd and Jamaica.
(2) This refers to the constitutionally independent English
speaking territories (Buyana, Jamaica, Trinidad~Tobaga).

The monetary unit used is the Guyana dollar {($1
is equal to $1 ~ Trinidad and Tobago which is equal to
approximately 42 cents Jamaica,

(3) A First Appraisal of Monetary Management in Jamaica -
Social and Econcmic 5tudies Vol 10 No.3.



Section I

The Structure of Central Bankina Laws and Policy Ingtruments

It is a widely recognised truism that banking laws and
institutional structures no matier how carefully thought out
and ideally constructed cannot by themselves guarantee

'
efficient management and effective policy formation. The
reverse proposition alesp holds true. Nevertheless an analyti-
cal study of the main aspects of the banking laws and insti-
tutional structures in the ELentral Banking territories of the
Caribbean will, serve not only to indicate similarities and
contrasts in the various territories, but may also indicate
some inconsistencies and redundancies that might not have been
generally appreciated.

The usual starting point in this type of analysis is
a study of the stated "objectives" of the Central Bank in ocxder
to determine whether these Central Banks do bring, or can fore-
seeably bring, social benefits to compensate for the fact that
they are "expensive luxuries". Indeed the idea that Central
Banks are "expensive luxuries" has often been used to resist
their establishment in many small, poor economies, which it is
believed canngt afford these "luxuries". 1In the narrowest
sense of this term, i.e. in so far as the Central Banks are
capable of being self-financing entities, it is not generally
recognized how profitable Central ﬁanking is. In the region the
Central Banks of Jamaica, Trinidad and Tobago and Guyana have

been established with subscribed capital of $4.8 million

/dﬂllara .



dollars ($2 million Jamaican), $2 million and $4.5 million
respectively., Profits sarned by ths Central Bank of Trinidad
and Tobago totalled $12 miilion in the four years 1965-68,
which is equivalent to a return of 600% on paid-up capital.
Indeed in the very first year of its operations the profits
obtained by the Central Bank of Trinidad and Tobago was equal
to its paid-up capital. At the end of 1968, expenses incurred
in the administration of the Bank averaged 41% of income
received. 1In the case of Guyana, we should first of all note
that qgmparétively speaking the bank has been highly capita-
lized., The volume of its business and ocutstanding liabilities
is much smaller than the other Central Banks, in fact being
the equivalent of only 40% of that of Trinidad and Tnbage.
Profits for the first three years of operation totalled nearly
$5 million and had therefore already exceeded its paid-up
capital. Bank expenses as a proportion of income received
averaged only 20%, again a ratio very much below that obtained
in the Central Bank of Trinidad and Tobago. In Jamaica pro-
fits for the period 1961-68 totalled $24 million ({10 million
Jamaica). In the Annual Reports of the Bank of Jamaica only
a summary balance sheet is provided, together with a statement
on the General Reserve Fund, It has therefore not been
possible to estimate any operating expensss ratia.

A comparison of stated objectives is of only limited
usefulness. In Trinidad and Tobago the principal purposs of

the bank is stated to ba "the promotion of such monetary
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credit and exchange conditions as are most favourable to the
development of the economy". In Guyana the Central Bank is
enjoined to "within the context of the economic policy of
the Govermment {to) be guided in all its actions by the
objectives of fostering monetary-stability and promoting

'
credit and exchange conditions conducive to the growth of
the economy". Whilst in Jamaica the objectives are "to
issue and redeem notes and coins, to keep and administer
the external reserves of Jamaica, to influence the volums
and conditipns of supply of credit so as to promote the
fullest expansion in production, trade and smployment, can-
sistent with the maintenance of monetary stability in
Jamaica and the external value of the currency, to foster the
development of money and capital markets in Jamaica and to

act as banker to the Government.

Generally speaking in the two former territories, the
Central Banks are by stated intentions more growth oriented
and less pre-occupied with monetary stability than is the case
of Jamaica. As we shall observe later the Central Banks of
the two former territories, particularly in the early periods
of their formation have been more responsive to the demands
of government credit than is the case of Jamaica. As a consequence

they mighthave engendered the likelihood of greater monetary
"instability"in their support of growth cbjectives through

accommodating public sector absorption of resources.

/1% ise.



It is a matter of conjecture as to whether the stated
objectives of the laws were responsible for these develop-
ments. A broader interpretstion of events in the various
territories would be that the Jamaican Central Bank was more
tentative because it was established earlier,at a time when it
was highly queséionable if territories such as these could
manage the "sophisticated" mechanisms of Central Banks! 1In
the case of the other territories the establishment of
Central Banks took place at a time when economic and political
events at home were forcing the state to expand its role in
the sconomy. In the case of Guyana this was brought about by
the necessity to overcome the depression of economic activity
which coincided with the unfavourable political situation in
1962-64 and in the case of Trinidad and Tobago to support the
public sector drives towards economic diversification as tle
government interpreted this, in order to overcome the de-

pressive consequences of stagnation in the petroleum industry
during 1963-65.

This difference in stated objectives is also in part
a reflection of the role of foreign experts in setting the
climate of opinion at the initiation of monetary change in
the region. More than any other sphere of the administration
of public policy, Central Banking in the region has been
dominated by foreign expertise, Not only have the laws been

framed by these sxperts, but their administration in the
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earlier years have been in all cases left to  foreign experts.
Generally, these Yexperts" themselves have shown changing
attitudes. At the time of the changes introduced into Jamaica
the dominant preoccupation was ar imitation of an ideal
ptructure, ususlly the Benk of England, together with etringent
t

controls built into the laws in order to prevent excessive
eredit creation, particularly through the financing of state
activities. 1% is only in this way that we can explain why i%
is that the éentral Bank legislation in Jamasica maintains the
archaic distinction between currency and banking divisian ox
why it is in all the territories the legislation ensures close
control of the use of domestic assets to finance the currency
issue. In response to changing national demands and the non-
realization of their worse fears, the later experts have been
more flexible in their attitudes to the structure of institu-
tions, while at the same time maintaining their prs-occupation
with what they thought was the Currency Boerd's chief virtue -
its anti-inflationary bias. Aé_uur analysis will show,
despite this the laws are unclear and confusing over the limits
of Central Bank credit cxreation.

For the purposes of analysing the present situation we
shall categorize our discussion under two headings - Central
Bank control of the Public Sector and the Commercial Banking

Sectar.

/1. Public Segtor Credit..
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1. Public Sector Credis

In all three territories there are two fundamental
megthads of lending to the public sesctor. The first of these
is the general power to purchase and sell, or discount and
rediscount government securities, Purchases of these
securities can take place either directly from the governments
or indirectly from the private and/or banking sector, In none
of these territories is there any restraint on the maturity
composition of the public sector debt which the Central Bank
may acquire in the course of its Public Debt operations,
This is indeed surprising in view of £he dominant aim of
restraining excessive creation of credit by these institutions
and the fact that the liquidity effect of acquiring Treasury
Bills varies drastically from that of acauiring leng dated
gecurities. Much is therefors left to the discretion and
power of the Central Bank ta influence the liquidity effects
of government borrowing within the overall limits sstablished
for public debt issues. But, if as is the case, limits on
public debt issues are imposed by the laws governing the
particular type of debt issue then they are not directly within
the powers of the Central Bank to influence. In this case they
have no decisive impact on the maturity compasition of the

government securities they acquire. It is in fact desirable

that the situation should remain as it is but we must there-

fore be clear of the consequence, that is in so doing we are

/reducing..
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reducing the capacity of the Central Bank to restraim liguid-

ity increases by reference to its pwn enabling powers.

The second method of influencing public sectior credit
is through the making uf-loans and advances., In two of the
territories the terms and conditions of these advances axe

'
subject to mutual agreement, within certain limits, which
affect the quantity but not the price of this credit. In the
case of Guyana a minimum of 3% is statutorily imposed. The
level of advances is of course responsive to the rate of
intereat since it is competitive with#e Treasury Bill issue,
other things being equal: such as the state of the short term
securities market, particularly the commsrcial banks demand
for Treasury Bills of the various territories, In recognition
of this it has been the practice to impose a uniform rate.
The limits on credit granted to the public sector by their
respective Central Banks differ among them. Further there is
a conflict in the laws as to what precisely is the effective
upper limit of such credit. In addition, as we shall ohserve,
in none of the territories are any of these limits being

approached.

In Trinidad and Tobage the limits on advances are

given as
{1} 15 percent of the estimates of the Government

of its amnual revenue for the year in question,

including in annual revenhue, recurrent

/revenues, .
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revenues as well as capital receipts
(exclusive of any type of loan).

(2) that repayment should be as soon as
posaibls, subject to the provision
that if it is not repaid at the end
'
of the year then it is carried over
to the next year and deducted from
that year's credit.

In Guyana the advances limit is given as 15% of ordi-
nary revenues but this is based on the averasges of three pre-~
ceeding years. It is clear that such a limit is more strin-
gent, in that it does not permit the possibility of inflated
gstimates to be used as the basis for granting credit, which
if granted would of course reinforce whatever inflationary or
balancs-of-payments dis-equilibrating tendencies there might
be. The repayment period is specified as 350 days,

Eonsistent with, as we sgall see in the next sector,
its ohserved policy of restraint in financing the public
sector the Central Bank laws in Jamaica limits the advances
it can make to the state to 15% of estiméfed revenue for the
particular financial year and narrows the repayment period
toc 90 day=s after the end of the financial yeasr. Of course
with the possibility of renewal the de facto life of these
loans can he readily extended within the quantitative limits.

This limit on advances constituies one brake on cradit

to the public sector. However in all the territories additional
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limits exist to cope with situations where the credit is pro-
vided through the purchase of sscurities. In Trinidad-Tgbago
the Bank cannot hold govermnment securities in excess of seven
times its authorized capital (which at the end of 1968 would
have allowed a holding of $35 million) or seven times its
paid-up capital and general reserve fund (which at the end of
1968 would have allowed a holding of $49 willion). The latter
limit is of course morse flexible once there is secope for a
regular growth in this fund, to which profits of the Bank are
deposited. In Guyana the limit to the holdings of government
securities is 30% of the average annual ravenues collected and
accounted for over the thres previous years, In Jamaica the
limit of govermment securities is specified ssparately for

the Banking division and is limited to seven times the autho-
rized capital,

The distinction between Banking and Currency Divisions
in Jamaica highlights dramatically the sourece of conflict in
limits to public sector credit, but it is the same for the
other territories. In all three of the tsrritoriss the
currency issue has to be backed by a minimum holding of 50 psr-
cent foreign assets. When we examine the figures this is what
we observe. In BGuyana, directly stated the Bank can hold, as
we sbsarved, tha equivalent of 15% of gavernments revenue for
advances and 30% for other sources of lending,making a total

af 458, For the period 1966-68 this would be equal to

/approximately..
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approximately $93 million., We might note hexe that the limits
are greater, when directly stated, i.e. with reference to the
holdings af government securities than in Jamaica or Trinidad-
Tobago, However if we take the limit that 50% of the currency
issue must be backed by foreign assets then this yields at the
end of 1968 a required foreign asset holding of $19 million and
permitted a local asset holding of only $36 million. In view
of this confliet, which is in fact the real legal upper limit?
One would be inclined to guegss the external reserve holding if
only because of the tradition of securing the currency issus
iiEEi; In practice these conflicting legal limits are not a
source of bother since the actual helding of government
gsecurities in the Bank of Guyana was only $4.2 willion.

The same conflicts exist in Trinidad-Tobago but the
legal upper limits reverse themselves., In Trinidad-~Tobago
50% of the currency issue is to be accounted for by holdings
of foreign assets. This would have totalled at the end of
1968, $30 million and thus permitted a maximum loeal securities
holding of $107 million since total liabilities was equal to
$137 million. In terms of the other measure the limits would
be 50% of currency as local assets which is equal to $30
million plus either the $35 million or $49 willion as calcula-
ted above, thus making limits of $65 million or %79 million.

The foreign reserve limit therefore permits a greater holding

of local assets than the direct requirements permit. Again

/like..
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like Guyana these limits are not being approached as the actual
halding af government sscurities totslled only $27 mililem.

In Jamaica the Barking division has an expressly
stated limit teo its holdings of government securities equal to
seven times the authorized capital which is presently valued
at $34 million ($14 million Jamaican), plus 50% of the
currency issue which at the end of 1968 was equal to $49
million {$20 million Jamaican) making a total of $83 million.
The actual holdings of government securities was equal to
approximately $10 million (%$4.2 million Jamaican). The com-
puleory foreign reserve holding was equal to $49 million
(920 million Jamaican). This would have permitted a loecal
government securitiss holding of $205 million (%86 million
Jamaican).

In the case of Jamaica the ambiguity may be less
because the distinction between currency and banking divisions
is explicitly formulated and the government security require-
ments for each division are clearly stated. In the case of
the other territories the distinctions are implicit and are
reflected in the definition of the foreign reserve holdings in
reforence to the balance~sheet and a particular item thers,

. viz. currency holdings. The solution of pessible conflict in
- the interpretation of limits does not require that Trinidad-
!Tubagn and Guyana should make the implicit distinction between
)currcncy and banking explicit and thus to revive archaisms,

but in gemeral for all the Central Banks to consider the

/feasibility..
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feasibility of defining teir foreign reserve holdings in same
more general way and not in relation to one of its awn
balance shest items. The dangers of such a practice may be
a long run consideration at the moment bhut as the limits are
approachad, ehenges in the banking laws weuld bpcama neess-
sary to eliminate the source of confliet. In any event
criteria that are more clossly related to the general functicn-
ing of the economy would seem to be preferable if only because
of the greater realism and flexibility this would permit.
Further, such criteria would be of greater support in elimina-
ting possible conflicts in strateav and aims between the
Central Banks and ths Central Government.
2. Commercial Banking Sector Credit

The spurces of Central Bank control of the commercial
banks are more varied and diverse, but in sum the scope for
effective control is not greater. Therxe are again twe funda-
mental methods of extending credit. The filrst is rediscounting
eligible papexr. 1In general, the eligibility rules favour
short-dated-instruments such as promissory notes, commercial
bills, ware-house receipts and government securities. The
limit is usually 180 days, although in the case of Guyana in-
gustrial and agricultural production is encouraged through
permitting credit instrumenta of 270 days to be used., In
practice the instrument most used has been government

securities and the maximum amount of credit obtained in this

/way..
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way is closely linked to the limitation on the holdings of
government securities discussed above., The second method is
through the granting of loans and advances, The time limit
for such cradit is usually six months. In the case of Jamaica,
the securities accepted as the basis of this credit axe only
allowed 75% of their current market values. No such stipula-
tion is established in the laws of the other countries, and
generally one must expect that such a stipulation would
encourage rediscounting and discourage advances. It is also
of some significance that the laws in Buyana do not stipulate
gold as an eligible security for advances. Finally, the terms
and conditions of such credit as is provided is left in all
cases to the discretion of the Central Bank. There is no
ottempt to enforce a rate structure as for exampls obtains in
such places as Nigeria and Uganda, where the rates on loans
and advances are to be maintained above the rediscount rate.

The powers of the Central Bank are predicated on the
assumption that the local money market and the Bank itself are
constituted as adeguate sources of financial securities and
credit to satisfy the liquidity preference of the local com-
mercial banks. In practice this has not been the case and the
mohey market in the United Kingdom has been an important
resort of the local commercial banks,

There are seven basic technigques of monetary control

enshrined in the various laws viz. open-market operations,

/variations..
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variations in Central Bank reserve holdings, variaticns in the
liquid assets ratios, variations in local assets ratioc, changes
in the discount/rediscount rate, selective controls and moral
suasion, Each of these techniques have limited scope in the
region, although s broad distinction between the market-type
weapons and the non-market type would indicate the latter to
be of greater relevance,

There are several fundamental features of the scanomy
and the financial structure which militate against the use of
market-type instruments of poliecy contzpl. In the first in-
stance the absence of a broad and active market for securities
makes it impossible for substantial sales and purchases of
these securities to be made with minimal effects on security
prices. The securities available and traded in actively have
all exclusively been government securities and these have been
further confined to Treasury Bills., This situation is not a
product of a deliberate policy of dealing in the short end of
the market as a means towards influencing the rate structure.
Indeed to all intents and purposes th; fractured nature of the
securities spectrum, and the limited and spasmodic amounts of
medium and long-dated securitiee made available continue to
maks it impossible for any such "bills-only" policy to have
much validity. Dealings in Treasury Bills have been a re-
sponge to the needs of short-term barrowing by the government
(up to fixed statutory amounts) and of -the need of the com-
mercial banks to fulfil their liquidity requirements as

/specified..
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specified in the various banking laws, after taking into account
the competitive attractions of lending their short-term funds
abroad,

In the second ingtance the commarcial banks do not
maintain any mora or less fixed ratio of cash to deposits. .
Flexibility in the cash and liquid assets ratic characterizes
the banking system. In addition the access which the com-
mercial banks have to ovexzseas balanc2s enhances this flexi-
bility., Borrowing from the Central Bank, and holding local
Treasury Bills are directly competitive with sccess to over-
seas money markets, The only countervailing forceson this
are the costs involved in moving Txom onc money market to
another. And,any efforts {o make these costs effective
forces the Central Banks+to adopt and to adjust their interest
rate levels to thoss prevailing in the overseas money
markets. As a consequencz market dealings are effectivsly
dafensive in their inteniion i.e. to support the rate
structure dictated by the U.K. money market rates.

A third factox is ihat the banks do not operate so
that they alwayz maintzin a symmetry betwsen their ratios of
cash balance and their willingness to lend or grant advances.
Lending policies in the area are largely d=zpendent on the
commercial banks interprstation of "eredit-worthiness”,

Whilst this may be more or less inevitable in thepresent con-

text of banking, these standards have placed heavy emphasis
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on the inherent liquidity of their loans and advances rather
than the ability of the  borrower to repay. The usual
assumption 6ften being that the twe featuress occur in the
same enterprise or other borrowing unit in the West Indies.
The absence of these symmetrical responses makes it im-
possible to affect the levels and rate of increase of bank
credit through operating on their liquid assets holdings.
Fourthly, there igs not sufficient svidence that the
banks do view their balances with the Central Bank or theix

ability %o resodt to them for advances as a soures of genuine

reserve, There is more than a suggestion that the compulsory

requirement to hold balances with the Central Bank is treated
ps a more or less compulsory levy if they are to continue

their activities within any given territory. Borrowing from

the Lentrel Bank is confined to the essential though frivial

occupations of managing their day-to-day cash positions as

stipulated by law., Thus numerous borrowings for a few days

at a time are resorted to.

0f all the market type policies the one most fre-

quently used is the discount/rediscount rate. Changes in
these rates have occurred largely in response teo the changing

rate pattern in the United Kingdom. There are in the various

Bank reports many sssurances of the fact that the rates are
fixed with internal considerations at the foremost. In
practice, even if this were true there is 1ittle evidence of

whaot can be achieved by so doing. The references to the

/establishment..



establishment of this rate so as to balance local investment
decisions with the capital funhds available locaslly sre of
little significance, In the first place much of the domestic
investment is financed by the use of non-resident capitsl.
{the estimated reties vaxry hetwasn 60¢40 and TO:38), It is
therefore not significant what the domestic rate structure is.
In the second place much of the actual investment undertaken
is financed from the utilization of business savings i.s,
playghed-back profits and dgpreciation allowsnces in highly
specific enterpyises sp that the prevailing domestic marke®
price of eapital is mgain of little significsnce in forming
investment planz. Thirdly, in the ares of short-term credit,
which accountis for the bulk of bank credit echanging price
levels,easily encountered or “managed" in situations of
bouyant demand, Further reduce the significance of the rate
of interest. In additieon, intsrest payments ars also small
in relation to amortization payments. Higher interest rates
are therefore unlikely tu affect significantly, customary
inventory/sales {largely imports) ratios. Further "availa-
bility" considerstions have to be also weighed against the
"cost" of borrowing, and the latter appears to be in the
region overwhelmingly decisive.

The net effect of these is to confine, a5 we have
argued, interest rate policies to adapting the position of
the local economy to the position whereby most enterprises
pnd financial institutions are allowed to operate freely in
two money markets of uncqual "breadth', depth and resilisncy".

In spite of these fundamental limitetions toc the
statutory powers of contrel there are a number of technical
management functions which these instruments of policy permit
the Central Bank to pexform. Ampng thase are neutralizing
(i) seasonal movements in the level of activity in economy;
{ii) the effects of Government financing created by the fact

that tax payments snd receipts and not uniquely co-incident;

Jand, .
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and (iii) minor imbalances in the balance of paymgnts. In all
cases, whilat a comprsehsnaive poliecy aimed at correcting any
severe destabilizing factors is not possible, it allows a day
to day, or week to week, managemsnt of the monetary side of
the economy.

In the case of the non-market controls thexe are basic-
ally two competitive types. Thase which permit same uniform,
acroes the board cantrol of some banking ratio (such as the
cogh ratio or the liguid sdsets ratis) and thus sesk ia
eatablish some degree of “indirectness" in their control of
bank credit, and those, which go directly to limiting the level
and size of loans and advances. Among the formexr types the laws
contain some important anachronisms, copied directly from other
banking situations. One of this is the distinction which is
made between fixed deposit and demand deposit liabilities in
determining reserve ratiﬁs. There is no need to maintain this
differential system. Indeed it is surprising that the commexcial
banks in the region have never cbjected to this factor which
serves to reduce their competitiveness vis a vis ather thrift
and savings institutions. Another, is the treatment of
foreign balances in the liquid assets definition. In Jamaica
it is specifically excluded as a liquid asset although the
practice shows clearly that the commercial banks think thess
foreign balances are liquid and the Central Bank has never
sought to restrain them in these views. Usually it is not
cloar whether the Cantral Bank requires that the overseas
balances with the Head Office to be netted out or not for
purposes of conforming ta the ratio. If this is not done the
danger is that it is possible through a simple balance sheet
entry to alter the size of these balances., Other ambiguities
are that the laws do not indicate how these balances are to be
treated when they are negative; nor do they make any dis-

tinction between liahilities of a waonetary and short-term kind

/(WhiChoa
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(which appears in the item balances due to overssas banks),
. and other liabilities of a long-term capital nature.

Despite these administrative and definitional problems
it is plainly intended that variation in reserve requirements
is the substitute for traditional open-market-techniques.
However it runs up against a numbaer of atructural problems,

In the first place it is possiblse through the right combination
of items to make the upper limit of various reserve ratios
undefined by law. This naturally provides a source of tempta-
tion for govermments te finance Trmasury Bill issues with lack
of discretion as regards to its sffect on the liquidity of the
banking system. In such a case the upper limit is usually

that implied in the limits of credit provided to the public
sector which were noted above.

Secondly the policy is unworkable in a situation, where
as we vhserved banking ratios are unstable and the size of the
deposit-~creation multiplier of the banks themselves uncextain.
Thirdly, frequency of changes in these ratios not only intro-
duces instabhility and uncertainty into banking as it is pre-
sently conducted, but alsoc has a discriminatory impact on
banks since the excess reserve positionsare not always the same,
This problem is particularly acute in the region since apart
from consumer accounts there is much evidence that firms hold
their accounts with a particular bank. Given the seasona-
lity of much of the production there is therefore no likelihood
that these accounts will at any time of the year be equal in
their incidence. Fourthly, such policies have divergent
responsgs.  Restriction of bank eredit is usually sasier, and
speedier in its effects onee the limits can be made effective,
than expansion; the reason being that the latter depends also
on the bank's willipgness to lend and their interpretation of

"eredit-worthinesst,

In view of these limitations it is clear that
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variations in reserve requirements is a far from satisfactory
tool. It has one advantage over the market weapons in that
it does not force Central Bank holdings and dealings in
securities to be large in relation to either excess reserves
in the commercial banking sector or to any foreign exchange
inflows which lead to an =xpension in the reserve base of the
banking sector.

The most direct controls i.e. those directed %o credit
granted by the banks are likely to be the mast sffective.
However, their effectivensss is likely to be heavily confined
to restraints on lending rather than ensuring that bank lending,
when it does occur, fulfils the required conditions for growth.
In this regard the overriding need is still for the direct
state provision of'commercial" type banking services which none
af the Central Bank laus envisage% Recent changes in com-
mercial bank lending have %ended to favour (i) the term-loan,
(ii) the renewal of advances to permit the more or less
permanent financing of working capital (iii) sowe diversifica-
tion of lending cpportunities outside of the traditional
categories of overseas plantations ar corparations engaged in
export activity to consumers and professional groups for the
purchase of durable goocds and equipment.

Moral suasion has been the most frequently used of the
techniques of control. The power 1o exercise this control is
really an integral part of the central banking laws which give
to these institutions power over the commercial banking system.
It is not an extra-legal authority, as is often assumed, based
on purely moral considerations. It is based en power relations

between the two sectors of the banking system., So far, in the

/First..
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In Guyana there has been the recent establishment (February
23, 1970} of a National Co-operative Bank.




e st

/80 far

(U

z
first flush of nationalist support for Central Banking institu-
tions and the fear that injudicious acts on their part

- may tempt governmental indisecretion, as they see it, ths
commercial banks have made serious efforts to be accommodating.
The umeloar issue 1s hawever to what extesnt they have succeeded
in making 8 similar and perhaps more extensive encroachment on
Central Bank objectives. Certainly it seems, from the en-
couragement given to new commercial banks to establish themselves
in theregion and their support for existing commercial banks,
that the Central Banks are basically committed to wmaintaining
and fostering the development of this sectar as it is currently
organized.

Finally, although/it has not been comprshensively in-
troduced in the Caribbean there is a strong likslihood that
the Central Banks will develop the pre-~deposit on import re-
quirements techniqus(l). Given the high import leakages and
the other "open" characteristics of the economies it is felt
that a policy instrument which is geared to raising the cost
of credit, and restricting its availability for import expendi-
ture is expressly suited to the regional context. But %t is
unlikely that such a poliecy will work for a number of reasons,
Vhat is likely,is that in the absence of direect controls,

existing financial institutions will make the credit available

/toc finance..

(l)Tha 100% deposit on letters of credit imposed in Guyana

in 1966 is some indication of thinking along these lines.
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finance the pre-deposit requirement. ilany features of the
local cconomy would lead us to anticipate this, Firstly, such
loans would be virtually riskless, since the depasit itself
guarantees the loan. Secondly, importing houses obtain much
preferential treatment in obtaining credit. Sometimes this is
dug to their size and importance in the mercantile and the
general'cummunity, and in other situations it may be due to
the fact that liens on the goods imported constitute an
excellent collateral or that the credit demands of importers
(inventory financing) match the lending preferences of the
commercial banks considerably. Thirdly, many of these im-
porting houscs have a long association with foreign exporting
fizms anc theretore may find it possibls to obtain this

credit cxtzrnally. Fourthly, in thz case of both domestic

and external credit (or indeed resort to financial resources
internal to the firm) the lacger impozt~houses are not nearly
ag much discriminated against as the smaller importers.

From this it is clear that the technique af pre-deposit
requirements dees not obviate the need to seek direct controls
cn the lending of the banks to ensurz that the spill-ors into
imports and the laoss of forzign reserves are na% maintained,

Ir this regard we should also observe that as the pre-dsposit
T quiremenis arc met, even though the Central Bank will
natablish deviececs %o neutralize their monetary impact, this

cannot continue indefinitely. At the time the restrictions are

ntolished there will be the danger of discrete and possibly large

Inczeases in liquidity occurring at pasticular points in time.
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SECTION 2

Central Banking Experience in the Caribbean

To date central banking experience in the Caribbean
territories has been relatively limited. The longest Tunction-
ing Central Bank (Jamaica) only assumed full operations in
1962(12 Nevertheless, the experiences of theae Banks are
important for further understanding both af the institutional
and legal constraints under which they operate as well as the
deep structural rigidities and imbalances in ths economy which
determine much of the monetary phenomena.

In all of the territories, as a result of their open
economic structures, foreign exchange {earned either through
export sales, or foreign capital inflows into direct private
investment or the public sector) is important for d?termining
the levels and patterns of expenditure by domestic residents.
Much of this expenditure is directed +to foreign imports. As
a consequence monetary imbalances, depending on their sources,
often reflect themselves in a loss of foreign exchange. At
the same time the levels of foreign exchange earned determine
significantly the levels af real axpenditure and the levels of

excess reserves in the banking system.

/Prior..

(l)Tha Central Banks of Guyana's & Trinidad and Tobago's first

full year of operations was 1966.
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s Prior to the establishment of Central Banks this was
observed in the high leakages of bank credit into imports and
the strong inter-relationship between the balance of payments

| and the money supply. In the absence of Central Banks the

| commercial banks performed the central banking function of
providing and administering the country's Yaccommodating finance",
and imposing its limits on credit creation in both the private
and public sector. The establishment of Central Banks has
resulted in a legal transfer of these functions. Conseguently,
an appraisal of the perfarmance of the Central Banks must seek
to establish the extent to which they are succeeding in
influencing the relevant variables in terms of their objsctives,
which are by the fact of their existence intended to be superior
to those of the commercial banks. The latter performed these
functions subject to the over-riding responsibility to earn pro-
fits as part of the functions of a banking unit that is itself
part of a private multi-~national banking structure ;eeking to
maximize glaobal profits. As such the arrangements were never
efficient from a national standpoint. The commercial banks
themselves have historically treated the region as a '"surplus"
area. As g result until recently the tendency has beén to
promote a secular outflow of deposits raised locally. Their
limits to private sector credit were rigidly enshrined in

their policy of adopting a lending pattern basad on their own

internally determined criteria of "credit-worthipess".

/Hhsn on
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When applied this has usually meant that the expansion
of credit to the private sector never seriously endangered the
balance of payments, In additien, the governments aof the
Caribbean were at the time more or less committed to a policy of
balanced budgets and this facilitated commerciel barnk controls of
public sector credit. As far as the private sector was concerned
the Currency Board raquirement of maintaining a virtual 100%
foreign backing for domestic monetary expansion operated as a
permanant deflationary drag. And this was helped by‘the open
structure of these economies which ensured that no significant
differentials could develop between local price levels and those
prevailing in their wain trading partners - the United Kingdom

and North America.

A, Central Banking in_Guyana

In its first four years of full opsrations the Central

Bank of fuyana has had to encounter four major crises. The

+

first of these wmay be termed the crisis of inception. This

refers to devalopments in 1966 in which the Central Bank clearly

felt, and indeed argued in its Annual Report for tﬁat yeax, that
the indiscriminate use of its c;;;it-ereating poﬁérs had led to
buge increases in government deficit financing, whieh had not
been openly inflationary (the price level incrsassd by only

2.4% in that year) but had been suppressed and diverted into

imports which created a drastic loss in foreign exchange. As

the data in Table I shows the foreign assets held in the banking

/system..
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system had fallen during 1966 by #11.3 million or about 23%
below the 1965 level., This was accompanied by a large
expansgion in claims on the public sector - an increase of

812.4 million or 66% (from a 1965 level of $18 million to

$30.4 million). This increase was largely financed through the
provision of %0 million worth of advances by the Bank of
Guyana to the government almost immediately upon its establish-~
ment.
TABLE 1
Manetarv Changes in Guvana #Million
1965 19664 1967 1968 1969
. 1, Foreign Assets 49.1 37.8 52.0 53,7 45.7
A. Central Bank (inclu-
ding Currency Board) | 34.4 29.0 37.7 47.1 41.4
B. Commercial Banks 14.6 8.8 14.3 3.6 4.3
2. Claims on the Public . .
Sector 8.0 30,4 26.8 34.6 47.9
(a) Central Bank 3.3 12.6 742 3.2 17.4
(b) Commercial Banks 14.7 17.8 19.6 30.4 30.5
3. Balance of payments
(surplus +)
(deficit ~) -0.4 -8.9 +9.1 +12.1 N.A.
A, Maney Supply 44.1  46.6 51.1 56.5 60.6
(a) Currency in
Circulatian 27.8 28.0 30.7 34.3 36.1
(b) demand deposits 16.3 18.6 20.4 22.2 24.5
S. Fixed Deposits of Com-
mercial Banks 57.1 63.3 72.7 B82.9 93.6
6. Total Commercial Bank
Advances 48,1  53.5 52.5 65.2 78.3
7. Banking systems Loans
and Advances to the
Private Sector 3g.g  41.0 44.1 56.5 N.A.

Spurce: Bank of [uyana, Annual Reports
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This crisis and the Central Banks responses serve to highlight
three important central baﬁking issues in the region. The first of
these is the complex problem uf‘diagnnsis, Whilast it is true that the
fall in reserves was accompanied by an sxpansion in public sector credit,
it should also be noted that the overall deficit in the balance of pay-
ments was in fact less than that of the previous year as the data in
Table I shows., The data in Table 2 below also indicates that the trend
in imperts had not been significantly different for that year and that
in fact the crisis of 1966 had started at least as early as 1964 when
the balance of trade went into deficit after four previous years of

large surpluses.

TAHLE 2

Selected Trade and Pavments Statistics -
Guvana__$M
1961 1962 1963 1964 1965 1966 19467 19686
1. Imports C.I.F, -147.0 .-126,3 ~118.5 -150,8 -161.0 -202.0 -225.3-229.7
2. Exports (F.0.B.) +149.5 4+164.0 +175.7 +169.4 +177.1 +192.3 +217.7+238,6

3. Balance an trade +2.5  +37.7 +57.2 +18.5 3,8 -9,7 ~7.6 +9.7

4. Balancs on Current \
Account (including
transfer payments) -19.6 +8.9 +29.2 -11.7 -27.9 -40.2 -36.7 -26.7

5. Balance on non-
monetary capital
account +17.6  +14.3  +8.9 +12.6 +18.6 +31.3 +45.7 +3B8.-

Source: Bank of Guyana Annual Reports
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In addition, credit to the private sector had also in-
creased rapidliy. In 1966 it was $10 million above the previous
years level, a rate of increase which was more than three timss the
rate of the previous year. Further, the money supply in 1566 :
showed no significant increases over the previous year, Finally,
the growth in fixed deposits exceeded by substantial amounts the
expansion in advances. The pressures on reserves which started as
early as 1964 had been building up and not making themselves
manifest because of the then existing Currency Board arrangements.
Relatively liberal Central Bank credit to the public sector in 1966
added to these pressurss but they could not, in view of the evidence
of other pressures, be alone accountable for the foreign reserve
loss. Normally, the financing of this reserve loss would have
occurred almost esntirely through changes in the foreign balances
of the commercial banks and the currency issue, If sither of these
had occurred then the corrective mechanism would have been self-
regulating in the case of the currency issue in sa far as expendi-
tures are related to currency supplies, Or, it would have been
dependent on the commerecial banks interpretation of the profit/
loss position of their portfolic and their capacity to borrow from
Head Office. As things stood, with reserves centralized in the

Bank of Guyana the impulses which were already there, merely

shifted their locatiaon.
The second issue is the close relationship bestween total
credit expansion and foreign reserve losses. The banking systems

Jincrease. .



increase in its claims on the public and private sector between

1965 and 1966 was equal to $23.4 million an increase of nearly
50%. This increase was nearly evenly divided between the public
and the private sectors. Unless the import content of the
expenditures these advances financad are calculated thers is no
basis for the arbitrary assumption that it was credit to the public
sector which in particular occassionad the foreign-reserve drain.
That the reserve loss in 1966 had not been greater is mainly due
to the expansion of capital inflows from a level of nearly $13
million to $31 million during the years 1964-66.

The third of these issues ia the unrelatedness of the
Central Banking Law to the realities of Guyana. This manifests
itself in two ways. As the Bank itself has observed "The limit,
quite restrictive by international standards, on advances to the
Government by the Central Bank in the Bank's statute turned out
to be relatively liberal in 1966 as full advantage was taken of
the difference between the new limit and the previcus limits
imposed by the commercial banks. The internal deficit of the
Government ...... was therefore not only largely financed by the
Central Bank, but could actually not have been incurred to the
(1)

same extent without itt One might add that the limit spoken

of is the standard limit in the ex~British Empire territories.

/Secondly..

‘) gank of Guyana Annual Report, 1966 pp.10
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Secondly the Central Bank itself is a subsidiary in-

stitution in the positive administration of policy. I we accept
the interpretation of the Bank of Guyana that the crisis was one
of bank credit to the Government then it is clear that the stage
at which its influence is to be fe;t is in the framing of the
Annual Budget. Failing that the law does not permit the Bank
much room for manceuvre in the zestraint of credit,

The difficulties mentioned here are clegaxly evidenced in
tha policies pursued in this crisis. On 25th July, 1966, the
Bank Rate was increased. But as the Bank explained "it was raised
to 6.5% mainly in order to allow the troasury bill rate to rise
and to remain in line with the London rates, and to ensure that
the comparison of different forms of adjustment would not always
come out in favour of borrowing from tha Bank and against the
transfer of foreign balances to the Eankﬂsi) Further in December
of that year the Bank increased the liquid asssts ratio from the
prevailing levels of 15% against fixed deposits and 10% against
demand depasits to 20% 05 fixed and 15% on demand deposits. The
irrelevance of the changes in these ratics are shown in Tabla 3,
wherea it can be seen that actual rations, substantially exceed ths

required ratios,

/Table 3.,

W pid paaz
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TABLE 3

Commercial Banks Liouid Assets Ratioc - fMillieon

Year Actual Reguired
1965 25.8 14,1
1966 22.8 14.9
1967 27.5 6.7
1968 30.1 18.8

Source: Bank of Guyana Annual Reports

Another policy measure introduced was to require that a
100% deposit be made at the time letters of credit wers openad
for import purposes, This policy was alsa of marginal significance
as the Bank discovered that it only influenced a small area of
impart financing.

By 1967 reserves were building up again, But the forces
accounting for this wers to a large extent independent of public
gector borrowing., It is true that public sector borrawing felld
by about $3.6 wmillion but this could not explain the substantial
{514.4 milliun)rincrease in foreign exchange reserves. The expla-
nation has to be sought in such factors as the reversal to a
balance of payments surplus, the large relative expansion of
fixed depemits with the commexrcial banks, an expansion of exporis
and a nearly 50% expansion in net forsign eapital inflows. As
most of these items were independent of Central Bank activity
the correction therefore vccurred without much reference to it,

/except,.
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except perhaps in the restraint in import expenditures.

But by 1967 the first of two other important and directly
related crises dramatically appeared. These can be termed the
crises of independence and refer to the Central Banks capacity
to follow independent exchange rate and/or interest rate policies.
The devaluation of the &£ sterling in November 1967 was quickly
followed by an equivalent size devaluation of the Guyana dollar.
Previously, during tha same ysar the Central Bank was relying on
its ownlas it proved optimistic) forecast of a public sector
surplus to correct the disequilibrium manifested in the 1966 loss
of foreign assets. The 'ineffectiva' liquid assets ra&ios WETE
maintained although the equally ineffective letters of credit
pre-deposit scheme was abandopned. However the basic corrective
forces we ohserved above were already in operation. The reaction
to the devaluation of sterling was therefore purely dafensive.

It demonstrated that the de jure indepandence of the monstary
standard does not accard with the dg facto reality.

Since the devaluation of 1967 two further devslopmentis
have occurred. In face of its manifest dependence on the ster-
ling exchange standard the Central Bank started to pursue a
policy of independent discount rates. The rate lesvel of 6.5%
decided on in July 1966 has been maintained until now; although
there have been a number of wvariations in the Treasury Bill
rate in response to the higher prevailing United Kingdom rates.
Thus for example between November 1967 and March 1968 the

/United Kingdom..
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United Kingdom rate was kept at B% and the average discount rate
of Guyana Treasury Bills rose from 6% in November to 6.42% by
the end of March. With the downward adjustment of the United
Kingdom Bank rate in 1968 to the level of 7% the local Bank
Rate togethar with exchange cowmission charges operated as an
incentive for an inflow of funds,

As a result the banking system has become highly liquid.
This increase in liquidity has been further reinforced by an

even larger balance of payments surplus in 1968 than that of

the preceeding year. Despite this the Central Bank has maintained

lending rates at the level reached in July 1966 during the crisis.
In keeping with this policy commercial bank deposit rates have
also been high and have been maintained at levels of 6% and more
for a 3 month call eccount. The furthar expansion of Fixed
deposits ($10.2 million or about 14% between 1967 and 1968) re-
flects the attractiveness of these ratas. It was during 1968
that the money supply.also began to show =igns of significant
increases, In that year it grew by 10% and in i969 by a further
7%. At the same time the banking systems holdings of claims an
the public ssctor were also increasing as the government had

to make suitable securities available for the highly liguid com=-
mercial banks, if there was not to be an ocutflow U% funds.,

Thus during 1968-69 commercial banks holdings of Treasury Bills

ware averaging nearly $14 million.

/Over, .,
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Over and above thasse pressures making for high levels of
liquidity in the banking system there was the Caribbean wide
phenomenon of an inflow of sterling in response to the de-
valuation of November 1967. It has been argued that tha com-
mercial banks are gsesking to establish a territorial balance in
terms of assats and liabilities to avoid the "risks" assaciated
with a further devaluation of sterling. Certainly the run down
of foreign balances has been very marked since then., But it is
perhaps too early to say whether the Yrisk" factors {i.e. the
threat of capital loss) outweighs the "pure profit", (i.e. com-
parative security yields, assuming no exchange-rate induced
losses) advantages of a portfolio adjustment away from foreign
balances and in to local Treasury Bills net of exchange commission
charges. The evidence af the spread between Jamaica Bank xate
and tha United Kingdom rate suggest that the rate structure in
Guyana is sufficiently high, when exchange commissions are added
to accaunt for the type of portfolio adjuatmants‘which hava hkean
occurring. The Jamaican Bank Rate, as a matter of express
policy(l)has moved in close sympathy with the United Kingdom Bank
Rate. This has been effectively accomplished within a Bank Rate

spread of 1.5% ~ 2.0% below the United Kingdom rate. At its

/maximum. .
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(1)

See the discussion of ths Jamaican experiense later.
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maximum point of divergence, i,e., at the peak of the devaluation
crisis the Guyana rate was 2% below the United Kingdom rate. The
subsequent adjustments in the United Kingdom rate has reducsd the
rate gap in Guyana's favour. At the moment it therefore appears
as if the traditional "riskless profit" motives could still be
dominant = ', In this regard the recently concluded Basle Agree-~
ments and other Sterling Area Arrangemenis are also reinforcing
of the traditional trends in so far as they reduce the risk
elemant in the foreign exchange market for Sterling Area
currencies. As a result therefore we cannot draw any proof of
independence from the much vaunted Bank Rate policies of the

Bank of Guyana.

The fourth crisis was one of determining the pattern of
external relations. The crisis was most dramatically high=-
lighted in the exchange rate, and to a lesser extent Bank Rate,
policies discussed abave, They are also reflected in the
Sterling Ares policies of Guyana (together with the recently con-
cluded Basle and ather Agreements) and Guygna's participation in
tha IMF. Comments on the Basle arrangements are deferred to
the next sectian where they are more conveniently discussed in

relation to all the territories.

(l)Une other factar which suggests itself ig that the Bank Rate

in tha United Kingdeom is not the comparative rate. A com-
pariagn of tha Tpaasury Bill rates in thy two countrias show
s reduced spread of 1,18%, Mormover in so far as ihe

/fToreign..



a7

As a token gesture of the independence of the monetary
standard the par value of the Guyana dollar has been axpressed
in terms of gold. This abandoned the previous Currency Board
practice of fixing the exchange rate in terms of sterling.

However, as the devaluation of 1967 has demonstrated there is a

de facto dependence on the sterling exchange standard. This is
perhaps inevitable given the structure of real production and

trade, and of the availahle financial institutions in the region.

In keeping with their widely published intentions of demonstrating
that the new Ceniral Bank was no less !'sgund' than the previous
Currency Board, Guyana immediately acceded to Article VIII
sections 2,3,4 of the International Monetarxy Fund regulations
which made the Guyana dollar fully convertihle in terms of

the Fund requirements. No attempt was made to accept the tran-
sitional provisions of Axrticle XIV, section 2. Thus Guyana was
not in a position to impose restrictions an payment and transfers

on current account without prior approval. In lieu of this a

Stand-By Agreement for $15 million was entered into. Guyana's

/gold..

foreign balances are being substituted by local loans and advances,
then it is the rate on these that should be compared. As can be
seen from Table I between 1965 and 1969 advances grew by abaout 62%
i.8, $30 million, whilat Treasury Bills holdings grew by only about
$10m. The nominal rates on advances quoted by the Bank of Guyana in
its Annual Report do not indicate the true rate, as practices such
as not charging interest on a reducing balance aze not easily
estimatsd, In any event a prime lending rats of 7.5% is encugh to
favour an inflaw of funds through the commercial banking system.
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gold subscription to the fund was approximastely $2.1 million.
The Stand-By Agreemsnt was never resorted to, and in fact was
reduced, after the first year, to $8 million.

The adoption of this policy was again basically de-
fensive. It was designed to engender confidence in the newly
found institution while at the same time reinforcing the tra-
ditional bias of currency and foreign exchange arrangements,

which is to ensure that these arrangements serve to maximize the

inflow of capital as the dominant condition of growth in real

output. In this sense the policy pursued here, stood opposed
to the generous credit facilities the Central Bank immediately
made available to the Government upon its establishment in
1966, and which led to some of the pressures on the foreign
reserve position of the bank noted above, It also stood

opposed to what must bhave been their awareness of the on-going

warsening situation in ‘the country's balance of payments.
Apart-from these basic eommitments to observe Fund

obligations and the change in the local par value in response
to similar changes in the United Kingdom there were no policy
megasures to influsnce directly the foreign exchange position of
Guyana. Unliks, as we shall abserve, the Jamaican Central Bank
there has heen no attempt to use the exchange commission rats
imposed on foreign transactions to influence thess transactions.

The buying and selling rate of sterling has remained the same

(3/16ths of 1 per cent) for the entire period of the Bank's

/operations..



39

ocperations. The most likely reason for this inaction is that
tha discount rate at the levels it stood was sufficient to

entice and maintain an inflow of short-term funds.

Central Bankina in Trinidad-Tobaao

The Central Bank of Trinidad-Tobago has only had four
years of full operations(l). However, as with the case of
Guyana this limited experience is of some usefulness for both
evaluating the efficiency of the banking structure and high-
lighting certain problems whose solutions are more intractable
than might be imagined. As with its Guyana counterpart, the
Cantral Bank of Trinidad-Tobago ran into what it interpreted to
be a very serious crisis in 1966, its first year of full opera-
tions, and which it attributed to the indiscrimiqate use of its
capacity to grant credit to the public sector. Betwsen 1965 and
1966 the foreign assets holdings of the Central Authorities and
the Commercial banks fell from %96 million to $%B80.4 million,
whilst public sector credit provided by the Central.Bank expanded
from $7.6 million %o $22.7 million. The only difference from the
Guyana situation is that the Central Bank craedit was provided
through the purchase of Treasury Bills rather than tha provision

of bank advances.

/As a rasult..

() e Central Bank Act 1964 (Nov.)
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As a result of these coincidental occurrences the
dangerous assumption has grown that Central Bank credit to the
public sector always leads to the quickest and most dirsct loss
of foreign reserves. This view is widely rseported in most of
the internal communications of the Bank and is to a large sxtent
reinforced by the traditional IMF intérpretations of the credit
mechanism in open econemies, "Each central bank faced the
question of what level af domestic assets (claims on government)
to hald, and for each the experience was distinctive and perhaps
instructive. One central paoint of each experience was the very

close assgciation between granting domestic credit snd a loss of

(1}

foreign reserves”

Whilst it is true that excessive credit toc the government,
or indeed any spending unit, can lead to a drain on foreign ex-
change holdings the evidence doss not support the view that such
exeessive credit was in fact provided to the government, or that
government credit was the principal source of the foresign reserve

drain. The conclusion one can arrive at is that those concerned

/with giving..

(1)"M0netary Evolution in the Caribbsan" by Charles Mansfiseld,

IMF and IBRD Review,Finapce and Development Vol V1. Thess
views arse of the author's and do not necessarily represent
the IMF's views. Nevexthelsss the publication ia an IMF
publicity feature and he iz a Staff Member who has had con-
siderable experience of Lentral Banking in the Caribbean
and Latin America.
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with giving dominance to "price stashility" and a'high level of
reserve holdings" have used the cceurrences in thess countries
as a buttress against governmental pressures to provide credit
within the framework of existing laws. And, since the statutory
bench-marks for halting credit expansion are presently either
unclear or too high, it is believed that these pressures can in
fact be quite considerable.

If we examine the davelopments during 1966 in Trinidad-
Tobagn, we also note the complex problem of diagnosis referred
to when considering the Guyana experience, and the dangers in-
herent in asgessing the situation from only two proxy variables,
bank credit to the public ssctor and foreign reservs holdings.
In Trinidad and Tobago the high level of economic activity re-
corded between 1955-62 {a 11% per annum growth in GDP at
current prices) was mainly due to the petroleum boom. When
petroleum expansion halted in the latter ysar the growth rate
fell off and between 1963 - 1965 averaged only 3.4% per annum.
1t was during 1966 that revival started, with a nearly 50%
expansion in annual cruds production, and a large expansion of
domestic manufacturing activity. As the data in Table 4 shows
exports increesed. from $711 million to $753 million and imports
fell from $B817 million to $773 million. The balance aof trade
deficit in 1966 fell to one-third of the preceeding yeaxr's
level., The balance of payments went into deficit, as is shown

in Table 5, becauss capital inflows at $50 million were as much

/as T0%,.
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as 70% below the previous year's level of $119 million. The
money supply also grew by about 8% whilst fixed deposits rose
by $16 million or nearly 10%. At the same time, and of vital
significance, we should note that the fall in fereign exchange
reserves was almost all confined to the commercial banks,
Between 1965 and 1966 the commercial bank's foreign assets
fell from $21.2 million to $7.4 million whilst their advances
expanded by nearly 10%. There was hardly any change in the

Central Authorities holdings of foreign exchange.

TABLE 4

Selected Balance of Pavments Indicataors -

Trinidad-Tobaoo $Millions
1963 1964 1965 1966 1967 1968
Imports 644,0 731.0 816.9 772,66 T710,1 797.6

Exports 595.0 693.4 T7i0.5 752.7 750.,2 830.0

Balance on Goode
and Bervicges »102.4 -83,9 «143.2 -48,3 -38.4 -35.,8

Long-term capital
inflows 137.4 79.2 119.3 50.3 45,6 63.0

If the reserve loss was aignificant(l)then it ecould

perhaps bs better explained in relation to the “"excessive"

/provision..

(1)

"1t may be that the foreign exchangs "loss" was not significant.
As far as the commercial banks are concerned their gross
overseas assets were at the same level as the previous ysar.

I The. .
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provigion of private sector credit and the performance of the
commercial banking system,

There was no direct Central Banking respanse to this
situation as no attempt was made to involve the use of any of
its legal powers. There were, presumably, private efforts to
restrain the size of the fiscal deficit feor the following ysar,
foar as can be seen from the data in Table 5, claims on the public
sector showed no further increase in 1967. There was one weasure
in force at the time to restrazin the levels of expenditure. This
was the hire purchase control which had besen introduced as early
as 1965 in response tao the huge inerease in imports, which
totalled $B6 million oxr 12% above the 1964 level. That this did
not lead toc a balance of payments deficit in 1965 was due
entirely to the high levels of capital inflows achieved in that
year (see Table 4).

In evaluating the Central Banking experience in Trinidad-
Tobaga it is wvery significant that the first set of policies
introduced by the Central Bank was in responss to external develop-
ments in the United Kingdom money market. "The first setting of
the re-discount rate by the Central Bank took effect on 1lst August
1966, sighteen days after the increase in bank rate in the United

/Kingdom..

The change in their *net' position was due to an increase of
their liabilities to overseas banks. It is questionable whether
netting! gut in the buet prosedure. Wa tend to the Jamaican
view that these assets should bs given gross although wa have
accepted for statistical purposes the definitions used by each
country of official external assets.
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Monetary Varisbles -

Trinidaod-Tobago $Million

1945 1966 1967 1968
Foreign Assets 96.0 80.4 84.3 129.0
A. Central Bank 4B.9 50,9 60.6 124.7
B. Other Government invest- .
ments and cash balances 25.9 22.1 ///18.5 20,1
E. Commercial Banks (n=t) 21.2 T.4 5.2 -15.8
Gross~Claims on the Public 69,2 81.3 65.1 105.1
Seetor
(a) Central Bank 7.6 22.7 2.6 {Jan.'6p- 27.2
17,40
(b) Commercial Banks holdings
of govermment securities 6l.6 58.6 62.5 78,8
and advances to the
public sector
Balance of Pavments
(surplus {4) deficit {(-) +7.3 -9.7 +1.9 +43.8
Monay Supply 120.8 130.2 136.7 138.3
(a} Currency in circulation
{active) 36.2 42.5 47.1 45.0
{b) Private demanddgposits B4.6 B7.7 89.6 89.3
Fixed deposits with Com-
mercial Banks 158.6 174.5 196.,2 235.1
Total Advances of Com-—
mercial EBanks 167.4 178.1 191,3 212.5
Npte 1. Technical re~purchesse agreement at year end accounted for
the low values. Relevant Jenuary figures given.
Source: Financial Statistics, Statistical Digest, Central Bank of

Trinidad and Tocbagn - 1970, and other Government

publicaticns,
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Kingdom. .... After taking thase considerations into account
the Central Bank set its re-discount rate at 6% and pursued
other complementary policies in an effart to insulate the
economy as far as possible from the interest pressures abroad®.
It may of course be argued that although the local rate was
adopted to the changs in the United Kingdom rate this would
have certainly prevented a reversal of the changes of the com-
mercial banks portfolio which favoured local investments at the
expense af foreign balances. But the fact remeins that it was
this very flow to which ws should substantially attribute the
foreign-exchange pressures, since as we have seen this has been
confined to a switching from their overssas balances to local
investments. The correction of the foreign exchange loss toak
place independent of Central Banking acticns. In 1967 the
balance of payments went into surplus and by 1968'the surplus
was as high as $43.8 million. An increass in reserves also
occurred but mainly due to the sale of capital assets in the
United States in 1968 ($12 million), and the raising of a loan
{$7.2 million) in the United Kingdam money market. Fixed
deposits in the commercial banks also grew rapidly by an amount
of $61 millien or a nearly 40% increase between 1966-68, Mean-
while bank advances dgrew by about half as muchof the expansion
in fixed deposits (%34 million).

(l)Annual Report - Bank of Trinidad and Tobago 1966 P.3J

(1

)
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Lenerally speaking the Central Bank of Trinidad-Tobago
has tended to adopt a largely passive policy, where the internal
requlatian of credit is concerned, and a largely defensive
posture, where developments in the money markets are concerned,
In response to the2ir own interpretations of the course of
monetary disequilibria, which is their own lending to the
government, they have enforced rigid limits on public sector
credit as can bas seen from their performance during the ysars
1967-68,(See Table 5). In January, 1968, their haldings of

public sector securities were anly $17.4 million and at the end

of the year it was $27.2 milliun(lg They have also tendad to
operata so as to favour an inerease in official foreign ex-
change holdings and the success of this policy can be seen in
the growth of these holdinga between 19646 ($B0.4 million) and
1968 ($12% million).

Tha Central Bank has also refrained from imposing any

restrictions for fear of hampering the competitiveness of the
commercial banking system, except far the creation af Special
Deposits Accounts in 1968 in order to facilitate the employment
af the excess liquidity the commercial banks found themselves
with in the post-devaluation perioé%) No rastrictions were
placed on drawings from these asccounts and they can be con-
sidered as'special' only in the sense that they carry a

/special..

(l)For 1965 there was a bhig expansion but the data is not yet

available to explain this.

2) . . ..
( The commercial banks reserve ratio was set at the minimum

of 5% in 1964.
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special rate of interest and wers introduced as a substitute

for an expansion of public sector credit, via the Treasury Bill
issues. It may be surmised that the view of the Central Bank is
that controls are really unnecessaxry. The commercial banks are
bhghaving in a manner which they themselves favour i.e, facilita-
ting an inflow of funds at the expense of their overseas
halances. But such a policy must certainly have foreign reserve
consequences and the Central Bank cannnot therefore react to
these as if they ware not anticipated!

The discount rate andlaxchange rate policies pursued by
the LCentral Bank have heen of a largely defensive kind. The
devaluation of 1967 was 'forced' on to it, and the policy of
sympathetic discount rate wovements was similarly if less
forcibly imposed. Data on these rate movements can be sasen in
Table 6. The maximum spread which was maintained betwesn
United Kingdom and the local rate has been 1.5% (a position
held during the manth of the devaluation November 1967), The
Central Bank has also manipulated the exchange commission
charges in order to influence portfolic adjustments in the
short-term capital market, Thus in March 1968 it imposed the
maximum permissible charge of 1% (the IMF band) on sales of
sterling and adjusted the rate for inward/outward movements
of funds from 1/16ths inward and + outward to 3/16ths inward
and 3/8ths ocutward. At the time of the devaluation crisis
foreign exchange transactions were ceptralized in the Central

/Banke..



TABLE G AGn
Comparative Rediscount Rates 1961-68
H.K. Jamaica Guyana Trinidad-Tobago
18/1 November 6.0 6.0 - -
1962 March 5.5 October 5.5 - -
April 4.5
1963 4.0 March 5.0
September 4.5
Movember 4.0
1964 January 3.0 November 5.0
November 7.0
1965 June 6.0 5.0
loa6 July 7.0 July 5.5 Mazch 6.0 August 6.0
1567 January £.5 May 5.0 6.5 March 5.75
Mazrch 6.0 November 6.0 May 3.5
May 5.5 November B.5
October 6.0
November g.0
1963 March 7.5 September 5.0 6.5 January 7.0
Septamber 7.0
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Bank and the commercial bank's "authorised dealer status" was
suspended., Sterling was declarsd a foreign currency and thereby
made subject to exchange controls. However, by the end of 1967
all these restrigtions were rempved, The crisis was over, at
least until the next tims!

During 1969 attempts were made to settle the administra-
tion of the forsign exchange market. These aimsd at making the
exchange levies charged by the Central Bank more effective and to
gnaure an adequate flow of foreign exchange through the banking
system so that the Central Bank would becomz the ultimata
settling authority for international payments and receipts. The
rate system agresd on for foreign exchanga transactions main-
tained the commexcial banks traditional spread, but the structure
of rates was pegged to the official exchange chargeé%) This was
a considerable improvement, as under the previous system there
could be no assurance thaf the official rate determinesd the
structure of markest rates, as most of the dealings in foreign

exchange did not involve the Central Bank.

Central Bankina in Jamaica

The Central Bank of Jamaica is the largest established
of the Central Banks in the region. Partly on account of this,
(in that in its early years of establishment there was a con-
sldsrable prejudice against Central Banks in "“underdeveloped"

societies), the Bank has adopted most completely the traditional

/role..

{1)

Information provided by private communication.
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role of these institutions. It has been very consistent and
rigorous in pursuit of its objectives along classical lines.
The setting of this pattern of development is very clearly
perceived in some of its sarly policy pronouncements which seem
to accept entirely the need ta administer its powers of credit
creation in as limited a fashion as tha Currency Board. It has
also accepted without question the structural dependence of the
Jamaican money market on the United Kingdom's finmancial markets
and has therefore confined most of its sfforts to the development
of loecal money and capital markets in the belief that this would
ensure that savings/investment decisions are made with appro-
priate consideration for the state of the Jamaican economy.

It has commented on its own establishment as follows:
"™one of this, however, has affected the basic advantages of tha

sterling exchange system. The whole of the money supply (active

currency circulation plus bank deposits) is still effectively
backed pound for pound by sterling. The Central Bank has to ba
prepared to provide sterling to meet on demand any Jamaican
curreocy offered for redemption and this also applies to the
commercial banks' deposits with the Central Bank..... The
significance of the existence of the Central Bank and the
fiduciary issue is that great care has to be exercised in the

creation of monsy not backed by sterling assets --~ in other

Jwords, .
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words, Central Bank lending to Government. whether by wav of
taking up Treasurv Bills or bv direct aduances“ilz Commenting
on its foreign - exchanges reserve policies the Bank observed
"Thus there is no necessity for Jamaica to keep reserves in
gold or currencies other than sterling because bath can be
purchased with sterling through the Sterling Area mechanism"sz)
It is rare to find such unqualified support for the virtues of
the traditional stexrling-exchange standard system,

The classic arthadaxy{of Jamaican central banking is
clearly revealed in an examination of the uss of its lending
powers to the Government. As the data in Table 7 shows the
Central Bank's holdings of Government securities has been very
small, In its early years of operations the Central Bank
successfully managed to keep these holdings to a minimum. Un-
like either the Central Banks of Guyana or Trinidad and Tabago
it did not at its incepticn behave genersusly within the limits
or its newly found freedom, in providing public sector credit.
The Bank bas maintained this policy of minimal hgldings of
government securities and those held have been mainly for market
adjustment purposes. At the end of 1968 its holdings of thesa
gecurities were only #$10.6 million, almost all of which were

Treasury Hills, These holdings represented just about a4 of
/the total..

(1)

Annual Repaort, Bank of Jamaica 1961, P. 14, our emphasis.

(Z)Ibid P. 26
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Mornetory Factors —  Jamaica ($ Million Guvana)
1961 1962 1963 1564 1565 1566 1967 1968
Official fForeign Assets 174.7 182.4 241.4 210.2 204.5 229.4 240,0 284.7
A. Centrsl Bank and
Central Government 157.4 159,.4 203.0 192,5 189.1 209.8 226.1 28%.4
B. Commercial Banks (gross) 17.3 23.0 38.4 17.8 15.4 19.7 13.9 5.3
Claims on Public Sector 38.9 48.0 47.5 59.0 61.9 55,2 55.2 73.8

A. Central Banks' holdings
of bavernment Securities 23.0 18.2 14,4 23.0 27.8 173 iz.0 10,6 N

B. Commercial Bank advances i
to public sector and

Treasury Hill holdings 15.8 29.8 33.1 36.0 34.1 37.9 43.2 65.3
Balance of Payments +6.2 =1 +44.2 -6.2 -3.8 +40,3 +34.1 +87.7
Money Supply 133.9 146, 4 144.5 153.1 152.6 170.4 181.0 228.0
A. Currency with Public 41.2 43.2 47.8 54.2 56.6 61.0 66.7 75.8
B. Private demand deposits 1.2 103.2 g97.0 0g.0 86,0 108,4 114.72 152.2
Fixed deposits with commercizl

banks 181.0  212.6 234.2 262.6 284.2 320.2 365.8 458.9
Total advances of commercial

banks 203.5 193.8 178.6 250.6 304.8 324.5 349.9 417.1
Gross domestic product 1106.9 1148.2 1227.8 1314.7 1426.1 1548.0 1£15.2 N.A.

(1}

Note $1 Guyana = 42 cents Jamaica

Source: Economic Surveys, Bank of Jamaica Bulletins.
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the total resources of the Bank, as compared with 20% in
Trinidad and Tobago at the end of 1968 and over 30% in Guyana
at the end of 1969. At its peak holdings {end 1965) the ratio
was just under ZD%; The result has been that the growth in
public sector credit has taken place mainly through ths com-
mercial banks purchase of Treasupy Bills and-to z wuch smaller -
“_axtent {ahnut ‘12%)} its granting ef advances to the public
sectox.
Similarly throughout the perind the Central Bank has
behaved with extreme orthedoxy to the commercial banks. It
has introduced no contreols on any of the banking ratios. Theirx
deposits ratio with the Central Bank has been set at the
minimum of 5%, and their liquid assets ratio at 15%. The
banks have adhered to tha former ratio closely. This was in
their own self-interests as these holdings represent a non-
earning item in their portfeolio. However the liquid assets
ratio has been broadly ignored and the banking systém has
maintained high levels of liquidity. In the original Central
Bank Act and Banking Law the foreign balances of the com~
mercial banks wers defined as liquid assets. In 1963 this pro-
viso was removad and inland bills of exchange substituted, in
an effort to increase the commercial banks holdings of local
short-term paper (Treasury Bills and inland bills of exchange).
The result has been a build up in the holdings of gavernment
short-term paper only, and not private commercial bills as

was anticipated.
/The fact..
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The fact that na policy measures wers instituted against
the commercial banks (apart as we shall see from the various dis-
ceunt rate changes) can be attributed to the circumstances of the
commercial banks during the period. The policies adopted by the
commercial banks were "welcomed" by the Central Bank. 1In
several Bank Reports it is pointed ocut that the foreign assets
of these bhanks were being substituted for local assets. Indeed
it was argued, this run down was so persistent and large that
for the first time in 1964 it induced the commercial banks to
seek short-term accommodation with the Central Bank, by way of
seven day advances. Despite the view taken by the Central Bank
there is considerable evidence that much of the commercial bank
lending needed supervision during this period. Between 1962 and
1968, the total value of imports doubled, whilst the value of
exports grew by only 40 per cent. Much of this import expendi-
ture was financed by bank advances which resulted in a dramatic
widening of the trade gap (see Table B8). The pattern of control
sought by the Central Hank was to restrain, by mutual agreement,
hire-purchase credit provided by the finance houses and the com-
mercial banks. Control of lending by the finance houses was
indesd resorted to hefore the Central Bank was established, to
cope with the 1960/61 comsumption boom. The bulk of the in-
creases in bank advances was financed by the public's lending
to the commercial banks by way of fixed deposits. As can be
seen from Table 7 the change in fixed deposits bestween 1961

/and 196B..
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TABLE 8
Trade Statistics -~ Jamaica (% Milliuqrﬁuvana)(l)
Imports Exports Trade Balances
1862 364 Jiz - T2
1963 389 3456 - 43
1964 494 374 - 120
1965 494 369 - 125
1566 537 389 - 148
1967 605 isag - 216
1968 768 437 - 331

(1)

Note $1 Guyana = 42 cents Jamaica

Source: Annual Trade Reports




and 1968 was approximately #277 million, ($116 Jamaican) whilst
the comparable expansion of advances was $213 million {990
million Jamaican)., During this period the net indebtedness of
the commercial banking system never exceeded $12 million,($2.4
million Jamaican) the lavel already prevailing in 1961. It is
clear therefore that the source of funds for commercial bank
advances cams as a result of their intermediary role, made
attractive through a policy of high interest rates induced by
developments in the United Kingdom money market.

Although na policy measures were introduced by the
Central Bank against the commercial banks there were other
periods of fluctuating levels of sconomic activity which
warranted sexious action, in particular the consumption boom of
the sarly 1960's and the relative recsssion of 1967. What in
fact occurred, particularly with reference to the 1967 re-
cession was that the Central Bank continued its externally -
oriented policy and during 1968 maintained “restrictive"
monetary conditions, which fortunately did not work. As it
stated in its Annual Report {196B) ... "As a result of. the re-
latively low performance of the economy in 1967, the Authoritiss
were anxious to promote economic expansion in 1968, However,
the restrictive monetary policy adopted as part of the devalua-
. tion package could not be relaxed while the international
situation remain unsettled." Despite intentions, bank advances

grew by nearly 18% during 1968, imports increased by 27%, and

J the money supply increased by as much as 26%. I e b



53

In the most fundamental sense the policies pursued wers
externally oriented. GStable exchange rates, easy and free con-
vertibility of the local currency into sterling together with
minimum state intervention, except for fostering the growth of
financial markets which would make private enterprise more
efficient, were the foundations of these policies. This
approach was alsoc consistent with the Government's views of the
development process which relied heavily on the unencumbered
inflow of foreign capital. That it was this type of developmsnt
policy which accounted for the original creation of Currency
Boards also accounts for the Central Bank's def{srmination to
minimize the differences in its powers from those of the
Currency Board.

This interpretation is mors readily observable in its
directly external policies. Unlike the other two Central
Banks the Jamaican currency is defined in texms of its sterling
equivalent, a direct carry-over from the Currency Board sra.

In 1966, in response to the pressures on sterling in the inter-
national exchanges the law establishing the par value was
amended. Howsver in keeping with its conservatism in these
matters, the par value was still expressed in terms of sterling
with the provisa that if ths sterling was devalusd the Jamaican
currency can devalue (or not devalus) by any amount up to the
new par yalue of sterling. If the sterling is appreciated the

Jamaican currency must be automatically appreciated to the

/same degree...
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same degree.

There ara two serious problems which this amendment
poses. Firstly, in so far as the par value is defined in this
peculiar way it reinforces the de facto link betwesn the
Jamaican and United Kingdom monetary standard. 1t is clearly
a declaration aof intent to pattern United Kingdom rate charges
under most situations. A definition of the par value in terms
of gold is not to the sams degree a declaration of similar
intent. Tha gonsequances af this are therefore numerous. Nat
only might it facilitate the inflow of capital the Jamaican
government hopes to encourages, but it can equally well facilitate
an outflow, as portfolio decisions can still be made on the
assumption of little likelihood of devaluation imposéd
capital losses, Secondly, it does not anticipate the likeslihood
that in an unstable forsign exchange market, if the United

Kingdom balance of payments problem leads to a devaluation of

Al

the & sterling, this can oceur through a series of widely fluctua-

ting rate changes before a new acceptable level is faund. This
law would tie the Jamaican currency to z similar rate policy.
It would ensure the autowmatic importstion of a destabilizing
market situation for sterling.

In support of this par-value policy the Central Bank had
immediately accepted upon 1ts establishment IMF Article VIII
status. A Stand-By Agreement was negotiated, but this came to

an end in June 1964. No recourse was made to the Article X1V

/transitional..,



transitional. arrangements, which the vast majority of countries
were adhering to at that time.
Throughout the period of its existence the Central

Bank of Jamaica has pursusd a discount rate policy which behaved

with very sympathetic rate movemsnis in response to rate changes
in the United Kingdom. The svidence of this can be seen in the
information provided in Table 6 above. It has also combined
this policy with one of vigorous variations in its exchange com-
mission charges in an effort to ensure that income incentives
would lead to a net inward movement of short-term capital,
particularly through the commercial banking system. It is not

knmown to what extent the Bank was enable tp ensure that its own rate

/was structure/adapted by the commercial banks but it seemed satisfied
that the intarest rate levels reached in Jamaica, together with
; affective commission charges, were sufficient for these purposes.
The devaluation of 1967 very clearly highlighted the
difficultiss of this classic policy. In dsfense of the Jamaican
currency the Central Bank followed the usual procedurss of raising
the discount rate, manipulating the exchange commission charges,
declaring sterling a foreign currency, establishing Special
Depoait accounts, and suspending the 'authorized dealsr status’
ef the commercial banks. As the immediate crisis eased itself,
these restrictions were relaxed, but for the first time there
S geemed to be some appreciation of the need to control excessiva

dependence on sterling. This was reflected in the changing

/composition.,
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composition of the external assets of Jamaica, As can be seen
from the data in Table 7, there was a very significant growth

in the official foreign assets holdings. Betwean 1961 and 1968

these grew by %120 million or nearly TU%. At the time of the

devaluation in 1967 the sterling component of foreign assets

A was equal to T6%. By the end of 1968 the proportion had been

reduced to 54%, entirely on account of incremental diversifica-

{

tion into non-sterling securities - as the sterling component
showed no absolute reduction. Most of this growth took place
between Navember 1967 and June 1968 and two factors seem relevant
for explaining this ocecurrence. To some extant it sesms as if
this diversification policy was pursued in anticipation of the
S5terling Area negotiations following the Basle agreements.
Secondly, it was during this period that the Central Bank bagan
to tighten its controls to ensurz thet non-sterling foreign
currencies passing through the economy should be deposited in

the Central Bank, With the conclusion of the recently negotiated
Sterling Area arrangements (discussed in the next section) this

diversification policy has been brought to an abrupt halt.

| As with Guyana and Trinidad and Tobago it has been argued
f by ths Central Bank that the build-up of foreign assets in
Jamaica after the November 1567 devaluation, is a reflection

af the '‘naw! desixe of ths coammereial banks te mateh their loeal
agsets and lacal liahilitiss in arder ta avenid future devalua-

» tion'risks?t, Again the information available does not
/support..
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support this view. "Early in the year, ths Bank noted the
heavy inflow of foreign exchange through the banking system and
a rapid rise in the money supply. What seemed to be taking
nlace was a change in the policv aof the bankina svstem. whereby
the commercial banks were stabilizing their foreign position and
keeping their surplus liqui ity in Jamaican pcunds“(lz In fact
between 1967 and 1968 the net indebtednessof the commercial
banking system increased by only $3.4 wmillion ($L.4 willion
Jamaican), As tha data in Table 9 below shows the commercial
banking system disposed of more foreign exchange than it
acquired and the foreign reserve build up has resulted from

foreign currency tax payments, and aoverseas borrowing.
TABLE 9

Sources and Uses of Central Bank of Jdemaica_foreian exchance -

1968  $ Million (Gu\ana)

Sources Uses .
Purchases from bank 68.2 Sales to banks 74,2
Government overseas Redemption of govern-
borrowing 40.8 ment debt 4,8
Bauxite revenues 28.3 QOther 7.2

Purchases from Official
Institutions 14.8

Othex 12.0

Total 166.1 86,4

Notos $1 6 = 42 ots Jamaica Spupes: Annual Aepozxt, Bank of
Jamaica 1968
{1)

Annual Report, Bank of Jamaica 1968 P. 8. our emphasie
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Throughout the entire period of its operations the
Central Bank of Jamaica has paid serious and consistent
attention to the development of financial markets. At the

outset, it sought to coordinate its work with the commercisl

banks and the finance hauses thraough the astshlishment of

Working Committees, and it also encouraged the establishing of

. _‘»fl_ - :E [N

firms of brokers to aid these developments. Three major com-
mittess were very saxly in operation - a Banking Committes, a
Finance Houses Committee and a Stock Market Committes. The
latter committee included the brokers as well as the commercial
banks and ather bank trusts. These developments culminated in
the establishment of the Jamaica Stock Exehange in 1969, The

Central Bank has also encouraged tha establishmant of more com-

mercial banks, either locally incorporated (Bank of Nova Scotia

(Jamaica) Ltd) and/ar locally capitalized(the Jamaica Citizens

Bank (Jamaica) Ltd). Recently the Central Bank has also played
a major role in the establishment of the Jamaica Develdpment
Bank designed to provide wedium and long term capital for

housing, tourism, agricultural cradit and industrial development -~

areas which th=2 Central Bank believes the existing financial
system does nué adeguately cater for,

The increase in the number and range of institutions
has helped the general aim of providing a market structure with

considerable dealings in financial instruments. At the end’

of 1968 the value of trading in equities was just under $23

Jmillion..



59

million ($9.4 million Jamaica). However trading in Treasury
Bills, with a value of $144 million (360 million Jamaica), and
the raising of public capital with a value of $68.2 million
($28.4 million Jamaica) still considerably dominated the
capital markets. Private share issues during 1966 wexe pnly
$7.2 million ($3.0 million Jamaica). The market as it stands
is in no position to compete in'breadth, depth and resiliency!
with the United Kingdom financial markets., It is also in-
adequately developed £u permit the use of market-type instru-
ments of cgontrol aof the commercial banking system. And, its
efficeincy in raising local savings compares unfavourably
with the use of business savings for financing the bulk af the
recorded capital accummulation, Finally, in an effort fo
develop the financial markets, the Central Bank has almost
perversely aided those pressures which favoured a greater and
greater degree of ‘fres!' dependence on the United Kingdom
market structures, for it has had to combine this policy with

one of minimal intervention.
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Section 3

A Program for Central Bankina Refoxm

Basic Defects and alternative Sirateaies

In the two previous sections, we have both apalysed the
existing institutional and legal structures upon which central
banking has been based, as well as the experience of the three
Lentral Banks in the Caribbean. This analysis indicates that there
are two over-riding and fundamental defects which limit the scope
for effective monstary policy. The first is ‘real' and stems from
tﬁe structural rigidities and imbalances in these economies which
give rise to their "open" nature. The second, stems from the
practice of maintaining de facto and or de jure fixed exchange
rates and free convertibility into sterling. Together these two
dafects ensure that privats profit seeking activities of the
dominant multi-national productive enterprise and multi-national
financial institutions serve to exaggerate and promote monetary
disequilibria.

This usually follows along two lines. The first is the
unencumbered capacity of the multi-national corporatinqs to main-
tain two or more sources of short-term working capital, one of
which is in the territory their operations are carried out. This
is directly related to the current flows of savings and investment
in these economies. The second line involves both flow apd stock
decisions, Spending units (including governments) are facilitated
to deal in two money and capital markets of unequal "breadth, depth
and resiliency." Decisions about investing the current flow of

savings, raised from incomes earned through the disposition of local

reepurces usually lead ta a considsrable net outflow of these earnings,

particularly through insfitutions like insurance companies
/and..
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and usually it has been necessary to invoke legislative pro-
hibitions against this. But these prohibitions have been con-
fined to the readily discernible agencies. Similarly, stock-
adjustment decisions can be made which lead to an outflow of
savings. In response to changes in the net yield in the

United Kingdom (and other sterling area) maney markets, spending
units can adjust their existing portfolics of previously accumu-
lated savings. To aveid this, there has been the constant neces-
sity to manipulate local yields, in order to prevent an outflow
of savings because of dascisions about the composition of tha
stock of financial assets.

There are two solutions which have been sought to this
dilemma. The first is to recognize the incapacity of Central
Banks to cops with this situation and thereby confine their
functions to essentially that of a money-changer. In othex
words, to require that the Central Banks operate as close to
their Currency Board predecessors as possible, Simple rules
should thersfore guide their management, and usually these are
designed to eliminate their banking functions and to limit their
currency issue powers to somez fixed agreed and pre-determined
fiduciary level, Thereafter, the commsrscial banks wnuid of
necassity administer both the foreign and domsstic paymenta
system, hold the foreign reserves of the community {(outside of

the Currency Authority, where the growth would be fixed in terms
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of the public demand for currency and the fidueiary ratia),

and accumulate short-term borrowing powers with their Head-
Office. 1In support of this view, it is argued that the possi-
bility of incorrectly judged intervention by the Central
Authorities would be ruled out. This would promate an inflow
of foreign capital and ensure that the market system would lead
to efficient allocative criteria. In txuth such a policy is an
idealisation af the Currency Board. Apart from its polikico/
sacial assumptions, it alsa falls down when we observe the long
record of how “rules" have operated as a substitute for
*authorities."

The second sglution lies in the direction of fostering
the growth of money and capital marksts. It is argued, that
when these markets are well developed they facilitate the
mobilization and dispensation of savings so as to favour their
normal retention in the domestic ecomomy. Moreovexr, once
developed, these same markets provide a fulecrum for control by
the Central Bank of the domestic finaneial institutions. The
limitations to this policy, again apart from their politico/
social assumptions, are that such a market situation cannot
develop before the 'real' economic structure pravides a
suffieciant differentiation in its activities as to promote a
varisty of financial claims and instruments. Morsover, the
pursuit of such a policy tends to reinforce the links between

the domestic and United Kingdom monsy and capital markets.
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For, in order to promote market growth the Central Banks have
had to respond to prevailing market pressures, to minimize
either intervention, ox the ecase of movement of funds, betwsen
the local market and the United Kingdom.

The praoblem of central banking reform therefore lias
along different and more radical lines. For a start, it is
necessary to see Central Banks as aiming to promote development
and structural transformation and thereby developing their
powers and policies with the intent of leading to structural
changes in the meoney and credit industry, and not simply to
administering the payments and credit systems as they are.

The problem therefore, is one of basic institutional and

organizational reform.
The Structural Anproach

Whatevaer final forms the domestic organisation aof the
banking and credit industries do take, two conditions are
necessary, although by no means sufficient, for struétural
transformation. The first of these is, that exchange controls
should be imposed against sterling. Administsering an exchange
control system for capital transactions and permitting uvne set
of currencies (some of which are in fact fresly convertible
into all other currencies) to be exempt from these restrictions
certainly does not serve the purpose that is intended. It

merely provides an administrative hurdie which is easily

circumventad and which is far from prohibitive af these

/transactions., .
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transactions, Such a policy eof exchange controls on sterling
would permit the proper administration of controls which
are designed to prevent the destabilizing and undesired outflow
of local savings. It would ensure a separation bstween the
fixed exchange rate mechanism and the convertibility provisions,
which are vital regquirsments for the reduction of excessive
dependence on sterling. In this sense, spending units portfolio
policies will be limited in terms of stock adjustments, and as
regards the flow of savings. More consideration will be given
to the fact that with such reforms the scope for the management
of an independent exchange rate system is vastly improved.

The second necessary reform is a limitation on the size
and share of borrowing that locally un-incorporated multi-
national corporetions can enjoy. These enterprises not only
have a preferzed status in the market for local credit, but
given thelr crganizational structure and relative size, shifis
in their spurces of obtaining working-capital requirements are
important sources of destabilizing monetary occurrences, which
the Central Banks cannot control through the markst mechanism,
Inability to control this situation arises because during any
period of monetary restraint in their Head Office territory,
these corporations can be certain that they would enjoy
tavailability of funds!' in the local eredit market. Indeed,
in the administration of monetary policy these industries are

rarely if ever sxpected to eamply with restraints, since they

-
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are held to be the sourcs of increases in real output.
Restraint is uwsually directed to consumer expenditure, and
particularly on imports.

Havements along these lines while necessary in their
efforts to facilitate Central Bank cantrol of the manetary
system within the given framewark is still not sufficient to
change the present situation in which the Central Bank (as
presently narrowiy conceived) is the sole saurce of monetary
policy. To improve on this situation co-ordination in three
broad directions are necessary.

First, thers are in the ceountries concerned no co-
ordination in the various branchies of public policy. Develop-
ment planning, the administration of fiszal policy and the
administratian of manetary policy are pursued as three
separate areas of public policy. As & vesult there are certain
basic and recurring evidences of this failure to co-oxdinate.
One of thess iz the froquent manifestations of unexpected and/
or the undesired impact of government spending and bérrcwing an
the banking system. Another is the under-utilization of appro-
priated budgets and/or the Yforced” pace of spending towards
the end of the fiscal year pursued by various govarnment depart-
ments and the impact this has on seasonal swings in the banking
system. Then again there is the contradictory pursuit hy the
Ministry of Fimanca and the Central Bank of the maximum agcumu=

lation of foreign reserves. This is facilitated because

/development..



development planning relies neavily on overssas borrowing, and
at the same time there is no appropriately planned size of the
foreign-exchange gap. Meanwhile the Ministry of Trade is in-
sistently pursuing policies geared to balancing trxade and
thereby reducing the scope for rzal transfers of borrowed
capital. Indesed long term and shoxt-term policies often ocecur
without reference to sach other and as a consequence administra-
tion aof fiscal and monetary policy is in no way clearly or
consigstently linked to the develaopment programme.

The second area of development is the need ito co-ordinate
and integrate ths existing monstary structurss. Development
banking, deposit banking in the Post Office, rural agricultural
credit, co-operative and credit union organizations all funetion
as unit-~purpose institutions., Their very growth and establish-
ment has been haphazard and the unit purpose approach has
developed through default. As a result of this there has been
considerable loss of economiss in the way in which th;se institu~
tions have been capitalized (particularly their acquisition of
fixed assets such as branch offices), in their use of skilled
personnel (particularly the fragmentation of research, loan ad-
ministration, credit analysis), the holding of reserves, and
their inability to introduce economical administrative systems
(computerizing and mechanization of accounting systems).

The problems of co-ordination of monstary policy can

alsa be largely attributed to the adwinistration of paolicy

Jwithin,,
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within the Central Banks. The first of these is the problem of
diagnosis aften referred to in the previous section. To a

large extent this derives from the slow flow of statistics. In
Guyana for example the balance of payments statistics for 1968
shaw an overall surplus of $12.1 million. Yst one year later
the accounts still record an unidentified capital movement of
$14.0 million! It is partly ths absence of statistical informa-
tion which forces the Central Banks to use proxy variables,

e.g. reserves, interest rates etc., instead of 'real'! performance,
as indicators. Solving the statistical lags alsa requires the
development of short-term forecasting models which would enable
the Central Banks not only to forecast activity but to be con-
tinuously aware of the relationship, whatever they might be, of
real and money Tlows.

The secaond administrative lag lies within the decision-
making process itself, Largely bscauss of uncertain economie
indicators, the lack of clear direction in economic priorities,
and the difficulties of choosing appropriate paolicy iﬁ;truments,
the problems of diagnosis are compounded by the difficulties of
decision~making in an uninformed situation. Furthermore, after
decisions are taken as to the appropriate instruments of con-
trol the lags in making monetary policy effective are alén un-
predictable, sipce thers are no estimated parameters of the

relationship between monetary and real variables.
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Finally, the administration of monetary policy,
although by law appliecable to non-banking institutions, the
Central Banks have nevertheless taken a disaggregated view of
the banking system and have acted as if the commerzcial banks
arg the main, or primary areas, of monetary concern, Most of
the attempts to deal with the non-bank intermediariss have
been of a fiscal nature or part of general legislation e.g.
taxes on insurancz companizs, or ad hoc restraints usually on
hire-purchase credit, when import expenditure is rising too

rapidly.
Developmental Bias

So far we have considered three sets af reforms viz.,
the sterling exchange~standard system and multi-natianal cor-
porate borrowing; the co-ordination of public policy and the
integration of monetary structures; and the administration of
policy from the point of view of diagnosis, decision making,
implementation and scope of institutional action. Ail these
are integral elements of any policy simed at structurally trans-
forming the banking and credit industry. However, certain other
more directly developmental re-struciturings must occcux. AR
examination of the structure of commercial bank lending shows
that their lending policies have not been sensitive to Central
Banking pressures in terms aof the composition of loans. The
data in Table 10 shows the current composition of loans. The

most notable daevelapment hag been the expansion of personal loans

/which..



TABLE 10

Loans _and Advances

Public Sector

Financial Institutions
Personal and Professional
Agriculture

Building apd Construction

Industry

Distribution

Jamaica

19648

g.2
14.4
96.0
19.2
24.4
91.2

91.0

-—

$ Million

Guvana

1968

10.7
2.6
12.8
1.7
3.2

12.5(mainly
rice and
sugar pro-
cessing)

20,0

68a

Trinidad-
Tobago

1968

19.0
2.9
58.4
7.2
8.7
32,2

64.1

Source: Various Bank Repoxrts and Government
Statistical Publications
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which in Jamaica and Guyana accounts for between one-quarter

and one-fifth of total advances and in Trinidad-Tobago is about
30% of total advances. Multi-national enterprise {(mainly
industry) are almost as large as personal and professional

loans in Jamaica, and in Guyana. The distribution sector absorbs
almost as much as one-third of advances in all the terrvitories.
And, in marked chtfast; isans to the agricultuxal sector account

far less than 6% of totsl advances in the three countries.

This information makes it evident that some direct
impact on lending criteria apart from the usual Central Bank
exhortations is needed., There are a numbar of short-term
solutions which can, and indeed should be attempted. Tha first
of these is widening the range of securities 'eligibla' for
re~discounting by the Central Bank. Some of these securities
e.g. mortgages, industrial debentures etc., would coincide with
cther priovrities in the directly productive Tield. ODthers must
involve direct controls on incremental lending. One of these
referred to above, would be the limit on multi-national enter-
prise borrowing from the local market. Yet others would involve
the Central Banks in widening their capital bases by issuing
direct securities on themselves, as a prelude to direct banking
activities.

- Whatever the short-term strategy, it must be integrated

into a long-term strategy aimed at the national provision of

/thesa..
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these banking services., The state, cop-operatives, or other
forms of npational enterprise, should be directly developed with
sufficient incentives and subsidies to take the major share of
fixed deposit increases if eventually the banking structure is
to be brought substantially under national control. What is
needaed is a clearly conceived programme /of the sequence of
developments, lest a repetition of previcus uncgordinated, and
proliferating unit-purpose financial enterprise take place.

To make such a policy work, in the context of the heavy depen-
dence aof the economy on trade, and the further dependence of
this trade on bank fimance, it is necessary that the export-
import activity of the country be co-ordinated through the
establishment of appropriate national trading corporations.
This would also simultanecusly provide an efficient mechanism
for ensuring that beth foreign and domestic payments are
integrated and that activities such as export promotion, (s.g.
export credit guarantees) and the planned rational use‘uf
foreign-exchange resources take place. It might be useful to
add that the ca-crdination of the import-export trade through
such corpaorations is nat dependent an the natianalizétiﬁn of

{1)

domestic economic activity .
/5ome. .

(1)

I+ would of course ba consistent with such a poliecy if
it were developed.
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Some of the statements associated with the recent
establishment of the Guyana National Co~operative Bank(l)
seems to indicate that this problem may be recognized and that
a solution by way of the co-operative provision of bank credit
is being attempted. However, for success along these lines to
be significant, it is necessary to develop a more comprehensive
strategy, somewhat along the lines indicated here, rather than
simply confine activities to the establishment of a co-operativs
bank in the present unregulated banking situation. Moreover,
this bank is being asked o compete with firms that have
historically grown and taken advantags of their un-regulated
situation.

So far we have concentrated on the structural transforma-
tion of the banking and credit industry with reference to the
commercial banks. Similar attention needs to be directed to
the non-banking intermediaries, in particular the insurance
campanies, the mortgage houses and the institutions proﬁiding
instalment eredit. Again the long-term solution is the national
provision of these services(zz For it is only through a sub-
stitution of national prioritiss for the private global profit
considerations of multi-national enterprise, can we achieve

a transformation of function.
/Congantration, .

(l)Establishad on February 23, 1970

(2)F0r discussion of these problems consult M.A. Odle's "The
significance of naon-banking financial intermediaries in the
West Indies"., Mimea.
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Concentratien on banking and credit has aften led to
an important omission in the study of the monetary system in
the Caribbean. That is, the administration of the payments
mechanism. In typical Anglo/Saxon tradition, the operation
of the payments and clearing systems is linked in the same
set of institutions to the credit functions. As far as the
commercial banks are concerned, despite high charges, their
payments functions are not particularly profitable. Where
it is profitable is in the high charges it levies on foreign
transfers and indeed this may well be providing currently,
an importanit source of banking income. As a result of this,
no attempt has been made to cheapen, and spread the uses of
the credit transfer process and the payments mechanism.

Apart from the limited use of the checking account by psrsons
the banks have taken no initiative in tackling the problems

of an efficient payments system. As a result of their high
charges, {plus the inconvenience of the cheguing account and
the mailing costs). the payments mechanism is very inefficient
{as it reaches a limited part of the population) and high cost.
The proposal for dealing with this is to enforce a separation
between the credit function and the payments function and to
davelop the latter alseo aleng national linsga, in some sort

of postal-giro service which would seek to maximize the

gconomies of a centralized mass distribution service.

/The payments..
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The payments mechanism as it stands operates on what
has besen generally recognized as the most inafficient sequence,
debtor-creditor-bank flow; A giroc system would sesk to adopt
the more economical, debtor-bank-creditor flow. As it stands,
the commercial banks find that the administration of the pay-
ments mechanism is less profitable than either credit to local
enterprise or the transfer of foreign payments and as a result
there necessarily follows a conflict as to where new investment
funds and innovation should be directed, In this conflict,
private assessments of costs and benefits over-ride social con-

siderations,

Sterling Area Arrandements

An evaluation of aentral banking in the Caribbean would
be incomplete if it did not examina the existing Sterling Area
Arrangements which followed on the devaluation of November 1967.
In cur study of central banking practices in the three territories,
we observed that at the time of devaluation a system of compre-
hensive controls were imposed against sterling. The convertibility
provisions of the various banking laws werxe abrogated and the com-
mercial banks'“authorized dealer status" suspended. Sterling
became a "foreig;" currency, in terms of the various Exchange
Control Acts. Following on the devaluation, sterling remained
insecure in the world's foreign exchange markets and there was

the likelihood of more disruption if not a further devaluation.

/The sources..
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The sources of the disruption grew out of the dispro-
portionate relation between the United Kingdom's short-~term
averseas assets and liabilities. These liabilities, or ster-
ling balances, were distributed among non-resident sterling
area holders, privately held sterling balances and the official
sterling balances. Tha former holders have tended to hold
their balances subjected to the prevailing degree of con-
fidence in sterling and interest rate differentials in the
world's money markets. As a consequence they have tended to
fluctuate considerably. The private balances have increased
steadily in response to the growth of trade in sterling and the
balance of payments surpluses of the sterling area outside the
United Kingdowm. However, the official sterling balances,
whilst remaining more or less at the levels reached in the
early 1960's, have not besen responsive to the growth in the
official reserves of sterling arsa countries,

In order to deal with the situation of uneertainty in
which these balances were held after the devaluation, the
United Kingdom Government in September 1968 negotiated a
borrowing facility of $4,000 million with the Basle group of
Central Banks. Under this Agreement the United Kingdom is
permitted to draw on foreign currsncies, through the Bank fox
Internatlional Settlements, to finanes reduction in the sterling
balances (official and private) of overseas sterling area

couniries, below an agreed level. Drawings can be made during

/the first. *



the first three years of the agresment and any such drawings
will have to be repaid betwesn the 6th and 10th years. No
drgwings are permitted ta finance a balance of payments deficit.
As part of the package arrangement the United Kingdom
ensured, as a condition of continued membershin of the Sterlinag
ﬂ;ggsl)that the Authorities of the overseas sterling area
countries would hold speecifiec minimum proportions of their
reservas in sierling at all times during the life of ths Aarse-
ment. The proportions for the three countries under consideration
was fixed at BU%(ZE In turn the United Kingdom has guaranteesd
in terms of U.S5. dollars part of the sterling holdings of over-
seas countries. The guarantes applies to thét part of the various
country's official sterling reserves which exceeds, 10% of its
total reserves, and it provides for the United Kingdom to
restore the dollar equivalent of the value of these securities
in event of further devaluation. 1In tsrms of these Agreements
the countries af the Caribbean are commitied to remaiéing
members of the Sterling Area, at least until around 1973.
These arrangements have generally been described as a
means of stabilizing the position of sterling in the world's

/foreign..

(l)This condition was implicit. Indeed there were no explicit

reciprocal congessions made by the United Kingdom.
(Z)Fnr the Eastern Carilbbean Terpitaries it was ¥fixed at 97%.
Australia and Malaysia 40% and New Zealand 70%.
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foreign exchange markets, through providing canfidence (by way
af dollar value guarantees). This, it is argued, would lessen
the pressures developing amang the varicus starling holders to
diversify their portfolios., Indeed, in our study of Jamaica
we noticed the rapid incremental diversification of official
assets which occurred hetween November 1967 and Juns 1968.
Usually, it is not readily appreciated that the stability
these arrangements aim at is one of ensuring that the proportion
of sterling held to other forms of internmational liquidity does
not fall. This means that there must be absclute increases in
the sterling balances. In other words this is not a device to
facilitate the abandonment of sterling as an international re-
serve asset, bui one that is designed to serve as a prop to its
present position. The assumption being made therefore is that
the sterling crises of the 1960s are essentially transitory.
If this assumption is true, then one can expect that after this
phase is over the Caribbean countries will find that.there axe
no strong pressures to diversify foreign reserve holdings. The
risks of devaluation, or the blocking of overseas sterling
accounts, would have disappeared. If this assumption does not
hold true, then the United Kingdom will find that there will be
incressing pressurss on itsslf to provids guarantess, and othex
inducements, to ensure that the policy of high incremental
investments of the official foreign reserves of the Caribbaan

(0.8+) continues to provide an offset for any private
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disinvestments. At this stage it will become evident that the
Sterling Area Arrangements, although discussed in mainly
financial terms, are de facto part and parcel of a set of com-
prehensive agreements involving finance, trade (the commonwesalth
preferential system) capital and labour movements. At that
point it will also be clear that ths "inducementsa" which the
United Kingdom can command are considsrable, in the present
context.

An examination of the recent performances of the holders
of sterling balances will show that the sntire Caribbean area
is the fastest growing (indeed the only consistently growing)
holders of sterling balances. At the moment they are also of
vast disproportionate importance in the distribution of these
balances., In Table I1 the territorial distribution of the
Sterling Area holders of these balances are shown. As can be
seen from this table the only territories that have consistently
increasaed their sterling balances are the Caribbsan whe;e the
increase between 1962 and 1968 was equal to 68%. During the
same periocd the total balances increased by only about 10%.
A comparison of country size also reveals that the Caribbean is
a disproportionate holder of these balances,

The acsumulation of these balances shows how deeply
committed the Caribbean is already to the Sterling Area. The

recent arrangements reinforce this commitment. It has been

argued earlier, that exchange controls and a movement towards

/the-.
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TABLE 11 - UNITED KINGDOM Externsl Liabilities 8 Million
New Zeatand India . East
' Australia Pakistan Caribbean Central & uWest
. Yeax Total South Africe Cevlion Arga Afzica Middle East Far East . Othar
1562 12,657.6 2,467.2 859.2 796.8 2,011.,2 2,030.4 3,081.6 1,4311.2
1563 13,531.2 3,138.2 1,017.6 907.2 1,939.2 1,B83B.4 3,177.6 1,512.0
1964 13,843.2 3,239.2 859.2 892.8 2,102.4 1,905.8 3,120.0 1,704.0
1965 14,692.8 2,562.4 916.8 1,022.4 2,0480.0 2,396.8 3,508.8 2,025.6
1966 14,803.2 2,313.6 676.8 1,089.6 1,539.2 2,668.8 3,694.0 2,419.2
1967 14,313.6 2,208.0 552.0 1,132.8 1,636.8 2,687.6 3,393.6 2,692.8
1968 13,828.8 2,145.6 8950.4 1,334.4 1,74T7.2 1,972.8 3,427.2 2,251.2
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the abandonment of the sterling area is necessary for the
structural transformation of the financial industries of the
Caribbean. In the long run such an achievement depends in part
an the solution of the praoblem of the use of sterling as an
international reserve asset., The only feasible solution for
the territories of the Caribbean is one geared to phasing out
the use of sterling through soms form of funding arrangement
with the IMF.and not the ad hoc transitory arrangements they
are presently committed to. Such a solution alsc depends on
changes in the 'real! economy as well as the changes in fipancial
structure referrsed to shove. As steps towards achieving both,
it will be necessary for the region to seek forms of monetary
co-gperation to lessen the dependence on sterling and increase
the flexibility in both the size and the employment of
reserves, This would mean the development of facilitiss éum-
plementary to those already existing for trade and development
banking(12

Indeed, the growth of inter-regional trade will provide
its own pressures for regional monetary co-operation. The
risk is that the commercial banks will fiil the void thrpugh
unifying the territaories on the hasis of their de facta and

da jure dependence on the sterling exchange - standard system.

P~

/1t should..

(1)

For a discussian of some propaosals see T. Somersall, Mgnetary
Co-oneration and Ecanomic Intsaration in the Commonwealth
Caribbean ~ Papers presented at the Regional Conference on
Devaluation, ISER, University of the West Indies.
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It should alsc be nated that the present commitments to hald
such high propartions of foreién resgrves in sterling leaves
little room (2t the maximum 20%) for Caribbsan co-operation
in reserve holdings. QOut of this potential 20% for diversi-
fication purposes, there are the competing pressures ta hold
depnsits with intesrpational financial institutions as part of
their international obligations and with the United States
banks as counterpart funds for leans raised in the United
States money and capital markets.

The pressnt sterling area arrvangemants, which ensure
co~gperation in suppart of sterling as an international
reserve asset, are starkly counterpoised to the basic in-
teragsts af the Caribbean territories. The support of the
international asset funciion of sterling, serves in its
entirety the direct national interests of the United kingdom
and leaves the Caribhean over exposed to national decisions
made in ths United Kingdom. It ensures that the Caribbesan
territories will continus to lend an increasing amount aof
rescurces over which they have claim to the United Kingdom
whenever there is a balance of payments surplus and irrespective
af the net cost involved im running, the surplus. At the same
time it does not give to the Caribbean territories drawing
rights on the United Kingdom peserves, when they themselves are
in balance of paymants difficultias, In sum thersfoxe, the
present arrangements will perpetuate the "defensive” and purely
Wimitative" fsatures which characterize monetary policy in the

region.
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