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GLOSSARY OF M ONETARY |NSTRUMENTS

Rules-based instruments: Monetary instruments based on the regulatory power of the centra bank.
They indude:

Liquid asset ratio (LAR): Requirement for abank to hold minimum amounts of pecified
liquid assts, typicaly as a percentage of the bank’ sligbilities.

Reserve requirements (RR): Requirements for a bank to hold minimum balances with the
centra bank, typicaly as a percentage of its liabilities When averaging provisions are alowed,
banks can fulfill reserve requirements on the basis of average reserve holdings during the
maintenance period.

Standing facilities: Monetary instruments used at the initiative of banks and bearing a pre-
gpecified interest rate, alowing banks to borrow from the centra bank (refinance stlanding
fadlity) or deposit funds with the central bank (deposit standing facility).

Money market operations. Monetary instruments that are used at the discretion of the central bank
and bearing an interest rate linked to money market conditions. They am a influencing the underlying
demand and supply conditions for central bank money. They indlude:

Open market-type oper ations are market-based monetary operations based on auction
techniques that are regulated by the central bank. OM O-type operations involve:

(i) lending/borrowing againgt underlying assets as collaterd; (i) primary market issuance of
central bank securities or government securities for monetary policy purposes,; and

(ii1) accepting fixed-term deposits.

Open market operations (OMO) are market-based monetary operations conducted by the
central bank as a participant in the money market. They involve: (i) buying/selling assets outright
on the secondary market; and (i) buying/sdling assets under a repurchase agreement in the
repo market, or foreign exchange swaps.

Auction technigues. In their money market operations, central banks may use various auction
techniques. With volume tenders, banks bid only for volumes supplied by the central bank at a
preset interest rate. With interest rate tenders, banks bid for the amount and the rate; the
central bank charges the rates offered (multiple-rate auction) or the cutoff rate (uniform-rate
auction).

Fine-tuning operation: Anirregular money market operation executed mainly to ded with
unexpected liquidity fluctuations in the market.

! The instruments are ordered starting with those that can be used in shallow money markets, and ending
with those that need developed money market to be effective. Some of them (reserve requirements and
standing facilities) may be used at al stages of money market development.



EXECUTIVE SUMMARY

1. Central bankersaround theworld generally agree on the benefitsfor the economy
of market-based instrumentsfor the implementation of monetary policy. In particular,
following atrend initiated in the 1970s in industrid countries, most centra banks in developing
countries and emerging market economies have atempted to regulate overdl liquidity conditionsin
the economy through financid operations in the domestic money markets. The objective of the
centrd bank isto influence the underlying demand and supply conditions for central bank money.
The move was the pardld in the monetary area of the trend toward enhancing the role of price
ggndsin the economy in generd. It amed at improving domestic savings maohilization, and
strengthening their market alocation.

2. The process was not without difficultiesin countries which did not succeed in
developing their money markets. A survey of country experiences shows that failure to establish
aclear separation between money creation and government funding needs often limited the
effectiveness of money market operations, as did limited market participation and the lack of an
effective framework to decide on the timing and Sze of the central bank’s money market operations.

3. The experience of countries at different stages of money market development
shows that the timing and speed at which money market operations can bereied upon to
conduct monetary policy need to be tailored to each country’s particular circumstances. A
stylized sequencing can be mapped in a four-stage process.

Stage Zero refers to post-conflict countries. Financid reforms involve reestablishing key
functions in areas where a centra bank typically has responshilities.

Stage One in this process has to do with developing financid intermediation. Monetary
policy will rely on rules-based instruments, that is instruments based on the regulatory power of the
central bank, such as reserve requirements or deposit or refinance facilities available to the banks on
demand, under certain pre-set conditions.

Stage Two has to do with fostering interbank market development. Money market
operations can be introduced at this stage, but rules-based instruments will retain an important role.
Countries with limited market participation, for instance due to the smdl size of their economy, may
not go beyond Stage Two.

Stage Three has to do with the divergfication of markets. At the end of Stage Three,
liquidity management can fully rely on money market insruments.

4, The conclusions of the paper support the close integration of the work of the
Fund’s area departments (surveillance or use of resour ces) with the Fund’ stechnical
assistance in monetary policy design and implementation. Thisintegration is particularly
relevant for countries in trangtion to market- based frameworks for the implementation of monetary

policy.



. OVERVIEW

5. Following a trend initiated in industrial countriesin the 1970s (Box 1), central
banksin emerging market economies and developing countries, though frequently
continuing to act as banker to the government, have moved toward reliance on money
mar ket operationsfor the implementation of monetary policy (Table 1). At the sametime,
they have continued to rely on reserve requirements and, at times, liquid asset ratios which create a
captive demand for quaifying assets (typicaly government securities). This move was the
counterpart in the monetary areato the trend toward enhancing the role of price sgnasin the
economy. It hasinvolved reducing direct government intervention in the economy, improving the
cgpacity of financia inditutions to mobilize domestic savings, and strengthening the role of market
forcesin the dlocation of financid resources.

Box 1. The Conduct of Monetary Policy

To conduct monetary policy, acentral bank may choose to regulate money creation by commercial banks by
using administrative measures which set limits on the price (interest rate controls) or the quantity (credit
ceilings) of bank borrowing and lending operations. Alternatively, it may seek to exploit its monopoly in the
creation of base money (currency and commercial banks balances with the central bank that can be
converted in currency) to regulate overall liquidity conditionsin the economy by influencing the underlying
demand and supply conditions for central bank money. It does so by exchanging financial assets (domestic
assets or foreign exchange) for its own liabilities (transactions hereafter referred to as money market
operations), or requiring banks to maintain minimum balances with the central bank (reserve requirements).
All of these are aimed at influencing the balance sheet of the commercial banks, either directly (through
administrative measures) or indirectly, through the balance sheet of the central bank (money market
operations and reserve requirements). In addition, the latter allows the central bank to influence financial
markets conditions.

In the 1970s, industrial countries started moving from reliance on credit or interest rate controls toward
reliance on money market operationsin view of the increasing inefficiency of the former in a context where
financial markets had become more integrated both domestically and internationally. In addition, allowing
market forcesto distribute financial resources was associated with increased economic efficiency and growth.
While theinstruments used have varied on the basis of country circumstances, common trends can be
observed: (i) lesser recourse to open-ended/standing facilities which banks may use at their discretion to
place funds with, or borrow funds from the central bank under certain pre-established conditions; (ii)
increased use of market-based operations conducted at the discretion of the central bank to add or withdraw
liquidity from the system; and (iii) reduced reliance on reserve requirements. Concomitantly, governments
have ceased to rely on the central bank to finance their needs, and they have relied on the markets.

Table 1. Use of Monetary Insruments in a Sample of Countries
(in percent of number of countriesin the sample)

Developing Countries  Emerging Countries  Developed Countries

Credit and interest rate controls 4 2 0
Liquid asset ratio (LAR) 65 30 9
Reserve requirements 100 9 70
Open-ended/standing facilities 9% 96 100
Discretionary and market-based 9% 96 100




Sources: MFD, Information System for Instruments of Monetary Policy database. Data based on practices as
of end-2001 in central banks from 23 developing, 23 emerging, and 23 devel oped countries.

6.  TheFund hasencouraged the process and technical assistance was provided to
help countries make the transition. During the period 1999-2004, the Fund provided
assstance to strengthen monetary policy implementation to more than one hundred different
countries (Table 2). Assistance was provided through advisory missons headed by Fund staff with
the participation of experts from cooperating centra banks (33 mission per year on average); in
the form of visits by central bank experts supervised by Fund staff (87 visits per year on average),
and through workshops and training activities (7 per year on average), these actions amounted to
more than one hundred man-years over the Sx-year period. Some regions received a larger share
of the Fund assistance, including Africaand Europe. Assistance has continued at a steady pacein
Africaand Asia, but declined during the period in Europe, the Middle Eadt, and Centrd and Latin
America

Table 2. Technicd Assistance in Monetary Policy Implementation (1999-2004)

Number of Advisory Expert Workshops Man-

Countries Missions Assignments  and Training Year
Africa 25 43 184 5 33
Asia 21 23 148 1 23
Europe 1/ 26 76 81 11 24
Central & Latin America 17 19 61 10 13
Middle East 20 36 48 4 10
Tota 109 199 522 11 108

1/ Europe includes the Baltics, Russia and other countries from the former Soviet Union.

Source: Monetary and Financial Systems Department.

7. The experience of emerging market economies and developing countries has been
mixed. Smdler countries have found that alack of competition in financid markets has complicated
reliance on money market operations, a times forcing them to resort to mora suasion. In larger
countries, the process has been gradud and at times full of difficulties, which some of them have
been able to overcome, while others, despite lengthy periods of adjustment, still cannot fully rdy on
money market operations for liquidity management. The problems encountered can be traced to
weaknesses in the market infrastructure needed to ensure the effectiveness of money market
operations. The country experiences show that reliance on money market interventions for the
conduct of monetary policy has been most effective when the following initid conditions were met:
stable macroeconomic environment and sound fisca policies, sound and competitive financid
system and adequate supervisory framework, dong with a sufficient degree of inditutiona autonomy
and operationd capacity at the central bank. While money market operations can be introduced
before these conditions are not met, their effectivenessis mogt likely to be somewhat limited until
progress is made in mesting those initid conditions



8. The purpose of this study isto assess which guiding principles a central bank can
apply to design an action plan to develop strong operational frameworks for monetary
policy implementation. Given the variety of country circumstances, a“one-sze-fits-al” approach
would not be redigtic. To be successful, policymakers need to: (i) take stock of existing market
infragtructure conditions; (i) draw an action plan to address existing weaknesses; and (jii) adjust the
mix of monetary instruments as progress is made. The policy conclusions are relevant both to smdl
countries not able to develop diversfied financia markets because of alack of demand for financia
products, as well as those for which the challenge is to diminate the obstacles to market
development.

0. The study relies on the assessment of the experience of a dozen countriesor
groupings of countries. It includes smal countries with limited scope for developing diversfied
markets, some of which have been able to set up effective monetary policy frameworks, and larger
countries which, at some point, had not yet managed to establish a strong market infrastructure due
to wesknesses in policy implementation.? Section || summarizes the experiences embodied in the
case studies by grouping the market infrastructure conditions into three broad categories: (i)
macroeconomic conditions; (i) market participation; and (jii) central bank indtitutional and
operationa pogition. Section 11 discusses the implications for policy design and coordination.
Section IV discusses an agenda for action to strengthen monetary policy. Section V andyzesthe
implications for Fund operations.

Il. COUNTRY EXPERIENCES
A. Macroeconomic Conditions

10. Fiscal dominance has often hampered the effectiveness of money market

oper ations. In some countries (Box 2), alack of fisca discipline has undermined investor
confidence, making it difficult for a government securities market to emerge. Government borrowing
from the centra bank tends to be associated with excess liquidity and demand in the economy,
putting upward pressure on inflation and undermining the exchange rate. Fiscal dominance has dso
resulted in the inability of the central bank to generate sufficient resources to bear the costs
associated with undertaking money market operations when draining excess liquidity. Thismay have
been due to forced centra bank lending to the public sector at large or to priority sectors at below-
market rates: liquidity provided a low cost would have to be withdrawn at market rates, therefore
resulting in losses for the centrd bank. Failure to establish a government securities market may adso
complicate the conduct of monetary policy since government securities are typicaly used as
underlying assets for open market operations. This falure has aso delayed financial market

2 The country cases (Eastern Caribbean Currency Union, Democratic Republic of the Congo, Egypt,
Kyrgyz Republic, Malta, The Gambia, Tonga, Tunisia, Uganda, Ukraine, Vanuatu, and Zambia) are
presented in a Supplement.



development in generd as the government securities market usudly sets a benchmark for the money
and bond markets.

11. Failureto develop a gover nment securities market has prevented the
establishment of a clear separation between money creation and gover nment funding
needs, ther efore complicating the management of the balance sheet of the central bank. In
some cases, the government’ s reliance on centra bank credit, either to finance the budget deficit or
to support state-owned entities, has made it difficult for the central bank to retain control over the
size and composition of its balance sheet, in turn resulting in difficulties to influence effectivey overdl
liquidity conditions. In extreme circumstances of low financid intermediation, monetary policy may
not even be effective in containing the macroeconomic effects of temporary fisca imbaances. This
has happened in instances where, due to the absence of a functioning banking system, the centra
bank is unable to withdraw excess liquidity crested by fiscal imbal ances because of the absence of
counterparties to conduct monetary operations.

Box 2. Country Examples of Fiscal Dominance

In Ukraine, following the 1998 Russian financial crisis, the government relied heavily on borrowing from
the central bank to finance its deficit and to service public debt. Consequently, confidence in government
securities tended to evaporate, making financing through the market difficult, and confidence has been
slow to improve. In Tonga, most changes in monetary and exchange rate operations require approval of
the executive branch of government. At times, this hasresulted in direct central bank lending to the
government, in particular, to buy any unsold portion of the government securities offered at the primary
auction. The associated liquidity expansion contributed to excess liquidity in a context of limited
monetary policy instruments available for sterilization. Furthermore, the weak financial position of the
central bank prevented issuance of market instrumentsin sufficient amounts for sterilization purposes,
resulting in greater reliance on reserve requirements. Eventually, the central bank resorted to credit
ceilings. In the Democratic Republic of the Congo, the operating losses incurred by the central bank,
together with the low level of financial intermediation, imposed limits on the ability of the central bank to
undertake monetary operationsto sterilize excess liquidity. In order to prevent central bank losses
resulting in macroeconomic slippages, the monthly operating losses of the central bank are covered by
fiscal revenues, underlining the need for the right balance between monetary and fiscal policies, and
particularly government cash flow management and central bank liquidity management. In The Gambia,
the authorities use both treasury bills and central bank bills for monetary policy purposes. In the past, the
government has been willing to issue treasury bills for monetary policy purposes, with the proceeds
blocked in an account with the central bank. However, eventually the proceeds were used by the
government, and the central bank did not have the resourcesto issue its own billsin sufficient quantities
for monetary policy purposes.

12. Situations wher e the central bank needsto withdraw liquidity from the syssem in a
systematic and structural way® (hereafter referred to asstructural liquidity surplus) have
complicated monetary policy or interfered with itstransmission in countries with shallow

3 A structural liquidity surplus may build up due to capital or foreign aid inflows or export boomsin
commodity-producing countries, leading to an increase in international reserves.



markets (Box 3). In particular, when the volume of transactions in the markets is not
commensurate with the size of the centra bank’ s operations, liquidity absorbing money market
operations have led to overshooting and volatility of interest rates. At times, the inability of the
central bank to undertake effective monetary policy actionsto ded with excess liquidity has resulted
in excessve domestic lending or pressures on the exchange rate. More broadly, excess liquidity has
blunted the impact of changes in monetary policy on interest rates and bank lending, and liquidity-
absorbing monetary operations have had little impact on interest rates, credit conditions, or bank
lending.

Box 3. Country Examples of Structural Liquidity Surplus

In Uganda, large inflows of donor funds contributed to excess liquidity since the government would typically
sell those funds to the central bank, and spend the local currency. Inflows of donor funds also contributed to
pressures for an appreciation of the currency. In response, the central bank undertook large-scale sterilization
operations. However, these operations sometimes resulted in high interest rate volatility and high volatility in
bank reserves. The volatility in reserves has caused banks to seek alarger cushion above the required level of
reserves, which hasin general limited the impact of changesin the level of reserve requirements. In Zambia,
two factors have contributed to excess liquidity: (i) a punitive rediscount rate, which has induced banksto hold
more liquid funds to avoid having to borrow from the central bank, and (ii) alack of proper monetary
instruments for managing short-term liquidity. Vanuatu has suffered from excessliquidity dueto large
government payouts from retirement deposits that were not fully absorbed by issuance of central bank bills.
Banks may also have been reluctant to purchase sufficient volumes of central bank bills. However, prudent risk
management on the part of the banks has prevented an expansion of domestic credit and inflationary pressures.
In Tonga, excess liquidity built up in the system because of an expansion of the central bank credit to the
government and to the banks in support of their lending operations to public enterprises. Eventually the central
bank had to resort to bank-by-bank credit ceilings because of itsinability to support the financial cost
associated with indirect instruments for liquidity management.

B. Market Participation Limitations

13. A common featur e of the market structurein our sample of countriesisthe
dominant role played by commercial banksin the financial sector. Marketsin which financid
ingruments can be fredy traded are, for the most part, confined to government’ s securities markets
with limited activity on the secondary market. Therefore, monetary policy has il largdly relied on
adminigrative measures (reserve requirements and standing facilities). When money market
operations are used, amost exclusively they rely on auction techniques that are regulated by the
centra bank rather than on the procedures used by market participants when they ded with each
others.

14. Shallow interbank markets have limited the effectiveness of money market
operations by blocking or distorting a key aspect of the interest rate transmission channe.*
A number of factors have hindered interbank market development, including the wesk financid

* See Appendix | in the Supplement for a survey of the transmission channels.
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position of the participants, market ssgmentation, or chronic excess liquidity, Money market
operations are effective when the centra bank, while dealing with a selected number of banks, can
expect its liquidity providing or withdrawing operations to be disseminated to al financid inditutions.
Therefore, when the interbank market is shalow, liquidity impulses from the central bank are not
effectively transmitted (Box 4). In particular, banks that are cut off from the interbank market
because of actual or perceived weakness in their balance sheets are forced to turn to the central bank
to meet any temporary liquidity shortfalls. The presence of weak banks may interfere with the interest
rate and credit availability transmission channelsin other ways, in particular because such banks may
be tempted to react to an increase in interest rates (which, other things being equal, will dampen the
demand for credit) by lowering their credit sandards to be able to continue lending to grow their way
out of difficulty.

Box 4. Country Examples of Market Participation and Institutional Limitations

In Ukraine, the interbank market suffered from the weak financial position of some of the banks. The dormant
state of the interbank market substantially weakened the interest rate transmission channel. In Tunisia, turnover
on the interbank market has been low and volatile, mainly because banks have had easy accessto liquidity from
the central bank. Recently, the central bank has curtailed its readiness to systematically meet bank requests
under its standing facilitiesin an effort to promote interbank market development and pave the way for reliance
on open market operations. In Egypt, the high number of financial intermediaries was not sufficient to ensure
competitive outcomes for government securities auctions, due to the dominant position of four large public
banks. Furthermore, the secondary market for government securitiesis shallow dueto relatively high liquid asset
ratio requirement, which may be satisfied by the holding of government securities. In addition, the requirement
for secondary market transactions on government bonds to be executed through the Stock Exchange may have
prevented market development due to high transaction costs. In the case of Malta, the Treasury holds weekly
auctions of treasury bills, the vast majority of which are held by banks. However, due to the high excess liquidity
in the banking system, banks tend to hold the government securities until maturity. The turnover on the
secondary market istherefore very low, and most of the transactions are with the central bank, which functions
asamarket-maker. The development of the secondary market is also hindered by the fragmentation of the i ssues
and absence of dematerialization of the securities. In The Gambia the central bank law sets out several principal
objectives of the central bank, but there is no established priority among the objectives. In addition, the law does
not ensure the autonomy of the central bank since the Minister of Finance can overrideits policy decisions. In
addition, the law requires many of the monetary policy decisionsto be referred to the Minister for approval. Such
alack of autonomy has at times complicated liquidity management.

15. At times, central bank effortsto promote market activity have stymied longer term
mar ket development, for instance, when the central bank has acted as a market maker for
government securities. Furthermore, at times central bank operations aming a developing markets
have conflicted with operations aimed at achieving amonetary objective, creating a danger of
confusion about the central bank’s objectives® In other cases, measures to limit interbank market
rates volatility, for ingance through the readiness of the central bank to meet individua banks
liquidity needs, have prevented interbank market trading. On the other hand, such a market may not

® In the case of Malta, the operations of the central bank in the government securities markets may have
led to the perception that it attempted to manage interest rates across the yield curve.
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function if participants cannot rely on centra bank action to ensure adequate liquidity and steady
interest rates. Some countries have found it difficult to strike an appropriate balance in this regard.

16.  Establishing active secondary marketsfor government or central bank securities
has proved to be a difficult task. When such financid instruments have been introduced, most of
the time they were offered through an auction mechanism, ether for monetary policy purposes
(centra bank hills, and a times government securities) or to finance the budget deficit (government
securities). However, efficient secondary markets were dow in developing. (Box 4). Difficultiesin
developing such markets can be traced to rdiance on policy instruments which do not support
market development. For instance, in severa countries reliance on liquid asset ratios, whereby
financid inditutions are required to hold a certain percentage of therr liabilitiesin the form of
government securities, has hampered market development. Similarly, alack of commitment to
market-based funding of the budget’ s deficit and, therefore, continued reliance on captive sources
of funding or on centra bank credit has hindered market development, and weak public debt
management rategies have led to fragmented issuance of government securities which have
prevented the emergence of benchmark issues. Limited secondary market development can also be
traced to structura limitations. Narrow investor bases, due to limited financid sector diversfication,
has led to adominant role played by the banking sector. In some cases, alow level of confidencein
the public sector has dso prevented the development of an investor base. Technical factors have
aso condrained secondary markets devel opment, including high transaction costs, wesk systems
for the settlement of transactions, and the absence of alegd framework for repurchase transactions.

C. Ingtitutional Shortcomings

17. Despiteincreased emphasis given to central bank autonomy in recognition of its
benefitsin boosting credibility and monetary policy effectiveness, a number of countries
still exhibit significant weaknessesin thisregard. Severd of the case sudies illugtrate the
implications of week centrd bank inditutiona frameworks on the effectiveness of monetary policy in
generd, and money market operationsin particular. Most notably, de facto or de jure absence of a
single objective assgned to monetary policy has undermined the ability of the centrd bank to
maintain monetary stability in the event of a conflict between the objectives pursued (Box 4).

18. A sound ingtitutional framework isnot a sufficient condition for successin
conducting monetary policy. Although the law may define aclear primary objective for the centra
bank, lack of operationa autonomy may undermine policy effectiveness. Thisis even more o in
countries where macroeconomic weaknesses or shdlow financid markets limit the range of policy
insruments available to the centra bank. Nevertheless, even countries subject to some form of fiscal
dominance were able to overcome these difficulties by establishing gppropriate balance between
monetary and fiscal policy early on in the process of macroeconomic policy formulation, highlighting
the need that the fiscal and monetary authorities be committed to monetary stability.

19.  Weak liquidity forecasting framewor ks (Box 5) have complicated monetary policy
implementation in virtually all of the case studies. Limited progressin this areawas for the
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most part the consequence of a poor flow of information between the units within the central bank
responsible for financia operations (i.e., currency, reserve management and foreign exchange
operations, refinancing operations, operations with the government) and between the centra bank
and the Treasury. At times, wesk liquidity forecasting capacity has aso reflected a policy decison
to rely on adminigtrative measures for monetary policy implementation, allowing the centra bank to
adopt a passive atitude in conducting monetary policy, which does not require developing aliquidity
forecasting capacity. In turn, the absence of aliquidity forecasting capacity has delayed rdiance on
money market operations, or has created difficulties for reliance on such insruments.

Box 5. Liquidity Forecasting Frameworks

Liquidity forecasting enables the central bank to decide on how much liquidity to provide to or withdraw from
the market with the objective of smoothing undesirable fluctuations that could distort the implementation of
monetary policy and result in excessive market volatility. It involves the centralization of awide range of
information on financial transactions which affect the main items of the central bank’s balance sheet,
including the sources of base money creation which are not under the control of the central bank
(autonomous factors), and those which are under its direct control (policy position). The supply of bank
reserves can be derived as:

Supply of bank reserves = Net foreign assets
(changes) + Net position of the government
¥ Other items net Autonomous factors

- Currency in circulation
+ Lending to banks } Policy position

The autonomous factors are beyond the control of the central bank in the very short run or—more
generally—not related to monetary policy actions. When the central bank act as a banker to the government,
the ability of the government to prepare accurate cash-flow projections and share them with the central bank
isvital since variationsin the net position of the government often account for the most significant changes
in liquidity supply. In contrast, the “policy position” comprises central bank lending to banks through a
standing facility, and net lending through discretionary money market operations.

Source: IMF (2000).

20.  Weak domestic payment systems have also hinder ed efficient liquidity
management and have obstructed the development of money markets. Most notably, the
difficulties encountered by the banks in tracking their position at the central bank has encouraged
maintenance of large excess reserves to meet settlement contingencies, and it has discouraged
interbank trading. Therefore short-term rates have been dow to respond well to changesin liquidity
conditions resulting from the central bank’s monetary operations, and the central bank has
encountered difficulties in managing liquidity in the system. Also, the absence of efficient and cost
effective systems for transferring ownership of the securities traded in the secondary market, or the
fundsto pay for them has obstructed market development or repurchase transactions. In turn, the
lack of arepurchase framework has delayed the introduction of collateralized lending in the
interbank market, therefore helping back interbank trading, particularly when there has been limited
trust between participants.
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[11. IMPLICATIONSFOR PoLicy DESIGN AND COORDINATION

21.  Theweaknessesin the market infrastructurethat were discussed have under mined
the transmission channels of monetary policy. In particular, the asset price channdl islargdy
absent because there are no developed financid markets in which asset prices are formed efficiently.
The exchange rate channd may aso be nonexistent in countries with a fixed exchange rate, or wesk
in countries with floating, managed floating, or adjustable peg regimes due to the maintenance of
controls on capital and/or current account transactions.® Therefore, the availability of credit and the
interest rate channds are likely to be the most effective transmission channels of monetary palicy.
Furthermore, Since there are few sources of funding that could be an dternative to bank lending,
monetary policy will be trangmitted via the impact of central bank actions on the balance sheet of the
banking system.

A. Selecting a Monetary Framework: Pricesversus Quantities

22.  Theconduct of monetary policy through reliance on money market operationsis
based on the central bank monopoly to create money. The central bank can either set the
pricefor base money, or it can target the quantity it providesto the system. The lack of
devel oped markets, and therefore relidble price information, may force the central bank to rely on
quantities (monetary aggregates, credit, or components of the centra bank’ s balance sheet) as
indicators or intermediate targets for monetary policy.” Unlike financia prices, which for reasons
outlined above, may be distorted or discontinued, quantity variables can be more reliably measured
and monitored. Another drawback of interest rate targeting in shalow marketsis aso the historic
absence of market- determined interest rates, so that the linkage between the short-term rates and
monetary aggregates and inflation is not clearly understood. At the sametime, in the early stages of
financid reforms, decisons to modify offidd interest rates may remain paliticaly charged, even if the
law gives the centra bank full authority to adjust its policy rates, thereby causing rigidity in the
upward movement of the rates. In the context of such markets, quantities—for example, of base
money—rather than the interest rate may be used as an operating target for monetary policy. In
addition, where the technical capacity of the central bank islimited, the baance islikely to be tipped
further away from an anchor that relies on fine, well-informed judgments by policymakers and
toward relatively smpler, more rule-based frameworks. Therefore, smple money rules (such as
relatively mechanica money/credit growth targets) or smple exchange rate rules (such as afixed
exchange rate regime) may be the preferred option for anchoring monetary policy. In our sample,

® However, when the substitutability between domestic and foreign assets is high the exchange rate
channel may play arole due to a high response of the exchange rate to policy-induced changes in interest
rates. Thisis the case in dollarized economies.

" See Schaechter (2001) on interest rate versus base money as operating target.
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many countries have adopted a monetary aggregate as a nomind anchor, and a number, at least at
some point, an exchange rate anchor.

23.  Itisimportant to recognizethat smple frameworksmay not perform wel in
handling shocks, and may be sensitive to errorsin assumptions about the demand for
money. Despite the long-run relaionship between money growth and inflation, in the short-term, the
reliability of targeting credit aggregates or the monetary base to manage the centrd bank’ s balance
sheet depends on the stability of their relationship to the ultimate target of monetary palicy,
regardless of the Size or stage of development of the markets. Therefore, reliance on a monetary
program for the conduct of monetary palicy, in particular the implementation of a monetary
framework anchored on base money targeting should not be overly rigid, and it should be
accompanied by close monitoring of macroeconomic indicators to gauge the appropriateness of
correcting a deviation from the initid assumptions

24.  Themigration from smplerules-based monetary frameworks (such as pegged
exchangerateregimesor explicit monetary aggregate tar geting) to monetary frameworks
based on informed judgments on the part of the central bank (such as monetary regimes
based on the monitoring of a set of indicators, and inflation tar geting) becomes an option
when financial markets have matured, and the central bank has developed a research
capacity in monetary and economic analysis. In particular, in countries with shalow markets,
inflation targeting is generdly not an easy option, atractive though it may appear to be in terms of
providing greeter flexibility and dlowing greater focus on a broad range of economic developments
and relevant information. Indeed, while an explidt inflation target could help gabilize inflation
expectations, aframework centered on inflation itsdf may prove difficult to implement if someinitid
conditions are not met, including an inflation forecasting capacity and structura reforms to strengthen
the financid sector (Box 6).

B. Choice of Monetary Instruments

Mix of rules-based instruments and money market operations

25. In the actual implementation of monetary policy, it iscritical that the monetary
functions assigned to the various instruments be in accord with the market infrastructure
in place, and the ingtitutional capacity at the central bank. In generd, the mix of insruments
depends on progress achieved in financia reforms, on the depth and liquidity of the money market
(which inturn has to do with the soundness of banks). Therefore, the particular combination and
role of ingruments will depend on avariety of factors specific to countries’ individua circumstances.
In the early stages of market development, the centra bank can rely on liquidity requirements
(reserve requirement and liquid asset ratios) and standing facilities (herefter referred to asrules-
based ingtruments) to conduct monetary policy. Liquidity requirements can be useful ingruments to
absorb permanently liquidity from the market. Standing facilities, which alow banks to deposit funds
with, or borrow funds from the centrd bank at their discretion, can play a fine-tuning function.
However, the centra bank may need to place limits on the ability of individua banks to accessits
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refinance standing facilities so that it can maintain a sufficient degree of control of its balance shest.
Standing facilities and reserve requirements (when they are dlowed to be maintained on average
during the maintenance period), can dso play auseful buffer function (i.e, they facilitate the
operations of the payment systems) in the event of unexpected liquidity shocks, inefficenciesin the
redigtribution of reserves by way of the interbank market, or when the central bank’ s liquidity
forecadting capacity is weak.

Box 6. Initial Conditionsfor Inflation Targeting

Theinitial conditions for inflation targeting can be divided into four groups. First is a mandate to pursue
an inflation objective, accountability of the central bank in meeting this objective, sufficient autonomy to
set monetary instruments accordingly, and transparency in policy formulation and implementation.

Second, there is a heed to ensure that the inflation target will not be subordinated to other objectives:
monetary policy should not be dominated by fiscal priorities; the country’s external position should be
sufficiently stable to enable monetary policy to focus on achieving the inflation target. At the outset,
inflation should be low enough to ensure a reasonabl e degree of monetary control.

Third, the financial system should be developed and stable enough so that monetary policy is not
sidetracked by concerns about the health of financial institutions. Markets should be sufficiently well
developed to enable monetary policy to be implemented using market-based i nstruments.

Fourth, the central bank needs the proper policy toolsto influence inflation on the basis of areasonable
understanding of the links between the stance of policy and inflation. Exchange rate objectives must be
clearly subordinated to the inflation target, and foreign exchange market interventions or changesin
policy interest rates intended to influence the exchange rate should aim at smoothing temporary shocks
so that inflation objectives can be attained. Fiscal policy and public debt management activities should
be coordinated in support of the inflation target; this calls for aclear separation between money creation
and government funding needs.

Source: Carare and others (2002).

26.  Assoon asan interbank market isin place, and the central has developed a
liquidity forecasting capacity (although it may still be rudimentary), open market-type
operations can be introduced. A market for interbank funds makes possible ther redidtribution
between participants, therefore alowing the central bank to manage liquidity & the level of the
system as awhole, as opposed to managing each financid inditution’s liquidity position. A liquidity
forecasting capacity to anticipate changes in the main items of the centra bank balance sheet isaso
required so that the monetary authorities are in a position to take gppropriate action to offset any
change that would result either in an excessive levd of liquidity in the sysem, which may result in
excessive money creetion by the banks, or in a shortage of funds, which would obstruct the smooth
functioning of the payments system.

27.  The speed with which the central bank will be able to shift from rules-based
instrumentsto money market ones will depend on progress achieved in establishing an
interbank money market aswell as progressin strengthening the liquidity forecasting
framework at the central bank. In particular, an effective capacity to forecast liquidity
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developments in the system (that is, to forecast changesin the central bank’ s balance sheet) will
alow the centra bank to make informed decisions on the timing and size of its discretionary
monetary operations. In turn, better informed discretionary operations will effectively steer liquidity
in the sysem to its optimal level, and set up the technica conditions for a smooth functioning of the
market. Therefore, less concerned about the interest rate volatility that may arise due to forecasting
errors, the central bank will be more inclined to set awider interest spread between its deposit
ganding facility and its lending standing facility (hereafter referred to as the “corridor”) that would
otherwise be the case—a desirabl e feature to encourage interbank market trading. As evidenced by
country experiences, the central bank in some smal countries has succeeded in engineering a
process that has alowed effective rdiance on money market operations. Typicdly this has involved
reliance on discretionary money market operations conducted in the interbank market,
supplemented with reserve requirements that can be met on average over the period and standing
facilitiesto set acorridor for interbank market rates (Box 7).

Box 7. Successful Experiencesin Small Countries

In the case of Malta, the privatization of the banks and the entry of aforeign bank helped strengthen
competition in the interbank market, allowing the Central Bank of Maltato successfully manage overall
liquidity conditions through reliance on amix of rules-based and money market instruments. The set of
monetary instruments has included weekly auctions of central bank term deposits, standing facilities, and
areserve requirements system with averaging provisions. Privatization of the commercia banks has
increased the degree of competition, although interest rates have at times been sticky and slow to
respond to changesin policy rates. The experience of Vanuatu illustrates that despite the limited number
of banks (in this case four), the central bank was able to rely successfully on variable rate tendersfor
auctioning central bank bills. The auctions are held regularly, and participation was broadened by
allowing nonbanks to participate in the auctions.

28.  Thecentral bank needsto ensurethat the structure of its policy ratesis conducive
tointerbank trading. In particular, it needs to ensure that the interest ratesit gppliesto its various
indruments are internally consistent and that the spread between the interest rate is appliesto
liquidity providing operations and its liquidity absorbing operations is wide enough to provide
incentives for banks to ded with each other in the interbank market. The stylized structure of central
bank interest rates that is provided in Table 3 dlows for a combination of a refinance standing
facility and of a deposit standing facility which crestes room (or a corridor) for interbank market
participants to dea with each other rather than to trade funds with the central bank. In a Stuation
where thereis an adequate amount of liquidity in the system, a bank with a shortage of funds and
one with excess funds will have an incentive to trade first in the interbank market since having
recourse to the centra bank ether to deposit or to borrow funds would be less advantageous for
both banks.

Selection of money market instruments

29. Irrespective of theindicator or intermediate target that the central bank adopts, it
needsto rely on a market whereit can interact with banksat itsdiscretion to add liquidity
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to, or withdraw liquidity from the market. This market could be an interbank money market, a
repurchase market (for example, on government securities), a secondary market in government
securities or even aforeign exchange market. The extent of development, structure, and depth of
these markets will determine which money market ingruments are likely to perform better (open
market operations or open market-type operations), and the auction technique that may be used to
structure these operations (Box 8).

Table 3. Stylized Structure of Central Bank Interest Rates

Level Central Bank Interest Rates

Highest Penalty charged on overdrafts
Penalty charged on shortfalls on reserve
reguirements

Refinancing standing facility rate
Deposit standing facility rate

Lowest Remuneration of required bank reserve balances
Remuneration (if any) of excessreserve balances

Source: Bdifio and Sundararagjan (1997).

Box 8. Typology of Money Market Operations

Money market operations. Monetary instruments that are used at the discretion of the central bank and
bearing an interest rate linked to money market conditions. They aim at influencing the underlying demand
and supply conditions for central bank money. They include:

Open market type operations, which are market-based monetary operations based on auction techniques
that are regulated by the central bank. OM O-type operationsinvolve: (i) lending/borrowing against
underlying assets as collateral; (ii) primary market issuance of central bank securities or government
securities for monetary policy purposes; and (iii) accepting fixed term-deposits.

Open market operations (OMO), which are market-based monetary operations conducted by the central
bank as a participant in the money market. They involve: (i) buying/selling assets outright on the
secondary market; and (ii) buying/selling assets in the repo market, or foreign exchange swaps.

Auction techniques. In their money market operations central banks may use various auction techniques. With
volume tenders, banks bid only for volumes supplied by the central bank at a pre-set interest rate. With
interest rate tenders, banks bid for the amount and the rate; the central bank charges the rates offered
(multiple-rate auction) or the cutoff rate (uniform-rate auction).

Fine-tuning operation: Anirregular OMO executed to deal with unexpected liquidity shocks.

Source: See Laurens (1997).

30. Some small countries may not be ableto fully rely on open market operations. They
may not have a critica massthat is needed to dlow adiversfication of markets and financid
inditutions, or the ability to develop the market infrastructure, induding functioning money markets,
that is needed to support regular open market operations that are conducted by the central bank as
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participant in regular markets. Open market-type operations can help introduce market-like
processes a a stage when markets are not yet well developed. To be effective these operations
need to be carefully structured. Generdly, the central bank can use various auction techniques,
including interest rate or volume tenders. When markets are not developed or are prone to collusion
or to monopoalistic behavior, volume tenders may be preferable, and they help make monetary
policy intentions (as regards interest rates) explicit and stabilize market expectations, an important
congderation in shalow markets.

3L The sdection of collateral accepted by the central bank when it providesliquidity
should takeinto account the composition of the banks' portfolios. Government securities are
considered the preferred assets used by the centra bank to conduct liquidity-providing monetary
operations because they usually offer the lowest credit risk and often the most actively traded
securities in the market. However, in a context of limited market development and limited
diversfication of financia instruments, commercid banks may be short of such assets, and limiting
the list of acceptable collatera to these assets could undermine the operationd efficiency of
monetary policy. Therefore, the central bank may need to broaden the list of accepted collateral to
nonnegotiable assets and bank claims on the private sector. At the sametime, it will be criticd to
ensure that the eigibility criteriafor those assets provide adequate protection to the centra bank
from incurring lossssin its monetary policy operations®

1V. AGENDA FOR ACTIONS TO ENHANCE M ONETARY PoLICcY EFFECTIVENESS

32.  Theobjective of thissection isto discuss broad guidelinesthat can be followed to
addressthe obstacles to reliance on money market instruments. Thereview of country
experiences confirms that there is not a single way to proceed with reforms. It dso dlows identifying
broad guidelines that may be rdevant for dl countries, and useful to policymakers when designing an
agenda for action to enhance monetary policy effectiveness. For countries with a potentia for
market divergfication, the objectiveisto fully depend on open market operations for the liquidity
management function of monetary policy. For countries which cannot expect to establish diversified
finendd markets, the objective isto reach a stage where they can rely on a combination of open
market-type operations and rules-based ingruments, with the latter il playing an important rolein

the liquidity management.
A. Curtailing Fiscal Dominance

33.  Thechancesfor a successful reliance on money market oper ations ar e dependent
on the establishment of a sound financial relationship between the central bank and the
gover nment. For countries that have had a history of fiscal dominance, the main chalenges facing
the trangition to reliance on money market operations has to do with curtailing the ability of the

8 See Appendix |1 in the Supplement for the ECB and Banque de France experiences.
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government to rely on the direct credit of the central bank.® As evidenced by country experiences
outlined in the Supplement, in countries with shalow markets the central bank has continued to act
as banker to the government. This has frequently involved the provison of direct credit from the
centra bank to finance the budget deficit. In a number of countries, the inability of the centra bank
to control its balance sheet was due to excessive reliance of the government on the credit of the
centra bank, leading to injections of liquidity in the syssem which the centra bank could not absorb
through money market operations due to the limited development of markets. In such cases, the
central bank’s only way out was to resort to administrative measures or mord suasion to limit the
adverse effects of these operations on its balance sheet.™® Therefore, until the government is able to
fund its operations in the market, the coordination of monetary and fiscd policy should rely on a
joint exercise between the central bank and the tressury amed a setting a binding limit on the ability
of the government to obtain funds from the central bank.

34. Participation in a monetary union, particularly for small countries, can help foster
fiscal discipline and the coor dination of monetary and fiscal policy in several ways™ Firg,
asfor any monetary union, fiscd virtueis critical to mitigate the risk of an undesirable policy mix
between member countries' decentralized fisca policies and the union’s centralized monetary
gance. Therefore, monetary unions lead naturdly to arrangements that foster fiscd discipline and
policy coordination, such asfiscal convergence benchmarks. Second, in the case of smal countries,
the centra bank is the agency most likely to be in aposition of strength in terms of the human and
technica resources to develop an indtitutiona capacity that can be used to advise member countries
fiscal authorities, or to develop and monitor the fiscal convergence benchmarks, therefore facilitating
the coordination of fiscd and monetary policy. However, amonetary union does not guarantee the
achievement of a sustainable fisca policy. Key to its successis the existence of enforcement
mechanisms to ensure the effectiveness of the framework (Box 9).*2

® Fiscal dominance aso includes central bank’s provision of subsidized funds to priority sectors;
conducting foreign exchange transactions at nonmarket clearing levels. Such activities should be
discontinued in the early stage of financial reforms.

19 In the Democratic Republic of the Congo, the central bank resorted to a rationing of currency; in
Tonga, it resorted to bank-by-bank credit ceilings and moral suasion.

1 Participation in a monetary union entails losing monetary policy independence and the exchange rate as
a mechanism to adjust to shocks. However, that loss may not be significant for small open economies if
the degrees of freedom for an independent monetary policy were restricted due to the relevance of the
exchange rate. Thus, the benefits that participation may bring in fostering fiscal discipline may be more
important (Fasano, 2003).

12 Analysis of the cost and benefits of a monetary union needs to take into account factors outside the
scope of this paper, including patterns of trade, correlations of economic growth, and political and
institutional considerations.
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Box 9. Fostering Fiscal Disciplinein the Eastern Caribbean Currency Union

In the case of the Eastern Caribbean Currency Union (ECCU), the central bank was instrumental in

hel ping the governments to institutionalize aframework to coordinate monetary and fiscal policy.
Furthermore, in 1995 the Eastern Caribbean Central Bank (ECCB) set up a mechanism allowing
governments to draw on dedicated resources at the ECCB to be used in alast-resort case and to help deal
with natural disasters. Against the background of deterioration in budgetary positions and uncertain
economic prospects for an ECCU member, the ECCB has designed a set of policy rulesin the form of
fiscal benchmarks to ensure the long-term sustainability, along the lines to those instituted in the context
of the monetary unionsin Europe and in West and Central Africa. However, the effectiveness of the
benchmarks will not be ensured until they are made binding and enforcement mechanisms, by the ECCB
or the national authorities, arein place to ensure compliance.

35. M ar ket-based funding of the gover nment, however, does not necessarily eliminate
the potential for fiscal dominance.™ In particular, large sales of government securities to finance
the fiscal deficit may lead to raisng interest rates, which in turn may result in pressure to reduce the
volume of securitiesissued and instead to monetize the fiscd deficit. To overcome these difficulties,
governments should indtitute programs of fiscal control. Reductionsin deficit levels would not only
ease drains between the monetary and fisca authorities, but would aso reduce the need for the
central bank to monetize the fiscal deficit, and thereby enhance the chances for successful monetary
policy. In addition, in the early stages of development of a government securities market, it may not
be feasble to completey diminate direct centra bank credit to the government. Maintenance of an
overdraft facility may be warranted until the government has gained sufficient confidence in the
running of a public debt program, and the market has reached an adequate degree of maturity. Such
an overdraft facility should, however, be properly designed: it should be remunerated a a market
rate, and limits should be established to ensure that it operates as a“ safety valve’ rather than asa
permanent source of funding. During this intermediate period, it will be desirable to maintain close
communication between the monetary and fiscal authorities early on in the process of policy
formulation aswell asforma channds for balanced coordination, including appropriate safeguards
to ensure that fiscal policy does not dominate the conduct of monetary policy. Baanced
coordination between monetary and fisca policies can be improved by the setting up of
coordination committees which provide a means for members to learn about each other’ s objectives
and operating procedures, dong with help in building consensus on how macro policies should be
conducted in a market-friendly manner. Such channds for communication are likely to be necessary
until such atime when fiscal policy is responsive to market discipline.™

36. Finally, in day-to-day policy implementation, gover nment cash management and
central bank liquidity management should be closdaly integrated. Indeed, in the early stages of

13 See Sundararajan, Dattels, and Blommestein (1997), and IMF and World Bank (2001) for a survey of
best practices regarding market-based public debt management frameworks.

14 See Laurens and de la Piedra (1998).
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development of a market-based dtrategy for funding the fiscal deficit, markets may be thin, with few
maturities, mostly concentrated at the short end. This congrains the ability for fiscal and monetary
policy to operate in different areas of the market (the central bank typicaly interacting with the
short-end of the market, and the fiscal authorities railsing funds on the long-end), and so the
coordination of debt management and monetary operationsis crucid. Therefore, government cash
management needs to be closdy coordinated with the central bank liquidity management exercise™
When markets are deep and liquid, a separation of the two activities can be envisaged.™®

B. Dealing with Structural Liquidity Surplus

37.  Reliance on money market instrumentsin shallow financial marketsisfacilitated
when the central bank conductsthe bulk of its market operationsin theform of liquidity
providing oper ations."” In such instances, even when the central bank’s money market operations
are not yet fully effective, the scope for colluson or overshooting is reduced since the banking
system needs to borrow from the central bank. Therefore, in the short-term, the centra bank can
achieve a particular liquidity objective and till control the interest rate at which it lends to the
system, for ingtance by using a volume tender. However, when the central bank needs to withdraw
liquidity from the system through a market based instruments, it may not be able to achieve its
quantitative objective at a pre-set interest rate, as would be the case if the centra bank wasto use a
volume auction, because the banks have multiple choices of asset alocation. The centrad bank
would need to rely on interest rate auctions to ensure that it would withdraw the desired amount of
liquidity from the system, thus facing the risk that auction interest rates, and thereafter market rates,
may overshoot.

38.  Thecentral bank can rely on rules-based instrumentsin the early stages of market
development to for ce banksto borrow from the central bank."® This can be achieved through
reliance on reserve requirements to create a liquidity shortage in the system.® However, reserve
requirements need to be designed in away which limits the potentia for market distortions; in
particular, the required reservesin the form of deposits with the centra bank should be remunerated
at arate that isin line with market rates, particularly if the retio is high. In the early stages of
interbank market development, the central bank may aso alow banksto satisfy the reserve

15 See Appendix 111 in the Supplement for a review of liquidity management and forecasting.

16 For a discussion see Laurens and de la Piedra (1998).

171t is agreed that a liquidity surplus does not hamper monetary policy transmission in deep markets.
18 See Appendix IV in the Supplement for a review of experiences in this regard.

19 In using reserve requirements for liquidity management purposes it is, however, advisable to avoid

frequent changes in the level of the ratio in view of the disruptive effects this may have, particularly in
shallow markets or when there is unevenness of the distribution of excess reserves among banks.
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requirements by the holding of securitiesissued by the central bank.® By creating a captive market
for such securities (which would be issued to mop up excess liquidity), the measure would facilitate
the introduction of auctions for the sde of the securities, therefore fostering market development
(Box 10).

Box 10. Measuresto Limit the Distortionary Effects of Rules-Based I nstruments

Weak market infrastructure can obstruct the use of money market instrumentsin various ways. The
creation of cartels or collusion due to alimited number of participants may prevent markets from reflecting
the true equilibrium conditions that would otherwise be observed in a market with wider participation. In
addition, moral suasion exercised on public banks may weaken competition and undermine market-
determination of interest rates. Also, large-scal e sterilization operations in response to capital inflowsin a
context of shallow markets may put upward pressure on market interest rates, in turn increasing the
incentivesto further capital inflows.

To limit the distortionary effects of rules-based instruments, the central bank needsto ensure that its
burden on the banking system, as well as the effects on the allocation of resources, is minimized.
Therefore, required reserves should be remunerated, particularly if the reserve ratio is high, and the
remuneration should be at arate which isin line with market rates and consistent with the other central
bank policy rates (see Table 3). A reserve requirements system that could be satisfied, at |east partly, by
the holding of securitiesissued by the central bank for monetary policy purposes would be a superior
aternative to areserve requirement to be satisfied only by the holding of deposits with the central bank.
Indeed, such a mechanism, while creating a captive market for the securities, would help support the use
of money market instruments to conduct of monetary policy asit would foster market development.

39.  Whichever framework isadopted, it isimportant to recognize that the costs
associated with sterilization operations, which reflect the cost of conducting monetary
policy in this particular macr oeconomic context, are ultimately a fiscal problem. The centra
bank can use avariety of operating procedures to borrow funds from the market. In some cases,
the government dlows the central bank to issue government securities and the proceeds from the
sdles are blocked in an account at the central bank. In this case, the cost of mopping up liquidity is
directly borne by the government. The central bank may also issue its own securities or accept
deposits from the bank; in both cases, related costs are born by the central bank. However, those
costs may exceed the profitability of the centra bank and may even lead to large losses for the
centra bank. In such cases, it isimportant that arrangements are in place to ensure that the losses
of the central bank are passed on to the government in atimely manner. Thisis crucid to avoid the
potentia for profitability consideration to take precedence over monetary policy considerations, as
would be the case if the centrd bank wasto limit its Serilization operationsto preserve its
profitability. Various arrangements may be implemented to ensure that terilization costs exceeding
the profitability of the centrd bank are reflected in the fiscal accounts, including issuance of

20 As evidenced by the country experiences presented in Appendix 111 in the Supplement, other
rules-based measures may be used, such as mandatory deposits with the central bank, or switching
government deposits from the commercial banks to the central bank.
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government securities for monetary policy purposes, compensation from the budget to the centra
bank if serilization cogts are borne by the centra bank, or by ensuring that the losses incurred by
the centra bank are compensated by afisca surplus, leading to a baanced consolidated budget of
the central bank and of the government.*

C. Establishing Efficient Money Markets

40.  Anefficient interbank market where banks can trade short-term instrumentsis a
prerequisite for reliance on money market instruments. Thefirst issue to be consdered isthe
number of market participants needed to ensure market efficiency. While there is no firm evidence
on what is the minimum number of participating banks to ensure competition in the market, the
experience gathered in the case studies suggests that interbank markets with four or five participants
can be efficient provided none of them dominates the market.” Indeed, more than the number of
participants, what matters most to promote competition isto ensure that participants are
discouraged from setting prices above the prevailing rates. The reason for this note of caution is that
in perfectly competitive markets, if they did so, other participants could enter the market quickly and
find it profitable. In this context, measures to increase the effectiveness of the interbank market
involve removing barriers to entry. Privatizing state-owned banks can dso help diminate market
Ssegmentation, and opening access to foreign banks can help upgrade banking skills. In the case of
small countries that share economic interests, participation in a currency union can help reach the
critica dzethat is needed for markets to emerge.

41.  Thedevelopment of theinterbank market may also beinhibited by the reluctance
of banksto deal with each other, because of credit risk, or because of reluctanceto reveal
commercial intereststo each other. A way to address these obstaclesin the short runisto
develop the use of collatera (such as government securities), or to organize clearing of interbank
transactions on the books of the central bank (provided appropriate arrangements are in place to
cover counterparty risk) in order to ensure that settlements will be honored when interbank loans
mature.>® More fundamentally, concerns about the financial soundness of interbank market
participants cdl for actions to strengthen their financia pogtion. In particular, banks must restructure
their balance sheets by deding with problem loans, diversfying their portfolios, and assessing risks
more effectively.”*

2L While such a framework is a second best solution, it can serve until a stronger one is set up.

22 These findings for small countries are corroborated by a recent study by the Group of Ten (2001) on
the consequences of financial sector consolidation in large countries.

23 See al'so BIS (1996) and Appendix 1V in the Supplement.

24 See Hoelscher (2003) for a discussion on the effect on monetary policy of weak banking systems.
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D. Strengthening Financial Market Infrastructure

42.  Toenhance monetary policy transparency and accountability, price stability should
be the main objective of monetary policy. To perform this function efficiently requires setting
up an indtitutionaized, transparent mechanism for resolving divergences between monetary and fisca
policies, induding placing explicit and binding limits on the amount of credit that the central bank can
grant to the government; ensuring that the central bank has the means to manage the leve of liquidity
in the banking system; and protecting the central bank from undertaking quasi-fisca activities that
may erode its autonomy.

43.  Central bank autonomy and transparency is being increasingly recognized, not only
as an aspect of good gover nance, but asa meansfor promoting the credibility which is
needed to formulate and implement monetary policy.” Greater transparency is an incentive for
the monetary authorities to bring about a greater degree of rigor in the formulation of strategies and
the choice of ingruments. Trangparency and the timely flow of information are dso crucid for the
development, stability, and soundness of the financid system. It dso helps promote efficient
markets. Information made available about trading interest and prices at which market participants
are willing to transact is centra to price discovery. Such information may include trading volumes
and prices. Disclosure of the centra bank’ s liquidity forecasts can aso help the banking sector form
expectations on the overdl liquidity Stuation. This can fadilitate financid inditutions' liquidity
management and contribute to sabilizing liquidity conditions, thus market stability and
development.?’

44.  An efficient financial sector infrastructureisvital to the smooth transmission of
monetary policy actions.”® The payment systems and the accounting and auditing systems are an
essentia part of that infrastructure. They ensure that transactions are settled in atimely and reliable
manner and that such transactions are recorded appropriately and accurately. An efficient payment
system facilitates the smooth operations of markets while an efficient accounting and auditing sysem
iscrucid for providing credible and timely information that allows markets to make sound decisions.
More specificaly, regarding monetary policy implementation, wesk payment sysems or central
bank accounting frameworks can greatly complicate the implementation of aliquidity management

% See IMF (1998).

ZDesirable transparency practices are set out in the IMF's Code of Good Practices on Transparency in
Monetary and Financial Policies.

27 See IMF and World Bank (2001) for details.

28 Effective coordination between the financial supervisor and the monetary authorities is critical to
underpin market devel opment.
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and forecasting framework and, ultimately, jeopardize the centra bank’ s ability to contral its
bal ance shest.

V. SEQUENCING OF REFORMS

45. A four-stage process can be identified to sequence the reformsthat are needed to
support the introduction of money market operations (Figure 1). Whilethereisnot asngle
way to proceed, following such a sequence can help country authorities plan and execute the reform
process, consolidate progress towards market development, aswell as to undertake periodic
assessments of progress made before making anew policy move. Stage zero concerns post-
conflict countries. At this stage, thereis no scope for monetary policy but only for currency
management. Stage one involves developing the role of banksin financid intermediation. Stage
two— to foster the development of interbank operations. The third stage—to develop financid
markets and ingruments so that the money market is wdll integrated with the other segments of the
financid markets, including the secondary market for government securities and the foreign
exchange market. At the end of stage three, monetary policy can rely fuly on money market
operations.

46. In post-conflict cases with no functioning monetary authority, financial reforms
involve a graduated approach in reestablishing key functionsin areaswhere a central
bank typically has responsibilities. Early on, strategic choices need to be made regarding the
exchange rate regime. In the absence of banks, an emergency payment system needs to be
edtablished, and work initiated on key financid legidation such as the central bank law and the
banking law. Early on, a commonly accepted lega tender needs to be adopted to replace
competing loca community monies. Once key financid legidation is gpproved and prudentia
regulations drafted, commercid banks can be licensed, and the emergency payment system can
replaced by a payment system through the banking system  supervised by the centra bank. In post-
conflict cases where a centra bank and commercia banks still exist, there may be aneed to review
financid legidation to bring it in line with internationa best practices. Reserve requirements may be
in place, but may have limited effectiveness when deposits in the banks are limited, and most
transactions are settled in cash. In such circumstances, monetary policy is confined to currency
managemen.
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47. Financial reforms should then aim first at enhancing therole of banksin financial
intermediation (Financial Intermediation Development Sage), so that a credit function can
grow. A common feature of countriesin the initid stage of market development has to do with the
shdlowness of financia intermediation. Incentives for banks to collect deposits may be low due to
easy access to centra bank credit (for instance, under preferential centra bank refinance schemesto
support priority sectors), or injection of liquidity in the system due to direct central bank credit to the
government. On the asset Sde, the development of credit activity is hampered by structurd factors
such as the difficulty of assessing the credit risk of debtors due to the lack of rdigble financid
documentation and the weak lega framework. Wesknesses in the functioning of the judicid system
may aso be asource of uncertainty, in particular regarding the use of collatera. All of these
deficiencies need to be addressed for financia intermediation to expand.

48. Developing therole of commercial banksin the payments systems can help
develop the credit function. Intheinitid sages of financia intermediation, depositsin commercid
banks are mostly demand deposits maintained for transaction purposes. Therefore, the devel opment
of the credit function in loca currency needs to be preceded by the development of an efficient
payments and settlement infrastructure to encourage individuas and corporations to use the banking
system to settle transactions. Once the banks have developed a broad deposits base, they can
expand their lending operations. Until the credit function of the banks has developed, thereis limited
scope for money market operations to be effective. Furthermore, the centra bank is most likely to
provide a broad range of banking services to the government. Therefore, monetary stability will be
contingent upon the establishment of a separation between money crestion and government funding.

49. Countrieswith shallow markets are either at the end of stage one, or have alr eady
entered stage two. The challenge for them isto design areform program to enter into stage
three. At the end of stage one, countries are expected to have in place rules-based monetary
insruments and basic money market instruments (most likely open market-type operations). In
practice, it will be difficult to draw a clear-cut dividing line between stage two and stage three, and
the adjustments to the central bank’ s operating procedures will involve a change in the weight that is
given to the various indruments. Asillugtrated in Table 4, the centra bank will have to assessthe role
it wants to assign to its monetary insruments with regard to the various monetary functions they may
fulfill. Thiswill involve ahigh degree of judgment on the part of the centrd bank, and setting
objectives can facilitate the planning and execution of reforms, as well as periodic assessments of
progress made before making a new policy adjusment.
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Table 4. Functions of Monetary Instruments at Stage Two and Three

Stage Two: Interbank Market

Stage Three: Financial Market

Development Stage Diversification Stage 1/
Reserve
Standing Money Market Requirements Standing Money Market
Facilities Operations (RR) Facilities Operations
Liquidity Lending OMO-type Useful to Continuetoplay =~ Money market
management through operations are createa animportant role  operations (OMO
function refinance introduced. liquidity (i) if finetuning and OMO-type
standing facility Volumetenders shortageinthe operationsare operations) are the
may be used for liquidity market. not used actively, main instrument for
within a quota providing and (ii) at theend  managing liquidity
topreventloss  operations of the
of monetary amount to maintenance
control auctioning a period of RR (if
refinancing RR are still used)
guota.
Signaling Changesin If volume Changesin Changesin Volume tenders
function interest rates tendersare ratio signal a interest rates rate, or minimum
serve to signal used, the changein signal durable rateininterest rate
monetary policy interest rate monetary policy stance tenders can be
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monetary policy market operations
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used to cover not designedto  averaging ared- time gross
end-of-day play abuffer provisions settlement
clearing function apply and RR system.
imbalances are high. Refinance facility

can be used to
cover end-of-day
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1/ Countries at the end of stage three may choose to maintain reserve requirements for the buffer function.
Alternatively, they may choose to rely exclusively on fine tuning money market operations.

50.  Oncebanks credit function has expanded, interbank trading can grow (I nterbank
Market Devel opment Stage). At this stage the centra bank isin a position to start conducting
monetary policy by managing the overdl liquidity conditionsin the sysem. Monetary policy can
therefore be anchored on the central bank’ s balance sheet. Asindicated earlier, given the lack of
developed markets and reliable price information, the centra bank will need to rely on quantities
(monetary aggregates, credit, or components of the central bank’ s balance sheet) as indicators or
intermediate targets for monetary policy. Asthe interbank market deepens, the central bank can
gradudly shift the baance of instruments from rules-based instruments to money market operations.
In presence of a banking system that needs to borrow from the central bank, auctions of central
bank refinancing can be a subgtitute to the bank- by-bank refinancing quotas that may have beenin
place prior to the emergence of an interbank market. The auctioning of central bank refinancing will
amount to the auctioning of the bank-by-bank refinancing quota.

51.  Thecentral bank can rely on reserverequirementsto force banksto borrow from
the central bank. In such circumstances, reserve requirements play a criticd role in the liquidity
management function. Subsequently, the centrd bank can rely on liquidity providing money market
operations. Alternatively, the central bank can use reserve requirements to reduce its borrowing
needs from the banks (rather than diminating it dl together) to levels which are be commensurate
with market turnover.

52.  Thecentral bank’sconcernsregarding the level of interest rates should not,
however, lead to its continuous presence on the interbank market. Rather, interbank market
rates should be alowed to fluctuate within a corridor that would result from the interest rate spread
between a deposit ganding facility and a refinance standing facility. The width of the corridor should
dlow interbank market rates to fluctuate. Furthermore, it will provide an incentive for banks to dedl
with each other in the interbank market rather than with the centra bank. Failing such incentives, it is
unlikdly thet an active market will emerge.

53.  Theemergence of an active interbank market is a necessary condition for a
divergfication of financial marketsand instruments, but it is not a sufficient one. Indeed,
small countries may not be able to go beyond the Interbank Market Development Stage.
Still, the centra bank will be adle influence liquidity in the system through monetary operationsto
change the size or composition of its balance sheet, using a combination of rules-based instruments
(reserve requirements and standing fecilities), and money market instruments (OMO-type
operations) involving auctions of collateraized central bank lending; primary market issuance of
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central bank debt certificates or government securities for monetary policy purposes; or auctions of
fixed term-deposits (Box 11).%

Box 11. Monetary Instrumentsfor Small Countries

Reserve requirements

Reserve requirements can be maintained on average over the period. Assets eligible can include
deposits with the central bank and, in incipient interbank markets, central bank securitiesissued to
withdraw excessliquidity. To limit the distortionary effect, particularly if theratio is high, deposits with
the central bank can be remunerated at rates in line with market rates, and the central bank securities
eligibleto satisfy the requirement issued through an auction.

Standing facilities

Combining adeposit and arefinancing of standing facilitiesto form acorridor for interbank market rates
can both help stabilize the market and provide room for market devel opment.

Money market operations

Auctions of central bank credit (when the central bank needsto lend to the system) or of central bank
bills (when the central bank needs to borrow from the system). The central bank can use volume
tenders, but needs to ensure that the interest rate it appliesis positivein real terms.

54. The choice between reliance on gover nment securities ver sus central bank debt
certificate for the conduct of monetary policy ismuch a matter of country circumstances,
induding whether there is dready a government securities market, whether the government’s
credibility is sufficiently well established to alow the development of a government securities market,
and how well developed are the working relationships between the government and the centrd
bank. In cases where both financid indruments are in place, it isimportant that the Ministry of
Finance and the centrd bank do not compete on the same part of the yield curve. Centra banks
typicaly focus on the front part of the curve, whereas governments tend to borrow in the longer-
term.

55. When the financial markets become diver sified (Financial Markets
Diversification Stage or the third stage), the central bank can rely on market pricesasthe
operating target for monetary policy. At this stage, quantitative variables are likely to become
less reliable guides for monetary policy because of increased sophigtication of markets and, more
broadly, areduced role of the banking system in financid intermediation. Conversdly, price
information from markets can be expected to have become rdiable. Therefore, the centra bank will

29 A summary of the paper findings and concludions for small countries is presented in an Appendix.
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need to rely on interest rates as the operating target of monetary policy. Quantitative variables can
however be retained as information variables.

56. In diversified markets, the central bank hasalso awider range of optionsto
choose from to structur e its money market operations. In addition to the money market
insruments that can be used during the interbank market devel opment stage, the centra bank can
rely on open market operations, that is, operations conducted by the central bank as a participant in
the money market, including sales or purchases of securities outright on the secondary market
(typicaly government securities); sales or purchases of securities under a repurchase agreement in
the repo market; or even foreign exchange swaps which involve a smultaneous spot and forward
transaction in domegtic currency againg aforeign currency. OMO dlow the central bank to have
both bank and nonbank counterparties, which can have meritsin terms of boogting liquidity.

57. However, the central bank may choose to retain some degr ee of reliance on rules-
based instruments. Exclusve reliance on OMOs, in particular fine-tuning operations to ded with
unexpected liquidity shocks, reduces the need for shock absorbers such as reserve requirements or
ganding fadilities Implementing such a framework involves conducting frequent OMOs, typically
with areduced number of counterparties, and for rdaively smdl amounts. However, reserve
requirements and standing facilities can retain an important role in the context of an operating
framework whereby OMOs are less frequent (for instance weekly), are conducted for large
amounts, and with alarge number of market participants.® In such aframework, rules-based
instruments fulfill arole of a safety vale for liquidity imbalances at individud financia ingtitutions

VI. IMPLICATIONSFOR FUND OPERATIONS

58.  Themixed resultswith the introduction of money market instrumentsfor the
conduct of monetary policy can be traced to insufficient attention given to structural and
ingtitutional circumstances of countries. Therefore, the delivery of technica assstance by the
Fund in those areas needs to be mindful of the policy environment, and country authorities need also
to appreciate that technica adjustments are not likely to compensate for the weaknessesin the
supporting environment. In this context, the following observations can be made:

Early oninthe process of strengthening monetary policy conduct, emphasis needs to be
placed on the ability of the centra bank to contral its balance shedt.

%0 Reliance on less frequent OMOs allows the central bank to accept a wide range of assets taken as
collateral.

31 See Blenck, Hasko, Hilton and Masaki (2000) for a presentation of alternative monetary policy
framework in this regard.
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In shalow markets, one hasto be redlistic about what monetary policy can ddliver inan
environment of fiscd dominance. The ability of monetary policy actions to compensate for an
undesirable path for fiscal policy may be limited.

One has adso to be redigtic with regard to the set of ingtruments the centra bank will be able
to develop. In particular, some countries will not be in a position to devel op effective open market
operations. However, provided that the central bank has a reasonably good command of its balance
shedt, it will be able to achieve its objectives through the use of smple but robust money market
ingtruments operated in the interbank market.

The daboration of an action plan to strengthen monetary policy implementation should be
preceded by an assessment of the macroeconomic, market infrastructure and indtitutiond initia
conditions.

Mapping the actions to strengthen the policy environment and the centra bank’s monetary
policy procedures following the four-stage process that is proposed in the paper will help the
authorities plan and execute the reform process, aswell as undertake periodic assessments of
progress made before making a new policy move.

59.  Asthe preceding sections have made clear, while thereisnot a single way to
proceed with reforms, one needsto factor in the structural and institutional circumstances
early on in process of the Fund’s policy discussions with member countries. In particular,
any policy advice regarding the choice of anomina anchor or of aset of policy instruments needs to
take into account, not only macroeconomic considerations, but also the market infrastructure in
place, aswdll asthe centra bank’s capacity to effectively implement a particular monetary
framework. For ingtance, a move to afloating exchange reate regime may be desirable in view of
greater trade and financia integration of the economy, and the unpredictable implications of
structura changes on the equilibrium exchange rate. However, implementation of a flexible exchange
rate regime in the bsence of aliquid interbank foreign exchange market could lead to excessve
exchange rate volatility. In turn, thismay lead to a“fear of floating” syndrome on the part of the
centrd bank and, ultimately, a policy reversal.

60.  Theconclusions of the paper support the closeintegration of the work of the
Fund’s area departments oper ations (surveillance or use of resour ces) with the Fund’s
technical assistance oper ations. The benefits of integrating area departments work and technical
assistance in monetary and foreign exchange issues, is particularly relevant when structurd and
ingtitutional aspects have a bearing on the choice of a monetary framework and operating
procedures at the central bank, a case in point for countries with shallow markets. The vehicles thet
have been used to integrate Fund’ s operations have differed based on the stage of development of
markets. For countriesin the interbank market development and financia markets diversfication
stages, the Financial Sector Assessment Program (FSAP), in particular, has provided avauable
platform for an in-depth assessment of a country’s structural and indtitutiona circumstances that
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have a bearing on the effectiveness of monetary policy frameworks and instruments. For countriesin
the post-conflict or initid stage of financid intermediation devel opment, the overlgpping in the fidd
of Fund surveillance or use of resources missons on the one hand, and Fund technica assistance
operations, on the other hand, has proved to be an effective vehicle (Box 12).

Box 12. Synergies Between Fund Operations. Selected Country Experiences

Use of Fund resources and technical assstance: Democr atic Republic of the Congo

Technical assistance (TA) to the central bank started in the context of the Staff-Monitored Program
covering the period June 2001-March 2002, and of the subsequent PRGF. Close coordination of TA by
the Monetary and Financial Systems Department (MFD) with the work of the African Department (AFR)
was achieved by participation of MFD staff in AFR missions aswell asjoint missionsin the field at the
time of the negotiation for the PRGF and itsfirst and third reviews. TA work in central bank accounting,
monetary programming, and monetary instruments provided inputs for the design of the PRGF, including
an action plan to strengthen the operational capacity at the central bank.

Surveillance and technical assistance: Tunisia

The FSAP mission to Tunisia found that the banking sector had been strengthened but was not yet on a
sound footing. However, the system appeared unlikely to suffer from ageneralized crisis since there was
limited exposure to foreign currency risk dueto limited capital mobility. In addition, macroeconomic risks
were limited in view of the conservative and consistent macroeconomic policies. Regarding monetary
policy implementation, the FSAP mission found that the central bank had devel oped a comprehensive set
of indirect policy instruments, and that effortsin the most recent period had aimed at stimulating the
development of the money market. However, the implementation of monetary policy continued to be
guided by credit policy considerations (the collateral eligible at the central bank’s refinance operations
was limited to banks' credits granted to priority sector). Despite the extensive modernization of the
government securities market, shortcomings in the primary market were still present, and the secondary
market was shallow. In this context, the FSAP mission recommended freeing monetary policy from credit
policy considerations to enhance the development of the money market and the devel opment of a modern
credit culture. Greater reliance on government securities for monetary policy, in acontext of arenovated
government securities market, would allow full reliance on open market operations. Subsequently, policy
advice was provided in the context of the Article IV consultation on a strategy to liberalize the capital
account and devel op amonetary framework to support a move to exchange rate flexibility.

61.  Goingforward, the next stepsinvolve developing a menu of optionsfor the
implementation of monetary policy that takesinto account the underlying impedimentsto
mar ket development, induding high leve of partid dollarization, the smdl sze of the country, the
inability of the government to fund its operations on market-terms, structurd excess liquidity, wesk
implementation capacity at the central bank, or weak banking systems. Such follow up work will be
based on the conceptua framework developed in the current paper for structuring monetary advice
to countries positioned at the different stages of market development, with aview to strengthening
their money markets. It will draw on the experience of countries that have successfully shifted to
money market indruments as well as countries dill in trangtion, and it will involve adidogue and
outreach will member countries.
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Monetary Policy | mplementation in Small Countries

62.  Some small countries have been able to develop effective market-based

oper ational frameworksfor the conduct of monetary policy. Countries that succeeded had
typicaly achieved sgnificant progress in establishing a srong market infrastructure, athough the
money market may have been restricted to awd| functioning interbank market and et times, athin
government securities market. Countries that did not succeed in establishing competitive markets
have at times been forced to resort to moral suasion, or even reverted to direct controls.

63. Following the four -stage stylized process proposed in the paper, countries with
limited market participation, in particular dueto the small size of their economy, may not
go beyond Stage Two, that isthe “Interbank Market Development Stage.” For countriesto
be able to reach such a stage of market development, they need to have developed an efficient
payments and settlement infrastructure to encourage individuas and corporations to use the banking
system to settle transactions. Once the banks have developed a broad deposit base, they can
expand their lending operations. They aso need to have made sgnificant progressin establishing a
sound and competitive banking system <o that an interbank market can emerge. The experience
gathered in the case studies suggests that interbank markets with four or five participants can be
effident provided none of them dominates the market.

64. Emergence of a functioning interbank market allowsthe central bank to start
conducting monetary oper ations with a view to manage overall liquidity conditionsin the
system. Henceforth, monetary policy can be anchored on the central bank’ s balance sheet, and the
shift from rules-based instruments to money market operations can be initiated, with aview to
influence liquidity in the system through monetary operations to change the sze or compaosition of
the centra bank’ s balance sheet. It needs to be emphasized that such operating such a framework
requires the development of aliquidity forecasting capacity at the centra bank.

65. A possible mix of rules-based instruments and money market operationsfor such
countrieswould involved reliance on money market oper ations conducted in the interbank
market, supplemented with reserverequirementsthat can be met on average over the
period and standing facilitiesto set a corridor for interbank market rates, asfollows:

Reserve requirements. They may be maintained on average over the period. Assets
digible may include deposits with the centra bank and, in incipient interbank markets, central bank
securities issued to withdraw excess liquidity. To limit the digtortionary effect, particularly if the ratio
is high, deposits with the centra bank can be remunerated at rates in line with market rates, and the
central bank securities digible to satisfy the requirement issued through an auction.

Standing facilities. Combining a deposit and a refinancing of ganding facilitiesto form a
corridor for interbank market rates can both help stabilize the market and provide room for market
development. Rdiance on standing facilitiesis particularly useful to absorb temporary liquidity
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shocks, in a context where the market infrastructure may not be in place to dlow the central bank to
undertake fine tuning money market operations.

Money market operations. Auctions of central bank credit (when the central bank needs
to lend to the system) or of central bank bills (when the central bank needs to borrow from the
system). The centra bank can use volume tenders, but needs to ensure that the interest rate it
gopliesis pogtivein red terms.

66. Participation in a monetary union can help establish reliance on money mar ket
operationsfor the conduct of monetary policy. Participation in amonetary union entails losing
monetary policy independence and the exchange rate as a mechanism to adjust to shocks.

However, that loss may not be significant for smal open economiesif the degrees of freedom for an
independent monetary policy were rediricted due to the relevance of the exchange rate. Thus, the
bendfits that participation may bring in fostering fiscd discipline, such as through the implementation
of fiscal convergence benchmarks, may be more important. Also, in the case of small countries, the
centra bank is the agency most likely to be in aposition of strength in terms of the human and
technical resourcesto develop an inditutiona capacity that can be used to advise member countries
fiscd authorities, or to develop and monitor the fiscal convergence benchmarks, therefore facilitating
the coordination of fisca and monetary policy. Findly, participation in amonetary union can
facilitate money market development. In particular, it may help reach the criticad sze that is needed
for markets to emerge.
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