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OVERVIEW

1 This supplement describes the experience of a dozen countries or groupings of
countries with the introduction and use of money market operations for the conduct of
monetary palicy. It includes smdl 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, a some point, were dill in the process of establishing a strong market
infragtructure to address weaknessesin policy implementation.

2. The countries or grouping of countries are from Africa (Democratic Republic of the
Congo, The Gambia, Uganda, and Zambia), Asa (Tongaand Vanuatu), the Western
Hemisphere (Eastern Caribbean Currency Union), the Middle East (Egypt and Tunisia), and
Europe (Kyrgyz Republic, Mdta and Ukraine). They were selected in view of the relevance
of their experience to the subject matter of the study, and because information was available
from technical assistance reports of the Monetary and Financid Systems Department (MFD),
reports from the Financial Sector Assessment Program (FSAP), and other publications and
papers such as Occasiona Papers and Staff Reports.

3. The review of the country experiencesis based on an analysis of developments during
periods of time that may differ from one country to another. It ams at depicting the current
datus of monetary ingruments in the various countries, although in some ingtances, further
progress may have been achieved between the completion of the study and its publication. In
addition, the paper uses a uniform terminology with regard to monetary instruments, which
may not dways match the one adopted by countries. The following terminology is used:

Rules-based instruments. Instruments based on the regulatory power of the central
bank. They include: (i) liquid asst retio, a requirement for a bank to hold minimum
amounts of specified liquid assets, typicaly as a percentage of itsliabilities

(i) reserve requirements, a requirements for a bank to hold minimum balances with
the centrd bank, typicaly as a percentage of its liabilities; and (iii) standing facilities,
which are monetary instruments used a the initiative of banks and bearing a pre-
specified interest rate, alowing banks to borrow from (refinance fadility) or deposit
funds with the central bank (deposit fadility).

Money market operations. Instruments that are used a the discretion of the central
bank and bearing an interest rate linked to money market conditions. They include:
(1) open market-type operations, which are monetary operations based on auction
techniques that are regulated by the centra bank. They involve lending/borrowing
againg underlying assets as collaterd; primary market issuance of central bank
Securities or government securities for monetary policy purposes; and accepting
fixed-term deposits; and (i) open market operations, which are monetary operations
conducted by the central bank as a participant in the money market. They involve
buying/sdlling assets outright on the secondary market; and buying/sdlling assets
under arepurchase agreement in the repo market, or foreign exchange swaps.



|. EASTERN CARIBBEAN CURRENCY UNION!
A. Path Toward Regional M onetary Integration

4, The successful road toward monetary integration among Eastern Caribbean
Countries comprised different relevant stages. During the times of the British colonid
territories in the area, notes issued by foreign commercid financid indtitutions circulated

aong with coins from the United Kingdom. Between 1910 and 1920, three different Boards
of Commissioners of Currency started issuing currency in Trinidad and Tobago, Barbados
and British Guyana. The latter led, in 1946, to a unified decimd currency system based on
the West Indian dollar and, in 1950, to the British Caribbean Currency Board (BCCB) which
had the prerogative to issue notes and coins at an exchange parity of 4.8 West Indian dollars
to one pound gterling.

5. After Trinidad, Tobago, and British Guyana exited the board (in 1962 and 1965,
respectively), the BCCB was replaced by the Eastern Caribbean Currency Authority (ECCA)
in 1965, thereby replacing the West Indian dollar with the Eastern Caribbean dollar at the
same parity.? Following the pound sterling devaluation of 1967 and Barbados' departure
from the ECCA in 1972—to establish its own central bank—the ECCA headquarters was
moved to . Kitts. Concomitantly, the foreign exchange coverage, origindly st at

70 percent, was reduced to 60 percent in 1975. The next year, the ECCA shifted the link of
the Eastern Caribbean dollar from the pound to the U.S. dollar and assumed amore
ambitious and expangve role by becoming a cosignatory for establishing, in 1973, the
Multilateral Clearing Fecility in the Caribbean Community and Common Market
(CARICOM) replacing the exigting bilaterd clearing agreemen.

6. The Eastern Caribbean Central Bank (ECCB) replaced the Eastern Caribbean
Currency Authority in 1983. The move followed the launch of the Organization of Eastern
Caribbean States (OECS) with the Treaty of Basseterre in 1981 that inditutiondized politica
and economic cooperation among the Caribbean territories.® The Eastern Caribbean dollar,
the common currency shared by OECS countries, was pegged to the British pound at

! Prepared by Rodolfo Maino (Senior Economist, MFD), based on Eastern Caribbean
Currency Union—Selected Issues (SM/03/16), and “ The Eastern Caribbean Currency
Union,” IMF Occasional Paper 195 (July 2000). The study covers developments up to
end 2003.

2 The ECCA included the Leaward Idands and the Windward 19ands with the exception of
Grenadawhich findly joined in November 1968 after origindly establishing apolitical union
with Trinidad and Tobago.

3 The six member countries and two territories of the ECCB are Antigua and Barbuda,
Dominica, Grenada, . Kittsand Nevis, St. Lucia, and . Vincent and the Grenadines. With
the exception of Anguillathey are al members of CARICOM.



EC$4.80=£1 from 1950 to 1976 and since then to the U.S. dollar at the market cross-rate of
EC$2.70=US$1. The recent experience of the peg system shows an undtered parity of the
exchange rate, and afully sdf-supported convertibility where member countries have pooled
al thar foreign reserves.

B. Monetary Policy Environment
Ingtitutional framework

7. The quasi-currency board induces ability through a strong foreign exchange
position that backs the currency issued. The backing ratio is detailed as externa assets net of
commercid bank foreign currency deposits with the ECCB, divided by demand liabilities—
which implies, in practice, alimit on domestic assets of 40 percent of Eastern Caribbean
dollar-denominated demand ligbilities. However, the minimum leve of pooled reserves can
be no lower than 60 percent of its demand liabilities which conssts of reserve money—bank
reserves and currency. During the last decade, the backing ratio has evolved from

82.1 percent in 1990 to 97.1 in 2003 (Figure 1).

Figure 1. ECCB: Backing Ratio (1990-2003)
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8. Participating governments maintain accounts with the central bank through which
transactions are effected with other governments and with regiona and internationa
organizations. Member countries have unrestricted access to the common reserve pool and
the ECCB can only issue the common currency againgt foreign exchange—with bank notes
coded according to the country to which they are issued. Given the currency issued by each
member, the ECCB, in its capacity of fiscal agent, can dlocate profits to the member
governments accordingly and impute reserves for each of them as the sum of currency in



circulation and its net dlams on the government and the commercid banks in each of the
member countries.

0. The ECCB was established by the Eastern Caribbean Central Bank Agreement Act
of 1983 which defines the power and scope of the ECCB. The Uniform Banking Act of 1993
gpecifies the operationa framework for financid inditutions.

10. The Articles of Agreement alow the ECCB to provide credit to member countries
to assst them with seasond credit needs (temporary advances) and to service the members
“goecia deposit” loans—reserve requirements that reached EC$30.8 million at the end

of 1998. In addition, the ECCB provides credit in the form of holdings of treasury bills,
holdings of government securities and holdings of corporate bonds, with maturities not
exceeding 91 days, 15 years, and 10 years, respectively.

11. The Monetary Council and the Board of Directors congtitute the two separate
bodiesin charge of governing the ECCB. The former, which is the most important decision-
making authority of the ECCB, congsts of one representative for each member state with the
chairmanship rotating every year. The Monetary Council meets at least three times ayear to
set the main guidelines of monetary policy. The ten members of the Board of Directors,
including the Governor, Chairman, and the Deputy Governor appointed by the Monetary
Council, and one Director chosen by each member, meet fivetimesayear. The Board isin
charge of administering the Bank and taking care of internationa economic relations.

12. Asin other currency board experiences, the central bank authorities acknowledge
that the main device for the centrd bank to achieve price stahility is to uphold the credibility
of the fixed exchange rate regime. In this regard, the bank is adso responsible for the
regulation of money and credit, the strengthening of credit and exchange conditions, and a
robust financid structure aming at regiond growth and economic development. In thisvein,
member countries were able to smooth differences (risk-pooling) in the timing of inflows

into the reserve pool arisng from the different composition of member countries exports. In
addition, they are able to achieve economies of scalein centrd bank operations by smoothing
out overhead costs.

13. The ECCB’s monetary operations are guided by amonetary program which
involves setting up explicit operationd ceilings through the dlocation of aglobd limit to
members in proportion of each government’ s share of total regiond recurrent revenue.
Although this limit has not been dearly defined, it is generdly caculated in terms of the
monthly average of the monetary liabilities of the previous year and the actud credit
available isthe amount of the dlocation net of al outstanding balances and arrears.

Fostering fiscal discipline

14. In order to foster the fiscal prudence and policy coordination that is needed in the
context of participation in amonetary union pegged to another currency, the ECCB has
designed a set of specific policy rulesto this effect. Firgt, the ECCB is hdping the
governments to inditutiondize financid programming as atool for fisca management.



Second, in 1995, the ECCB created a two-tranche fiscal reserve facility with the first tranche
funded with portions of the profits that the ECCB didtributes annualy and that government
deposits, at ther discretion, in facility accounts at the central bank. These resources,
however, are freely accessed by governments. The use of the second tranche of this fadility
has to be approved by the Monetary Council, as these resources have been conceived as
savings to be used only in alast-resort case and/or to help deal with naturd disasters.

15. In addition, againgt the background of a deterioration in budgetary positions and
uncertain economic prospects for Eastern Caribbean Currency Union (ECCU) members, the
ECCB has designed a set of policy guiddinesin the form of fiscal benchmarks to ensure
long-term sugtainability, along the lines of those indituted in the context of the monetary
unionsin Europe and in West and Centrd Africa, including such factors as: a government
current account surplus of 4-6 percent of GDP, an overdl government budget deficit of no
more than 3 percent of GDP, tota centra government debt outstanding of no more than

60 percent of GDP; and debt service payments of no more than 15 percent of current
revenue. However, to be fully effective this framework would need to be binding on member
states, and the ECCB or the nationd authorities should have enforcement mechanismsto
ensure compliance. Indeed, recently several members of the ECCU have been confronted
with seriousfiscd crises.

Monetary policy instruments and issues

16. The ECCB Articles of Agreement ingtruct the central bank to extend, discretiondly,
credit to any participating member under pecific conditions. The sum of the maximum
amounts that the centra bank could lend, including outstanding balances on the “ specid
deposit loans’ typically exceeds the 40 percent globd limit on domestic assets. The ECCB
Articles d 0 authorize the ECCB to use discount and rediscount rates, as well as differentia
rates and ceilings for various classes of transactions (Box 1). The Monetary Council, the
governing body of the ECCB in charge of reviewing regularly the operations of monetary
ingruments, is aso alowed to determine priority areas for credit distribution in cooperation
with member governments and to establish a schedule of reserve requirements—induding
margind required reserves—depending on the type of deposit.

17. In addition to reserve requirements, the ECCB conducts conventional monetary
policy through standing facilities. In thisregard, the ECCB is dlowed to employ discount
and rediscount rates, establish differential rates and ceilings for various dasses of
transactions, determine priority areas for credit distribution in cooperation with member
governments, and establish a schedule of reserve requirements (including margind required
reserves) varying on the type of deposit.
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18. Banksinterest rates are unregulated. However, aminimum savings deposit rate was
established in January 1985 in order to encourage small savers* At the same time, the ECCB
started to remunerate banker’s U.S. dollar deposits at internationaly competitive rates with
the am of encouraging commercid banks to invest foreign currency in the area In addition,
and in order to discourage deposit outflows, the ECCB alows bankers deposits to be
exchanged at the officid exchange rate.

Box 1. ECCB: Monetary Palicy Instruments

Reservereguirements

Since inception, areserve requirement of 6 percent has been maintained on all deposits. Before March 1994,
commercial banks were instructed to maintain 6 percent—based on the four preceding weeks—of average
deposits, for four consecutive weeks. Neverthel ess, the ECCB adopted thereon weekly maintenance periods
and started to base required reserves on average weekly deposits. Although reserves at commercial banks are
not remunerated, excess reserves are. All reserves are held in EC dollars.

Standing facilities
Rediscount window: Since inception in 1988, it works as an incentive for banks to invest in government
securities.

Discount rate: Last altered in October 2001, thisrate isintended to influence banks' lending rates and thereby
economic activity. Nevertheless, the discount rate is not being used by banks becauseit is higher than the
rediscount rate for treasury bills.

19. Although the ECCB enjoys emergency powersto intervene in the event of a
systemic problem, there is no lender- of-last-resort facility (LOLR) at the ECCB. With a
majority share of foreign-owned banks and given the low exposure to international systemic
crises undermining the system arising from external shocks, the need to enact aLOLR
facility has not been a priority, and there isno explicit system of deposit insurance.

20. Before March 1994, commercid banks were obliged to hold for four consecutive
weeks 6 percent of average of dl deposits for the four preceding weeks. After that date, the
ECCB ingtrumented weekly maintenance periods by calculating required reserves on average
weekly depodts. Although credit ceilings were never used, the ECCB right after its

inception, encouraged banks to invest foreign currency within the region by remunerating
them at internationally competitive interest rates. Moreover, in order to discourage capita
outflows, the ECCB alows deposits to be exchanged upon demand at the officid cross-rate.

21 An officid interbank market was created in 1986—Iater reconfigured in
October 2001 to alow borrowers and lenders to interact directly without the involvement of
the ECCB—to enhance the recycling of liquidity between banks, the lending rates are fixed

* The minimum savings deposit rate was set a 4 percent and lowered to 3 percent in
September 2002.
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at 5.25 percent.’ Thereis aso an over-the-counter interbank market, with transactions taking
place & rates higher than the officia interbank rate, on the basis of the lender’ s assessment of
credit risk. There are no securitization requirementsin this segment of the interbank market.
The authorities are looking for an integration of both segments of the market.

22. The rediscount window for treasury bills established in 1988 under the exigting
country limitsinduces trading of government securities, thereby supporting this secondary
market. Taking into account its commitment to a high foreign exchange backing ratio, the
bank discounts the bills obtained under the existing credit lines to members and uses the
window to build up its portfolio of domestic treasury hills. The discount rate isa policy rate
that has become somewhat meaningless today. Although it has origindly been designed to
influence bank lending rates and economic activity, the discount rate usudly conveying an
announcement effect, has been infrequently changed and it is not tailored as an effective
monetary ingrument. Consequently, given the Monetary Council’s decision to st the
discount rate at a higher leve than the rediscount rate for treasury bills, banks are not usudly
interested in this use of the discount window.

C. Structural Factorsand Financial Market Infrastructure

23. The financid system of the Eastern Caribbean states has been dominated by
commercid banks (Table 1). From the approximately 43 banksin existence at June 2002,

9 are domestic with 23 percent share of assets, 30 are foreign-owned and 4 are
government-controlled accounting for the remaining 17 percent. Seven foreign-owned banks,
with headquarters in Canada, Trinidad and Tobago, France and the United Kingdom
accounted for more than 50 percent of the assets of banks and other deposit taking
inditutions as of June 2002. In the financia sectors of Antigua and Barbuda, Dominica,
Grenada, . Lucia, and St. Vincent and the Grenadines, foreign banks enjoy amgjority share
that ranges from 50 to 90 percent while private domestic banks show amgority share only in
Anguilla. In Montserrat the state-owned bank has amgjority share, whilein . Kitts and
Nevis nationd banks and foreign banks total the same share amount.

24. On October 19, 2001, the East Caribbean Securities Exchange (ECSE) was
officidly launched to provide member states aregiond trading market for primary and
secondary securities—both equity and government and private debt securities. Supported by
electronic trading, remote access and regulated by a uniform Securities Act of 2001, the
exchange comprises 47 owners of which the ECCB isthe largest. Seven companies were
listed by the end of 2004, and secondary trading volumes are low. Notwithstanding the little
scope for active debt management provided by the currency board, the potentia possibility of
opening up the ECSE to other countries in the region would enable replacing foreign-
currency denominated with domestic debt, thereby amdiorating externa vulnerability.

® Prior to October 2001, loansin this market were guaranteed by the ECCB; transactions
were at afixed rate; and borrowers were requested to provide collateral.
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Table 1. ECCU: Financid System Structure

Assets Percent of Total
(June 2002) Number (EC$M) Assets
Banks 43 11,082.7 838
Private
Domestic 9 2534.3 19.2
Foreign 30 6,664.9 504
State-owned 4 1,8835 14.2
Institutional investors 122 n.a n.a
Insurance companies
Life and retirement 35 n.a n.a
Nonlife 16 n.a n.a
Composite companies 12 n.a n.a
National Insurance Funds 6 1,176.9 89
Other nonbanks 107 969.7 73
Total Financial System 278 1,3229 100
Source: ECCB.
25. While an indtitutiona framework for aregiond financia market has been

edablished, financia markets are till ssgmented by country. Building on low volumes of
intras ECCU financid transactions (gpart from trade financing), there has been no tendency
for interest rates to converge. At the same time, net holdings of assets by banks with other
banks in the ECCU are low, reflecting mainly trade finance transactions. Ladtly, thereislittle
cross-country holding of government securities among ECCU members.

26. Notwithstanding some government-controlled banks are currently facing harsh
conditions while operating under increasing stress, and the leve of nonperforming loans—as
a percentage of tota loans—hovers around 14 percent in March 2002, the banking system is
well-devel oped, exhibiting aratio of depoststo GDP in excess of 145 percent.

D. Conclusonsand L essons

27. The following conclusions and lessons can be derived from the experience of the
Eastern Caribbean Countries:

Despite the turbulence thet affected the internationd financid arenain the last
decades, the remarkable monetary stability in the Eastern Caribbean Countries
provides an example of successful and long-standing monetary cooperation;

The monetary and exchange arrangements have served the region well, fostering
confidence through stable domestic prices anchored in a peg to the U.S. dallar;

The monetary framework of the ECCU, by imposing drict limits on the ahility of the
central bank to extend credit to member countries, has contributed to price, exchange,
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and financid gability. On the other hand, fisca virtue remains a precondition to
secure the success of the ECCU; and

Efforts to expand monetary cooperation through the integration of nationa money
and capital markets paves the way toward an even more robust economic union, by
dlowing the move from the current segmentation of financid markets to the eventud
consolidation of asingle, regiond, financid space.
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Il. DEMOCRATIC REPUBLIC OF THE CONGO°®
A. Background

28. For anumber of years, the financid system in the Democratic Republic of the
Congo (DRC) has operated in a dimate of uncertainty due to palitica ingtability and fiscd
mismanagement, further complicated by limited resources. This has resulted in maor
dysfunctions and evident weaknesses. In particular, the financid system had become
irrdlevant in mohilizing savings and providing credit to the economy. In the context of a Saff
Monitored Program (SMP) covering the period from June 2001 to March 2002 and of the
subsequent PRGF, the authorities have started to implement wide-ranging reforms with the
assistance of the Fund technica assistance program. In particular, dong with the
promulgation of the new law for the centrd bank enghrining its independence and of the new
Banking Law, the Central Bank of the Congo (BCC) has taken measures to remedy these
wesknesses and help create the conditions paving the way for arevivd of financid
intermediation.

29. Despite the sgnificant progress made in macroeconomic stabilization, financd
intermediation has not yet resumed in the DRC, reflecting the continued low public
confidence in the banking system. Severd years of hyperinflation accompanied by afree fall
of the exchange rate have undermined confidence in the Congo franc (CGF). Consequently,
the banking sector, which formsthe bulk of the forma financid sector, has played alimited
role in the economy since the late 1980s, early 1990s, with the total assets of the banking
sector at lessthan 5 percent of GDP (Table 2). It may take some time before confidencein
the currency returns and the banking sector resumes a significant role.

Table 2. DRC: Financid System Structure

Number of Total Assets
(December 2002) Institutions (Percent of GDP)
Commercia Banks 14 5
Nonbank financial institutions 5 Not available
Microfinance institutions 27 Not available
Source: Central Bank of the Congo.
30. Therate of financid penetration isvery low. The DRC, with a population of about

55 million, has only 35,000 bank accounts, of which amost haf are held by busnesses. The
settlement of transactions which go through the banking system is limited due to the

® Prepared by Bernard Laurens (Deputy Division Chief, MFD), based on MFD technical
assistance missons of October 2001 and October 2002 (both headed by Bernard Laurens)
which took place in the context of the definition and implementation of the PRGF with the
DRC, and SM/03/52. The study covers developments up to end-2003.
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prevaence of the informa sector, which operates mostly in cash—resulting in CGF bank
deposits representing only 22 percent of the money supply in Congo francs. The contribution
of the banking system to money creation ismargina and, for the most part, the activity of
commercid banksis circumscribed to their role in the collection of government taxes and the
payment of government expenditures, as well as opening letters of credit for the financing of
exports. Since the commercia banks grant little or no credit to the private sector, money
creation has taken place mainly through the issuance of BCC currency.

3L Due to past hyperinflation, there is fill a strong preference for foreign exchange as
avehiclefor savings, and for the settlement of large transactions. The former isa
consequence of currency ingability in the past; the latter is due to the absence of large-
denomination bank notesin loca currency in a context of a virtudly nonexistent payment
system other than cash. The dollarization of the economy is reflected in the balance sheets of
banks, two-thirds of which arein foreign currencies.

32. Financid intermediation has aso suffered from wesknesses in policy
implementation at the BCC. For anumber of years, the BCC has not enjoyed adequate
operationa autonomy and has had limited resources. Moreover, the low level of financia
intermediation has made the use of conventiond monetary policy instruments more difficult.
This has resulted in mgor dysfunctions and evident weaknesses which have serioudy limited
the capacity of the commercia banksto provide financial services. In particular, at timesthe
BCC has not alowed banks to use their free reservesto obtain currency, resulting in
nonfungibility between the components of base money. In turn, currency rationing and the
associated nonfungibility of base money has resulted in the discounting of CGF depoditsin
commercia banks, with CGF bank deposits trading against CGF currency at a discount
(“décote”). In the past the use of currency rationing had been prompted by the apparent
inability of the BCC to produce sufficient amounts of bank notes. However, during the recent
period it would appear that the BCC hasrelied on currency rationing as a subgtitute to
conventiond liquidity mopping up operations which the low levd of financia intermediation
meade difficult or codtly to undertake.

B. TheCentral Bank of the Congo

33. With the support of the Fund technical assistance, progress has been madein
grengthening the Central Bank of the Congo’s (BCC' s) indtitutiond cagpacity. During the
course of the year 2002, key financid legidation was enacted which reflects internationd
best practices in their respective areas and provides a sound framework for the DRC's
grengthening of the financid sector. In particular, anew law for the central bank was
enacted to provide for its independence, and a new banking law has established sound bank
licensging, liquidation, and supervisory frameworks.

34. Good progress was adso made in strengthening the BCC' s operationd capacity. In
particular, the BCC put in place key components of aframework to program currency issues,
the net income position of the BCC was consolidated in the government position; the centra
bank aso created a Consultative Group on Monetary Policy to strengthen policy design and



-16-

implementation; a the same time, it adjusted interest rates to bring them in line with
downward price developments, while maintaining them pogtive in red terms.

35. However, the long-standing problem of the nonfungibility between the components
of base money has remained. In practice, the BCC has not been able to guarantee the
convertibility in currency of the banks' free reserves, and the rate of the discount (décote) has
been very volatile and at times high (up to 40 percent) in response to changes in the balance
between the supply and demand for bank money.

36. The BCC has not been able to rely on conventiond monetary instruments due to the
low leve of financid intermediation, and it has frequently resorted to the practice of

rationing currency, and some of the monetary instruments used by the BCC to regulate

overdl liquidity in the system have caused distortions or have been cogtly. Until the end

of 2002, certificates of deposits (CDs) had been used to “buy” currency from the market.”
However, asther remuneration was brought in line with inflation, demand for CDs
evaporated, snce it no longer incorporated the implicit cost of the décote. Operations of the
BCC on the décote market were used to replace CDs, whereby the BCC was receiving CGF
notes against CGF bank money.2 These operations proved to be costly, and they resulted in
an increase of bank’s reserves with the BCC and the correlated increase in the rate of the
décote. Therate of the décote dropped in July as the BCC gtarted to “liquefy” bank’s
reserves. Recourse to décote operations in September—October 2002 lead again to a sharp
increase in the décote rate. Findly, while currency issues would have been less costly than
décote operations, the BCC indicated that it did not have the foreign exchange to pay for the
related expenses. In addition, currency issues could have led to additional demand for foreign
exchange, while the décote operations resulted in the injection of bank money which could
only be used for the payment of taxes. Therefore, currency issues would have needed to be
supplemented with sterilization operations. One cannot rule out that the two operations
combined could have generated costs in line with those of the décote operations.

C. Monetary Palicy in the Context of Low Financial I ntermediation

The problem

37. Given that the discount (or décote) has inhibited the operations of the financid
system, the return to the fungibility of base money is a necessary initid condition to
developing financid intermediation in the DRC. In particular, the nonfungibility of base

" CDs were issued to finance the budget. However, they could only be purchased with cash,
thus dlowing the BCC, in its capacity of fiscal agent, to “buy” currency from the market
which it could use for the payment of the government’ s expenses.

8 BCC's operations on the décote market involved purchases of foreign currency or CGF
banknotes againgt paymentsin CGF bank money at a premium.
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money has had adverse consequences a the micro level of financid intermediation.
Commercid banks need to make a distinction between customer deposits made in cash (cash
deposits), and customer deposits resulting from transfers through the payment system (bank
money deposits), the counterpart of which condsts of reserves with the BCC. Therefore,
three payment insrumentsin loca currency circulate in the DRC: currency, cash deposits,
and bank money deposits. While currency and cash deposits are traded at par (provided that
the former are placed with a solvent bank), at times, bank money deposits are traded a a
discount as compared with currency or cash deposits. The leved of the décote varies
depending on the supply (payments in bank money made by the BCC) and demand for bank
money deposits (capacity of taxpayers to settle their taxes in bank money).

38. The nonfungibility of base money has dso had adverse consequences at the macro
level of financid intermediation. Firs, it has acted as a barrier to the provison by the
commercid banks of payment services—for instance, checks are not accepted unlessthe
bendficiary iswilling to take the risk of having to pay the décote to obtain currency.
Moreover, it isabarrier to banks' provision of credit to the economy. Currency is now the
principa medium of settlement of economic transactions. The inaccessihility of banks free
reserves imposes an additiond liquidity congtraint snce commercid banks cannot guarantee
a al times and upon request the availability of currency to the beneficiary of aloan, even if
they have free reserves with the BCC. In this context, arbitrage activity between cash and
bank money may become a lucrative business.

39. In the Congolese context, the activities of the financid system are limited to the
provison of payment services. The bulk of CGF transactions which are intermediated by the
financia system are related to government receipts and expenditures. Therefore, any
imbalance between supply and demand of CGF banknotes reflects imbaances in the public
sector which are not covered by the issuance of banknotes by the BCC, hence the décote.®
Indeed, in the context of a balanced budget for the public sector, the BCC should not need to
have recourse to the rationing of currency. The BCC should bein a postion to meet dl
payments requested by the government. However, the BCC has had to resort to currency
issues to meet essential government expenditures, and it has not issued currency to meet the
demands of commercid banks, with the result that free reserves at the BCC have
accumulated (reinforcing the nonfungibility of base money) and the décote.

40. The imbaances in the public sector may originate from three sources. First, some
payments executed by the BCC on behdf of the government are not reflected in the budget.
Second, not dl of the operating losses of the BCC are accounted for in the budget in atimely
manner. Findly, financia indtitutions which participate in the collection of taxes have

retained part of the government’ s revenues to cover expenditures which are not recorded in
the budget. The weaknesses in the information systems at the BCC, in the financid

% “Public sector” encompasses the government budget, the BCC, and other government
entities (i.e., commercia banks) which utilize, in one way or another, the payment systems.
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inditutions, and in the public sector have prevented an assessment of the size of these
outflows.

Egtablishing theinitial conditions

41. A revivd of financid intermediation is critical for the success of the reform agenda
currently being implemented by the authorities. In particular, it is necessary to release some
of the condraints that the BCC facesin the implementation of monetary policy, in particular
with regard to the control of overdl liquidity conditions in the economy. More broadly, the
banking system needs to support the private sector S0 that it becomes the engine of growth.

42. To enable banks to increase their role in payment systems, the décote must be
eliminated. Thisis anecessary condition for smooth operation of the payment systems
between solvent banks. It is adso anecessary (but not a sufficient) precondition for resuming
money crestion (i.e., provison of credit to the private sector) in loca currency.

43. Following corrective measures implemented by the authorities in November 2002,
the décote was virtualy diminated. In order to prevent the décote from appearing again in

the future, the BCC needs to provide bank notes on demand to the banks which have postive
reserve balances. As the BCC discontinues reliance on the rationing of currency, it will need
to rely on a monetary instrument to sterilize any injection of liquidity in the sysem which is

not congstent with the monetary program. The introduction in late 2002 of BCC short-term
bills has provided the BCC with such a monetary instrument (Box 2).

Box 2. DRC: Monetary Policy Instruments

Reservereguirements

Set at 2 percent of local and foreign currency-denominated deposits; they are held in local currency. This
instrument has had limited impact in the past given the low level of deposits and the size of banks' free
reserves. Making foreign currency deposit subject to reserve requirements would help contain currency
substitution by reducing the bias against local currency deposits.

Standing facilities

Liquidity providing: commercial banks may obtain rediscount credit or emergency funding from the BCC
against trade bills as collateral. However, in view of the low quality of trade bills, the BCC is considering
restricting collateral accepted at the standing facilitiesto foreign exchange (i.e., short-term foreign exchange
swaps).

Liquidity absorbing: Thisfacility involves short-term BCC bills issued on demand to banks and direct

investors. BCC bills offer acompetitive rate of remuneration which takesinto account interest rates on the
dollar and inflationary expectations.

44, In the context of the current policy framework, where fisca consolidetion is one of
the cornerstones of the program, strict adherence to the monthly treasury cash flow plan
should prevent the buildup of imbaancesin the sysem. Thisis particularly important Snce,
a least until financid intermediation has degpened, the ability of monetary policy to
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compensate for fisca imbalances, even temporary ones, in atimely fashion may be limited.
Therefore, the execution of the cash plan a the minigtry of finance needsto be closely
coordinated with the liquidity forecasting exercise undertaken by the BCC. Thisis
particularly important given the potentid for excess liquidity to result in downward pressures
on the exchange rate and upward pressures on inflation due to the high leve of the pass-
through.

45, A better identification and quantification of the causes of the imbaancesin the
public sector will facilitate the coordination of monetary and fiscd policies, by dlowing the
monetary and fiscal authorities to identify early on in the process deviations from the
monetary program, so that they are in a position to decide on corrective measures in atimely
and coordinated fashion. Consequently, actions have been taken to rehabilitate the accounts
of the BCC in order to better assessits financia position; to strengthen banking supervison
in order to assess potentia sources of outflows through the financid inditutions participating
in the collection of public sector revenues, and to strengthen public accounting procedures to
enable the minidry of finance to more effectively monitor the government’ s account on the
books of the BCC.

46. The return to the fungibility of base money will result in an increase of deposits for
transactions purposes, dlowing the banks to resume their participation in money cregtion. In
such a context, the BCC will be able to use the range of refinancing instruments dreedy at its
disposd. In particular, within the target for base money provided for in the monetary
program, the BCC will be able to supply banks with reserves through short-term foreign
exchange swaps.

47. The restoration of the fungibility between the components of base money will
involve shifting from the currency programming framework currently in place to abase
money programming framework. In order to expand the current monetary programming
framework, the BCC will need to strengthen the lines of communication between the various
operational BCC Directorates, and between the BCC and the minigry of finance. Such a
framework will alow the BCC to andyze the autonomous sources of demand and supply of
base money, and to decide on the discretionary monetary operations to keep base money in
line with assumptions in the monetary program. Such aframework can aso be utilized for ex
post andysis of actua flows, enabling the BCC to understand past trends and decide on
corrective actions to be taken as required.

D. Financial Intermediation and Dollarization

48. Past macroeconomic ingtability and weak BCC palicies have not only margindized
the banking sector, but also have led to the development of multiple forms of dollarization in
the DRC (Box 3). Bank deposits represent only about 2 percent of GDP, 80 percent of which
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is denominated in foreign currencies™® Total bank reserves of Congo francs with the BCC
exceeded the level of loansin CGF, and bank money in CGF isfor the mogt part used in the
context of the operations on behaf of the government. Transactions in the economy are dso
highly dollarized: they are ether executed in dollars or indexed to the dollar. Accordingly,
any excess supply of local currency, in light of limited demand, has a direct inflationary
impact due to the high pass-through of exchange rate changes into prices, given that such
excess supply results in an additiona demand for foreign exchange in the market.

Box 3. DRC: Formsof Dallarization

Dollarization may be partial (the local currency isthe legal tender but financial or real transactions can be
denominated in dollars) or total (another currency—typically but not necessarily the U.S. dollar—is the
predominant or exclusive legal tender). Within partial dollarization one can distinguish: payments dollarization
(or currency substitution), that is the use of foreign currency for transaction purposes; financial dollarization
(or asset substitution), that is, residents’ holding of financial assets or liabilitiesin foreign currency; and real
dollarization, or the indexing, formally or de facto, of local prices and wagesto aforeign currency.

While data on residents’ holdings of currency in foreign currency is not always available, dollarization can be
assessed by analyzing the balance sheets of domestic banks, viathe ratio of on-shore foreign currency deposits
to total on-shore deposits. Loan dollarization reflects deposit dollarization but is often less intense, reflecting
banks' holdings of large liquid dollar assets. L oan dollarization is generally lower than deposit dollarization
reflecting the holding by banks of often sizable liquid correspondent accounts or sovereign assets abroad.

Source: “Financial Stability in Dollarized Economies,” IMF (2003)

49, Dollarization of depodits has occurred mostly through unremunerated foreign
currency-denominated demand deposits. These deposits reflect a reluctance to hold balances
in domestic currency for transaction purposes because of high inflation, rather than interest
rate arbitrage. Asthey are converted into Congo francs, they can be utilized in the settlement
of transactions.

50. Inacontext of limited financid intermediation, dollarization of large transactionsis
aso encouraged by the low purchasing vaue of CGF banknotes. Thisis because the face
vaue of banknotes in CGF was not adjusted according to the evolution of pricesin the
economy. For ingance, the note with the highest face vaue (CGF 100) is equivaent to less
than US$0.30. Only six years ago in 1998 when this note was introduced, it was worth as
much as US$70.

51. Asfinancid intermediation is developed, it isimportant to be aware of the costs and
risks that increased dollarization could bring to the financid system. Firdt, dollarization
reduces the seignorage base which is associated with the issuance of domestic currency.
Second, there is evidence that dollarized financid systems are increasingly vulnerable to

10 At the end of 2001, average foreign currency deposits to total depositsin Africa reached
33.2 percent (see “Fnancid Stability in Dollarized Economies,” IMF, forthcoming).
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solvency and liquidity risks as the degree of financid dollarization increases, while red
dollarization lags behind. In particular, higher bank |oan dollarization could increase the risk
of deterioration in the quality of bank portfolios as loans would not necessarily be issued to
borrowers with foreign exchange income. Dollarization aso impaoses limits on the central
bank’ s lender-of-last-resort function in the event of arun on foreign currency deposits which
could destabilize the banking system (including the local currency segment). Therefore, as
financid intermediation is developed, it is important to avoid certain actions which might
further reinforce dollarization in the DRC, and take measures supportive of a
reintermediiation in loca currency.

52. Monetary policy may affect the degree of financia dollarization through the interest
rate spread between currencies. The authorities should, however, resst using interest rates to
prop up the exchange rate. Such a strategy could generate difficulties in the long run. In
particular, it would increase the lending rate for domestic currency, thus encouraging
dollarization of loans with unfavorable consequences for the vulnerability of the financid
sector to sudden exchange rate fluctuations, as indicated above. Therefore, monetary policy
should continue to be guided by price stability objectives.

53. In low-income countries, asisthe case in the DRC, most of the depositsin
commercia banks are demand deposits maintained primarily for transaction purposes.
Therefore, a process of reintermediation in loca currency will need to be supported by the
development of an efficient payments and settlement infrastructure for loca currency
denominated transactions. In addition, as the RDC consolidates the gains made in stabilizing
the macroeconomic framework, the demand for savings insrumentsin local currency will
rise. In such a context, the offer by the BCC of a short-term instrument, as discussed above,
will help the process of reintermediation in loca currency by restoring parity between the
CGF and the dollar at a given inflation rate and anticipated depreciation in the exchange rate.

54. Regarding currency in circulation, the face value of CGF banknotes must be
re-evauated with aview to ensuring a better match with the needs that arise for transaction
purposes. Bank notes of larger denominations than those currently in use should be
introduced as soon as possible so asto alow the use of the Congo franc in large transactions.
At the same time, the BCC will need to provide banknotes of smaller denominations which
are dill in use by alarge fraction of the population.

55. Findly, it isimportant to recognize that the capacity to find outlets for Sable
demand deposits and to generate revenue will also depend on the environment in which
credit activity is carried out. Accordingly, it is essentid that the DRC authorities make every
effort to build the pillars of sound banking activity by complementing the new banking law
that has been promulgated with the following measures: (i) completion of bank
restructuring; (i) establishment of prudentia regulation and bank supervison processesin
line with international standards;, (iii) completion of public enterprise sector reform; (iv)
cregtion of abusiness environment conducive to the development of an efficient private
sector; and (v) promotion of an appropriate lega framework governing contracts and
efficient judicid adminigration.
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E. Conclusionsand Lessons

56. Thefollowing conclusions and lessons can be derived from the experience of the
Democratic Republic of the Congo:

Despite the Sgnificant progress made in macroeconomic stabilization, dollarization of
the economy, and of the financid system have remained high. Furthermore, financid
intermediation has not resumed and the commercid banks continue to play alimited
role in the payment system and in providing credit to the economy. Consequently, the
conduct of monetary policy has been difficult, and fiscal discipline has been key to
the gabilization of the macroeconomic framework;

Discontinuing reliance on the rationing of currency by the BCC as amonetary policy
ingrument, which has resulted in the nonfungibility between the components of base
money, isanecessary initid condition for monetary policy to be ardevant exercise;

Asthe BCC discontinues reliance on the rationing of currency, it will need to rely on
monetary indruments to Serilize any injection of liquidity in the syslem which is not
congstent with the monetary program;

While the BCC darted offering short-term hills to the banks to adjust overdl liquidity
in the systlem, until financid intermediation has degpened, the ability of monetary
policy to compensate for even temporary fisca imbaancesin atimely fashion may be
limited. Therefore, the execution of the cash plan a the minigtry of finance needsto
be closdaly coordinated with the liquidity forecasting exercise undertaken by the BCC;
and

Further progressin centralizing al the operations of the public sector into the budget
would facilitate the conduct of monetary policy, as would enhancing the qudity of
financid data. Progressin these aress, by facilitating atimely identification of the
sources of public sector outflows, will enhance the coordination of monetary and
fiscd policies, and facilitate systemic liquidity management by the BCC.
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1. Ecypr'!
A. Path tothe Adoption of Money Market Oper ations

57. Until the early 1990s, Egypt’ s banking system was highly controlled and the
financid system was characterized by a high degree of governmentd planning and control.
The Centrd Bank of Egypt (CBE) maintained interest rate and credit controls on the banking
system. Banks were subject to specific credit limits, and public enterprises received loans on
preferentid terms. Highly negative red rates of return on domestic savings deposits
contributed to a heavily dollarized economy. By 1990/91, dightly more than hdf of dl
depogits were denominated in foreign currency. Banks were subject to ardatively high
reserve requirement of 25 percent on domestic currency ligbilities, and a somewhat lower
15 percent on foreign currency deposits, which encouraged foreign currency holdings.
Government deficits were largely financed by the CBE, which thereby accumulated alarge
stock of unmarketable government securities with alow interest rate.

58. Faced with high inflation, fiscd imbaances and weak economic performance, the
authorities began an economic reform program in early 1991, designed to enhance market
forcesin financid markets and in monetary policy implementation. An auction for 91-day
treasury bills was introduced in January 1991, with auctions of 6-month and 12-month hills
introduced within the following 15 months. At the same time, bank lending and deposit rates
were liberaized, and within the next two years credit ceilings on bank lending were removed.
The reserve requirements were reduced to 15 percent from 25 percent on domestic currency
deposits and to 10 percent from 15 percent on foreign currency deposits. In addition, CBE
lending to banks was tightened by introducing a pendty rate on such lending of 2 percent
over the most recent treasury bill auction rate. The reform program aso included introduction
of prudentiad regulations for banks and strengthened bank supervison. In addition, anumber
of banks were recapitadized and the eimination of preferentia lending schemes reinforced
market forcesin the dlocation of credit. The program, including fiscal and monetary reforms,
led to a number of positive effects. inflation dropped dramaticaly, red interest rates became
positive, and the share of foreign currency deposits in broad money declined sgnificantly as
confidence increased. The comprehensive package of reforms resulted in aturnaround in
perceptions of the Egyptian economy, contributing to sizable and persistent capitdl inflows?

1 Prepared by George |den (former Senior Economist, MFD), based on MFD work in the
context of the FSAP for Egypt and the December 2002 MAE technical assistance misson to
Egypt on strengthening the inditutiond framework for implementing monetary policy that
was headed by Kd Wagjid. The study covers developments up to end 2004.

12 For detailed discussion of the Egyptian reforms and their positive effects, see Alexander,
Bdlifio, and Enoch (1995); and Handy and others (1998).
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B. Monetary Policy Environment

I ngtitutional environment and monetary policy framework

59. During the 1990s, the primary objective of the CBE with respect to monetary policy
was to “ensure the stability of the Egyptian currency.” In practice, this meant fixing the
nomina exchange rate of the Egyptian pound with respect to the U.S. dollar, a policy that
succeeded in reducing the inflation rate from around 20 percent to the low single digitsfor a
sustained period. However, excessive credit growth during the late 1990s combined with
externa imbalances precipitated a series of deva uations (in the context of an exchange rate
band slygstem) garting in 2001, followed by amove to a more flexible exchange rate regime in
2003.

60. In pardld to the moved away from giving priority to the exchange rate as the

nomind anchor, the CBE has made preparations to implement an inflation targeting
framework. Such aframework is expected to be in place in the medium term. During the
trangtion period, the CBE is adopting an implicit inflation targeting regime where M2D

(M2 domedtic) is used as an intermediate target. In addition, the CBE has established a
monetary policy committee (MPC) that consists of 9 members. the governor and histwo
deputies, and 6 other members chosen on the basis of their expertise in the areas of monetary
economics and financid intermediation. The conduct of monetary policy isvested in the
MPC.

61.  The government enacted arevised banking law in 2003 (the Law on the Central Bank
and the Banking and Monetary System), which specified that the objective of monetary

policy was to “ achieve price stability [...] in the framework of the Government’s generd
economic policy.” The current presence on the CBE's Board of Directors of three members
representing the Ministries of Finance, Planning, and Foreign Trade may dilute the centra
bank’ s independence somewnhat, athough they are only three individuas out of atota Board
membership of 15. The CBE is independent in terms of instruments and the numericd
representation of targets. The targets themsdves should be jointly agreed upon by the central
bank and the government.

C. Financial Market Infrastructure

62. Egypt has some 57 banks (Table 3), dthough the commercia banking sector is
dominated by 4 state-owned banks. The latter account for dightly more than hdf of totd
commercia bank assets and a somewhat higher share of deposits since these banks have a

13 The red effective exchange rate depreciated by over 40 percent between mid-2002 and
early-2004.
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relatively large deposit base.X* The dominance of the state in the banking system has, and
continues to, act as a Sgnificant impediment to the role of market forcesin the intermediation
of funds and the dlocation of credit.

Table 3. Egypt: Financid System Structure

Assets Percent of
(June 2004) Number  (LEmillions)  Total Assets
Banks
Private 49 269,586 402
Domestic (private & joint venture) 35 232,745 A7
Foreign (branches of foreign banks) 14 36,841 55
State-owned 7 363555 54.3
Commercia 4 322,470 482
Speciaized 3 41,085 6.1
Institutional investors 1/
Insurance companies 20 18,614 28
Pension funds 2/ 617 14,199 21
Collective investment schemes 3/ 15 2,669 04
Money market mutual funds 3/ 6 1,170 0.2

1/ The equity market capitalization (market value of shares) amounted to L.E. 172 billion or 36.4 percent
of GDP at end June 2004.

2/ Refersto private funds supervised by EISA.

3/ Actually in business.

63.  Approximately 14 banks engage in an active interbank money market. These banks
account for about 85 percent of the market. Generaly, the interbank loans are not
collateralized, athough there is an active repo (repurchase agreement) market among banks
aswell. The interbank interest rate is volatile and reacts strongly to changes in excess
reserves, in contrast to the interest rate on treasury billswhich is very sticky and often goes
for long periods with very little movement.

64.  Treasury bills are auctioned regularly—weekly for 91-day bills, nearly weekly for
182-day bills, and occasiondly for one-year hills. The mode of the auctionsisa
variable-priced one in which the bidders pay the price that they successfully bid. The treasury
bills are mainly held by commercia banks, and by the CBE. The auctions are conducted by
the CBE on behdf of the MOF. The results are reported in the newspaper, with the reported
yield as the weighted average of the successful bids. Interest rates in these auctions have a
timesin the past shown very limited variability. Moreover, the rates in the treasury hill

market generdly do not gppear to reflect movementsin rates in the interbank market. Since

14 Plans to privatize these banks have been prepared. In particular, the authorities have
announced in September 2004 that one of the public sector banks, which was identified, was
scheduled to be privatized.
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the move to a more flexible foreign exchange regimein early 2003, treasury hill rates have
been much more flexible, and by May 2003 had moved up to the 1213 percent rangein line
with ratesin the interbank market.™

65.  The MOF issues fixed rates bonds sporadicaly. Outstanding maturities include 3-, 7-,
and 10-year bonds. Thereisalega limit of LE 15 billion on new outstanding bonds thet are
nontaxable. Bonds can be traded over the stock exchange, but volumes are light. The
secondary market for government securitiesis rdatively shalow. Bonds must be traded on
the stock exchange. The introduction of an eectronic book entry system for treasury billsin
June 2002 appears to have encouraged secondary market development. In addition, on July
2004 the CBE started a primary dedlers systems, with 13 banks approved to operate as
primary deders. A unit has been set up in the MOF to consider primary deder gpplications
from banks. Primary dedlersthat are banks are expected to be regulated by the CBE, and
nonbank primary deders by the Capita Market Authority.

66. Regarding the foreign exchange market, in conjunction with the move to amore
flexible exchange rate aready mentioned, the CBE began alowing a subset of banks to trade
foreign exchange on an informd, voluntary basis. An interbank convention on foreign
exchange trading has been adopted and rtified by banksin 2004. It is expected that
formdizing the foreign exchange interbank market through the adoption of the convention

will hdp minimize thisrisk of aresurgence of alarge parallel market spread and its attendant
effects on confidence.

D. Monetary Policy Instruments

67.  Asshownin Box 4, the CBE has a number of money market instruments. It has not
used explicitly adminigtrative measures for dmost a decade. The discount window is
available for each bank to discount treasury bills up till maturity without any limitations;
banks use it only occasiondly, in part because of the rdaively high cost. Repo operations,
which were firgt introduced in 1993, have been used extensively by the CBE to inject
liquidity in aflexible way since the short maturity of the repos has enable the CBE to reduce
liquidity quickly by smply waiting for outstanding repos to mature. In order to ded with a
gtuation of liquidity surplusin the system, in September 2002 the CBE introduced deposit
auctions. This was an important addition to the CBE' s set of monetary instruments, since
before that it had essentidly no instrument to withdraw liquidity, and in 2004 the CBE
garted absorbing liquidity with reverse repos based on Treasury bills as collaterd.
Furthermore, in view of the voltility of the interbank overnight rate, the Monetary Policy
Unit of the CBE is exploring the possibility of introducing a corridor for interbank market

15 The upward trend in interest rates helped to stabilize the exchange rate and the premium in
the pardldl market fell steadily and essentially disappeared by October 2004, together with
strong current account inflows.
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rates, and work is aso underway on refined methods to assess the stance and effectiveness of
monetary policy.

Box 4. Egypt: Monetary Policy Instruments

Reservereguirements

Set at 14 percent for Egyptian pound deposits and 10 percent for foreign currency deposits (with
maturities of less than three yearsin thefirst case only). Reserves on domestic deposits are not
remunerated; those on foreign currency deposits are remunerated at LIBOR. Use of treasury hillsto
satisfy the reserve requirement was discontinued in March 2003. Vault cash does not count toward
required reserves. Reserve averaging is permissible over atwo-week maintenance period.

Standing facilities

Discount window: it isoccasionally used, in part because if its high cost to banks.
Overnight repo facility: accessible by all banks at most once during any week and within a
LE 100 million ceiling. The rate charged is the discount rate.

Money market instruments

Central bank deposit auctions were introduced in September 2002 as open market type operations. They
may be announced on any weekday and in practice occur about three times aweek, although the
frequency varies. Fixed volume auctions are offered. Discretion is used in determining the maturity of
auctions, although generally longer maturities are offered when thereis agreater need to absorb liquidity.
In particular, maturities were increased from one- and two-weeksiinitially, to four-week, then three- and
six-months in response to increased need to absorb liquidity.

Treasury bill auctions: the CBE can ask the MOF to issue treasury billsin excess of its needs and to
deposit the proceeds in an account with the CBE; however, thistechniqueisrarely used.

Repo operations: the CBE uses repos to provide temporary liquidity to banks, with treasury bills as
collateral. Duration ranges from one to 14 days.

Reverse repo operations: the CBE uses reverse repos to absorb liquidity from banks, with treasury bills as
collateral. Reserve repos were introduced in 2004 and they are gradually replacing CBE deposit auctions.

E. Conclusionsand Lessons

68.  Themain lessons from Egypt’ s experience with rdiance on money market operations
for the conduct of monetary policy are the following:

Padt attempts to manage interest and exchange rates have limited the scope for
reliance on money market operations for the implementation of monetary policy. The
move to aflexible exchange rate regime in 2003, which led to interest rate flexibility,
has alowed greater reliance to be placed on money market operations.

Smilarly, the planned privatization of one of the big four public sector banks can be
expected to increase the effectiveness of money market operations for the
implementation of monetary palicy, snce the measure will enhance the market
orientation of Egypt’sfinancid sector.
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The CBE was able to gradudly modernize and srengthen itsinstruments, in
particular to address the challenges to liquidity management arisng from liquidity
aurplusin the system. The CBE first introduced deposit auctions, and subsequently
supplemented those operations with reverse repo operations.
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V. THEKYRGYZ REPUBLIC®
A. Monetary Policy Environment
Background and motivation for adopting money market instruments

69. At the time of independence in 1991, the Kyrgyz Republic had a planned economy
modeled after the former Soviet Union. The National Bank of the Kyrgyz Republic (NBKR)
alocated credit according to the financia plan among banks and sectors. Interest rates were
controlled, and the currency was the Russian ruble.

70. Market-related reforms were introduced beginning in 1992-93. In May 1993, the
Kyrgyz Republic was among the first republics of the former Soviet Union to introduce its
own currency, the som. Market reforms were introduced to improve efficiency, including
removal of controls on interest rates. A reserve requirement system and credit auctions were
introduced in 1992 and 1993, respectively, to manage overdl liquidity in the system, and by
mid-1994 virtudly dl of the refinancing was being auctioned. Treasury bill auctions were
introduced in 1993, athough most of the domestic credit for the government was financed by
the NBKR.

71. Astheinterbank market developed, banks began relying on it for their liquidity
needs, and the NBKR began phasing out the credit auctions which were stopped completely
in January 1997. NBKR subsequently introduced a Lombard facility and aso an emergency
credit facility. In 1997, repos were introduced. In 2000, centra bank bills were introduced as
an ingrument of monetary policy, and the NBKR began holding weekly auctions. Also, that
year, the NBKR introduced foreign exchange swaps which have at times been used
extensively as amonetary tool since then.!” In 2001, the reserve requirement was reduced
from 20 percent to 10 percent.

Frameworksfor monetary policy implementation

72. The primary objective of the NBKR, as defined in the Law on the Nationa Bank of
the Kyrgyz Republic of 1992 (and confirmed in anew law adopted in 1997) isto maintain
price stability. Under that legidation, the NBKR was granted operational independence.

16 Prepared by George Iden (former Senior Economist, MFD), based on MFD work in the
context of the July 2001 technica assstance mission on monetary operations that was headed
by Greta Mitchdl Casselle; MFD work in the context of the FSAP for The Kyrgyz Republic;
and on EBS/01/85, SM/03/47, and SM/03/43. The study covers developments up to

end 2003.

171n 2001, for example, the NBKR conducted swap transactions totaling approximately
US$38 million, with average maturity of five days.
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Specificdly, al government agencies were prohibited from interfering with issues under the
jurigdiction of the NBKR including monetary policy implementation.

73. In the Kyrgyz Republic, monetary policy isimplemented in the context of a
managed floating exchange regime with no preannounced path for the exchange rate,
whereby the NBKR intervenes in the market with aview to smoothing fluctugtionsin the
vaue of the som and to meeting internationa reserve targets. The Kyrgyz Republic accepted
Article VIII in March 1995, thus permitting exchange rate convertibility for current
transactions. However, it maintains controls on capita transactions.

74, The NBKR uses broad money including foreign currency deposits as its
intermediate target and the monetary base as its operationd target. The monetary aggregetes
are targeted on aquarterly basis, while the weekly operations target is excess reservesin the
banking system.

M acr oeconomic performance

75. The Kyrgyz Republic is rdaively smdl, with a population of about 5 million. Total
GDPin 2001 was gpproximately US$1.5 hillion, and per capita GDP was about US$300 per
year. The Kyrgyz Republic’s macroeconomic performance has been strong in recent years.
Like other countries of the former Soviet Union, following its independence, the Kyrgyz
Republic suffered a period of high inflation and faling output. Inflation was over 2000

percent in 1992 and about 1000 percent in 1993. However, the Kyrgyz Republic stands out as
one of the pioneers of economic reform, and in 1994 and the fallowing years, inflation has
been on a downward trend with the exception of the inflationary shock from the Russan
finandid crisis of 1998.18 Theinflation rate dedined significantly over the past three years.
The 12-month inflation rate fell to 3.7 percent in 2001 from 9.6 percent in 2000 and

39.9 percent in 1999, mainly reflecting gppropriately tight monetary and fisca policies. The
fiscd adjustment in 2001 was impressve, with the deficit faling from 9.2 percent of GDP

in 2000 to 5.0 percent in 2001. The current account deficit declined to 1.0 percent of GDP

in 2001 from 5.7 percent in 2000 (versus 15.0 percent in 1999). The rea GDP growth rate
was approximately 5Y/percent per year in 2000 and 2001.

Structure of thefinancial system

76. The financid sector is dominated by a banking sector with weak penetration. As of
end-December 2001, the total assets of the banking system were equivaent to only about

7 percent of GDP (Table 4). Banks in the Kyrgyz Republic have shown alimited capecity to
attract deposits, and lending is geared to the short term, owing to underdevel oped credit
skills, and low confidence in the banking system. Banking sector problems have arisen
frequently Snce 1993, when solvency problemsfirst emerged after the NBKR tightened

18 For adiscussion of the Kyrgyz experience in the early years following independence, see
Snoek and van Rooden (1999).
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monetary policy to contral inflation. In 1995, regulations were introduced requiring on-ste
ingpections and provisoning for doubtful loans, which led to the revelaion that about
one-hdf of dl commercid banks had negative net worth and about 60 percent of the banking
sector’ s loans were considered unrecoverable.

Table 4. The Kyrgyz Republic: Financid System Structure

July 2002
Number of Assets
Institutions (million Soms)
Commercial Banks 19 5,897
A ssets-to-GDP (percent) 74
Deposits-to-GDP (percent) 35
Special credit institutions 10
of which KAFC 1,005
Credit unions 357 311
Insurance companies 24 124
of which State-owned —
Source: NBK and Ministry of Finance
77. In late 1995, a comprehensive financia sector reform program was introduced,

amed a liquidating and restructuring insolvent banks and improving the legidative and
regulatory framework. The program incorporated a wide range of measures including a new
Central Bank Law, a Banking Law, a Bankruptcy Law, and a mandatory chart of accounts for
al banks. By mid-1998, these reforms led to improvements in bank intermediation, including
the emergence of asmall core of healthy banks. Neverthel ess, weaknesses remained,
including insufficient and poorly enforced bank regulation and supervision, duein part to
weaknessssin financd reporting by banks.

78. Againg this background, the economy and the banking system were hit by the
Russian criss of 1998, which had a negative impact on the banking system, both directly and
indirectly through the subsequent devauation of the som, the collapse of one of the largest
industria conglomerates, and the bankruptcy of two of the country’ slargest banks. The
Russan crisis aso reveded the gaps in ingtitutiona capacity and corporate governance,
ddaysin the development of financid and legd infrastructures, deficiencies in banking
supervison, and the lack of banking services.

79. Asof July 2002, 19 commercid banks were operating in the Kyrgyz Republic,
including severd subsidiaries of foreign banks. The NBKR is encouraging consolidation of
these banks. During 1999 and 2000, banks experienced substantial declinesin asset qudlity.
However, over the past year gross nonperforming loans as a percentage of total loans have
stabilized at about 13 percent (about 5 percent net of provisons), bank capitaization has
increased substantidly, and banks have generdly returned to profitability. Two banks,
accounting for gpproximately 14 percent of total bank assets, are state-owned, with the
remainder privately owned. The banking sector is not highly concentrated, with the three
largest banks accounting for only about 31 percent of total bank loans.
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80. The volume of funds intermediated by the commercia banking sector is il very
limited. Banks lend fundsin both nationd and foreign currency, primarily to afew
enterprisesin the industria and services sectors. Thereis an acute shortage of basic financia
sarvices, including depository and payment services and credit for the mgority of the
population. Services are especidly limited or nonexistent in rurdl aress.

81. The Basdl standards on capital adequacy were adopted in June 1995, and new
regulations passed in December 1998 increased capital requirements to establish a new bank.
The NBKR, which is responsible for banking supervison, has had difficulties with regulatory
enforcement. At least part of the problem arises because of weaknessesin thejudicial system
which have resulted in pressures brought on the courts by vested interests. Other weaknesses
can be traced to accounting problems and to the need to improve the legidation covering
bankruptcy and liquidation. There has been some recent progress, however, sncein 2002 a
new law was enacted which requires the courts to accept the balance sheets of commercid
banks as certified by the NBKR in bankruptcy cases.

82. The capital market in the Kyrgyz Republic is a an early stage of development and
isnot asgnificant source of funds. The Kyrgyz Stock Exchange (KSE) opened in May 1995,
but market capitdization has grown dowly, from the equivaent of US$4 million &

end-1999, to US$33 millionin May 2001 (2¥apercent of 2001 GDP).

83. The market for government debt securities is underdeveloped. The tressury hill
market contracted sharply after the Russan crissin 1998, with the volume of treasury bills
held by commercid banks fadling from gpproximatdy som 490 million in June 1998 to

som 86 million in June 1999. Confidence in government securities has suffered because the
government has not always paid promptly when debt matures, In addition, the market for
government debt was soured by an episode afew years ago when abond issued by a
government entity failed and the government did not stand behind the bond. The market has
begun to recover, with banks holdings of treasury billsincreasing to som 255 million a& mid-
2001 and to som 460 million in June 2002, but this was ill equivadent to only 0.5 percent of
estimated 2002 GDP. In December 2002, in the context of the regularization of financiad
relaions between the NBKR and the Ministry of Finance, an additiona som 850 million of
treasury bills were issued. In addition, al noninterest-bearing securities held by the NBKR
were restructured according to a MFD technica assstance misson’s recommendations.

84. While payments on maturing treasury hills have dways been met in atimey
fashion, banks and other investors for atime lost confidence in the treasury bills. Severd
factors may have contributed to the gpparent lack of confidence and/or inefficienciesin
treasury bills management. In particular, trust in som-denominated government debt became
weeker after adefault in 1998 by a public enterprise believed to have had a government
guarantee. In addition, interest payments on afew issues of government bonds and bond
redemptions have sometimes been |ate.
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B. Monetary Policy Instruments

85. The NBKR uses money market instruments, and has developed severa such
ingruments to manage liquidity (see Box 5). In part because of the thin markets for
government and NBKR securities, the NBKR rdies heavily on foreign exchange spot and
swap transactions as ingruments of monetary policy. The NBKR's other instruments are
reserve requirements, weekly auctions of NBKR hills, and repo operations. In addition, the
NBKR has a noncollaterdized overnight lending fadility for banks. In order to sterilize a
recent inflow of foreign exchange, the government increased its deposits with the NBKR in
view of the limited potentia for conventiond open market operations.

86. The NBKR has not developed its liquidity projections, and does not forecast
liquidity on adally basis. One of the main weaknessesin the liquidity projections exercise is
the absence of adequate short-term projections of the government’ s cash flow. Consequently,
interbank interest rates have sometimes been particularly volatile, and exhibit seasond
patterns.*® The NBKR does not attempt to maintain an interest rate corridor for ratesin the
interbank market. In addition, income averaging for the reserve requirement schemeis aso
not sufficient to stabilize interbank rates.

C. Market Infrastructure

87. The NBKR's devel opment and use of money market ingrumentsis particularly
congrained by shalow financid markets. In addition to the relatively smal size of the stock
of government securities (gpproximately 5 percent of GDP), one of the main reasons for the
thin market in government securities is that the bulk of the domestic public debt is held by
the NBKR in the form of noninterest-bearing securities with no specified maturity. As of
mid-2001, non-NBKR investors held government securities amounting to only about

0.8 percent of GDP, while the NBKR held government securities amounting to
aoproximately 4 percent of GDP.2° The market for NBKR billsis even shalower than the
market for government securities, with the outstanding stock of NBKR hills amounting to
gpproximately som 16 million or less than 0.1 percent of GDP.

19A changein the NBKR's procedures for setting interest rates on “overnight” credits, which
took placein March 2002, may have contributed to a recent reduction in volatility in
interbank rates.

20 According to an agreement between the NBKR and the Ministry of Finance, these
government securities will be transformed into marketable treasury bills, and medium term
government bonds which will gradudly be redeemed over aten-year period. The
remuneration on the bonds will be approximately inflation plus one percent, and they can be
used for repo operations.
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Box 5. TheKyrgyz Republic: Monetary Policy I nstruments

Reservereguirements

Set at 10 percent of all deposit balances, except domestic interbank deposits. Requirements are the same for
domestic and foreign currency deposits, and reserves for foreign currency deposits are held in domestic
currency. They are computed over atwo week period, and reserve averaging is permitted. They are
remunerated based on the weighted average deposit rate for each bank.

Standing facilities

NBKR maintains anoncollateralized overnight lending facility for banks. Lending must meet reserve
requirements, and is stands at a penalty rate of 1.2 timesthe average rate at the previous auction for the
28-day NBKR hills. Risk for the NBKR is minimized by the manner in which the facility for selling NBKR
billsis operated. NBKR funds are added to a bank’ s account as the last transaction of one day and withdrawn
asthe first transaction the following day.

Money market operations

NBKR bills are auctioned weekly, on avery limited basis; treasury bills are also auctioned weekly. Both
auctions are at avariable price.

Repo and outright transactions in government securities are conducted on alimited basis, due to the limited
quantities of government and central bank securities. The NBKR's portfolio included som 2.38 billionin
nonmarketable debt, in accordance with the Law “ On Restructuring the Government’ s Debt to the NBKR,”
and which the NBKR used in reverse repo transactions for monetary purposes.

Spot and especially swap operationsin foreign exchange market are frequently used for monetary purposes.
Government deposits with the NBKR have been varied for liquidity purposes, because of limited quantities
of securitiesfor conventional open market operations.

88. While steps have recently been taken that will increase the amount of treasury bills
in the systlem, the thin market in for these bills has in the past contributed to a scarcity of
suitable collaterd, both for NBKR lending operations and for the interbank market; and has
constrained the NBKR'’ s use of repo operations (and reverse repo operations) as an
ingrument of monetary policy. In addition, the segmented interbank market, caused in part
by the presence of weak banks, has interfered with the proper distribution of liquidity
injections among banks. The Kyrgyz Republic is dso highly dollarized, with gpproximately
60 percent of depositsin foreign currency; currency holdings somewhat exceed deposits,
reflecting alow, though somewhat improving, level of trust in banks.

D. Channesof Transmission of Monetary Policy

89. The two main channdls through which monetary policy changes are transmitted are
foreilgn exchange market adjusments and credit availability and cost. Buying foreign
exchange or engaging in swap operations tends to increase domestic liquidity. Also, Snce
The Kyrgyz Republic has aflexible exchange rate system, an expansve monetary policy
would tend to depreciate the som, which would stimulate exports and retard imports. A
contractionary policy would have the reverse effects. The effects would dso be fet through
the banking system: expansionary policy would increase the level of excess reserves, which
would put downward pressure on the interbank interest rate and reduce the cost of lending.
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There would aso be effects on the levd of credit, resulting from changes in the availability
of credit.

E. Conclusonsand Lessons

0. The main lessons from The Kyrgyz Republic' s experience with reliance on money
market operations for the conduct of monetary policy are the following:

Money market operations have been conducted in the context of a shortage of
securities and conventiond collaterd by means of foreign exchange operations,
especidly foreign exchange swaps. More recently, authorities have taken stepsto
increase the quantity of treasury bills through phased securitizing of government debt
held by the NBK.

Monetary policy implementation has been hindered by wegk liquidity projections, in
part because of undevel oped projections of budgetary flows.

The small stock of marketable government and central bank securities and resulting
thin markets have retarded NBKR' s development of open market operations and have
limited collaterdized lending including repo and reverse repo operations. However,
authorities have taken steps gradudly to increase the stock of marketable government
Securities.
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V. MaLTa?
A. PathtoReliance on Money Market Instruments

91. Malta s gradud process of financid liberdization started in 1990 and isto be fully
completed upon EU accession in 2004. Policy measures included the imination of price
controls, liberdlization of interest rates, lifting of cgpita controls, introduction of market-
based monetary policy insruments, and reduction of the government’ sinvolvement in the
financia sector. At the outset, interest rates were controlled and rigid. Nominal rates have
hardly changed over nearly three decades. The Central Bank of Mata s (CBM) only other
monetary policy instruments, in addition to interest rate controls, were liquidity requirements.
All deposit money banks were state-owned, which severely reduced the scope for
compstition. Financia markets were nonexigtent. No interbank borrowing took place and
there was no real market for government securities and the few other instruments. The
banking sector was very liquid as aresult of baance-of-payments surpluses.

92. Financid market liberdization preceded capitd account liberdization. The reforms
of the heavily regulated financid system commenced in a favorable economic environment
with large levels of internationd reserves, low inflation, and alow level of public debt. The
first steps taken by the CBM between 1990 and 1994 included tying bank lending rates to the
CBM’s discount rate; diminating preferentid lending arrangements (except for mortgage
rates that remained in effect for socia reasons until April 2000); and removing ceilings for
bank deposit rates (but at the same time setting minimum rates for savings deposits). Trading
of government stocks and equities commenced on the Mdta Stock Exchangein 1992. The
formerly administered treasury bill rates were determined by auctions. A new Banking Act
was gpproved that brought banking legidation in line with EU practice. The amended CBM
Act empowered the CBM with more authority to carry out monetary policy, but fell short of
providing it with full independence.

93. Capitd account liberaization which commenced in the early 1990s was extended,
and Maltatook further stepsto liberdize and deveop the financid system. The government
reduced its equity participation in the banking system to ultimately a 25 percent stake in one
commercid bank by 1999. Lending and deposit rates were gradudly liberaized.
Remuneration of banks excess reserves was diminated, and reserve requirements were made
more flexible by dlowing reserve averaging and lengthening the maintenance period. The
weekly trading sessons for government securities on the Mata Stock Exchange (M SE) were
replaced by daily sessons. Treasury hill auctions were conducted regularly and longer
maturities were introduced. On the foreign exchange market, the CBM sarted to quote
exchange rates on ared-time bassin 1995. It introduced foreign exchange swaps as an
additiond tool.

21 pPrepared by Andrea Schaechter (Economist, MFD), based on MFD work in the context of
the FSAP for Mdta The study covers developments up to end 2003.



-37-

B. Monetary Policy Environment
Ingtitutional framework

94. The newly amended CBM Act, effective as of October 1, 2002, assgns the CBM
the primary objective of price gability. Before the amendment, the Act assgned the CBM
multiple objectives but the CBM interpreted its mandate to maintain price stability by usng
the exchange rate as the nomina anchor. The amendments, dl in line with requirements for
EMU membership, have aso strengthened the lega and operational independence of the
CBM, and explicitly prohibit central bank financing of public sector deficits,

95. The Governor of the CBM is solely respongible for decisions on monetary policy.
He is advised by the newly established Monetary Policy Advisory Council. The Governor
and Deputy Governor are gppointed by the Presdent of Madlta, on advice of the Prime
Minigter, for a period of five years, and are digible for regppointment. Together with three
other directors they form the Board of Directors. The other three directors are appointed by
the Prime Minigter for aperiod of five years and are o digible for regppointment.

Monetary framework

96. The CBM operates monetary policy within aframework of an exchange rate peg.
The Mdtese lira has been pegged to a currency basket since 1972. The weights of the three
currencies currently in the basket (euro, U.S. dollar, and pound sterling) reflect Mdta's
externd trade pattern. The lirawas devaued only once, after the ERM crisisin 1992. The
exchange rate peg has contributed to moderate inflation in Mata. Since 1996, inflation
averaged 2.6 percent, close to that of the currency basket countries.

97. The CBM’sflexibility in conducting monetary policy isaso congrained by a
required minimum reserve cover for CBM lighilities. Under the CBM Act, the CBM is
obliged to maintain foreign exchange reserves a a minimum of 60 percent of the CBM’s
ligbilities (monetary base plus other deposit liabilities). The CBM's stock of officid reserves
has over many years fully covered the monetary base and recently increased due to the

bal ance- of - payments surplus (143 percent at end-2002). Officia reservesin terms of broad
money stood at 29 percent at end-2002 and cover about 9 months of imports.

M acr oeconomic performance

98. Malta s economy is highly dependent on afew sectors, such as tourism and
manufacturing, and is thus heavily influenced by externd developments Mdtaisasmdl

idand economy with a population of 395,000 and a GDP per capita of over US$9,200 (one of
the highest among the EU accession countries). Tourism accounts for about 30 percent of
GDP and manufacturing for about 25 percent. Electronics products make up 75 percent of
manufactured exports. The government’ s involvement in the economy remains high,
notwithstanding the ongoing reform srategy of reducing the government’s sakein

enterprises. Public adminigtration and state-owned enterprises account for about 23 percent

of GDP and employ about one-third of Maltal s work force.
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99. Strong growth in deposits combined with a dowdown in credit expansion have led
to argpid build-up of liquidity in the banking sysem since 2001. The growth in deposits has
accelerated to annual rates exceeding 10 percent due to widening interest rate spreads over
the basket currencies, the weak performances of equity markets, the lack of dternative
investment vehiclesin Mdta, and atax amnesty in 2002 that encouraged some capita to flow
back to Madta. On the other hand, the duggish economy has markedly weakened the demand
for credit, especidly in the private sector, to growth rates below 3 percent in 2002 (compared
with more than 10 percent in each of the previous four years).

Structure of thefinancial system

100. The banking sector is by far the largest segment in Mata s financia sector
(Table5). It dso dominates the insurance and securities indudtries, through subsidiaries and
affiliates in these sectors. Mdta has not experienced any banking crissin the past. The
banking sector consists of a domestic and an internationa component that operate
independently of one another. The domestic component is highly concentrated, and conssts
of four banks. Two of them are roughly the same size. They dominate the system,
representing more than 90 percent of domestic system assets, with Smilar shares of the
deposit and loan markets for resdents. The two large banks also dominate the insurance and
securities indudtries, through subsidiaries and affiliates in these sectors. Government
involvement in the banking system has been sgnificantly curtailed. The internationa
component conssts of nine internationa banks and one offshore bank that deals with
nonresidents in foreign currency. Except for one bank, the internationa banks consst mostly
of branches and subsidiaries of Audtrian and Turkish banks, which have established officesin
Matamainly for tax purposes. There are no significant links to the domestic banking system.
The last offshore bank is rdinquishing its offshore satus at end-2003.

Table 5. Mdta Financid System Structure

Assets Percent of
(2002 Number (Lmmillions)  Total Assets Percent of GDP
Deposit money banks 5 3911 58.0 2321
International banks 9 2,569 381 1525
Off-shore banks 1 266 39 15.8
Insurance companies 1/ 21 251 38 149
Life 5 168 26 10.0
Nonlife 16 82 13 49

Source: Central Bank of Maltaand Malta Financial Services Authority.

1/ Since three insurance companies are composite companies, the subtotals of life and nonlife
companies do not add up to the total insurance companies. Datafor assets are end-2001.

101. Thelevd of financid intermediaion in Mdtaisrdativey high: M2 exceeds

150 percent of GDP and credit extended to the private sector exceeds 90 percent. To avery
large extent, this results stem from the many years of gability in the banking system, which
has not experienced any mgor crises or economic/financia shocks.
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102. The Mdtese banking system is hedlthy but exposed to the country’ s narrow
economic base. Bank loan portfolios are highly concentrated. Loans to the tourism, retall
trade, manufacturing, ship repair/shipbuilding, and congtruction are the most important
indugtrid sectors plus loans to households. Lending to nonresidents is inggnificant, and more
than 95 percent of lending to resdents is denominated in Maltese lira.

C. Market Infrastructure
Maltese lira money markets

103. Turnover in Mdtese liramoney markets is very low due to the excess liquidity in
the banking system and the small number of banks. Money markets consist of an unsecured
cash market and atreasury bill market. There are no interbank repo or sel/buy-back markets,
and no other instruments such as commercia papers or certificates of deposts. In the padt,
the lack of legidation that recognizes netting in times of bankruptcy has prevented the
development of arepo market, but new legidation has been put in place since 2003.

104. Interbank lending is unsecured and has been dormant since 2001. Turnover in 2002
was only 6 percent of GDP, less than haf of the dready low turnover in 2001. All four banks
have credit lines with each other which are typicaly reviewed on an annud basis. Deds are
arranged over the telephone. The CBM monitors interbank exposures by requiring banks to
report their deals. Interbank transactions are highest for the one week maturity bracket.

105. Interbank interest rates are closely aligned with the CBM Centra Intervention Rate.
They have exhibited hardly any volatility because al banks tend to be on the same side of the
market. In September 2002, the CBM launched the weekly fixing of interbank rates MIBOR
(MdtaInterbank Offered Rate) and MIBID (Mdta Interbank Bid Rate) in the following
tenors. overnight, one week, one month, two months, three months, six months, nine months,
and one year. The rates have so far been purdly indicative, snce no trades have been
conducted. Nevertheless, the fixing should prove useful once liquidity conditions change and
should then be conducted on adaily basis.

106. The Matese Treasury holds weekly auctions for treasury bills with a 91-day
maturity. Auctions are held even when the government has no borrowing requirement to
maintain some liquidity in the treasury bill market and set ayidd curve. Treasury billswith
other maturities (one to 12 months) are held less frequently. The CBM does not participate in
primary auctions. At the beginning of 2003, there were 15 issues of treasury bills outstanding
with remaining maturities from 4 to 164 days and atota value of Lm 219 million. The
Treasury has athreshold of Lm 300 million in treasury hbillsit can issue without

parliamentary approvd.

107. The vast mgority of treasury bills (about 87 percent) are held by banks. The
minimum bidding volume in the primary auctions has been raised to Lm 20,000 in 2002 in
line with the authorities' policy to focus on the wholesde market. Due to the high excess
liquidity in the banking system and the smadl number of investment vehides, bankstend to
hold t-hills until maturity. The turnover on the secondary market for t-hillsis therefore very
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low at 7.2 percent of GDP in 2002. Most t-hill transactions are with the CBM (43 percent),
which quotes bid and offer pricesfor treasury bills Treasury bills are not demateridized (but
demateridization is planned) and trading is over-the-counter and unregulated.

108. In the government securities (treasury bills and government bonds) market the
CBM amsto enaure liquidity, ingal investor confidence (in particular for retal investors),
and thereby contribute to orderly conditions and stability. To achieve these objectives the
CBM quotes bid and offer prices based on yidds with ayied spread of five basis points for
wholesale transactions and ten basis points for retall transactions. The CBM cannot bid in the
primary market, but serves as a buyer for any investor who would like to receive proceeds
before maturity date. The CBM then make the bills purchased available for sale.

109. However, the CBM' s pricing role in the government securities market appears to
cause some confusion among some market participants. Even though the CBM follows the
prices established at the primary auctions and carefully observes market transactions and
adjusts its prices accordingly, the pricing pattern has been surprisingly steedy. This has
created a perception among some market participants of an attempt to stabilize the
government securities prices. Such suggestion could cal to question how solid the yield
curve is beyond the range of active treasury bill maturities.

Government stock market

110. Secondary market trading in government securitiesis very thin. Government stocks
are traded on the Mdta Stock Exchange. Trading volumes shrunk significantly in 2002 to
only 2.4 percent of GDP. Given the build-up of liquidity in the banking system, the poor
performance of equity markets, and widening spreads between Mdtese and foreign
government bond yields in recent years, new issues of government securities have been
heavily oversubscribed, and investors have been rductant to trade them afterward in the
secondary market. Also undermining secondary market liquidity has been the highly
fragmented nature of debt stock (36 bonds outstanding at end-2002), the participation of the
government Sinking Funds in the government debt market, and the previoudy mentioned
pricing role of the CBM in government securities.

Foreign exchange markets

111 The mogt active financid market in Mata s the foreign exchange market with a
turnover of 167 percent of GDP in 2002. However, given the openness of the Mdtese
economy this turnover rate is ill relatively low. More than 95 percent of al transactions are
gpot. Asin most countries, forward contracts typicaly have maturities between 3 to

12 months. Transactions between banks and the public account for about two thirds of al
foreign exchange operations, transactions between foreign exchange bureaus and the public
for about 4 percent. Currently, most banks are close to the regulatory limit for open foreign
currency postions and therefore pass on any additiona open foreign exchange position to the
CBM. Bid-ask spreads between credit ingtitutions have narrowed to about 0.37 percent
compared to 0.25 percent for transactions with the CBM. A wider bid-ask spread for
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government and parastatals of 0.5 percent (compared to 0.25 percent for banks) provides
some incentive for them to ded with banks. However, when the Size of thar transactionsis
too large, they directly ded with the CBM.

D. Monetary Policy Instruments
Auctions of term deposits and repur chase agreements

112. The CBM’s main monetary policy ingruments to steer the short-term interest rates
are auctions of term deposits and repurchase agreements with securities. Depending on the
liquidity Stuation of the banking system, every Friday the CBM conducts ether of those two
operations (Box 6). They have a 14-day maturity and are settled on the same day. Auctions
are a variable rates with each bank having to pay its successful bidding rate (American style
auction). However, the rates are within anarrow corridor of five basis points above the CBM
centrd intervention rate for repos and five bads points below the centrd intervention rate for
term depodits. The CBM honors dl bidsin this corridor, except when it views the bidding
amount as dearly incongstent with its liquidity forecad. Itsliquidity management gpproach

is therefore accommodating. In 2001, when Mata experienced a ba ance of payments deficit,
the CBM predominantly conducted liquidity injecting operations. With the turnaround of the
balance of payments situation, the CBM has conducted only liquidity absorbing auctions of
term deposits. Typicaly, three out of the four igible counterparts participate in the
operations.

Box 6. Malta: Monetary Policy I nstruments

Reserverequirements

Set at 4 percent of deposits, and remunerated at afixed rate of a2.7 percent (cash in vault is not
counted as eligible asset). Averaging provisions apply. CMB may impose penalties for noncompliance
of up to five percentage points above CBM’s rate applied to its overnight standing lending facility.

Standing facilities

An overnight deposit facility is combined with an overnight lending facility (“ standby loan”) to form a
corridor of 350 basis point for interbank market rates. A pool of collateral for the lending facility is
pledged in advance in favor of the CBM, allowing the lending facility to be activated automatically to
cover end-of-day overdrafts.

Money market instruments

Auctions of term deposits: Conducted regularly (weekly), with 14 days maturity, using multiple-rate
interest rate tenders. Main discretionary instrument in situation of excessliquidity.

Repo operations: Conducted regularly (weekly), using multiple-rate interest rate tenders. Acceptable
securitiesinclude treasury bills and bonds. Main instrument when the system is short of liquidity.

113. Securities that can be used for repurchase agreements are government bonds and t-
bills, but the CBM Act dso dlows acceptance of other digible assets. In practice, the CBM
requires the use of government bonds unless abank does not have enough governments
bonds in its portfolio. In that case t-hills may be used, which arein certificate form, provided
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that actud transfer of ownership is effected on the same day. The only risk control measures
areinitid margins of 2 percent. However, the CBM plans to introduce va uation haircuts and
variation margins smilar to those used by the ECB. Until 2003, when relevant legidation
was published, the lack of legidation recognizing netting in times of bankruptcy has
prevented the development of an interbank repo market.

Standing facilities

114. The CBM'’ s standing facilities creste a 350 basis point wide corridor for the
overnight money market rate. The lower boundary is set by the CBM’s overnight deposit
fadlity. Thisfacility is available to deposit money banks upon request at the end of the day.
Maltese banks are using the overnight deposit facility frequently at the end of the reserve
period. Thisisthe result of the limited options to use short-term liquidity given the amdlness
of the financid system and most banks being on the same sde of the market. Deposits with
the deposit facility averaged Lm 10.5 million per month (2001-2002). This compares to
about Lm 125 million of required reserves on average.

115. The CBM’s overnight lending facility sets the upper limit for overnight money
market rates. It is available either upon request by banks or can be used automaticaly when
the settlement account is overdrawn at the end of the day. For that purpose, banks have
pledged apool of securitiesin favor of the CBM. The margind lending facility has been used
only occasondly (in four separate months over the past 242 years)with borrowing averaging
Lm 2.6 million per month, lower than deposits with the CBM.

Reserve requirements

116. Banks operating in Mata are required to hold 4 percent of deposits and other
ligbilities with the CBM. Required reserves are remunerated at afixed rate of 2.7 percent.
Required reserves have to be held in the currency that is used as the accounting base of the
bank.?? Vault cash is not counted as an digible asset. Required reserve are calculated based
on the average of the end-of-month baance of the two months proceeding the maintenance
period, and full averaging over the holding period is dlowed. Reserve shortfals used to be
given afixed pendty rate of 8 percent. Under the amended CBM Act, the CBM may impose
apendty of up to five percentage points above its margind lending rate.

Foreign exchange oper ations
117. The CBM maintains the peg to the currency basket by standing ready to buy and

sl (spot) the basket currenciesin the market and by maintaining an appropriate interest rate
gpread to reflect the risk premium. The CBM quotes red-time exchange rates for spot and

%2 This palicy is rdevant for former offshore or international banks that have acquired a
license to operate in Mdta (rather than only operating from Mdta). Holding required reserves
in the currency that they use as their accounting base reduces exchange reate risk.
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forward trades and stands ready for spot transactions in the three currencies of the basket.
The bid-ask spreads for spot deals are 0.25 percent, for forward deals 0.25 percent plusthe
premium or discount depending on the interest rete differentid.

118.

E. Conclusionsand L essons

The following conclusions and lessons can be derived from Malta s experience with

reliance on money market insruments:

Low inflation rates have been the result of successfully pegging the currency, and a
consensus about the importance of the peg to achieving price Sability. The lack of
CBM independence (until the 2002 CBM Act amendments), including the possibility
to finance fiscd deficits through the CBM and the assignment of multiple objectives
through the CBM Act, was not misused. Capita controls, which were recently lifted,
aso fadilitated maintaining the peg.

The sequencing—firg liberdizing financid markets, later diminating capital
controls—proved fruitful and helped to avoid any currency or banking criss.
However, the approach was very gradua, stretching over more than a decade.

The combination of weekly auctions of term deposits or repos, standing facilities at
pendty rates, and reserve averaging alowed effective liquidity management.
However, trading activitiesin the money market has remained low, due to excess
liquidity of the banking system and the smdl size of the market.

Certan inditutiona €ementsimpede market development: (i) CBM’ s operationsin
the government securities markets may have led to the perception that it sill seeksto
manage interest rates across the yield curve. Such suggestion could call to question
how solid the yield curve is beyond the range of active t-hill meturities;

(i1) demateridizing t-billswould encourage the development of arepo market;

(iii) impediments to the use of repos have just been eiminated and should help to
build up arepo market; and (iv) public debt management could be used more
effectivdy to hep develop more liquid securities markets, for example, through the
reduction in the fragmentation in the debt stock.

The privatization of the deposit money banks, in particular, the sdle of one large bank
to aforeign owner, hasincreased the degree of competition. Nevertheless, interest
rate voldility has been minimd.



VI. THEGAMBIAZ®
A. Background

119. Reliance on money market instruments to conduct monetary policy was introduced
in The Gambiain the mid-1980s, following the serious economic imba ances that had
resulted from the directed lending policies started in the mid-1970s.2* By 1985, the Gambian
Cooperative and Devel opment Bank (GCDB), which had been established to implement the
directed lending poalicies, was faced with mounting nonperforming loans which, coupled with
insufficient collection efforts and inadequate provisoning, created a continuous need for
financing from the Centrd Bank of The Gambia (CBG). The development model pursued by
the government of using policies and ingtitutions to provide directed and subsidized credit to
preferred sectors became unsustainable.

120. In June 1985, The Gambia began implementing a comprehensive adjustment
program (the then Economic Recovery Program (ERP)) that included reformsin the financia
sector, encompassing both ingtitutiond and policy reforms. Indtitutiond reforms were
directed mainly at restructuring the GCDB and resolving the issue of its nonperforming

loans. Policy reforms were aimed at liberdizing the financia sector with the purpose of
promoting the development of a more competitive banking system and efficient financid
markets.

121. One of thefirgt steps in the reform process was the passing of the Centra Bank of
The Gambia Act (CBG Act) and the Finandid Indtitutions Act. The CBG Act was designed
to strengthen the role and authority of the CBG so asto improve its ability to formulate and
implement independent monetary policy and to regulate and supervise the financia system.
With this mandate, the CBG began the process of moving from administrative measures to

23 Prepared by Stephen Swaray (Senior Economist, MFD), based on MFD work in the
context of the December 2001 mission to discuss medium-term technical assistance needsto
serve as input into athree-year Technical Cooperation Action Plan (TCAP), and the
subsequent April and October 2002 technicd assstance mission (both headed by

Udaibir Das), on strengthening the central bank and the finandd system. The study covers
developments up to end 2003.

24 The decade between 1975 and 1985 witnessed adeclinein red growth, accderating
inflation and a deteriorating externa payments position, in response to avariety of externd
shocks coupled with the implementation of inappropriate policies. In particular, the
government started to intervene actively in the development process through the
edtablishment of financid inditutions designed specificaly to provide subsidized directed
credit to the groundnut sector, the mgor cash crop of the country. The financid system and
monetary policy became relegated to arole of mobilizing the savings of the population and
providing the alocation of credit to the preferred agricultural sector.
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money market operations to conduct monetary policy. By May 1986, dl interest rates were
freed and the CBG began to rely more on the primary sales of treasury billsasitsmain

ingrument of liquidity management.

122. To further improve liquidity management, by September 1990, the CBG started
issuing its own hills, the CBG-hills, with characterigtics identical to those of the treasury bills
and using auctions of asimilar format. The CBG aso introduced a rediscount window to
provide financing to banks. In 1992, a uniform unremunerated reserve requirement was
introduced for al Gambian financid ingtitutions. Since 1992, the CBG has not made further
ggnificant changesto its monetary policy ingruments. It till continuesto rely primarily on
primary sdes of treasury and CBG-hills as the main ingruments of monetary policy.
However, the experience of The Gambiawith reliance on money market operations in 2002-
2003 has been mixed. Wesk interna controls in the CBG combined with a poor conduct of
monetary policy and insufficient authority over interest rate policy in the face of large fiscd
dippages, have led to a continuous decline in the effectiveness of money market operations
during this period. Monetary policy targets were missed frequently and excessive money
supply drove up inflation and caused a dump of theloca currency in the foreign exchange
market. The loss of confidencein the CBG's conduct of monetary policy aggravated the
deterioration in the monetary environment. In the beginning of 2003, the CBG had to
increase reliance on reserve requirements (by significantly increesing the minimum
requirements) in order to curb excessive growth in reserve money while interest rates were
increased gradudly from 15 percent in July 2002 to 31 percent in August 2003.

B. Monetary Policy Environment

| ngtitutional framework

123. Although the basic objective of the CBG Act was to strengthen the role and
authority of the CBG in the formulation and implementation of monetary palicy, the
inditutiond framework for the conduct of monetary palicy in The Gambiais ill not dlearly
defined. The objectives of, and roles and respongbilities for, monetary policy are blurred.
The CBG Act sats out the principa objectives of the central bank as: (i) to regulate the issue,
supply, avalability, and internationa exchange of money; (i) to promote monetary stability;
and (iii) to promote a sound financid structure and credit and exchange conditions conducive
to the orderly and baanced economic development of the country. There is no established
priority among these objectives other than an implied order of importance based on the order
inwhich they are sated. The law does not aso ensure the autonomy of the CBG sincethe
Minister can override CBG policy and force the CBG to carry out the policy of the Minister
without requiring any disclosure or time limit in the override authority. In addition, the law
requires many of the CBG's monetary policy decisonsto be referred to the Minister for
approva. In addition, there has been alack of internd controlsin CBG operations, especidly
its foreign exchange operations. Currently, the CBG does not have any formd investment
guidelines of policies governing its foreign exchange operations and does not have arobust
Segregation between front and back office functions. In this regard, the use of outright sales
and purchases of foreign currencies to monitor overdl liquidity in the system has been
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problematic. In light of the foregoing, it is clear that the CBG lacks full autonomy and it is
doubtful, therefore, whether the CBG is sufficiently well positioned to conduct monetary
policy effectively.

Monetary framework

124. Among its multiple objectives, the CBG has chosen price stability as the principa
operationd objective of monetary policy, subject to which it also aims to support the broad
policy gods of strengthening the externa balance and promote economic activity. To achieve
this main objective, the CBG conducts monetary policy within a reserve money framework.
Net domestic assets of the CBG, together with net foreign assets and net clamson
government, are the central benchmarks that guide the conduct of monetary policy.

125. The long-term liquidity targets of the CBG to achieve its objective are in place, and
are currently derived in the context of the PRGF. However, aforward-looking, short-term
liquidity forecasting framework isin an undeveloped stage, and its devel opment would
require improved coordination between the CBG and the Ministry of Finance together with
subgtantia improvements in the Ministry’s own interna reporting system. Although the CBG
takes the exchange rate into account in its monetary policy decison making, its Sabilization
does not appear to be aprincipal monetary policy objective.

M acr oeconomic performance

126. Economic performance in The Gambia since the introduction of money market
operation to conduct monetary policy has been mixed. While GDP growth has been
predominantly strong and inflation moderate, there have often been significant dippagesin
the implementation of the budget, which have led the government to continue to borrow
heavily from the domestic banking and public enterprise sectors to finance itsfiscal deficit.
The fisca deficit (excluding grants) has varied between 3Ypercent of GDP and 8%percent
over the years. Thefisca dippages have necessitated increased recourse to government
domestic financing, which has raised the stock of domestic debt to about 33 percent of GDP.
Due to the rapid expansion in credit to the government, the treasury bill rates have remained
high, varying between 12.5 percent and 15 percent; dthough, recently they have increased to
24 percent. Lending rates have aso been consgtently in excess of 25 percent.

127. On the externd front, the externd current account deficit excluding officid
transfers has aso remained high over the period, averaging around 11.8 percent of GDP.
Partly asaresult of this, the Gambian currency (the dalas) has been depreciating—in 2001
and 2002 by 12 and 27 percent respectively in U.S. dollar terms (end-of-period rates).

128. The persistent wesk fiscal performance has been the main source of pressure on
monetary aggregates and on interest rates. Inflation performance, just like overdl economic
performance, has been mixed. Inflation in 1994 fell to 1.7 percent but increased to dmost
7 percent on average in the period following an ingtance of politica ingability. After the
return to condtitutional government, inflation moderated once more, reaching 1 percent by
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end-2000. In 2002, however, inflationary pressures developed with inflation in that year
averaging 8.6 percent (compared to 4.5 percent in 2001 and 0.9 percent in 2000 while end-of-
period inflation reached 13 percent (compared to 8.1 percent in 2001 and 0.2 percent

in 2000). In addition, the CPI-index in The Gambia possbly undergates actud inflation snce

it is based on outdated weights semming from a 1976 household survey for the low-income
Banjul population. Thisis dso indicated by the strong growth of broad money and reserve
money of more than 20 percent on average over the past 4 years, and the depreciation of the
dalas by about 50 percent in SDR and U.S. dollar terms. It is evident from the foregoing that
the CBG has been facing a difficult macroeconomic environment within which to implement
monetary policy, particularly on account of wesk fisca performances.

129. The persistent wesk fisca performance has been the main source of pressure on
monetary aggregates and on interest rates. In 2002, broad money rose by 35 percent,
compared to atarget of 13 percent. Some 24 percentage points of the increase in broad
money semmed from a mushrooming in credit extension to the private sector gpparently
associated with speculation in real estate and foreign exchange. This excessive credit growth
was sustained by arise in reserve money of 34 percent, a substantia proportion of which
appears to have resulted from liquidity injections by the CBG associated with foreign
exchange losses?® Corrective action by the CBG was late and initialy inadequate: the
treasury bill rate was raised gradualy from 15 percent in June 2002 to 25 percent in

June 2003 while minimum reserve reguirements were extended to include foreign currency
deposits and increased from 14 percent to 16 percent in April 2003. However, broad money
growth failed to dow down and annua growth reached 52 percent while private sector credit
more than doubled in the year to end-June 2003. In July, the CBG further increased
minimum reserve requirements to 18 percent and the treasury bill rate was raised to

31 percent in August. The foregoing shows that the CBG has been facing a difficult
macroeconomic environment within which to implement monetary policy, particularly on
account of weak fiscal performances.

Structure of the financial system

130. By every indicator, the financid system of The Gambiais smal and
underdeveloped.?® It comprises the Central Bank of The Gambia (CBG), 6 commercia

25 Some of these losses resullt from seasona smoothing operations by the CBG coupled with
the rapid depreciation in the ddas exchange rate. In addition, a number of foreign exchange
transactions involved extremely wide spreads, implying that the transactions counterparties
earned large profits at the expense of the CBG.

26 A gmdl financid system is usudly defined by M2 smaller than US$L1 billion, which isthe
szeof asmdl bank in anindusdtrid country. The World Bank Financia Sector Discussion
Paper No. 6 lists about 60 such countries—The Gambia among the smdlest ones, with M2
only dightly above US$100 million.
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banks, 11 insurance companies, 52 Village Savings and Credit Associations (VISACAS), and
numerous microcredit inditutions. There are aso 11 foreign exchange bureaus operating
under license from the CBG, and an active unofficia market.

131.  Thebanking sector overwhemingly dominates the financia system?’ dthoughit is
small in both absolute and relative terms. Tota banking sector assets are equivaent to about
40 percent of GDP. Tota loans, however, are only equivaent to 9 percent of GDP only
(Table 6). All banksin The Gambiaare now virtudly privately owned.?®

Table 6. The Gambia: Banking Sysem Structure

Millions of
(2001) Millions of Dalasis U.S. Dallars Percent of GDP
Total Assets 2,903 172 a7
Total Loans 750 4 12
Total Deposits 1,864 110 30
GDP 6,125 362

Sources: CBG and staff estimates.

132. The banking system is highly concentrated, with the largest bank in the country
dominating the market both in terms of deposits (52 percent) and of |oans extended

(38 percent). The top three banks account for 86 percent of the market in terms of loans and
95 percent in terms of deposit. The balance sheet structure of Gambian banks reflects the
highly embedded credit risk in the economy, a preference for liquid, low-risk assets, and the
intermediation of officid and private transfers. As of June 2002, loans accounted for less
than one-fourth of banks' tota assets, reportedly reflecting mainly the dearth of bankable
projects and creditors' inability to exercise their rights. The largest portion of bank assets—
about one-third—was placed in treasury bills. Asaresult, liquidity in the banking sysem asa
wholeis high, even though there are Sgnificant bank-to-bank variations.

133. The banking sector has been very profitable, with average after-tax profits a about
4.6 percent of assets at end-2001. The high leve of profitability derived by banks from
treasury hill holdings has so far provided no incentives to reduce rates or spreads for private
lending.

134. All banks have sgnificant open foreign exchange postions, with long positions
ranging from 20 percent to 53 percent of their capitd. In the existing environment, with the

27 Banking system assets account for about 97 percent of total financial sector assets. Of the
rest, 2 percent belong to insurance companies and 1 percent to microfinance ingtitutions.

28 The government’ s direct participation in banks is now limited to the 10 percent it holdsin
one bank. Of the 9x banks, foreign individuas and companies own at least 70 percent shares
in three of them and substantiad amounts (30 percent and over) in the others.
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domestic currency depreciating, the returns on investments in foreign currency are aSzeable
source of the banks' income. It a'so means, however, that the banks are vulnerable to
unexpected exchange rate movements. Moreover, the banks are exposed to adverse
movements in exchange rates through their impact on the credit risk of their borrowers.

C. Market Infrastructure
Interbank money market

135. Six banks dominate the money market in The Gambia A ddas interbank market
does not exist in the red sense of the term, except for afew ad-hoc interbank transactions.
The banks invest their excess funds in treasury bills, and despite a 3 percent margin between
the treasury bill rate and the CBG refinance rate, banks seldom dedl with each other and they
prefer to use the CBG' s refinance facility despite its high cost. The participation of nonbank
public indtitutions, particularly socia security funds, in treasury bill auctions has increased,

but total investments are till indggnificant and purchased bills are dmost without exception
held till maturity.

136. Compstition in the money market is very limited. First, the demand for short-term
fundsislimited and the number of potentid participantsis very smdl. Second, most
activitiesin the short-term market are centered on trade, primarily re-exports. As aresult, all
banks are “ on the same side”’ of the market in that they are dl influenced by the same
seasond, cyclical, or externd factors. The structure of the banking system and the uniform
effects of seasond, cyclicd, or externa events on al participants are the main reasons for the
lack of an interbank market.

Theforeign exchange market

137. Like the interbank money market, the interbank market for foreign exchange has
played alimited role in digtributing foreign exchange in the economy. The structure of the
foreign exchange market in The Gambia congts of the central bank, commercid banks,
exchange bureaus and moneychangers>® While the central bank and the commercia banks
handle mainly large transactions, involving internationd financid transactions, exchange
bureaus ded mainly in cash. Large traders who use these exchange bureaus to acquire the
needed foreign exchange directly from the public often directly “own” the latter. Partly asa
result of the prevalence of cash transactions on the foreign exchange market, specificdly for

29Both the banks and the bureaus are licensed by the CBG to dedl in foreign exchange and to
participate in the foreign exchange market. Moneychangers were licensed starting in 2002.
There are dso money transfer offices (like Western Union), which operate without direct
trander of foreign exchange into the country. The bulk of foreign exchange inflows, manly
remittances, have been channeled through Trust Bank, which aso serves as an agent for
Western Union.
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the re-export trade and large bank charges, the exchange bureaus have become the preferred
depository or sources of foreign exchange.

138. The foreign exchange market is completely liberdized, and snce 2001, commercid
banks are dlowed to accept foreign currency deposits. CBG maintains exposure limits for the
banks and the exchange bureaus for prudentid purposes. Any amount above the limit must
be offered for sde within seven days of the weekly meeting of the foreign currency review
committee that is chaired by the CBG and includes representatives of the commercid banks
and the foreign exchange bureaus. Banks and exchange bureaus would normaly be expected
to submit their bids for purchases and saes together with the desired exchange rate, at the
weekly meeting of the officid market participants. In practice, there is more demand than the
supply of foreign currency, snce dl market participants prefer to buy foreign exchange a the
sametime a the interbank rate, and therefore, absent of selling activity. In this context, the
interbank market resembles more of an auction system. Asin the interbank money market,
banks and exchange bureaus prefer to dedl directly with the CBG.

139. CBG sforeign exchange transactions have, however, not been subject to suitable
interna controls, and have contributed to undermining the effectiveness of outright purchases
and sdes of foreign currencies as an ingrument to influence overdl liquidity conditions. As
mentioned above, amgor part of liquidity injectionsin 2002 slemmed from losses that the
CBG incurred by conducting foreign exchange transactions.

Government and central bank debt mar ket

140. The CBG issues treasury bills on behdf of the government for purposes of
financing the deficit. Treasury bills are auctioned at 91-, at182-, and at 364-day maturities—
the 1-year maturity being arecent innovation. Bills are auctioned as a block, with bidders
choosing the maturity desired. The CBG auctions treasury hills at a uniform price and,
because of the prevailing dimate of excess liquidity, accepts dl bids. The amount of bills
outstanding as a end-2001 was D 2 hillion, of which over 50 percent were 91-day hills,
athough the share of 182-day hills has been increasing. Commercia banks hold just over

50 percent of dl treasury bills outstanding. The secondary market is modest and primarily
conggts of the rediscount facility at the CBG and its sales of rediscounted bills.

141. The CBG ds0 issuesits own bills with 91-day and 182-day maturities, of which the
three-month bills account for the vast mgority. Central bank hills are the same as treasury
bills except for the issuer. The bulk of centra bank bills are owned by commercid banks.
There is no organized securities market in The Gambia.

D. Monetary Policy Instruments

142. The CBG has essantidly three instruments to manage banking system liquidity:
primary market sales of treasury and central bank bills and secondary market sales of
treasury bills from its own portfolio and & its own discretion to absorb liquidity; a rediscount
window, which is a standing facility, used at the initiative of banks and nonbanks, and
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reserve reguirements, which are been used increasingly actively (Box 7). Due to current
liquidity conditions, most operations exist to absorb liquidity and are carried out through
primary saes of treasury and central bank bills, while rediscount operations and secondary
sdes of treasury bills are quite limited. Banks are also subject to aliquid asset ratio, which
currently does not represent a constraint and is primarily used as a prudentid instrument. In
effect, primary saes of treasury and centrd bank bills represent the main monetary policy
ingrument in The Gambia

Box 7. The Gambia: Monetary Policy I nstruments

Liquid asst ratio
Set at 30 percent of deposits. Eligible assets mostly include treasury and central bank bills.

Reserverequirements

Set at 18 percent of deposits, in the form of unremunerated deposits with CBG.

Standing facilities

Rediscount window: Allows banks to obtain funds on demand against accepted collateral (treasury and

central bank bills). No limit to access, aslong as bank complies with liquid asset ratio. Rate applied is
sets above treasury bill rate (currently 300 basis points).

Money market instruments

Primary market sales of treasury and central bank bills: Issued using uniform price auction in
maturities of 91, 182, and 364 days; issued on afortnightly basis. Thisisthe main discretionary
instrument of liquidity management.

Secondary sales of treasury hills: Consist of sales of rediscounted bills; used to absorb liquidity from
market in between primary market sales of securities.

143. The amount of billsissued in the primary market a any given time (usudly a
combination of both treasury and centra bank bills) is composed of both maturing bills (to be
rolled over) and an extra amount for monetary policy purposes. The extraamount is placed
into a specia account—the “ serilized account”—at the CBG. The specid account is, in
principle, supposed to be blocked so that inflows to it are sterilized. In practice, however, the
treasury draws on this account, as funds are needed. These treasury withdrawa s have been
serioudy undermining the CBG's monetary policy actions but the CBG has insufficient
autonomy to stop the process, which, from the treasury’ s point of view, is required by the
high fisca deficit. The CBG does not aso have the resources to pay interest on alarge
amount of its own bills. Occasondly, the CBG uses sdes of treasury billsfromits own
portfolio as an instrument to absorb liquidity in between auctions. But asindicated, this
portfolio is smdl, thereby limiting the effectiveness of secondary market sales of treasury
bills as an indrument of monetary policy.

144. The CBG maintains a anding facility—the rediscount window—through which
banks, at their discretion, can obtain cash for their bill holdings from the CBG. These
discounts are without limit as long as a bank holds bills above the minimum liquid asset
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ratio. Under these operations, the ownership of the collaterd is transferred to the central bank
for itswhole resdua maturity. Financing, therefore, is granted for a period corresponding to
the maturity of the underlying collaterd. The interest rate charged is the rediscount rate,
currently a 19 percent, three points above the treasury bill rate.

145. In June 1998, reserve requirements were unified across deposits and were set a a
rate of 14 percent of total deposits. In 2003, the CBG reverted to the use of reserve
requirements as an active policy device. During thefirgt haf of this year, reserve
requirements have gradually been increased to 18 percent and were extended to include
foreign currency deposts.

Interest rates

146. Thetreasury bill rate isthe key interest rate in The Gambia, Snce most other
interest rates are linked to it. Thisrate varied little up to 1998 but, Snce then, it hasrisen to
14 percent in 1999 from 12.5 percent and further to 23 percent since 1999. The treasury hill
rate was increased further to 26 percent in July 2003 and then to 31 percent in August 2003.
The rediscount rate is set at 3 percentage points above the treasury bill raie; the CBG's
secondary market rate for selling billsis 1 percentage point below the treasury hill rate, and
the “bank rate’ is 2 percentage points below the treasury bill rate. The bank rate isthe rate
for lending to parastatals and for emergency loans.

147. The spread between lending and deposit rates has aso remained unchanged at about
1314 percentage points, which is even higher than in other countriesin the region. The high
gpreads can be explained by a combination of factors, including the high credit risk inherent

in the economy, the inefficient legal and indtitutional framework, the oligopalistic nature of

the banking system, and its smdll size.

148. The CBG is concerned about the level of nominal and redl interest rates. The
current high rates, in addition to putting pressure on the budget, aso hamper economic
activity, and may pose a severe threet to the banking system, since the only borrowers willing
to pay such high red interest rates are usualy very risky ones. However, this must be
baanced againg the CBG’ s commitment to keeping inflation low.
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E. Conclusonsand L essons

149. The following conclusions and lessons can be derived from the experience of The
Gambiawith reliance on money market instruments:

Following financid sector reforms of the early 1990s, inflation performancein The
Gambia was encouraging, suggesting that progress in the implementation of monetary
policy can 4till be achieved in smdll, underdevel oped, and concentrated financia
systems with the use of very smple money market operations—mainly primary sdes
of treasury and central bank hills, arefinance window, and occasional secondary
market sales of treasury hills.

These strong performances were, however, againg the background of an increased
buildup of domestic debt and persistently high interest rates (including tressury hill
rates), as aresult of continued sales of szeable amounts of treasury and CBG hillsin
pursuit of atight monetary policy sance. Since most interest rates are linked to the
tressury bill rate, al interest rates have remained high in red terms, which has posed
a ggnificant challenge to monetary policy.

More recently, weak interna controls in the CBG, combined with aweak monetary
policy and insufficient authority over interest rate policy in the face of large fiscd
dippages, have led to a continuous decline in the effectiveness of money market
ingruments to conduct monetary policy.

Findly, the experience of The Gambia shows that expansonary fiscal policy
condtitutes a setback to effective monetary policy and to sustaining continuous
periods of low inflation in the context of shalow markets.
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VIl. Tonea®
A. Adoption and Reversal of Reliance on Money Market Operations

150. Shortly after it was established in 1989, Tonga s centra bank (the Nationa Reserve
Bank of Tonga—NRBT) shifted from adminidrative measures to money market insruments
to conduct monetary policy. However, when confronted with arapid credit growth in 1994
and 1995, the NRBT had to resort to administrative measures owing to its inability to support
the financiad cogts that involved atightening of monetary policy.

151. Inthefirg half of 1990s, the NRBT gradudly shifted reliance from adminigrative
measures to money market indruments to conduct monetary policy: interest rate controls
were progressively phased out and fully liberdized in 1991 and credit controls, assuming
mainly the form of amaximum loan-to-depost ratio were diminated in 1993,
Concomitantly, the NRBT introduced three new policy insruments: noninterest rate bearing
reserve requirements (at 5 percent of banks deposits); issuance of NRBT notes on weekly
basis;®* and a refinance standing facility.

152. At the same time, the NRBT dlowed entry in the market of two foreign commercid
banks, with a view to increasing competition. Subsequently, commercia bank credit to the
private sector increased sgnificantly during the period 19931995, and international reserves
declined markedly, cdling for atightening of monetary policy.

153. The attempt to tighten monetary policy in 1995 reveded the weak financia position
of the NRBT. Lack of revenues and no financid support from the government, in a context
where the NRBT needed to issue sgnificant amounts of notes to tighten overdl liquidity
conditions, would have resulted in large operating losses. Severd factors were responsible for
the NRBT’ s wesk financid condition, including the following. At the creation of the NRBT,
currency in circulation was covered by clams on the government, which did not yield a

return. Also, the amount of paid-up capita was very limited, and substantial resources were
absorbed in the construction of a new headquarters building.3? Ultimately, the NRBT resorted
to higher reserve requirements (the ratio was raised from 5 to 10 percent in 1995) and mora

30 Prepared by Kentaro Iwatsubo (Summer Intern, MFD) and George I den (former Senior
Economist, MFD), based on a February 1999 MAE technica assstance mission to Tonga,
led by Hidaeki Suzuki; and on SM/03/24 and SM/03/8. The study covers devel opments up to
end 2003.

31 |nitialy only 56-day maturity notes were offered at a 4.5 percent interest rate. In 1994,
securities with maturities between 28 days and 5 years were added. More than 90 percent of
the securities were acquired by commerciad banks.

32 For amore detailed discussion, see “Tonga—Selected |ssues and Statistical Appendix,”
SM/03/24, January 2003, p. 5.
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suasion to dampen credit growth. In 1998, the NRBT was forced to discontinue issuing the
more expensive 3-month central bank bills (at 5.5 percent).® In 1998-1999, in addition to
informa credit cellings, the NRBT raised the reserve requirement ratio further from

10 percent to 12 percent, increased the NRBT’ s minimum lending rate (MLR) from 7 percent
to 9 percent, and imposed a 30 percent deposit cash margin on al new loans with the
exception of export and tourism sector loans. Subsequently, the growth of credit was
contained and officia reserves stabilized in 1999, dlowing the remova of the 30 percent

cash margin. However, in response to aloss of officid reserves, the reserve requirement ratio
was raised from 12 to 15 percent and the ML R was further increased to 12 percent in 2000.3*

154. In the course of 2000, faced with higher reserve requirements, banks reduced their
holdings of NRBT bhillsto fund an expanson of credit, which in turn resulted in pressures on
the internationa reserves. Eventudly, the NRBT had to impose forma credit ceilings, which
have been since then the main monetary policy instrumentsin Tonga. Concomitantly, the
NBRT discontinued the issuance of NBRT notes because of the financia cost involved in
their placement.

B. Monetary Policy Environment
I ngtitutional framework

155. In Tonga, monetary policy isimplemented in the context of a pegged arrangement
with a horizonta band, whereby the vadue of the pa anga s determined based on aweighted
basket of currencies comprising the Audtraian dallar, the Japanese yen, the New Zedland
dollar, and the U.S. dollar.®® The exchange rate is managed on a day-to-day basis by the
Reserve Bank on the basis of the movement of the basket of currencies. With foreign
exchange control regulations, Tongaisin a postion to maintain some monetary policy
independence.

156. The monetary objectives of the NRBT are defined as promoting monetary stability
and the soundness of the financid system, and fostering conditions for economic
development. The NRBT ams a maintaining low inflation, and gross foreign reserves
equivaent to three months of total imports or above. In addition, the NRBT recognizes that
exchange sability is essentid for the price stability in Tonga given the high passthrough of

%3 The NRBT aso stopped issuing one-month NRBT hills (a 3.5 percent) in 2001.

34 The deposit and lending rates by commercia banksin Tonga have been very sticky;
consequently, changesin the MLR hardly affected commercid banks behavior.

35 The pal anga was pegged to the Austraian dollar until 1991. The Asian crisis and the sharp
drop in reservesin 1997-98 led the authorities to introduce a 2 percent band in March 1998.
In 2000, the band was widened to 5 percent and the Japanese yen was included in the
currency basket since Japan became more important as a trading partner.
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the exchange rate to the price leve given that more than haf of the items on the CPI basket is
composed of imported goods.

157. The NRBT pursues these objectivesin close consultation with the government.
Most changes in monetary and exchange rate operations require approva of the executive
branch of government, making the NRBT subject to political pressures®® In particular, the
exchange rate has not dways reflected the economic fundamentals due to politica pressures
to prevent the depreciation of the pa angato contain inflation. At times, pressure to prevent a
depreciation of the currency has come from corporations with foreign debt denominated in
U.S. dollars. Furthermore, the limited operationd autonomy of the NRBT has & times
resulted in direct centrd bank lending to the government, in particular asit is called to buy
any unsold portion of the government securities offered to investors to finance the budget.
The interest rates on government bonds are based on the yields curve of deposit ratesin the
market adjusted for tax-exemption and risk premium. The associated reserve money creation
has contributed to the excess liquidity, in a context of limited policy indruments a the
disposal of the NRBT to derilize excess liquidity in the system.

M acr oeconomic performance

158. Although the real GDP growth temporary strengthened to 6.5 percent in
19992000, it dowed to only 0.5 percent in 2000—01 and is estimated at 1.6 percent in
2001-02. The contraction of the economy occurred because of adedinein the leve of
activity in the agriculturd sector. Anincrease in the current account deficit to 8.1 percent of
GDPin 200001 led foreign reservesto fdl to the leve of 1.75 months of imports, which
was about hdlf of itsleve in 1998-1999. During the period 200001, the pa anga depreciated
agang the U.S. dollar by atotal amount of 20.8 percent, which consisted of the normd
basket movements of 6.8 percent and the balance due to adjustments by the NRBT. Since
more than 50 percent of the CPl basket is based on imported commodities, the inflation rate
increased from 5.3 percent in 1999-2000 to 7 percent in 200001 and 10.4 percent in
2001-02.

159. The sharp depreciation of the pa anga againgt the U.S. dollar was necessary for
dampening foreign reserve losses in the wake of fiscal and monetary expansion in 2000-01.
Since Tonga had no flexible monetary policy instruments, exchange rate movements have
sometimes helped to affect aggregate demand through the impact of import prices on redl
income. However, the exchange rate adjustments, used as a monetary policy instrument, are
not necessarily effective because depreciation would easily lead to afurther inflation.

3¢ The NRBT Governor is appointed for a period of five years and is digible for
regppointment. Respongbility for policy and affairs lieswith the Board of Directors, which
comprises the Governor and six other directors gppointed by the executive branch.
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Structure of the financial system and market

160. Tonga sfinancid sector is composed of five inditutions: the NRBT, three
commercid banks, and one state-owned development bank (Table 7). Until 1993 only two
banks operated in Tonga, including a sate-owned devel opment bank established to promote
rurd development by investing resources obtained mainly from externd borrowing. Another
of the commercid banks established in 1993 was a branch of a foreign bank; the other was a
locdly incorporated bank. A smdl insurance sector completes the financia sector.

Table 7. Tonga: Financid System Structure

Assets Percent in Percentof ~ Number of
(2001) (millions of pa’ anga) Total Assets GDP Institutions
Commercial banks 2004 816 723 3
State-owned devel opment bank 451 184 16.3 1
Insurance companies n.a n.a n.a 6
Tota 2455 100.0 88.6 10

Sources: Tonga authorities and Fund staff estimates.
C. Monetary Policy Instruments

161. In conducting monetary policy, the NRBT attempts to monitor the net domestic
assets of the banking system. Limiting domestic credit expangon is consdered essentid to
dampen the demand for imports and prevent a deterioration of international reserves.
Following the unsuccessful attempt to rely on OM O, the NRBT now relies on a combination
of credit callings and reserve requirements to achieve its intermediate objectives (Box 8).

162. In acontext of a dructura excess liquidity, the short-term liquidity facility does not
play any operationd role, and the NBRT does not have a discretionary instrument to absorb
excess liquidity snce it discontinued issuing NBRT notesin 2001. Changesin reserve
requirements ratios have been used to influence the demand by the financid system for
central bank reserves above the clearing balancing needed for settlement purposes. They
were ingrumenta in mopping up structura excess liquidity that build up in relation to direct
NBRT credit to the government.

163. Following a period during which the NRBT rdied on mora suasion to monitor the
growth of bank credit, in 2002 the NRBT introduced formd individua credit cellings on the
commercia banks and the state-owned development bank.3” The recourse to credit ceilings
became necessary due to the absence of effective money market insruments to regulate
overd| liquidity of the banking system. In particular, the high cogtsinvolved in issuing

37 The NRBT did not specify sanctions for noncompliance with the credit ceilings. The
June 2002 experience shows that two banks complied, while the other two did not.



- 58-

NBRT notes, in acontext of awesk financid postion of the NBRT, were no longer avigble
option. Meanwhile, rapid credit growth has highlighted the limited effectiveness of
adminigrative measures and the need to restore conditions for using money market
operations.

Box 8. Tonga: Monetary Policy Instruments

Credit ceilings

They areimposed on the net domestic assets of each individual bank, within aglobal ceiling on net domestic
assets of the banking system. Credit ceilings are set quarterly by the NRBT and they have been the main
monetary policy instrumentsin Tonga since 2000.

Reservereguirements

Introduced in 1993; they are not remunerated. The ratio was raised from 5 to 10 percent in 1995, to 12 percent
in 1998, and to 15 percent in 2000.

Standing facilities

Short-term liquidity facility: Allowsthe banks to borrow from the NRBT for a short term (normally for less
than amonth), using government bonds or the NRBT notes to the NRBT as collateral. The discount rate
charged by the NRBT on these short-term loansis 17 percent per year during the first 10 days, and 19 percent
thereafter, as of August 2002.

Money market instruments

Central bank bills: NRBT billswere introduced in the mid-1990s; they were discontinued in 2001 owing to
the high cost for the NBRT associated with their placement. The NBRT bills were replaced by treasury bills,
and the associated costs are thus now financed by the government budget.

D. Channesof Transmission of Monetary Policy

164. The credit cealings have been the main monetary policy instruments since 2000 due
to the NRBT’ sinability to support the financid costs associated with money market
operations for liquidity management.>® The wesk financid position of the NRBT stems from
high interest payments and adminidtrative expenses.

165. The NRBT experienced the most significance losses in the period 19961998,
associated with the issuance of NRBT notes. In those years, interest payments rose from
46.8 percent of operating income in 1996 to a peak of 63.9 percent in 1997, and to

55.3 percent in 1998. Administrative expenses adso represented alarge share of operating
income over the previous 8 years. Those expenses rose from 27.9 percent of operating
incomein 1995 to 47.7 percent in 1997, and to 42.3 percent in 1998. More recently,
adminigrative expenses dominated the other items of the NRBT’ s operating expenditure,

38 Excess liquidity resulted from credit expansion associated with operations with the
government and public enterprises.
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risng to 46.8 percent of operating incomein 1999, compared with 38.9 percent in the case of
interest payments.>°

166. Interest rates do not play a sgnificant role in monetary operations in Tonga because
the NRBT has taken the stance that it cannot afford to conduct open market operations

sgnce 2001. The interest rates charged on government bonds have not reflected the movement
of inflation, and recently have been far below the inflation rates. One important implication is
that interest rate policy hasfailed to support the government’ s more flexible exchange rate
policy, and consequently excess demand has continued and foreign reserves have declined.
The NRBT isrequired to buy any unsold portion of government bonds, with the result that it
has to issue reserve money to finance government operations. This has contributed to

inflation and to aloss of foreign reserves.

E. Conclusonsand L essons

167. Tonga s experience illudrates that in a context of aweek financid postion of the
centra bank, reliance on money market operations faces difficult chalenges

In the absence of budgetary support, the central bank was unable to absorb excess
liquidity, and therefore relied on financia repression to conduct monetary policy.

The NRBT resorted to bank-by-bank credit callings because of its inability to support
the cost associated with money market operations.

Although recently the government has been anet creditor to the banking system,
palitica interference in the conduct of monetary policy has at times weakened the
effectiveness of monetary policy when the central bank has had to finance the
government and public enterprises by issuing reserve money, which would eventualy
lead to afurther inflation.

In the context where the central bank could not rely on money market operations, the
depreciation of the currency may have helped reduce aggregate demand, and prevent
foreign reserve losses, but at the expense of higher inflation.

39 In 2002, the government approved a proposal to strengthen the NRBT through a
recapitdization, reflecting the cost of monetary policy in the budget for 2002—03 and
subsequent years.
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VIl Tunisa®
A. Path to Reliance on Money Market Operations

168. Throughout the 1970s and until the mid-1980s, Tunisia s monetary policy relied on
credit and exchange and capitd controls. Credit controls involved bank-by-bank credit
ceallings, interest rate controls, and mandatory requirements for banks to channd credit to
strategic sectors. Exchange and capita controls were used to ensure that domestic savings
would be used to finance domestic investments rather than the acquisition of foreign assats.
These palicies led to macroeconomic imbaances and the emergence of serious problemsin
the banking system as the system for contralling and funneling credit to strategic sectors
proved increasingly inefficient. In the mid-1980s, the authorities responded with the
implementation of wide-ranging stabilization and sructurd reforms. Key objectives of the
reforms were to reduce direct government intervention, strengthen the role of market forces
in the dlocation of financid resources, improve the capacity of financid inditutions to
mobilize domestic savings, and enhance competition anong banks and strengthen thelr
financia soundness.

169. Theinitid phase of financid reforms (1987—93) culminated with the completion of
current account convertibility (Table 8). Liberdization of lending rates was initiated early on
in the process and followed a gradua path; the requirement of prior approvd for granting
bank loans was eliminated and the regulatory constraints imposed on the balance sheet of
commercid banks were relaxed. Concomitantly, comprehensive bank prudentia regulations
were introduced. Early in the reform process the Centrd Bank of Tunisa (BCT) modernized
its monetary policy framework: the role of the rediscount window was reduced, and reliance
on money market operations to conduct monetary policy was gradualy enhanced. At thetime
of acceptance of the obligations of Article V11 of the Fund's Articles of Agreement in
January 1993, lending rates had been dmost completely liberalized, the prudentia
framework for the banking system had been significantly strengthened, in line with the
recommendations of the Basel Committee on Banking Supervision, and progress had been
made in liberdizing the trade regime. However, capita controls were pervasive; banks were
gl subject to the mandatory lending requirement to priority sectors and to limitations on
thelr ability to undertake foreign currency-denominated transactions. The authorities intend
to eventudly adopt afloating exchange rate regime.

“0 Prepared by Bernard Laurens (Deputy Division Chief, MFD), based on MFD work in the
context of the FSAP for Tunisia, and subsequent papers by Bernard Laurens and
Abdourahmane Sarr (MCD) on capital account liberaization issues, and Tunisa s monetary
framework, which were issued respectively as a Selected | ssues Paper in the context of

the 2002 Article IV Conaultation, and ajoint MED-MFD Supplement to the Staff Report for
the 2003 Article IV Consultation. The study covers devel opments up to October 2004.
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Table 8. Tunisa Adoption of Money Market Operations

Year Monetary Sector Financial Sector External Sector

1987  Liberalization of deposit and '?Hgs;f;ﬂ” OLI‘;grgrﬁ’;ehe”S‘ vebank
lending rates begins. P €9 '

1988  Rediscount operationslimitedto  BCT prior approval for granting bank
priority sector loans. Money loansis eliminated.
market operations are started.

1989  Reserverequirements are Introduction of treasury bill auctions.  Creation of money market
reactivated. in foreign exchange.

1991 Relaxation of mandatory bank

holdings of government securities.

1992 Interest rate ceiling set at TMM Strengthening of prudential
+ 3 percentage points. Reduction  regulations for the banking sector.
scope for preferential credit rates

1993 Adoption of new auditing standards  Article VIII accepted.

for the financial statements of banks.

194 New banking law setsframework fora Creation of interbank

more market oriented system. foreign exchange market.
Audits of commercial banks

completed; restructuring plans

implemented. I ntroduction of

negotiable t-bills.

1996  Lifting of all lending rates
controls. Elimination of
mandatory lending requirements
to priority sectors.

1997  BCT interventionin money Privatization of Banque du Sud Forward coversintroduced.
market becomes main monetary Maximum buying/selling
instrument. spread for spot transactions

eliminated.

1998 Strengthening of prudential norms

1999 for the banking sector.

2000 Merger of Banque de Dével opement

Economique (BDET) and Banque
National e de Dével oppement
(BNDT) and merger with Société
Tunisienne de Banque (STB).

2001 Effortsto strengthen liquidity Enactment of new banking law.
forecasting framework. Three Introduction of liquidity ratio.
month reserve repos introduced

2002  Amendment of the reserve Privatization of Union Internationale
reguirements system. de Banque (UIB)

2003 Introduction of OMO. Framework for repos is introduced.

Source: IMF Country Report No. 02/120 and BCT.
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170. Following current account convertibility, greater emphasis was placed in shifting to
greater reliance on money market operations to conduct monetary policy (1994—present).
Soon after the completion of current account convertibility, the authorities introduced a spot
interbank foreign exchange market (1994). Following the lifting of al redrictions on lending
rates and the dimination of mandatory lending requirements to priority sectors (late 1996),
intervention in the money market became the main monetary instrument of the BCT

(early 1997). Theimplementation of a plan to restructure NPL s to public enterprises resulted
in agrengthening of the financid dructure of the banks (alowing the minimum capita
adequacy ratio to be raised from 5 to 8 percent). Graduadly, banks were alowed greater
freedom in undertaking foreign currency operations. In pardld, the stock market was
modernized, thus alowing corporations to diversfy their funding sources, and encouraging
the public to invest in the market.*! Trade liberdization continued, in particular through the
negotiation of afree trade agreement with the European Union. Findly, efforts were made to
modernize the ingtitutiona and operationa framework for public debt management.

B. Environment for Monetary Policy Conduct
Ingtitutional framework

171. The primary objectives of the BCT as defined in its charter include preserving the
vaue of the currency and supporting the economic palicies of the government. The latter
objective has motivated the implementation of an activis monetary policy amed a
supporting the development needs of Tunisa Until late 1996 commercid banks were subject
to mandatory lending requirementsto priority sectors and lending rates were regulated.
Following the lifting of these contrals, interventions in the money market became the main
monetary instrument, but BCT’ s policies continued to encourage lending to certain sectors
until October 2002, and short-term interest rates exhibited aremarkable stability, at lesst
until the end of 2000.%2

172. A datutory limit on the amount of government securities the BCT can hold for
monetary policy purposes may have encouraged reliance on private paper in the conduct of

1 Measures were adopted in 2001 requiring a| securitiesissued in Tunisia, regardless of
nature, to be registered in book entry format. Furthermore, the management and
adminigtration of securities accounts traded on the market can only be carried out by credit
ingtitutions. Consequently, authorized intermediaries are subject to the supervison of the
BCT and of the Financid Market Board, each in its mow area of competence. In the same
context, a code grouping dl legidation governing mutua investment funds was issued in
2001. Other measures over the recent years included easing of conditions for opening stock
savings accounts to encourage the public to open such accounts.

2 IMF Country Report No. 02/119.
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monetary policy, including bank claims on strategic sectors, thus reinforcing credit policy
considerationsin the conduct of monetary policy.*® Such alimit would also place a congtraint
on the ahility of the BCT to conduct open market operations with government securities.

Monetary framewor k and macr oeconomic policies

173. During the past decade or so, monetary policy in Tunisia has been implemented in
the context of a managed floating exchange regime whereby the BCT intervenesin the
market with aview to maintaining a stable real exchange rate againgt a basket of currencies
welghted according to the country’s main trading partners and competitors. This policy
amounted to a constant real exchange rate rule according to which the authorities adjusted
periodicaly the nomina exchange rate so asto maintain the red exchange rate congtant. This
approach has alowed the main exporting sectors to record good performances. In the most
recent period, guiding its exchange rate policy the BCT has aso begun to take into account a
broader set of indicators to gauge the competitive position of producers.

174. At the same time, extensive restrictions on capitd inflows and outflows were aimed
a ensuring that domestic funds financed domestic investments** This policy dlowed the
BCT to pursue an independent monetary policy that has been very prudent over the period:
the BCT focused on setting the target rate of expansion in credit to the economy around the
rate of nominad GDP growth. The objectives set by the authorities were met over the last
decade or so; credit to the economy has been broadly in line with domestic demand; and the
authorities have shown their willingness to tighten monetary policy in order to moderate
domestic demand when necessary.

175. Fiscal management was dso significantly strengthened over the past decade: the
consolidated centra government budget deficit declined from 6 percent of GDPin 1991 to
2.4 percent in 2001. This adjustment was even sustained during the periods when private
demand was growing quickly, between the periods 1991-93 and 1997-99. Public debt has
been stable at about 60 percent of GDP since the mid-1990s.

176. During the past decade or so, the conjunction of constant real exchange rate
targeting with very prudent monetary and fisca policies, restricted capitd flows, and
comprehengive structural improvements has resulted in successful macroeconomic
performance. In particular, inflation declined from over 5 percent in the early 1990sto

1.9 percent in 2001; real GDP and redl export growth averaged 4.8 percent and 7.4 percent
during the last decade.

43 BCT’s holdings of government securities are limited to 10 percent of recurrent government
revenues.

44 While the convertihility of the dinar is at a very advanced stage for nonresidents, capitdl
controls for resdents are pervasive.
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Structural factors

177. Tuniga sfinancid system is dominated by the banking sector, in which date
ownership continues to be extensive (Table 9). The state has mgority positionsin three of the
largest commercid banks, a newly created bank specidizing in microfinance, the largest
insurance company, and two specidized insurance companies. It aso operates the socia
security indtitutions that dominate the provision of retirement benefits, and has 50 percent
participations in the development banks. A comprehensive program aiming & the
modernization and restructuring of the banking sector began in 1997. It has involved the
privatization of severd commercia banks, the merger of savera development banks and
their transformation into full fledged commercia banks*® The other components of the
financia sysem have grown sgnificantly, but remain smal compared with the banking
sector.

178. Despite measures to encourage financing from the securities markets and dternative
source of funding, bank credit continues to be the predominant source of externd finance for
Tunidan enterprises. Consequently, the level of private sector indebtednessis very high.
Moreover, corporate debt is predominantly short-term, and long-term credits are indexed to
short-term money market rates, maki ng the cash-flow position of borrowers highly sengtive
to changesin the leve of interest rates.*

Table 9. Tunisa Financid System Structure

Assets Percent in Percent of

(December 2003) (millions of dinars) Total Assets GDP
Commercia banks 23415 75.1 72.8
Of which Sate-controlled 10,634 34.1 33.0
Development banks 987 32 31
Offshore banks 1,765 5.7 55
NBFIs 1/ 1,203 39 37
Insurance companies 2/ 1,300 41 40
Pension funds 2/ 2,500 80 7.7
Total 31,170 100.0 96.8

Source: Tunisian authorities.
1/ NBFlsinclude leasing and factoring companies, and merchant banks.
2/ As of end 2000.

> Noteworthy isthe privatization of UIB in November 2002, involving the sde of a
contralling share to foreign investors.

%% |n asample of 1500 enterprises, the average debt-asset ratio exceeds 65 percent, and it
reaches 80 percent in the construction sector; two-thirds of corporate debt is short-term.
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179. Tunisa s strong macroeconomic performances contrast with the relatively weak
financid pogtion of the banking system: nonperforming loans (NPLS) are high (NPLs net of
provisions account for 15,10 percent of total loans at the end of 2003) and stress tests show a
large exposure to credit risk.4” While no empirical evidence is available, one could argue that
the credit policy consderations in monetary policy conduct may have delayed the
development of the credit culture. The resulting substandard allocation of credit to the
economy may have led to higher credit risk and NPLs. The longstanding involvement of the
government in the financid sector may have contributed to lack of efficiency and digtortions

in credit dlocation.

C. Market Infrastructure

180. The money market, which is composed of the interbank market and markets for
certificates of depodits, commercid paper, and treasury bills, remains shalow. In particular,
turnover in the interbank market has been low and volatile, mainly as aresult of banks easy
access to liquidity from the BCT, as mentioned above, aswdl astherigidity of interest rates.

181. Sarting in 1989, the government began to reduce reliance on captive sources of
funding. However, the lack of afirm commitment to market funding of the budget, and weak
inditutiond arrangements for public debt management has resulted in limited success of the
auctions which at times had to be postponed, and a shalow secondary market. In order to
confront financing requirements that could not be met through securities issues, on severd
occasions the Treasury resumed reliance on captive funding sources. In turn, the limited and
uncertain supply of securities has been a deterrent to secondary market trading asit has
encouraged investors to hold the securities until maturity. Secondary market trading isaso
hindered by weak commitment on the part of the primary dedlers to promote market
development; accounting rules which do not require vauation of securities at market vaue;
and along delay in the settlement and ddlivery of securities (four days). However, the
introduction, in 2003, of alegd framework for repo transactions should encourage market
development.*

47 On the positive side the sector’s profitability is high and the system is protected from
externa competition due to extensive capita controls. Furthermore, to help banksimprove
the financid soundness of their portfolio and strengthen their financid posgtion, greater
flexibility was introduced in the conditions for writing off doubtful clams, by reducing from
four to two years the period to allow the write-off of frozen dams.

8 The legal framework defines a repo as atransaction involving the purchase of securities
with transfer of full ownership, at a price agreed on a the time of theinitid purchase, and the
commitment on the part of the seller/buyer to buy back/hand back the securities at a date and
price agreed on a the time of the initia transaction.
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D. Channdsof Transmission of Monetary Policy

182. Most deposit and lending ratesin Tunisia are (de facto) indexed on the money
market rate. Therefore, changesin officia interest rates are reflected quickly in other interest
rates throughout the financid system. Given that bank credit continues to be the predominant
source of externd finance for Tunisian enterprises, the transmisson of monetary policy
through the interest rate channedl is potentialy strong, in that changesin officid interest rates
can quickly ater the cash-flow position of borrowers by dtering the average cost of
borrowing through the re-pricing of banks' loans.

183. This responsiveness may have generated some reluctance on the part of the
monetary authorities to make interest rate changes. It isworth noting thet interest ratesin
Tunisa have shown very limited volatility during the past ten years, dthough it must dso be
added that inflation has remained low during thistime,

184. This sate of affairs suggests that the BCT has not relied on interest rate sgnalsto
regulate overdl monetary conditions and to respond to shocks. Instead, monetary policy has
affected aggregate demand by atering the quantity or availability of credit. In this context,
the direct involvement of the government in the loan market (through the development banks
and the public commercid banks) may have been ingrumenta in the conduct of monetary
policy in a context in which interest rates were not, or could not be, actively used.

E. Monetary Policy Instruments

185. The BCT has developed a comprehensive set of rules and money market
ingruments to manage banking system liquidity (Box 9). The weekly seven-day tender for
repurchase operations is the main discretionary instrument. It is supplemented by standing
fadilities which dlow banks, a their own initiative, to obtain or place liquidity at the officid
(but & pendty rates compared to those reflecting market conditions) intervention rates, and
by nonremunerated reserve requirements. The combination of the weekly tender for
repurchase operations with the standing facilities creates a corridor for money market rates.

186. Typicdly, the Tunisan banking system has an aggregate liquidity deficit and is
reliant on refinancing from the BCT. Thisis due to the liquidity-absorbing effect of
autonomous factors of liquidity generated by banknotesin circulation, and the liquidity-
absorbing effect of reserve requirements. In this environment, the BCT acts as a supplier of
liquidity (through the standing facilities and the discretionary monetary operations) and thus
steers money market interest rates. However, at times the system has experienced a structurd
liquidity surplus owing to large capitd inflows. While the BCT has the gppropriate
insruments to ded with excess liquidity (in particular deposit auctions), it has complicated
monetary policy implementation because of the multiple objectives of the central bank.*°

49 Nondebt creating capitd inflows (mostly FDI) were about US$650 million in the
year 2000, about 40 percent of which were from the privatization of public enterprises.
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Box 9. Tunisa: Monetary Policy I nstruments

Reservereguirements

They are calculated as monthly averages. They must amount to 2 percent of domestic currency denominated
sight and term deposits and similar instruments (i.e., certificates of deposits) with aninitial maturity below three
months; 1 percent for term deposit and similar instruments with initial maturity between three months and less
than two years; and 0 percent for term deposits and similar instruments of two years or more. They are not
remunerated, and they are not actively used as a monetary policy instrument.

Standing facilities

One- to seven-day reverse repurchase operations. Bank may request liquidity against delivery of collateral at a
premium over the official intervention rate (+ 100 basis points). Accepted collateral includes treasury bills, and
banks' claimson priority and other sectors.

End-of-day (overnight) settlement operations: Banks may request liquidity against delivery of collateral, or
place liquidity at the official intervention rate plus/minus a spread. Accepted collateral includes treasury hills,
and banks' claimson priority and other sectors.

Money market operations

Weekly seven-day tender for repurchase operations: The BCT invites bids for seven-day repurchase
operations. The BCT decides on the amount to be injected and the bids are allocated using a multiple price
auction (as of June 2004). Accepted collateral includestreasury bills, and bank claims on corporations which
are deemed to be financially sound.

Deposit auctions. When the banking system as awhole isoverly liquid, deposit auctions are used instead of

credit auctionsto mop up excess liquidity. Bids are ranked and accepted according to the rate that is proposed
(interest rate auction); they cannot exceed that of the weekly seven-day tender for repo operations.

Three-month reverse repurchase operations: the BCT invites bids for three-month reverse repurchase
operations. Accepted collateral includes treasury billsonly.

187. Weekly seven-day tenders for repurchase operations are the main discretionary
ingrument for liquidity management. Until June 2004, participating banks bid the amount of
money they wished to transact at the fixed interest rate specified in advance by the BCT
(fixed-rate auction). Since June 2004, the BCT is usng amultiple rate auction system,
whereby banks bid for the amount and the rate and the BCT charges the rates offered. In the
event that bids received from participating banks exceed the volume of liquidity the BCT is
prepared to provide, the BCT proceeds to a pro rata alotment of the individua bank bids
depending on the ratio between total bids and totd liquidity to be dlotted.

188. Given the shdlowness of the interbank market, the BCT has not been in a postion
to receive Sgnas on the level of market rates. Furthermore, given the room for independent
monetary policy, the BCT could have deviated from monetary and foreign exchange
conditionsin foreign financid markets. However, BCT’ sinterest rate policy (in particular,
the policy decisons regarding the officid intervention rate) was cautious. deviations from
conditionsin foreign financia markets were avoided, and domestic interest rates have been
kept pogitive in red terms throughout the 1990s.
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189. Until recently, BCT’ s readiness to systematicaly meet bank requests under its
ganding facilities, combined with anarrow corridor for interbank market rates, had
prevented the development of the interbank market. The credit policy consderationsin the
conduct of monetary policy have aso prevented market development.>° In addition, wesk
capacity to carry out liquidity forecasts has made it difficult for the BCT to teke an active
gance in managing overdl liquidity in the system. In particular, the volume of credit
auctioned to the banks in the seven-day tender for repurchase operations (volume tender) has
been determined by a prediction of banks' expected demand rather than by monetary policy
consderations. Therefore, if the demand of credit is overestimated, the remaining liquidity is
left unsold. Conversdly, if the demand for credit is underestimated, the credit is pro-rated to
the banks on the basis of their respective bids. Banksin need of additional BCT credit can
have recourse to the refinance standing facilities and obtain additiond liquidity.

190. Reserve requirements have not been used actively for liquidity management
purposes. Averaging provisons over a one-month period with regard to compliance alowed
credit ingtitutions to smooth out daily liquidity fluctuations (i.e., those arisng from the
fluctuation in the autonomous factors of liquidity).

191. The de facto reliance on the standing facilities to manage overdl liquidity in the
system has led to a dominant position of the BCT in the interbank market. In particular, the
narrow corridor for interbank market rates has resulted in limited incentives for interbank
trading and has inhibited the development of liquidity management skillsin the banks.

F. Conclusonsand L essons

192. The main lessons from Tunisa s experience with reliance on money market
operations to conduct monetary policy are the fallowing:

In the context of a predetermined exchange rate, monetary policy independence was
retained due to the maintenance of capital controls. The targeting of arate of
expanson in credit to the economy provided the anchor for price expectations,

The use of monetary policy to encourage lending to dl sectors regarded as central to
Tunisa s devdlopment strategy, together with limited progress in modernizing public
debt management, has delayed reliance on open market operations. However, the
BCT was able to ensure an adequate provision of credit to the strategic sectors of the
economy without jeopardizing price sability;

*0 The following changesin the implementation of monetary policy in 2001 haveled to a
more active monetary policy: (i) end-of-day settlement operations are conducted &t rates
which differ from the officid intervention rate (+ 1/16 percent); (ii) introduction of 3-month
reverse repo operations; and (iii) broadening of the range of collaterd for BCT refinancing
(tressury hills, claims on priority sectors and claims on other sectorsin equal shares).
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The BCT retained control over the main components of its balance sheet. However,
rationing rather than competitive mechanisms were used for base money dlocation;

The dtructurd liquidity deficit of the banking system has facilitated rdiance on
rationing for liquidity management, including the ability to target multiple objectives
(i.e, price and quantities);

While capitd controls alowed the conduct of an independent monetary policy,
interest rate management was cautious,

State ownership in the financid system may have facilitated achieving credit
objectives. However, high NPLs in a context of high growth suggest thet this policy
mix may have amplified credit risks for the banking system;

From an operational perspective, reliance on money market operations for monetary
policy conduct cdls for development of the money and government securities
markets, and strengthened liquidity forecasting arrangements; and

As Tunisamoves to greater exchange rate flexibility and to capital account
liberdization, greeter interest rate flexibility will be needed. In this context, money
market operations (i.e., open market operations) for the alocation of base money will
need to be further developed. The BCT has dready started moving in this direction.>*

®1 See “Tunisa—Strengthening the Monetary Framework and Instruments;” prepared by
Monetary and Financid Systems and Middle Eastern Departments, July 2003.
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IX. UGANDA®
A. Adoption of Money Market Operations

193. Uganda has been rdying on money market operations since the beginning of
economic reforms which started in the late 1980s. Critical elements of the reform efforts
were asubgtantid withdrawa of government from commercid activities and the dimination
of controls on prices, interest rates and bank credit. Similar reform efforts were aso brought
to bear on the trade and exchange regimes culminating in the current account convertibility
in 1993 and the liberdization of the capita account in 1997.

194. Overdl macroeconomic performance has been robust with economic growth in
excess of 6 percent over the last decade. Inflation was subgtantiadly reduced from the double-
digit figures of the early 1990s to |ess than 4 percent on average during the last four years.
The large inflow of donor funding has resulted in the buildup of sgnificant import cover (up

to 6 months of imports of goods and nonfactor services), and this has substantialy reduced
the size of the emerging budget deficits and related government borrowing.>® Donor support
and prudent macroeconomic policies contributed to sustained high rates of economic growth
and low inflation referred to above.

195. Reliance on money market operations has not been without chalenges especidly in
the context of an underdeveloped financid market and the need for substantial sterilization
operations to address the liquidity implications of the release of donor funds. Y et another
chdlenge for the Uganda authorities has been pressure for the red exchangerate to
gppreciate consequent on the large externd inflows. Uganda has a floating exchange rate.
However, the large donor inflows have often generated pressures for an appreciation of the
Uganda shilling and this complicates the exchange rate policy as the authorities are
concerned about the implications for competitiveness and adjustment to other shocks.
Additiond pressures are generated on domestic liquidity as the government spends the funds.
Unlike many developing countries, Uganda s monetary policy operations have not been
subjected to undue fiscal dominance, thanks to donor assstance for budgetary operations.
Treasury bill operations have been primarily for liquidity management.

®2 Prepared by Obert Nyawata (Senior Economist, MFD), on the basis of MFD work in the
context of the FSAP for Uganda, and the technical assstance missons of August 2001 and
January 2002 (both headed by Abdessatar Ouanes), and of March 2004 (headed by Stephen
Swaray) on monetary policy implementation. The study covers developments up to end 2003.

%3 Over 50 percent of government’ s expenditures has been covered by donor funds.
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B. Ingitutional Framework for Monetary Policy

196. The Ugandan Condtitution stipulates that the Bank of Uganda (BOU) shdl promote
and maintain the gability of the value of the currency and in addition encourage and promote
economic development through effective and efficient operation of a credit sysem. The BOU
Statute states the objectives of the central bank are to maintain monetary stability and

externd reserves, as well asto participate in Uganda s economic growth and devel opment
programs. At the same time, the BOU believes the overriding objective of monetary policy is
to contain annud inflation at below 5 percent while maintaining a flexible exchange rate that

is respongive to changes in Uganda s terms of trade.

Structur e of financial sector

197. Although the BOU has managed to attain its main policy objective (low and stable
inflation), it operates in the context of alow leve of monetization and a shdlow financid
market. Cash congtitutes about one quarter of broad money, which is only about 15 percent
of GDP, and assets of the financid system are only about 30 percent of GDP.

198. The financia sector is dominated by commercid banks. As of December 2003, it
consgted of 15 commercia banks, of which 11 are foreign banks, 7 nonbank credit
inditutions, 9 securities firms and finance companies, 19 insurance companies, 2 penson
funds, and 83 microfinance inditutions and credit unions (Table 10). Commercid banks
account for dightly over 80 percent of tota system assets while other financid inditutions
play only aminor role. The banking sector is characterized by alarge share of foreign
ownership and high loan and deposit concentration. The four largest banks in the system, one
previoudy state-owned, accounted for about 70 percent of total sector assets, 63 percent of
total loans, and 71 percent of total deposits.

Table 10. Uganda: Financid System Structure

Assets Percent in Number of Percent

(December 2003) (billions of shillings) Total Assets Institutions  of GDP
Commercial Bank 2,990 835 15 26
Nonbank credit institutions 144 40 7 11
I nsurance companies 115 32 19 0.8
Pension funds 293 8.2 2 25
Microfinance and credit unions 40 11 83 0.3
Total 3,582 100.0 126 295

Source: Bank of Uganda

199. Theincrease in treasury bill issues a times exerted upward pressure on interest
rates and added to the aready strong disincentives to private sector lending devel opment.>*

>4 Qutstanding treasury bills rose from less than 2 percent of GDP prior to 1999 to over
5 percent of GDP in 2001, with issuances persistently exceeding redemptions.
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Therisein interest rates as well as the volume of treasury hill issuesimplied anincreasein
the interest payments on treasury hills, adding to budgetary costs. In fiscal year 2000/01,
interest costs accounted for 5.4 percent of budgetary revenues. Although smdl relative to
GDP, interest costs increased from 0.15 percent in 1999 to 0.89 percent of GDPin 2002.

C. Monetary Policy Implementation and Instruments

200. To achieve its objectives, the BOU has set a monetary program that is consstent
with the economy’ s overdl macroeconomic framework. Uganda has introduced major
changesin its monetary policy framework in order to contain the excessve volatility in
interest rates that resulted from liquidity management operations particularly in 2000

and 2001. These operations were conducted mainly through a mixture of foreign exchange
interventions and treasury bill auctions with the latter bearing the greater part of the burden
during the early Stages. The voldility in interest rates abated due to the BOU’ sincreased
reliance on short-term instruments for day-to-day liquidity management (repos) and the use
of ajudicious mix of treasury bill auctions and foregn exchange interventions for
Serilization operations. In practice, the BOU’ s money market interventions now seek a
gradua rather than abrupt attainment of the reserve money path determined by the monetary
program. The new monetary policy framework has entailed changes in the use of various
instruments. In addition to the reserve money target, the BOU monitors a broad range of
variables.

201. Thelarge capita inflows associated with donor assstance have called for
large-scde Serilization operations in the form of outright sdes of foreign exchange and
treasury bills auctions. Foreign exchange saes have tended to appreciate the exchange rate,
thereby adversdly affecting the country’ s competitiveness. In addition, volaility in the
exchange rate causes exporters and importers to speculate on the vaue of the shilling.

202. Foreign inflows have, on occasion, dowed the depreciation of the red exchange
rate, thereby impairing the scope for adjustment to terms of trade shocks in order to
safeguard export competitiveness. Initidly the BOU responded by reducing its foreign
exchange saes to the market in order to alow the exchange rate to depreciate in response to
the terms of trade shock and shifted the burden of liquidity absorption to treasury hills.
Subsequently the BOU somewhat shifted the burden toward more foreign exchange sdesin
the policy mix for sterilization operations

Structural excess liquidity problem

203. Sustained capitd inflows have a times complicated the BOU’ s conduct of
monetary and exchange rate policies. On the monetary front, the chalenge for the BOU has
been to preserve its inflation objective by neutrdizing the effects of the government-injected
liquidity as donor funds are rleased in the system. This has been done through Sterilization
operations which, at times, have resulted in interest rate volatility due to wesknessesin the
monetary management framework, together with a shalow money market.
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204. Whileit lasted, the volatility of interest rates undermined the BOU’ s capacity to
sgna aclear and consstent policy stance. For example, the BOU’ stwo policy rates—the
rediscount and bank rate which are set a a margin over the treasury bill rates—became
ineffective as monetary policy signdls, asthey reflected the volatility of Tressury bill rates>®
The re-discount rate has become the policy rate that the BOU usesto signd its desired
monetary policy stance.

205. Interest rate volatility dso undermined the BOU' s ability to extract meaningful
information on monetary conditions from the market. Both the monetary authorities and the
financid system lacked a benchmark interest rate to which returns on loans and other
financid assets could be linked and from which liquidity overhangs could be gauged.

206. Interest rate volatility, which was caused by the large fluctuation of bank reserves,
had implications for the conduct of monetary policy.>® In particular, the sharp movementsin
bank reserves mean that the excess funds are not lendable and therefore pose little threet of
transmission through the credit channd of monetary palicy. This has dlowed the BOU some
flexibility in conducting sterilization operations, while at the same time not being too
complacent about the potentia surge in credit and its inflationary consequences.

207. Swings in bank reserves stem from factors that are endogenous and exogenous to
the interventions of the central bank. On the one hand, the limited development of the
financid markets makes it difficult for banks to manage liquidity effectively. The bunching

of cgpitd inflows—which are dependent on disbursements related to projects implemented
by NGOs and government investment expenditures—results in the poradic conversion of
large sums of foreign exchange into shillings, and sporadic exchange rate voldility.

Monetary policy transmission

208. High credit risk, combined with inefficienciesin the banking and payment systems
and poor physicd infrastructure, generaly impedes monetary policy transamisson and the
supply of credit to the private sector, particularly in rura areas as in Uganda. Money and
securities markets are highly illiquid, owing to the lack of creditworthy counterpartiesin the
financid sysem. Under such circumstances, commercia bank liquidity and interest rates
become volatile, reflecting the size and bunching of foreign currency inflows and outflows
aong with weaknesses in the management of liquidity.

200. When this Stuation occurs, the interest rate and credit channds of monetary policy
do not function as well as might be expected in awell-developed financid market. With the

> Subsequent to a more active use of repos for short-term liquidity managemert, interest rate
volatility declined. The policy changes were introduced in the context of MAE technica
assistance to the BOU after an FSAP misson.

%6 Excess reserves have fluctuated between 10 to 50 percent of required reserves.
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eimination of financd represson and improvement in the liquidity management framework,
the sgnding role of interest rates has now been restored and changes in policy rates are
increasingly transmitted to the entire spectrum of interest rates and the entire yield curve.

210. Small asitis, credit to the private sector is of some Sgnificance to prime corporate
borrowers and may aso influence the transmisson of monetary policy, though to what
degree remains an empirica issue. Repos have become the instrument of choice for day-to-
day liquidity management, with ajudicious mix of foreign exchange operations and Treasury
bill issues addressng the Serilization needs.

Monetary policy instruments

211 Sncethe initiation of reforms, the BOU shifted to a combination of rules-based
ingtruments and money market operations to conduct monetary policy (Box 10). The
monetary policy insruments at its disposal include reserve requirements; sanding fadilities
(rediscount window for treasury hills, arefinance standing fadility); and discretionary and
money market operations (treasury bills, repurchase agreements, and foreign exchange sdes).
In addition, the BOU has been a significant participant in the foreign exchange markets, in
conjunction with its need to undertake terilization operations as part of the conduct of
monetary policy. In practice, the BOU has relied on amix of treasury hill issuance and
foreign exchange sdes for its serilization operations.

Box 10. Uganda: Monetary Policy I nstruments

Reservereguirements

Reserve requirements are set at 10 percent for demand deposits and 9 percent for term and savings deposits,
with atwo-week maintenance period. They are not remunerated and are held in domestic currency for both
local and foreign currency deposits. Reserve averaging is permitted up to 50 percent of the required reserves.

Standing facilities

Rediscount window for treasury bills: For bills with remaining maturity of 91 days or less. The re-discount
rateis now the policy rate that isfixed by the BOU to signal its desired monetary policy stance. The
rediscount rate is based on four primary market observations of the 91-day t-bill auction rate plus a policy
margin.

Autgmatic borrowing window: Accessible at the discretion of banks up to 5 percent of required reserves and
up to five days. Collateral includes only treasury bills with remaining maturity of 91 daysor less. Theinterest
rateisequal to the rediscount rate plus a 1-percent margin.

Money market instruments

Weekly treasury bill auctions: Issued solely for monetary policy purposes and the costs are accounted for in
the government’ s annual budget. Bills are issued with maturities of 91, 182, 273, and 364 days.

Repos: Repos are decided based on liquidity conditions and are used for fine tuning operations.

Sales of foreign exchange: Sales of foreign exchange are being used in tandem with treasury bill auction for
sterilization purposes.
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212. The BOU’ s has developed a liquidity management plan which separates the
management of short-term “temporary” and long-term “sructurd” liquidity resulting from
government domestic expenditures financed through foreign donor inflows. The BOU uses
repos for fine-tuning “temporary” liquidity variaions and amix of foreign exchange sales
and net treasury hill issuance to serilize sructurd liquidity, with clear sgnding of
derilization and intervention actions in the foreign exchange market. Overdl, these actions
have resulted in lower volatility of interest rates and helped anchor market expectations.

D. Conclusionsand L essons

213. The following conclusions and lessons can be derived from the experience of
Uganda with implementation of monetary policy:

Fiscd dominance has not been a problem in Uganda, mainly because of sources of
foreign financing. Treasury hills are soldly for liquidity management. In this context,
prudent macroeconomic policies have enabled Uganda to contral inflation.

Financid liberdization, increased confidence in the banking system, and improved
liquidity management practices have enhanced the Sgnaling capabilities of interest
and exchange rates.

Notwithstanding ongoing chalenges, the BOU has stayed the course on money
market instruments. There has been no tendency for policy reversds. Uganda's
experience demonstrates that a combination of rules-based insruments and money
market operations can be effective even under conditions of limited market
development, provided supporting policies are in place.

Over time, sdf-liquidating repo transactions can help to counter seasonal and short-
term swingsin liquidity, and repos are now being more actively used to ded with
day-to-day liquidity management, while treasury bill issues and foreign exchange
operations are used for Sterilization operations.

The BOU has responded to the potentia for interest volaility from amechanica
adherence to a base money path by smoothing its liquidity management operationsin
amanner that does not amplify interest rates voldility. Greater emphasis on
derilization through sales of foreign exchange (thus lower net treasury bill issuance)
has allowed a steadier execution of the base money program.

Uganda s experience d <0 illudrates the importance of the central bank
communicating with the market clearly. At times, market volatility was areflection of
uncertaintiesin the perception by the market of the intentions of the central bank.
Conversdly, at periods where there was clarity, market stability increased. The
shalowness of the market may have amplified the response of the market to shocks.



X. UKRAINE>’
A. Path to Reliance on Money Market Oper ations

214. The introduction of money market operations to conduct monetary palicy in
Ukraine followed the move to replace the karbovanets with Ukrain€' s permanent currency,
the hyrvnia, in 1996. Due to the political importance attached to the monetary conversion, the
authorities made a concerted effort to ensure its success. In particular, great sgnificance was
attached to the stability of the exchange rate in the period preceding the announcement of the
converson. In effect, this gave the Nationad Bank of Ukraine (NBU) the politica mandate for
tight financid policies during 1996.

215. With this mandate, the NBU began a process of financid liberdization, including
the gradua introduction of money market operations to conduct monetary policy and the
phasing out of directed credit and bank-by-bank credit callings. The main monetary
ingruments that were introduced at these beginning stages were: reserve requirements, a
variety of money market operations, and alimited standing facility. The politicad mandate for
tight policies, the resulting fiscal adjustment, and growing activity in the nascent domestic
treasury bill market alowed the NBU to limit its credit expansion to government. It dso
reduced pressures on the commercia banks to provide directed credits. As a consequence of
these developments, the exchange rate remained broadly stable throughout the year, and in
September 1996, Ukraine introduced its new currency.

216. Ukrain€ s progress toward financid liberdization was disrupted by the financid
crigsthat hit many Asan economies during the second haf of 1997 and Russain mid-1998.
Thereversa of investor sentiment and the ensuing capita outflows put monetary policy
under pressure. In 1998, when the crisis broke, the confidence of domestic and foreign
investorsin Ukraine was weakened, and in particular, demand for Ukrainian government
debt collapsed. A sgnificant depreciation of the hryvniafollowed, and avicious cycle
emerged of flight from government securities and rising redl interest rates. With reduced
accessto international and domestic creditors, the government once again relied heavily on
borrowing from the NBU to finance the budget deficit and to service public debt. This
borrowing was in the form of NBU purchases of government securities in the primary market
for treasury hills.

217. Starting in 2000, Ukraine managed to recover subgtantidly from the Russan criss
and achieve sgnificant growth in its own economy. However, the government securities
market was dow to recover following the rescheduling of government debt in 1998.

>’ Prepared by Stephen Swaray (Senior Economist, MFD), based on MFD work in the
context of the FSAP to Ukraine, and on MFD technica assstance mission of April 2004
(headed by Inci Otker-Robe). The study covers developments up to October 2004.

supp.doc February 1, 2005 (9:29 AM)
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Furthermore, the low leved of treasury bills outstanding limited the scope for reliance on
some of the money market instruments that the NBU had devel oped.

B. Monetary Policy Environment
I ngtitutional framework

218. The NBU’ s responsbilities for the formulation and conduct of monetary policy are
defined by the Condtitution, passed in 1996, and the Law of Ukraine on the National Bank of
Ukraine (NBU law), passed in 1999. According to the NBU law, the NBU'’ s primary
objective isto ensure the stability of the Ukrainian monetary unit. The NBU law aso requires
the bank to support other government economic and financia objectives, such as promoting
macroeconomic stability, economic growth, and employment, under the condition that this
support does not create a conflict with the primary objective of the NBU.

219. In pursuing the god of gability of the monetary unit of Ukraine, the NBU has
chosen to target the nomina exchange rate rather than reserve money.>® In granting
operaiond responghility to the NBU for the conduct of monetary policy, the law authorizes
the NBU to use arange of specified monetary policy instruments, and to take other measures
as necessary, to achieve its objective.

M acr oeconomic performance

220. The onset of the Russian crisis disrupted the good macroeconomic performances
recorded in the mid-1990s. grossinternational reserves fell sharply, and the sharp
depreciation of the hryvnia during this period led to an upturn in inflation. However, fiscd
policies were restrained, and, subsequently, macroeconomic balance was restored. The
currency was alowed to float in 1999, and since 2000 the monetary policy framework has
been characterized by a de facto fixed exchange rate againgt the U.S. dollar. Ukraine's
macroeconomic performance since 1996 has gone through periods of stability, interspersed
with crises, reflecting in part the poor policy environment and in part, adverse economic
shocks. Fiscd and monetary policies have been inconsstent, and Ukrain€ sinitiad defense of
its exchange rate in mid-1998 proved counterproductive. However, the country achieved
sgnificant economic progress and access to international markets were regained with the
Eurobond issuesin 2003 and 2004.

°8 The NBU has been pursting anomina exchange rate target to a large extent due to
undevel oped monetary transmission mechanisms and unpredictable dynamics of the money
demand. The authorities have argued that exchange rate stability was desirable in an open
economy like Ukraine since in the short run the exchange rate has a direct impact on
inflation.
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Structure of thefinancial system

221. The Ukrainian financid system is smal and concentrated in commercid banking.
Assetsin Ukraine s 158 active banks amounted to 40 percent of GDP at end-2003 (Table 11).
The other financid subsector of sgnificance is insurance, where premiums account for about

2.0 percent of GDP in 2002. Other financid ingtitutions such as pension funds, credit unions,
and leasing companies together account for less than 1 percent of GDP.

Table 11. Ukraine: Financid System Structure

2001 2002 2003

Banks

Number of banks 152 157 158

Total assets (in millions of hryvnia) 47,204 67,774 104,873

In percent of GDP 234 311 39.7
Insurance

Number of insurance companies 328 338 357

Total assets 3,007 5,300 9,030

Premium revenue (in mill. of hryvnia) 3,031 4,442 9,135
Number of investment and mutual funds 362 - -

Total assets (in mill. of hryvnia) - - -
Number of pension funds 15 23 a7

Total assets (in mill. of hryvnia) 60 55 -
Number of credit unions >400 >450

Total assets (in mill. of hryvnia) 50 20

Sources: NBU and Ministry of Finance.

222. The banking system is composed mainly of alarge number of private banks, and
concentration is low by internationa standards. The ten largest banks hold 54 percent of
assets as of December 2003. There are two wholly owned state banks, which together
account for about 10 percent of total bank assets. Foreign involvement in the sector has been
relaively modest, particularly in comparison to other countries in Centrd and Eastern
Europe. Besides the saven wholly owned foreign banks, there are another 13 banks that are
partly foreign, which together account for 16 percent of total bank assets.

223. The growth of banking aggregates between 1998 and 2003 was remarkably high.
Therapid rise in deposgits indicates macroeconomic stability, increased public confidencein
the banking system, and a significantly reduced use of cash relative to bank money.

However, per capita bank depositsin Ukraine are till far lower than in comparator countries.
Credit expanson has been even fagter than the expansion in deposits, asthe ratio of stock of
credits to stock of deposits rose from 103.7 percent in 1999 to 115.2 percent in 2003, >°

%9 Commercia bank credit to the economy grew by 62 percent, 41 percent, 48 percent and 64
percent between 20002003, respectively, while deposits grew by 47 percent, 32 percent, 43
percent and 58 percent, respectively.
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224. Thelong period of economic ingtability promoted dollarization, but in the more
gtable recent conditions, dollarization of deposits has falen much faster than the dollarization
of loans. At the end of 2003, 32 percent of deposits and 38 percent of bank |oans were
denominated in foreign currencies, compared to 44 percent and 45 percent, respectively, a
the end of 1999. The wide differentias between hryvnia and foreign currency interest rates,
coupled with a stable exchange rate made loans in dollars seem very dtractive to
borrowers.®°

C. Money Market Infrastructure
The government domestic debt mar ket

225. The market for Ukrainian government domestic securitiesis thin and fragmented,
and the volume of securities suitable for secondary market trading is smdl. About two thirds
of domestic government securities are restructured bills which are held by the NBU.
Furthermore, the small stock is fragmented into large numbers of issues with different
maturity dates, and most issues are small in size®*, making secondary trading difficullt.
Turnover in the secondary market has been smdl and volatile despite a well-functioning on-
line automatic quotation and trading system (PFTS) and adequate depository facilities
offered by NBU.

The interbank money market

226. The interbank market in Ukraine has been characterized by high volatility of
hryvniainterbank rates® Furthermore, interbank lending has been concentrated in short
meturities, and the market is segmented. These deficiencies have weakened the monetary
transmission mechanism. In particular, a number of commercid banks have maintained
substantial excess reserves.

227. Over the years, causes of the poor functioning of the interbank market have been
related to credit risk, in a context where there has been limited amounts of securitiesto be
used in repurchase transactions or as collateral .22 In addition, the NBU did neither intervened

®0 Interest rate spreads between loans in domestic and foreign currency were 6.9 percent in
2003, 10.5 percent in 2002, 18 percent in 2001 and 21.3 percent in 2000 (December data).

®1 For example, 66 new issues were sold in 2003.

®2 For example, the overnight rate rose from 8.1 percent at end-May 2001, to 35.1 percent at
end-June 2001. The volatility declined somewhat since then until another spike occurred in
November 2003.

®3 Asof end 2003, treasury securities amounted to HRV 2.6 hillion. Total domestic
government securities held outside the central bank amounted to 1.5 percent of the GDP, of
which more than 90 percent was held by banks.
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actively to offsat fully exogenous liquidity shocks, nor did the NBU standing fecilities serve
effectively to limit interbank interest rate fluctuations, in part because many banks lacked
eigible collaterd and the NBU imposed limits on the use of these facilities. Findly, some
problemsin the interbank market have emerged due to unanticipated effects of the successful
introduction of the single treasury account and delays in establishing the proper coordination
of liquidity management between the monetary and fiscal authorities.

D. Monetary Policy Implementation and Instruments

228. Since gaining independence in 1991 up to 1996, monetary policy in Ukraine rdied
on adminigtrative measures designed to provide credit to preferred sectors of the economy at
subsidized interest rates as well asto provide liquidity to finance the government’s

subgtantial budget deficit. The commonly used instruments were directed credit, refinance
credit, interest rate controls, and bank-by-bank credit cellings. During this period, the
economy performed poorly: inflation was congstently in triple digits or more (by 1993, it
was 10,000 percent), and output was continuoudly contracting—the cumuletive dedinein
reported GDP is estimated at more than 50 percent through 19965

229. In 1996, Ukraine introduced its own permanent currency. The importance attached
to asuccessful introduction of the hryvniaresulted in a substantid easing of pressure for
directed lending by commercia banks and the NBU. Moreover, demand for refinancing
credit in 1996 was very moderate as banks exhibited caution in their generd lending activity
to the nongovernmenta sector, in part because of their own fragile Sate. Instead, banks
preferred to maintain large holdings of unremunerated excess reserves.

230. In pardld, the NBU began the process of financid liberdization, induding the
gradua introduction of money market operations to conduct monetary policy and the phasing
out of directed credit and bank-by-bank credit cellings. Concurrently, basic market
infragtructure, including atreasury bill market, was developed to facilitate reliance on money
market operations to conduct monetary policy. At the end of the process, the NBU could rely
on acombination of rules-based instruments (reserve requirements) and money market
operations to manage longer-term trendsin liquidity (Box 11).%°

%4 Poor economic performance has aso reflected unsuccessful fiscal and tax reforms.

%5 Refinancing fadilities are subsumed under the heading "money market instruments' since
these indruments are a the initiative of the NBU.
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Box 11. Ukraine: Monetary Policy I nstruments

Reservereguirements

Reserve requirements used to be set at differentiated rates depending on maturity and currency
denomination. Effective October 1, 2004 demand deposits are subject to 8 percent and time depositsto 7
percent requirement (both domestic and foreign currency deposits). Reserves must be held in domestic
currency over an averaging period of one month. As of August 2004, banks are required to maintain a
daily minimum balance of 70 percent of required reserves (earlier 60 percent minimum and before that
full averaging was allowed). The NBU has been lowering the reserve requirement in line with the
reduction ininflation.

Standing facility

Discount rate: The discount rate serves as (de jure) benchmark interest rate for money market participants

set by the NBU to benchmark the cost of money. Assuch, it isthe lowest of the NBU’ slending rates, but
no transactions are carried out at that rate.

Deposit facility:
Interest rates are fixed by the NBU. Only banks that do not borrow from the NBU can use the deposit
facility. Maturity ranges are 2—7 days, 8-21 days and 22—-30 days.

Money market instruments

Refinancing facilities: Three types of regular refinancing facilities are available to commercial banks:
secured overnight loans, unsecured overnight loans, and refinancing up to 365 days. Collateral accepted
by the NBU islimited to government securities for the overnight credit, but abroader list of collateral is
accepted for loansin other maturities. To use these facilities, banks must meet specific conditions relating
to capital, and solvency, and have agood track record of loan repayment to the NBU. The use of these
facilitiesislimited and stricter criteria are applied for unsecured overnight credit than other credit. The
total amount of refinancing cannot exceed a certain percentage of the commercia bank’s paid-up capital.
Interest rates on refinancing loans cannot be lower than the NBU’ s discount rate. The interest rates on
overnight loans are set by the NBU, while |oans on other maturities are provided with price or quantity
tenders. Effective March 2004, the NBU set the rates daily depending on the liquidity conditionsin the
market and differentiating the interest rate on secured and unsecured overnight loans.

NBU'’s Certificate of Deposits (CDs): CDswith maturities from 1 to 180 days can be auctioned to
commercial banksto mop up excessliquidity in the system. Interest rates on CDs are set by the NBU.
CDs can be traded in the secondary market and be used as collateral in the interbank market.

Repurchase (repo) and reverse repo operations. Repos and reverse repos can be used to fine-tune
liquidity on aday-to-day basis, either to absorb or provide liquidity against government securities (foreign
exchange can be accepted in bilateral repos). They may be sold on a bilateral basis or through auctions.

Outright purchases or sales of securities: The NBU can conduct outright operations with government
securities. Purchases of securities can be conducted on abilateral basis or through an auction mechanism
and sales through an auction mechanism. The NBU holds only restructured debt in its portfolio.

Foreign exchange market operations: Foreign exchange operations have been used as a monetary policy
instrument, to regulate liquidity in the system. In fact, foreign exchange intervention has been the main
instrument of liquidity management.
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231. While the NBU could aso use open market operations, involving the buying and
sling of treasury billsin the secondary market and repurchase (repo) or reverse repo
operations, such money market operations were not used frequently.®® The NBU’ s toolkit
a0 indudes ganding facilities. The interest rates on these facilities have been set
adminigratively by the NBU. The NBU has dso intervened in the foreign exchange market
and this became eventudly its main insrument of monetary policy.

232. Reflecting the generdly good performance of the budget and the rapid expansion in
the treasury bill market, the NBU was able to effectively regulate liquidity and conduct
monetary policy during 1996 and part of 1997. Policy was tightened at the beginning of 1996
through increases in the required reserve ratios for both domestic and foreign currency
deposits in an effort to reduce quickly excess reserves a commercia banks. This action was
followed by tight credit policies as the NBU restricted refinancing by limiting the number of
auctions and the use of its refinance standing facility, and by periodic NBU Serilization
operations to offset its frequent net purchases in the exchange market. The NBU maintained
itsrelatively tight credit policy during the first nine months of 1997, while strong

participation of nonresidents in the treasury bill market alowed the budget to be financed
without recourse to borrowing from the NBU.

233. Most nomind interest rates (which by then had been completdly freed) began to fall
in 1996 as inflation came down sharply. Average commercia bank lending and deposit rates
declined following severd reductionsin the statutory NBU refinance rate during this period.
Nongovernmenta borrowing did not increase in response to the fal in the commercia bank
lending rates, however, because of the cautious lending policies of commercid banks.
Indeed, with the yield on 3-month treasury bills remaining high, commercia banks found
holding treasury hills an attractive dternative to extending loans. It is not clear whether this
crowded out lending to the nongovernmental sector, since the commercia banks had
previoudy kept large unremunerated excess reserves. The volume of treasury bills sold
increased steedily, reflecting in part the rapid rise in the participation of nonresident investors
in the market, particularly in the second half of 1996 through the third quarter of 1997.

234. The onsat of the financid criss that hit many Asan economies during August and
September 1997 influenced investor perceptions of Ukraine. The foreign exchange and
treasury bill markets became increasingly erratic during the fourth quarter of 1997 and
investors started withdrawing due to concerns regarding the stability of the exchange rate and
Ukraine s ability to repay. During this period, the NBU sold a consderable amount of
foreign reserves to protect the exchange rate. At end-October, the authorities announced a
number of measures to ease pressures in the foreign currency market and help keep the
hryvniawithin its band. These included incressed interest rates®’ tightened reserve

%6 The NBU has started to use more actively reverse repos and to issue CDs since mid-2004.

%7 The statutory refinance rate was raised three times in October—November 1997, from 16 to
35 percent, and 12-month treasury hill yieds were increased from 27 to 38 percent.
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requirements, large-scale open market operations, and measures to enhance the attractiveness
of treasury hills (including lowering the cutoff price and shortening their maturity). However,
these measures were not sufficient to stem the loss of reserves associated with the decision to
maintain the band.

235. Thereversd of investor sentiment and the ensuing capital outflows put monetary
policy under considerable pressure. When the crisis broke, the confidence of domestic and
foreign investors in Ukraine was weskened, and in particular, demand for Ukrainian
government debt collgpsed. A significant depreciation of the hryvniafollowed, and a vicious
cycle emerged of flight from government securities and rising redl interest rates. With
reduced access to international and domestic creditors, the government had to rely on
borrowing from the NBU to finance the budget deficit and to service public debt. The flight
from government debt and the rising red interest rate eventualy led to the rescheduling of
about US$5 hillion worth of outstanding government securities, and a subgtantia reduction in
their net present vaue.

236. Over the period 2000—2003 monetary policy actions were aimed at maintaining a
stable exchange rate againg the U.S. dollar, building up externd reserves while keeping
monetary expangon in line with the growth and inflation objectives. Reflecting the generdly
good performance of the externad sector during this period, the NBU enhanced its purchase
of foreign exchange from the interbank markets. As aresult, net international reserves grew
from US$-0.6 hillion at the end of 2000 to US$5.1 hillion by the end of 2003. Part of the
liquidity generated from these purchases remained ungterilized, and consequently, monetary
aggregates were expansionary.?® The expansion in monetary aggregates was, however,
accommodated by strong growth in real money demand stlemming from the higher than
expected growth of red GDP, regained confidence, and the phasing out of large amounts of
noncash (barter) transactions. Annud inflation fell from 19.2 percent at the end of 1999 to
6.1percent at the end of 2001, to -0.6 percent at the end of 2002 and rose to 8.2 percent by the
end of 2003. The nomind exchange rate depreciated only margindly from 5.22 hryvniato
the U.S. dollar at the end of 1999 to 5.30 at the end of 2001 and to 5.32 hryvniato the U.S.
dollar at the end of both 2002 and 2003.

237. In line with reduced inflation, the NBU cuit its discount rate severd times (from 45
percent at the beginning of 2000 to 7 percent a the end of 2003). Smilarly, the NBU cut its
overnight lending rate from 30 percent to 8 percent by the end of 2003. It also lowered the
reserve requirement from 17 percent in 1999 to 7 and 8 percent, for time and demand
deposits, respectively (effective October, 2004). Because of the reduced cost of funds to the
banks and the expangion in liquidity, nomina interest rates for loans in domestic currency to
the economy declined from aweighted average of 52 percent in 1999 to 18 percent at the end

®8 Base money grew by 40.1 percent, 37.4 percent, 33.6 percent and 30.1 percent between
2000 and 2003, respectively, while broad money grew by 45.5 percent, 41.9 percent, 41.8
percent and 46.5 percent, respectively.
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of 2003. Overdll, over the period 2000—2003, the NBU was gble to maintain the stability of
the exchange rate, build up its externd reserves, and achieve adecline in inflation.

E. Conclusonsand Lessons

238. Ukraine' s experience reved s that reliance on money market operations to conduct
monetary policy may be complicated by the following factors:

Fisca dominance: monetary policy performed poorly in dl those yearsin which the
NBU was used to meset the financing needs of the budget.

Poor target choice: the initid defense of the exchange rate at the onset of the Russan
criss, which later proved counterproductive, complicated the successful
implementation of monetary policy.

Underdeveloped government domestic debt market: the underdevel oped debt and
securities market and the absence of a sufficient amount of securities with which to
conduct gerilization and collateraized operations effectively rendered many of the
money market operations inoperable.

Deficienciesin the interbank market arising largely from weaknesses in the banking
system, the absence of suitable instruments to use as collaterd, and the poor
intervention strategy of the NBU. Deficiencies in the interbank market weakened the
monetary transmission mechanism and complicated reliance on money market
operations to conduct monetary policy.

However, Ukraine was able to effectively conduct monetary policy between 1996 and
1997 and achieve a sgnificant reduction in inflation over the period, largely by the

use of Smple rules-based and open market type instruments, including reserve
requirements, a Lombard facility, credit auctions, and primary market outright
transactions in government securities. Similarly, during the period 2000-2003, the
NBU was able to maintain the gability of the exchange rate, build up its externd
reserves, and achieve adeclinein inflation.
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XI. VANUATU®®
A. Pathto Reliance on Money Market I nstruments

239.  Sinceitsindependence in 1980, monetary management in Vanuatu has long been
underdevel oped. In 1988 the Reserve Bank of Vanuatu (RBV) started to impose areserve
requirement on dl banks, the so-caled Statutory Reserve Deposit (SRD), which requires
them to keep 10 percent of dl demand, time, and saving deposits of resdentsin vatu with the
RBV. This requirement was primarily intended for prudentia reasons. The RBV adso had a
lender-of-last resort facility (the Advance Facility) which was more often used by nonbanks
than banks.

240. Ealy in 1998, the financiad system came under stress when socid unrest prompted
the government to dlow the public to withdraw their retirement savings from the Vanuatu
Nationa Provident Fund (VNPF). In response to a sharp rise in liquidity in the financia
system, the RBV introduced liquidity asset ratios, the so-called Prescribed Reserve Asset
(PRA) requirement. The PRA required banks to hold 16 percent of vatu depost ligbilitiesin
the form of Government securities and/or the RBV notes. In addition, the RBV raised the
base-lending rate of the Advance Facility by five percentage points to dmost 11 percent, to
indicate to the market that it was prepared to defend the exchange rate of vatu. The
commercia banks followed the RBV’s move and increased their deposit and lending rates.

241. Because this action was not sufficient to aosorb excess liquidity, the RBV dso
darted to issue its own securities, the RBV notes. These measures produced positive results:
the financia system gtabilized, confidence in the vatu was recovered, and officid reserves
were sgnificantly increased. At the end of 1998 the RBV started to phase out the PRA
requirement, dill retaining the SRD requirement. However, the design of the SRD
requirement was modified. The SRD requirement had been based on dl the demand, time,
and saving depodits of resdentsin vatu, but the new SRD included 50 percent of residents
demand deposits in foreign currency. At the same time, reserve holdings no longer had to be
held in ablocked account at the RBV, and the banks are dlowed to meet the reserve
requirement on average during the maintenance period.

242.  Theintroduction of the PRA was intended to facilitate the placement of government
bonds by creating a captive market, rather than for monetary policy purposes, in a context
where the payments by the VNPF were financed largdy through the liquidation of their
holding of government bonds and the issuing of new government bonds. As an instrument of
monetary policy, the usefulness of the PRA was limited. A changein the PRA requirement

% Prepared by Kentaro Iwatsubo (Summer Intern, MFD) and George Iden (former Senior
Economist, MFD), based on “20 Y ears of Central Banking in Vanuatu,” Reserve Bank of
Vanuatu; a February 1996 MAE technicd assstance misson, George Iden, misson chief;
and on SM/02/344 and SM/02/350. The study covers developments up to end 2003.
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was likely to affect interest rates which, in turn, influence the demand for credit and,
therefore, monetary conditions. However, the quantitative effect of a changein the PRA on
interest rates and, subsequently, monetary conditions, was difficult to determine. The ques-
absence of a secondary market in the government securities and the shallowness of the
financid sector dso madeit difficult to use the PRA as an effective monetary policy
ingrument.

243.  Atthe sametime, the RBV became more active in the primary market of RBV
notes. The RBV notes have become the mogt tractable instrument of monetary operations
gnceitsintroduction in 1998. Two new credit facilities were dso introduced: the Rediscount
Facility and the Repurchase Facility. These facilities made the Advance Facility superfluous
and therefore the latter was abolished in May 1999. In the meantime, the rediscount rate
became the RBV’ s benchmark rate.

B. Monetary Policy Environment
I ngtitutional framework

244.  The primary objective of the RBV, as explicitly stated in the Reserve Bank Act, isto
promote monetary stability. Monetary ability is defined as a stable vaue of money both a
the domestic level (price stability) and at the externd level (exchange rate stability). ”©

245. TheRBV Act specifiesthat the RBV and the Minigtry of Finance (MoF) are both
monetary inditutions. Thereis a close working relationship between these organizations,
which can be characterized as being on equal terms. A representative of the MoF isa
member of the Board of the RBV; and the RBV s represented as an advisor in committees
advisng the government on macroeconomic, monetary and budget affairs. However,
Article 25(h) of the RBV Act givesthe Minister of Finance the power to give directivesto
the RBV, with which the RBV must comply. Legdly, then, the RBV is not an autonomous
ingitution. In practice, however, the RBV has a high degree of autonomy, in particular with
regard to the formulation and implementation of monetary policy.”*

246.  Thegovernment’sfiscd podtion has sometimes contributed to excess liquidity in
the financid system, which in turn has reduced the effectiveness of monetary policy. The
government has an advance facility with the RBV, and continuing resort to this facility in the
last few years, due to cash flow problems, has sometimes contributed to excess liquidity.

In 2003, the advance facility was reduced from VT 500 million to 400 million. Coordination

0 See“20 Years of Centrd Banking in Vanuatu,” the Reserve Bank of Vanuatu, 2000.

1 Asanillustration of itsintervention in monetary policy, when the government did not
agree with the RBV’ s decison to devalue the vatu in 1998, it revoked the decision of the
RBV within afew days.
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between monetary and fisca policies and the relationship between the RBV and the Ministry
of Finance have thus been especidly important where financid markets are shalow.

Monetary framework

247.  InVanuatu, monetary policy isimplemented in the context of afixed exchangerate
regime under which the value of the vatu is determined on the basis of an undisclosed
transactions-weighted (trade and tourism receipts) basket of currencies of Vanuatu’s mgjor
trading partners. The RBV quotes rates daily for vatu. Buying and sdlling rates of veatu
againg the currencies in the basket are quoted once a day with margins ranging between
0.25 and 0.3 percent around the middle rate. In generd, the RBV has not intervened in the
foreign exchange market to defend the exchange rate but could do so if necessary.

248. Thereare no capitd controlsin Vanuatu and therefore not much room for an
independent monetary policy. Within the exchange rate regime, the RBV attempts to guide
monetary developments, including domestic credit conditions. The RBV formulates a target
for itsinternationd reserves (a least Sx months of imports). In order to maintain officid
reserves a adequate levels, besides conducting monetary policy, the RBV hasissued severd
guiddines for foreign exchange sdes to the banks.”

M acr oeconomic performance

249. Vanuatu maintained macroeconomic stability with moderate inflation and a GDP
growth rate of 4¥apercent during the period 1991-1995. Severa shocks, however, resulted in
adeterioration of overal macroeconomic performance from 1996 to 2000, with the growth
rate declini n% to 1¥percent. In the mid-1990s, palitical ingtability eroded investor

confidence.” Following socia unrest in January 1998, the government decided to permit
unconditiond withdrawals of retirement savings of the Vanuatu Nationa Provident Fund
(VNPF). The payouts of funds by VNPF led to asharp rise in liquidity in the banking system.
Only part of the liquidity was sterilized by the RBV. The decison and the attempt to devalue
the vatu fudled deva uation expectations of theloca currency, which caused large capita
outflows.”* Because of the VNPF crisis, the official reserves of the RBV decreased

"2 During the financid crisisin 1998, the RBV issued a guiddine that it would sdll foreign
exchange to the banks for current transactions only. In addition, in June 2001, the RBV
enforced aregulation that it would sell foreign exchange to the banks in minima amounts of
US$1.0 million per client. In September the amount was lowered to US$250,000.

73 After the generd dection in 1995, the government changed three timesin 1996 and
continued ingtability led to the dissolution of Parliament in 1997.

" |n the aftermath of the Asian financid crisisin 1998, severa countries such as Papua New

Guinea, Fuji, and the Solomon Idands devalued their currencies by 20 percent. Shortly

afterward, because of the Vanuatu Nationa Provident Fund (VNPF) crissthe RBV followed
(continued)
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dramaticdly, from the equivdent of around Sx months of imports to less than three months
of imports.

250. Inrecent years, the political Situation has not been very stable, with frequent changes
in the government, and economic growth has not fully recovered. Favorable weather
conditions and maor public investment boosted growth to 2.5 percent in 2000. However, two
cyconesin 2001 resulted in significant crop loss, with red GDP contracting by nearly

2 percent. Inflation remains subdued, increasing from 2%/percent in 2000 to 3%percent

in 2001, largely due to the impact of oil prices on utility and transportation costs.

Structure of thefinancial system and market

251. Vanuatu sfinancid sector includes the Reserve Bank of Vanuatu (RBV), four
commercid banks (a government-owned bank, alocally owned bank, asubsidiary of a
foreign bank, and a branch of aforeign bank), anumber of trust and insurance companies,
the Vanuatu Nationd Provident Fund (VNPF), and severad smdler financid inditutions.

In 2001, following a merger, the number of commercid banks dropped to four. At present,
the largest bank has dmost 70 percent of total assets of the banks. Moreover, one of the
remaining four banksis an “exempted bank,” which meansthat it has a domestic banking
license but is not dlowed to do businessin local currency. Vanuatu aso has a prominent
offshore financid center (OFC), which in 2001, comprised 36 banks with offshore banking
licenses, and 16 insurance companies (see Table 12). After the Internationa Banking Act
was implemented, the number of offshore banks as of October 2003 is now 24, and

10 applicants are currently under review.

252.  Offshore banks are regulated by the Internationa Bank Act (2002) and are supervised
by the RBV, as are domestic banks. Offshore banks are not alowed to accept local deposits
from, or make loans to, resdents in Vanuatu. Prior to 2003 when the new act came into
effect, offshore banks were supervised by the Financid Service Commission.

253. Asof end-December 2001, the total assets of the financia system were about

387.9 hillion vatu, equivaent to 1,219.8 percent of GDP (see Table 12). If offshore banks are
excluded, however, the total asset drops to 50.4 hillion vatu, equivaent to 158.5 percent of
GDP. Given the redtrictions which apply to the ability of the offshore banksto dedl in
domestic currency and to do business with the domestic banks, the commercia banks play a
dominant role in the domedtic financid system and the offshore banks have no direct impact

on the conduct of monetary policy.

auit. However, the Government immediately revoked the RBV decision on the grounds that
the devauation could have a potentidly high codt if it were to park an inflation-wage spirdl.
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Table 12. Vanuatu: Financid System Structure

Assets Percent in Number of | Percent of
(2001) (billions of vatu) Total Assets | Institutions GDP

Commerciad Bank 431 11.2 5 147.2

of which: State controlled 2.7 0.7 1 85
Nonbank financial institutions - - - -
Offshore banks 3375 87.9 36 1061.3
Insurance companies 05 01 3 16
Pension funds 31 0.8 1 9.7
Total 384.2 100.0 45 1219.8

Source: Vanuatu authorities.

254. Theactivities of the offshore banks, nevertheless, are likely to have an indirect impact
on monetary conditions. The “trust funds’ accepted from nonresidents are usualy deposited
with one of the domestic banks. The banks, in turn, deposit the funds with banks abroad,
primarily with their European or Asian offices. However, a small ssgment lesks into the
domestic system, which then becomes part of the money supply. Domestic banks sometimes
make loans in foreign currency to residents, mainly for expatriates and loca businesses
engaged in foreign trading, but the amount of foreign currency loansis smal.

C. Monetary Policy Instruments

255.  The devdopments during the financid turmoil in 1998 made the RBV aware of the
necessity to strengthen monetary arrangements. Since then, the RBV developed severd
money market instruments to manage overdl liquidity in the sysem (Box 12). Open market
operationsin RBV notes have been the main discretionary insrument since 1998; they are
supplemented by the Statutory Reserve Deposit (SRD), and two standing facilities.”

256. The SRD requirement appliesto al demand, savings, and time deposits of residents
in vatu, and to 50 percent of the resdents demand depositsin foreign currency. The
rationde for including only the foreign currency demand depositsis that they are dmost
entirdly held by resdents for payments of current transactions in foreign currency (mainly
imports), while the time and saving deposits in foreign exchange can be reasonably assumed
to be deposited through Vanuatu' s offshore financia center. By including foreign currency
depositsin the reserve requirements, the RBV can limit the availability of the banks
liquidity for private sector lending and reduce excess liquidity. Therefore, the RBV isina
better position to control monetary devel opments.

> From 1988 to 1998 the SRD was the only monetary policy instrument.
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257. Banksare free to choose the currency in which they hold the required reserves, that
is, in vatu or the currency in which the deposits are held. However, until today banks have
adways held the required reserves in vatu.

Box 12. Vanuatu: Monetary Policy I nstruments

Reserverequirements

Reserve requirements are cal culated as monthly averages, and must amount to 10 percent of deposits. The
current RR regquirement includes 50 percent of residents’ demand depositsin foreign currency aswell asall
the demand, time, and saving deposits of residents in vatu. Thiswas the only monetary instrument for about
adecade, sinceit wasfirst in place from 1988 until 1998.

Standing facilities

Discount Facility: Banks can sell (rediscount) treasury bills and/or RBV notes with an up to 90-day
maturity to the RBV.

Repurchase Facility: Banks sell government bonds and/or RBV notesto the RBV and subsequently buy
back the securities at a specified date and price. In the period between the sale and the repurchase of the
securities, the RBV provides the bank with temporary liquidity. The discount rate applies to these
operations.

Money market operations

RBV notes: The RBV intermittently auctions these RBV notes, which have maturities of 28, 91, 119, and

182 days. The RBV notes with maturities of 119 and 182 days wereintroduced in April 2002. The RBV

issues the notes to absorb excess liquidity. Since 1998, monetary policy is mainly conducted by open market
operationsin RBV notes. (The RBV notes of 119 and 182 days are no longer issued, since competition in

the financial sector islow and resultsin high interest costs for the RBV).

258. RBV notes are auctioned through a variable-rate tenders system whereby the
dlotment interest rate is equd to the interest rate offered by each individua bid. Auctions are
held on anirregular basis. The RBV natifies banks and nonbanks of the tender of the notes
severd daysin advance through advertissmentsin the loca newspapers. The decison to
issue a given amnount of RBV notesto achieve a desired leve of the money supply
(intermediate target) depends on the reserve money program run by the RBV.

259. TheRBYV did not attempt to use the SRD for short-term liquidity management, and
the leve of the ratio has not been adjusted since 1998. In case of unwarranted high (Iow)
liquidity, the RBV can absorb (inject) liquidity from (into) the financid system through
issuing higher (lower) amounts of RBV notes. Under circumstances of very tight liquidity,
the RBV might decide not to hold auctions.

260. Thereisno secondary market in RBV notesin the sense of banks trading among
themsalves. However, the notes can be and are rediscounted or used in repo transactions with
the RBV. Since their introduction, RBV notes have been partidly successful in absorbing
excess liquidity from the financid system. Due to the ever-increasing liquidity in 1998 and
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early 1999, the RBV was forced to issue increasing amounts of notes, which were dmost dl
absorbed by the banking system.

261. The Rediscount and Repurchase Facility can be dso used by the RBV as monetary
ingruments to affect the total amount of liquidity through setting an upper limit to the credits
or by changing the rediscount rate. These facilities are designed to provide liquidity to the
banks in the event of temporary liquidity needs. The rediscount facility makes it possible for
the banks to sdll (rediscount) treasury bills and/or RBV notes with 90 days or lessto
maturity. Through the repurchase agreements, the RBV offers the possibility for banks to
borrow for a short period of time from the RBV using treasury bills and/or RBV notes as
collaterd.

D. Channesof Transmisson of Monetary Policy

262. Theinterest rate applied to borrowing under the Rediscount and Repurchase Fadility
is the rediscount rate. By making this more or less expensve, the RBV is able to affect
liquidity in the financid system. The tranamisson of monetary policy through the interest

rate channel has been successful to alimited degree in Vanuatu. The main reasons include
the high structurd liquidity in the financid system and the rlatively limited competition
among banks. In addition, banks are very cautious in extending new loans. Consequently,
banks can sometimes be dow to follow interest rate changes by the RBV.

263. Thefirg, and for along timethe only, credit facility through which the banks could
borrow from the RBV was the Advance Facility. Since its introduction in the 1980s, the rate
charged for borrowing under the facility was the RBV’ s officid interest rate ( the base-
lending rate). Borrowing under the facility was not encouraged. In fact, the rate incorporated
apenaty eement to ensure banks in need of short-term liquidity turned firgt to the interbank
market before seeking funds from the RBV.

264.  During the time the Advance Facility was in force, banks often had ample liquidity
needs, discouraging them from having recourse to the RBV’ s credit facility. Even under the
circumstances, the sgnding role of the base-lending rate remained unimpaired. Thiswas
clearly demongtrated during the financia crissin 1998. Although the Advance Facility was
abolished on May 1999, like the base-lending rate, the rediscount rate of the Rediscount and
Repurchase Facilities incorporates a pendty element. The RBV uses the rediscount rate as a
key variable in monetary operations.

E. Market Infrastructure and Liquidity Surplus Problem

265. Asdescribed earlier, there is no secondary market in RBV notes. The government
security market is aso very limited, with virtudly no secondary market.” In generd, the

%1 early 2003, the RBV and the Ministry of Finance agreed on the issuance of a substantia
amount of treasury bills (VT 400 million, of which goproximatdy haf were dreedy issued as
(continued)
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absence of secondary markets in government securities and the RBV notes has not impinged
on the effectiveness of monetary policy snce RBV has been in apogition to achieveits gods
by the combination of the SRD and regular issuance of RBV notes in the primary market.
However, at times the issuance of RBV notes has not dways been fully effective in mopping
up excess liquidity. For purpose of risk management or other reasons, banks with excess
liquidity may decide to hold the liquidity rather than invest in RBV notes. So far the resulting
excess liquidity in the system has not been a source of inflation given the investment
opportunities in Vanuatu.

F. Conclusonsand L essons

266. The main lessons from Vanuatu' s experience with monetary policy implementation
are thefollowing:

The shdlowness of Vanuau' sinterbank market and the small number of banks have
inhibited the effectiveness of money market operations. However, the combination of
reserve requirements and open market type operations have in generd dlowed the
monetary authorities to manage overdl liquidity conditions satisfactorily.

In the context of shalow financid markets, coordination of monetary and fisca
policiesis especidly important. A good relationship between the central bank and the
minidry of finance fosters such coordination.

Absence of secondary markets for government and central bank securities did not
prevent effective liquidity management. Auctions of the short-term centra bank
notes, coupled with averaging provisons for the reserve requirements, proved to be
an effective mix of insruments.

Excessliquidity in the system has put banks in a Situation in which they can decide
fredly how to use and allocate these resources. However, prudent management on the
part of the banks has prevented an expansion of domestic credit and inflationary
pressures.

of May 2003). These bills, used as collaterd, assisted banks in accessing credit facilities of
the RBV.
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XI1. ZAMBIA"’
A. ThePath to Reliance on Money Market Operations

267. Zambia s path to reliance on money market operations to conduct monetary policy
has been amilar to that of many other countries in sub- Saharan Africa. Following
independence, the Zambian economy was dominated by state enterprises, administered
prices, and trade protection. The financid sector and monetary policy in this environment
were geared toward the provision of subsidized credit to the state enterprises. Monetary
policy rdied on adminigtrative measures on credit and capitd controls, involving credit
ceilings, interest rate controls, and exchange contrals, in order to channel resourcesto the
preferred state enterprises. After nearly two decades of controls, macroeconomic
performance deteriorated sharply and mgor problems emerged in the financia sector such
that by the early 1990s, it was clear that the policy of direct lending and the provison of
subsidized credit to preferred sectors had become unsustainable.

268. At the beginning of 1992, Zambia embarked upon a program of financid
liberdization as part of an overall macroeconomic reform program. The first sep in the
process of financia reform was the freeing of interest rates followed by those of wages and
prices. At the sametime, aprogram of privatization was indituted. The externd sector was
a0 liberdized in stages between 1992 and 1994 beginning with the dismantling of controls
on capita account transactions and followed by gradud, but eventualy complete,
deregulation of capitd controls.

269. Money market operations were firgt introduced in 1993, with the implementation of
treasury bill auctions, followed in 1995 by daily auctions of credit and deposit to commercid
banks. They were soon complemented by the introduction of rediscount facilities and active
management of the Statutory reserve requirements.

B. Monetary Palicy Environment
Monetary objectives and operating tar gets

270. The Bank of Zambia (BoZ) defines price gahility as the ultimate objective of
monetary policy. In order to achieve this objective the authorities implement a reserve money
program, where commercia banks cash balances in the BoZ settlement account (excess
reserves) are the operating target and reserve money is the intermediate target. Direct

" Prepared by Marco Arnone (Economist, MFD) and Stephen Swaray (Senior Economist,
MFD), based on MFD work in the context of the FSAP to Zambia, the June and

October 2001 technical assstance missions on monetary and financia sector issues. (both
headed by Thordur Olafsson), and the January and September 2003 technica assistance
missions on monetary and foreign exchange operations (both led by Susana Crossa Sosq)
The study covers developments up to end 2003.
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quantity targeting is therefore preferred to an interest rate target, given the difficulty of
setting the interest rate congstent with the inflation target and the high volatility of the
expected inflation.

271. The BoZ pursuesits objective of price sability in the context of a managed float
with no preannounced path for the exchange rate, and with a target for reserve money asthe
nomina anchor. Quite often, however, the centra bank focuses excessvely on exchange rate
gability (as reflected in frequent foreign exchange auctions and interventions), concentrating
less on conventiond monetary policy. This attachment to multiple policy godshas a times
generated some incons stencies between the stated objective of price stability and exchange
rate dability.

Structur e of the financial sector

272. Thefinancid system in Zambiais smal and underdeveloped, and operatesin the
context of alow level of monetization. Theratio of M2 to GDP has been a aleve of only
about 15-20 percent over the last five years, compared with an average of about 35 percent
for sub-Saharan African countries as a group. The system is dominated by the banking sector
with assets amounting to about 90 percent of tota financia system assets (Table 13). In
terms of foreign equity participation, about three-fourths of banking sysem capitdization is
foreign. Dallarization is dso high: about haf of deposits and one-third of loans arein foreign
currencies.

Table 13. Zambia: Financid System Structure

Assets
Number (in billions of (Percent of
(December 2001) of Institutions kwacha) GDP)
Banks 15 3,460 265
Nonbank Financial Institutions
Development and Savings Banks 2 253 19
Building Societies 3 37 0.3
L easing Companies 10 95 0.7
Microfinance Institutions 93
Exchange bureaus 45
Other (investment/venture) 4 .
Pension funds 17 590 45
Insurance companies 6 % 0.7
Total 4531 34.6

Sources: Bank of Zambia and Lusaka Stock Exchange.

273. The Zambian banking system comprises 15 commercid banks with assets
equivaent to about 30 percent of GDPin 2001 (Table 13). The largest domestic bank is
state-controlled, dthough it isin the process of being privatized. It holds about one-fifth of
the banking system deposits, has the largest branch network and second largest customer



-05-

base. Four large banks which are subsdiaries of multinationa banks (SMBs) hold 63 percent
of assetsand 71 percent of loans. Their market share increased in the late 1990s as a result of
aflight to qudity following the failure of nineloca banks during the period 1994-1998.

Other commercid banks are smdl, with the five smalest banks accounting for less than

one percent of banking system assets. The banks participate intensvely in invesmentsin
government securities and foreign exchange trading, which are their main sources of revenue.

274. The nonbank financia sector, induding two devel opment and savings banks, three
building societies, and a handful of leesng companies, is smdl both in absolute terms
relative to the Sze of the economy. The stock market is equdly as amdl, with stock market
capitdization equivaent to about 8 percent of GDP in March 2002

C. Market Infrastructure

275. The money market in Zambiais traditionaly concentrated in the overnight

meaturity segment, athough there have been improvements in the longer-term maturity
segment with more active use of loans of 2- to 14-day maturity (term money market). Use of
longer-term maturity is, however, sporadic. Tota loans amounted to K 3.4 trillion (equivaent
to around US$750 million) or 26 percent of GDP in the firgt six months of 2002.

276. The interbank market is usudly characterized by excessliquidity. The lack of
short-term liquidity instruments to manage short-term liquidity, together with insufficient
BoZ smoothing operations and a punitive rediscount rate, has induced banksto hold liquid
fundsin their current account at the BoZ. Short-term liquidity is aso demanded since banks
want to have the possibility of buying foreign exchange a very short notice. Operating in a
context of excess liquidity means that the BoZ has to constantly withdraw liquidity to meet
its operating target (commercid banks current account with the BoZ). This has tended to
congrain liquidity management because the BoZ does not have a sufficient amount of
government securities to Serilize the excess liquidity.

271. The overnight interbank money market has aso been characterized by significant
interest rate voldtility, due to a variety of reasons. Including limited windows for funds at the
BoZ, a costly rediscount facility, volatile flows of cash between the government and the
private sector, and market segmentation.”® The interbank rates also show a high degree of
seasondlity related to government flows and tax payments, with spikes concentrated at the
end of (amost) each month. This seemsto indicate a cyclica reduction of available liquidity
in the interbank market at the end of each month; as a consequence, a Satisticaly predictable
component of the liquidity forecasting exercise might not be adequately taken into
congderation.

"8 For instance, overnight rate ranged between 7 and 130 percent in 2001, and between 9 and
80 percent in the sx months to June 2002.
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278. The interbank market is supplemented with a government securities market

(Box 13). The primary market is organized by the BoZ, which maintains and processes dl
transactions relating to these securities through its book entry system. Although the BoZ is
supposed to act only as the government debt-issuing agent, it has, in practice, alarge degree
of flexibility in deciding the terms & which securities are auctioned: it decides on the amount
of securitiesthat it intends to issue and determines the cut- off rate. Up to March 2001 tenders
of government securities were managed as uniform-price auctions, in which bidders paid the
price of the lowest acceptable bid. Since then, a multiple-price tender system has been
indtituted. Bids at the cut-off price are prorated based on the Size of bids. The BoZ’ s rather
large respongibility in deciding the terms at which securities are auctioned has removed from
the government much of the incentive for efficient liquidity forecasting and cash flow
management. Thisin turn has hampered the ability of the BoZ to forecast and fine tune
liquidity in the system.

Box 13. Zambia: Gover nment Securities M ar ket

In 1993, as part of alarger program of financial liberalization, the Government of Zambiaintroduced an
auction arrangement for pricing and distribution of government securities. The objective of thisreform was
to enable the government to cover its expenditures in away that was less distorting than other alternatives
(direct advances from the BoZ or distorted taxation) and to enhance the development of financial markets by
providing an instrument of collateral, abenchmark interest rate, and a means of managing liquidity.

The market securities underwent significant changes, including the introduction of a multiple-price format

for tender sales and opening the tenders to corporations and individuals. The range of securities has been
expanding over time, with treasury billsissued in maturities of one to nine months, and government bonds
issued in maturities of one to two years. Off-tender (noncompetitive) sales of government securities have also
been introduced to cater for the small investor who is unable to meet the minimum requirement bid size for

the auction. The largest holders of government securities have been banks (around 70 percent) followed by
pension funds.

A secondary market for government securities does exists, although it is very thin, and prices are determined
by negotiation between interested parties rather than two-way pricemaking.

279. A secondary market for government securities does exigt, dthough it is very thin,
since investors—individuds, corporations or banks—prefer to hold securitiestill maturity.
Commercia banks typically purchase the securities to first meet the liquid asset ratio, and
second, as an dternative investment to low quality private sector lending opportunities. Other
investors hold the securities because the interest payment offers sizable revenue.

D. Channesof Transmisson of Monetary Policy

280. The foregoing andysis of the Structure of the financia sector and the exigting
market infragtructure in Zambia reveds a case in which the traditional monetary transmission
mechanisms do not operate as effectively as might be expected in a more developed financid
system. While it has been possible to transmit some monetary policy sgnds through the
interest rate channel, viathe treasury bill rate, the other channdls (credit, exchange rate and
asset prices) have been ether very weak or nonexistent.
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281. The most important direct sgnd the BoZ provides to the market isrelated to the t-
bill auction, held weekly. The auction rate is the base for the determination of the Bank Rate,
which in turn is used by the commercid banks to guide them in setting deposit and lending
rates. However, even in this case, bank lending rates, while being flexible upwardsin
response to movementsin the treasury bill rate, are rigid downward, indicating duggishness
in the transmisson mechanism of monetary policy. The oligopalistic market Sructure in the
banking sector islargely the root cause of theserigidities.

282. The interest rate channdl, through the money market, has not functioned as strongly
as expected. As has been indicated, the interbank money market in Zambiais characterized
by high volatility of interest rates and average excess liquidity. The high voldility of interest
rates has been attributed to the limited availability and high cogt of BoZ liquidity fadilities,
volatile flows of cash between the government and the private sector, and market
segmentation. In addition, monetary operations as implemented in Zambia do not provide
aufficient guidance to the short-term money market as to the policy stance of the BoZ.
Monetary operations tend to provide policy sgnas from the three-four weeks maturity
onward, leaving the shortest end of the money market—especidly the overnight interbank—
to fluctuate wildly, in the range of ten to over eighty percent. These deficiencies have tended
to weaken the interest rate monetary tranamission channdl.

E. Monetary Policy Instruments

283. Inlight of the limited effectiveness of tranamitting monetary policy sgndsin
Zambia through traditiona market-based channdls and in light dso of the fact thet the
framework for monetary policy isitsdf gill in trangtion, the BoZ has had to rely on a
combination of rules-based instruments and money market operations to conduct monetary
policy. The most important instruments that have been used include reserve requirements
(RR), aminimum liquid as#t ratio (LAR) (Box 14). In particular, the level of reserve
requirements have been increased on repeated occasions to adjust structurd liquidity
imbaances. A wide range of money market instruments have been introduced in order to
reduce reliance on the RR and LAR and because changes in these instruments require
subgtantiad portfolio adjustments, which are not easy to implement at short notice. However,
repo operations have only been conducted infrequently as the BoZ does not have enough
treasury billsin its portfolio to withdraw the excess liquidity from the market on aregular
basis.
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Box 14. Zambia: Instruments of Monetary Policy

Liquid asset ratio

Banks are required to hold 35 percent (from 25 percent in 2001) of their kwacha depositsin liquid form (cash and
excess reserves with the BoZ or in treasury bills). Averaging provisions over the weekly maintenance period

apply.

Reserverequirements

They apply to kwachaand foreign currency deposits, and are held as a honremunerated kwacha and foreign
currency deposit with the BoZ. Theratio is subject to frequent changesin response to liquidity developmentsin
the system. (The RR wasincreased from 8 percent to 11 percent in December 2000 and to 15 percent in

January 2001, then lowered to 10.5 percent in March and increased again to 12.5 percent in June and 15 percent
in December, before being increased again to the current 17.5 percent in December 2002 There is a seven-day
mai ntenance period and averaging provisions apply.

Standing facilities

Discount facility: If the market is short of liquidity, banks can rediscount treasury hills at the BoZ with a penalty

rate. During a given month, banks are permitted to discount billsin an amount up to 10 percent of their regulatory
capital. Abovethislimit, an additional penalty of 7 percent is applied. Because the overall penalty is usually very

high and complex to calculate, banks are reluctant to make use of thisfacility.

Money market instruments

Deposit auction: To absorb excess liquidity the BoZ may decide to auction (multiple price tender) depositsto
banks. The BoZ retain theright to reject offersthat are, in its judgment, not consistent with market fundamentals.
The maturity of deposits depends on how long the BoZ estimates that the excess liquidity situation will prevail.
To date, these auctions usually have been undersubscribed, despite the banks” excess liquidity.

Credit auctions: To provide credit to the banks. In recent period, this facility has seldom been used given the
structural excess liquidity in the system.

Outright sales/purchases of government securities: The BoZ may withdraw or inject liquidity through outright
sales or purchases of government securities.

Repurchase Operations: In 2002, the BoZ started using repurchase (repo) operations (maturity of two- to twelve-
week) on government securitiesto withdraw liquidity. Ultimately repo operations are expected to replace the BoZ
term deposit auctions. Repo operations have only been conducted infrequently as the BoZ does not have enough
treasury billsinits portfolio to withdraw the excess liquidity from the market on aregular basis. The repo
documentation in place also allows the BoZ to conduct reverse repo operations, which could replace the credit
auctions.

F. Conclusonsand L essons

284. The following condusions and lessons can be derived from the experience of
Zambiawith reliance on money market operations to conduct monetary policy:

Money market instruments have not seem to have led to a Sgnificant reduction in
monetary growth, but inflation has been reduced.

Monetary transmission mechanisms have not operated as effectively in Zambiaas
they otherwise should have in an oligopolistic market structure coupled with excess
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liquidity in the banking system, which has resulted in rigidities in market rates and
prevented the transmisson of monetary policy sgnas.

An overdl lack of credibility in the financid sector reform process and frequent
backtracking have affected market sentiment and crested grest difficulty in bringing
money supply and inflation under tighter control.

Money market operations have had limited effectiveness in gabilizing banking
system liquidity due to attempts to achieve multiple objectives, which have resulted
in inconsi stencies between the stated objective of price stability and a de facto
objective of exchange rate dability.

A long higory of hyperinflation in Zambia has given rise to the persstence of
inflationary expectations, which have madeit difficult to achieve angle digit
inflation.

The high degree of dollarization has imposad significant congraints on the
implementation of monetary policy by creating an environment where thereis large
volatility in exchange rate movements.
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THE CHANNELSOF TRANSMISSION OF M ONETARY PoLicy™®

285. Key to conducting monetary policy effectively is an efficient tranamission
mechanism through which monetary policy actions work their effects on aggregate demand
in an economy and ultimately inflation. The nature, speed, and intengity of the transmisson
from the variables directly under the control of the central bank—for example, short-term
interest rates or base money—to those variables that most directly affect conditionsin the
nonfinancia sector—Ioan rates, depodit rates, asset prices—determine not only the extent of
the overall effectiveness of monetary policy but dso the type of instruments that can be used
effectively.

Figure. Stylized Representation of the Channels of Transmisson
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286. The functioning of the transmission mechanism, and hence the effectiveness of
monetary policy, in agiven economy depends on the structure of the economy and its
financid system. In particular, severa factors are at play here—the degree of competition in
the banking sector, the extent of access to aternative domestic funding sources, the depth of
money and capitd markets, the extent of government involvement in financid markets,
liquidity of the financid system, the degree of financid intermediation, the prevalling
exchange rate system, the extent of liberdization of current and capita accounts, and the
degree of development of the foreign exchange market are al important issues that influence
the speed and intensity of the transmission mechanism, and therefore the extent to which

"9 Prepared by Bernard Laurens (Deputy Division Chief, MFD), with inputs from
Rodolfo Maino (Senior Economist, MFD), and Alina Carare (Economigt, INS). See dso
Kamin, Turner, and Van't Dack (1998), and Taylor (1999).
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monetary instruments can be relied upon to transmit monetary policy Sgnas through the
norma channels.

Interest rate channe

287. Monetary transmission through the interest rate channel, regarded by many asthe
main channd of monetary policy transmisson, occurs when changes in the monetary policy
gtance induce changes in the overdl leve of interest rates in the economy, and those in turn
affect the overdl level of absorption, through their effects on the demand for credit and the
available income of borrowers and lenders. Changes in interest rates dter the margind cost

of borrowing, leading to changes in investment and savings, and thus to variaionsin
aggregate demand; they have also a cash flow effect on borrowers and savers.

288. Predictability of the response of lending and deposit rates to changes in money
market rates will depend on the degree of competition in the banking sector, the extent of
access to dternative domestic funding sources, and the depths of money and capital markets.
In competitive markets for credit, changesin the overdl leve of interest rates are likdly to
affect lending and deposit rates rapidly. Conversdly, in ahighly concentrated banking sector
with asmal number of banking inditutions, oligopalistic pricing makes the response of
lending and deposit rates to changes of money market rates duggish and asymmetric. In
addition, the presence of state-owned or state-subsidized banks under little pressure to
maximize profits, and under pressure to achieve political goas could diminish the
responsiveness of lending and deposit rates to monetary policy.

289. The behavior of lending and deposit rates may aso depend on the extent to which
households and firms have access to dternative domestic funding or investment sources,
most notably through security markets. The aternative sources of financing or investment for
households and firms tend to limit the monopolistic power of banks. Moreover, if the
banking sector and the securities markets are well integrated and if bank loans, bonds, and
stocks are close substitutes, then banks may be forced to enhance the responsiveness of the
interest rates under their control.

290. The depth of money and capitd markets can dso have an important bearing on how
policy-controlled rates affect lending and deposit rates, and the ultimate objective(s) of the
central bank.2° A shdlow or noncompetitive financia market can amplify volatility of money
market interest rates. If money market rates are highly volatile, banks may not adjust lending
and deposit rates quickly to those rates, for administrative or customer relations reasons.

Asset price channel

291. Monetary transmission through the asset price channel occurs when changesin the
monetary policy stance affect asset prices in the economy (in particular equity or the value of

80 See BIS (1998) for adiscussion on the ultimate objective(s) of the central bank.
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collatera) which in turn induces changes in consumption and investment through the wedlth
effect and the implications on the financing cogt of invesments.

292. The main factor influencing the effectiveness of the asset price channd isthe level
of development and importance of bond, equity and red estate markets in the economy.
Where long-term bond markets are important, for example, an increase in short-term interest
rates normdly leads to a declinein bond prices, and, consequently, aggregate demand due to
reduced wedth. The more developed are such markets, the stronger will be the effectiveness
of this channe in transmitting monetary policy signas®!

293. The compogtion of financid portfolios aso affects the effectiveness of the assat
price channd. Where most savings are intermediated through the domestic banking system,
and relatively smdl portions of households or corporate portfolios are invested in securities
whose vaue varies with market conditions, the more restricted is the impact and intengity of
the asset channel. On the other hand, the more diversified household and corporate portfolios
are, the more sengdtive such portfolios are to monetary policy actions affecting asset vaues.

Exchangerate channe

294, Monetary transmission through the exchange rate channel occurs when changesin
the monetary policy stance lead to changesin the exchange rate. This affectsthe
competitiveness of dometically-produced goods and services vis-avis goods and services
produced abroad and hence the relative demand for both categories.

295. The exchange rate channd of monetary policy does not exist under afixed
exchange rate regime; among exchange rate regimes that alow flexibility, the exchange rate
channd will work more strongly the higher the degree of exchange rate variability thet the
regime alows. In addition, an absence of capital controls and a foreign exchange market
characterized by subgtitutability between domestic and foreign assetsincreases the role
played by the exchange rate channel. For economies with underdeveloped financial systems,
the exchange rate channel becomes irrdlevant due, usudly, to controls on foreign exchange
operations. The greeter the subgtitutability between domestic and foreign assets, the greater
the response of the exchange rate to policy-induced changes in interest rates, and hence the
larger the impact of monetary policy through that channel.

Availability of credit channd

296. Monetary transmisson through the availability of credit channel occurs when
changes in the monetary policy stance affect the quantity of credit thet is available, regardiess
of (or in addition to) what happens to interest rates. The credit channel emphasizes how

81 Key traits of developed markets are the existence of active secondary markets which are
responsve to dternative asset prices, and the ability to borrow againgt such assets through
swaps or collatera arrangements.
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asymmetric information and the cost for enforcing contracts may create agency problemsin
markets. Two channds of monetary transmisson arise: the bank lending channd, which
looks at the impact of monetary policy on the capacity of banksto lend to firms, and the

ba ance sheet channd which looks at the impact of monetary policy on the capacity of firms
to borrow from marketsin response to change to their net worth arising from monetary
policy decisions.

297. Thefinancid condition of a country’s banking system is one of the most important
factorsinfluencing the tranamisson of monetary policy sgnals through the credit channdl.
The financid condition of the banking system is an important determinant not only of the
cost but dso of the availability of bank loans. If the financid position of the banking system
iswesak, reflected by low capital/asset ratios and/or high nonperforming loans, banks will
tend not to respond to monetary policy impulses, and the wesker the financid system the
more likely the asset price channd isto be irrdevant. Weaknesses in the banking system can
a0 be reflected in terms of asymmetries of information and limited enforceability of
contracts. Where such asymmetries exist or there isweak governance and judicia structures
limiting the enforcement of contracts, banks may aso not respond to monetary policy
impulses.

Structural factors

298. In addition to the foregoing channd - specific factors, there are dso a number of
other factors of a macroeconomic nature that have a significant influence on the efficiency of
the channds of transmisson. The extent of government intervention in financid markets may
influence the monetary transmission channd in three ways: through explicit or implicit
interest rate controls or other limits on financid market prices, through explicit or implicit
limits on bank lending and through sdective credit policies. Any of these Stuationsislikdy
to impede the smooth functioning of markets, the transmisson of monetary policy sgnds
through them, and hence the conduct of monetary policy with market- based instruments.

299. Structurd excess liquidity in the financid system dso impairs the effectiveness of
the transmisson channd of monetary policy. Although they do not do so directly, the policy
measures taken by central banks to Sterilize excess liquidity may weaken the transmisson
channds. The high cost of mopping up excess liquidity has a times prevented central banks
from raising their policy interest rates. Thisis especidly the case when the financiad postion
of the centra bank iswesk such that high sterilization costs may result in large losses for the
central bank which are not directly and timely reflected in the government’ s budget, a
gtuation which in itsdf would result in aninjection of liquidity into the system. In this
context, the constraint imposed on interest rates may distort the optimal interest rate policy,
and hence the effectiveness of monetary policy through the norma channds. The use of
liquid asst ratios (LARS) to gterilize excess liquidity may aso lead to digtortionsin interest
rates by creating a captive market for the assets which are digible to fulfill the requirement.
High and nonremunerated reserve requirements to sterilize excess liquidity may dso lead to
digortions asthe implied tax affects only the deposit taking financia indtitutions and their
customers, and not other parts of the financial system.
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ELIGIBLE ASSETS: THE EXAMPLE OF THE ECB AND THE BANQUE DE FRANCE®?
The ECB’s system of eligible assets

300. The Statute of the European System of Central Banks requires al Eurosystem credit
operations to be based on adequate collaterd. The list of digible assets providesaligt of dl
assets which can be usad as underlying collaterd, and which fulfill the digibility criteria

Two categories of assets are eigible for Eurosystem monetary policy operaions and intra-
day credit: tier-one assats, which are marketable debt instruments fulfilling the uniform euro-
area-wide digibility criteria specified by the European Central Bank (ECB), and tier-two
assets, which are additional marketable and nonmarketable assets which are of particular
importance for nationd financid markets and banking systems.

301. Debt certificates issued by the ECB qualify astier one assets. For other debt
ingruments, the eigibility criteriaam at ensuring that they meet high credit sandards, they
are transferable in book-entry form, and listed or quoted on a regulated market. Tier one
asets are digible for al monetary operations which are based on underlying assets.

302. Nationa centrd banks may consider as digible other assats, tier two assets, which
are of particular importance to their nationd financid sysems. The digibility criteriaare
established by the nationa centra banks, subject to the minimum digibility criteria
edtablished by the ECB. They include ether debt instruments or equities of entitieswhich are
deemed to be financidly sound, and easily accessible to the nationa centrd bank. Tier two
assets are not normally used in Eurasystem outright transactions. In addition, four nationa
central banks have included nonmarketable indruments in their nationd lists of tier two
assets (Table 1a).

303. The Banque de France has carried out credit risk assessment since it was set up
some 200 years ago.2® These assessments are currently expressed by way of ratings, which
indicate companies ability to meet their financid commitments.

304. Ratings were origindly intended to facilitate the implementation of monetary

policy: by awarding ratings to companies, the Banque de France was able to make a selection
from among the collatera for bank refinancing presented by commercia banks and only
retain the claims on companies with the highest ratings.

82 Prepared by Bernard Laurens.

83 See Banque de France (2003).



- 105 - APPENDIX I1

Table 1a. Eligible Assetsin Germany, France, Audtria, and Ireland

Germany France Austria Ireland
Type of Assets Trade bills, bank Bank loansto Bank loansto M ortgage-backed
loansto corporations corporations promissory notes
corporations
Minimum 1 month Morethan 2 days 10 days 1day
Residual Maturity
Maximum 6 monthsfor trade  Lessthan2years 2years Duration of refinancing
Residual Maturity  hills. 2 yearsfor operation
bank loans
Credit Assessment At |least one debtor  Debtor of bank Debtor of bank Issuers’ credit ratingsis
of Enterprise by evaluated as loan evaluated as  |oan evaluated as assessed as well as
the Central Bank eligible eligible digible quality of pool of loans

Source: European Central Bank website.

The Banque de France rating system

305. Ratings remain useful in this perspective, notwithstanding the Banque de France' s
participation in their Eurosystem since 1999. Central bank refinancing based on bank loans
gtill represents 40 percent of the total volume of collaterdl used by French banks (including
for monetary policy operations and the dlocation of intraday loansin the large-vdue
payment system). The remaining 60 percent consists of negotiable securities issued by
French and foreign public and priveate issuers.

306. Designed to meet the requirements of monetary policy, the Bangque de France' s
information system has been progressively opened up to the banking industry &t its request,
and now acts as a banking information service: ratings are thus used by commercid banks for
business development purposes and for monitoring client risk.

307. The Generd Secretariat of the Commission Bancaire also uses company retings
when conducting off-gte controls and on-site investigations of credit indtitutions, for ratings
congtitute religble indicators of bank portfolio quality.

308. Banque de France rating is a concise expresson of dl the economic and financid
information gathered on nonfinancial companies; it reflects the Banque de France's overdl
assessment of the company to meet its financia commitments at a horizon of two years.

309. The rating is given by the Banque de France on the basis of the andyss of data
induding accounting and financid data from the company’ s accounting documents; data
relating to hill payment incidents and bank ligbilities reported by credit inditutions; legd
information (i.e., judgments handed down by commercid or civil courts ruling on

commercid cases); and information relating to companies economic and financia
environment, in particular their managers, stakeholders and affiliated companies. It is
communicated to the company and to credit inditutions governed by the French Banking Act
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for their own use only; these inditutions may neither publish them, nor pass them on to third
parties, especidly to information agencies

310. The Bangue de France rating has three dements: arating indicating the level of
turnover; a credit rating expressing the assessment made of the company; and a payment
rating indicating the company's ability to make payments on time.

311. The credit rating given to affiliated companies takes account of the financia
position of the economic group to which they belong when the Banque de France has access
to consolidated accounting documents or is able to carry out ardiable financid survey of the
group. Holding companies are therefore given a credit rating known as a group reting, after
the Bank has anayzed the financid postion of the group as awhole and other available
information on the holding company. Subsidiary companies are given one of the following
three credit ratings depending on their position within the group: a“group” rating (based
mainly on the andysis of consolidated accounts); an *influenced”rating (based on the
comparison of company accounts and consolidated accounts); and an “autonomous’ rating
(based on the analysis of company accounts).

312. Five credit ratings are available: (i) a credit rating O is awarded to companies for
which the Bangue de France possesses no recent accounting documents and about which it
has received no unfavorable information; (ii) a credit rating 3 is an excdlent rating reserved
for companies enjoying the best Banque de France assessment of their creditworthiness, and
whose ability to meet their financia commitmentsis guaranteed beyond any possible doubt;
(i) a credit rating 4 is given to companies that are able to satisfactorily meet their financia
commitments, notwithstanding certain factors of fragility or uncertainty; (iv) a credit rating 5
is given to companies whaose ability to meet their financid commitments gives cause for
concern for any of the following reasons. an imbaance in the financid sructure, low
earnings, asgnificant amount of payment incidents, legd representatives or financid links
with other companies that give cause for concern; and (v) a credit rating 6 is attributed to
companies whose ability to meet their financia commitments gives cause for serious concern
due to any of the following reasons. extreme imbaances in the financid sructure,
persistently poor results for three straight years, occurrences such asthe loss of hdf of the
equity capita, legd proceedings, legd representatives prompting particularly serious
concern, the company's inability to meet its commitments, and Smilar factors.

313. There are three payment ratings: (i) payment rating 7 indicates thet, in the last Six
months, payments have been made on time, or that incidents reported during that period are
of little importance and do not reflect red cash flow difficulties; (ii) payment rating 8
indicates that the company’ s cash flow difficulties do not appear to cast serious doubts on its
creditworthiness; and (jii) payment rating 9 is given when reported payment incidents denote
serious cash flow difficulties and serioudy jeopardize the company’ s solvency. Payment
ratings 8 and 9 are attributed primarily on the basis of the bill payment incidents reported to
the Banque de France.
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314. In order to make a comprehensive assessment of acompany, the Banque de France
rating aso takes into account the information available on its management, aslong asthis
information isin the public domain. In the specific case of sole proprietorships, the Banque

de France awards alegd entity rating to the sole proprietorship and a natura person rating to
the sole proprietor while complying with the genera principle of repercussons and
transparency between the two ratings. The Banque de France rating given to natura persons
exercisng amanagement function or to sole proprietors, is expressed by the figures 000, 040,
050, or 060. Sole proprietors are informed of any ratings other than 000: (i) 000 rating: the
information collected by the Banque de France on the manager or the sole proprietor gives no
cause for concern; (i) 040 rating;: the information calls for vigilance®* (jii) 050 rating: the
information gives cause for concern:® and (iv) 060 rating: the information gives grave cause
for concern.®®

315. An important difference between the Banque de France rating and ratings provided
by ratings agenciesis that rating agencies generdly assess the risk on issues rated on markets
and take into account the guarantees received, while the Banque de France analyze the
intringc Stuation of companies or groups of companies without taking guarantees into
account. In addition, there are few companies excluding banks and insurance companies that
are awarded arating by amgor internationa agencies (in 1999, 4,781 companies world-
wide, of which around 60 were located in France); many more firms receive a Banque de
France rating (180,000 per year in France).

84 Thisrating is given to a manager who holds office as alegd representative in a company
that has been put into judicid liquidation within the last five years, or in & least two
companies which have payment ratings 9; a sole proprietor whose company has been given a
credit rating 4, or a payment rating 8 accompanied by a credit rating O.

8 Thisrating is given notably to the following individuas a manager who holds office as a
legal representative in two companies that have been put into judicid liquidation within the
last five years, or to a manager required to pay the debts of the legd entity, whatever the
amount of the pecuniary ligbility; a sole proprietor whose company has been given a credit
rating 5, or a payment rating 9 accompanied by a credit rating O.

8 Thisrating is given notebly as follows: a manager who holds office asalegal
representative in three companies that have been put into judicid liquidation within the last
five years, or who is persondly the subject of a decision of the courts; a sole proprietor
whose company has been given a credit rating 6.
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ENHANCING LIQUIDITY M ANAGEMENT AND FORECASTING

316. The centra bank needs to develop aframework to monitor and forecast short-term
liquidity developments in the system on a continuous bas's, so that its discretionary
operations are congstent with its ultimate and intermediate objectives. The main purpose of
edablishing a framework to monitor and forecast short-term liquidity developmentsisto
creste an information set which puts the centrd bank into a position to smooth changesin
liquidity conditions (with aview of creating stable liquidity conditions and limit market
volatility) and to ensure that its monetary operations are consistent with the monetary
program (Table 2a). By alowing the centrd bank to take well informed monetary decisions,
such aframework will alow the centra bank to communicate with the market in an effective
manner and, through an appropriate communication policy, help market participants to
clearly distinguish between changes in the monetary policy stance and temporary “noises.”

Table 2a. Standardized Central Bank Balance Sheet

Assets Liahilities

Liquidity providing OMO/OMO type operations Bank’ s holdings on current accounts (Required
reserves and excess reserves)

Refinance standing facility Liquidity absorbing money market operations

Credit to the government Deposit standing facility

Net foreign assets Banknotesin circulation
Net government deposits
Other factors (net)

Can berearranged asfollows
LIQUIDITY SUPPLY/ABSORPTION THROUGH MONETARY POLICY OPERATIONS

“Liquidity providing money market operations’ Discretionary
Minus “Liquidity absorbing money market operations’ Operations
plus “refinance standing facility” Standi ng
minus “deposit standing facility” Facilities
Equals
AUTONOMOUSFACTORS

“banknotesin circul ations”
plus “government deposits’
Minus “credit to the government”
minus “ net foreign assets”
plus “other factors (net)”

Plus

RESERVES
“banks’ holdings on current accounts’

Source: IMF' s Monetary and Exchange Affairs Department (2000) (as of 2003 the Monetary and Financial
Systems Department), and European Central Bank (2001)

317. The experience of countries shows that forecasting the effects of the government’s
operations on liquidity posesthe grestest difficulties. A lack of cooperation between the
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treasury department and the central bank as well as the specific organization of the spending
procedures are often the main impediments for accurate projections of government cash-
flows. In addition, in countries with exchange rate pegs and large foreign exchange
interventions, net foreign assets may be volatile and difficult to predict. However, snce
foreign exchange operations are typicaly settled with alag of two days, there is some room
for the central bank to adjust unwanted liquidity fluctuations. Similar chalenges can be
posed for currency projections, particularly when a country is on the path of remonetization
after aperiod of high inflation. Overdl, experience indicates that establishing a strong
liquidity forecasting framework may be alengthy process, in particular asthis requires
concomitant progress in establishing frameworks for forecasting government cash flows (a
task which typicdly is carried out by the Treasury), and in forecasting foreign assets and
currency in circulation.

318. Appropriate arrangements are also needed to absorb unexpected liquidity shocksin
the system. It isin this context that the buffer function of reserve requirements and standing
fadlitiesplays a criticd role. In particular, averaging provisons for reserve requirements
alow banks to smooth out daily liquidity fluctuations snce trangtory reserve imbaances can
be offset by opposite reserve imbal ances within the same maintenance period. This
mechanism aso works to the benefit of the central bank asiit reduces the need for frequent
intervention in the market that may otherwise be warranted due to deviations from liquidity
forecasts.®” Similarly, standing fadilities, by alowing banks a their own discretion (subject
to apenaty in terms of cost/yield) to make deposits at the central bank, or to receive short-
term liquidity from the centrd bank, play a stabilizing role and reduce the need for frequent
central bank discretionary monetary operations.

87 The buffer function isimportant in the early stages of the implementation of a liquidity
forecasting framework as the quality of the forecasts might be low at the beginning.
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CROSS-COUNTRY EXPERIENCES WITH A LIQUIDITY SURPLUS

319. InMaexico, the central bank has been usng mandatory remunerated depositsto attain
a creditor position in the money market. In 1997, Banco de México's stance in the money
market went from creditor to debtor, essentialy due to the considerable amount of foreign
assats accumulated in the course of the year. In order to strengthen monetary policy tools,
Banco de México's Board of Directors decided that , as of September 1998, credit
ingtitutions would be under the obligation of establishing deposits at the centrd bank, with an
indefinite maturity. The digtribution of such deposits among credit ingtitutions would be
carried out according to their totd liabilities, and they would be remunerated at the 28-day
interbank loan rate. Afterwards, Banco de México would replace any liquidity withdrawvn on
the grounds of the establishment of said deposits, by means of very short-term open market
operations. By means of these combined measures, Banco de México moved towards
ataining a creditor stance in the money market, dlowing increased control on short-term
interest rates.

320. Spain experienced excess liquidity during 1973-92 due to Bank of Spain (BOS) net
lending to the government and capitd inflows. Excess liquidity was sterilized to control
inflationary tensons, and after joining the EU in 1986 to prevent excessive appreciation of

the peseta. The BOS used several nonmarket instruments to generate an operationd deficit.
changesin nonremunerated reserve requirements were frequent from 1973 to 1981. By 1978
the authorities settle on a5.75 percent ratio and adopted as a principle not to change the
ratios for short-run control purposes. However, in 1979, banks were required to place specia
deposits with the BS remunerated at below-market rates, replaced later on with much higher
specid remunerated required reserves. After 1990, nonremunerated required reserves were
gradudly brought down to the current 2 percent level. Remunerated reserve requirements
were subgtituted with mandatory holdings of BOS bonds (below market rates). However,
there was a so room for the use of market-instruments.

321. Sydemic liquidity increased in the Netherlands after 1987 due to foreign exchange
operations of the De Nederlandsche Bank N.V. (DNB) and decreases in Treasury balances.
These developments would have led to considerable and prolonged money market surpluses.
The DNB congdered such surpluses would difficult the targeting of short-term interest rates,
and the defense of the guilder. To create an operationa deficit that facilitated the defense of
the guilder, the DNB used two insruments. mandatory market-rate- remunerated deposit
facility, and issuance of DNB hills. The deposit facility was introduced in 1988. The amount
to be deposited at the facility (money market cash reserve) wasfixed at the sart of every
cash reserve period, based on short-term liahilities. The short period of the facility, oneto
two weeks, facilitated adjustments to ensure operationa shortages. Banks could use the
amounts of thelr individual cash reserve accounts as collaterd at the central bank. In 1994,
the DNB adso sarted issuing six-month certificates of deposit at market rates to mop up
liquidity on amonthly besis.

322. During the late 1980s and mid-1990s, East Adan countries experienced large capita
inflows that were absorbed by arange of sterilization and adminigirative messures. In 1993,
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one-third of the net capitd inflows into the APEC developing countries were absorbed by the
centra bank in foreign currency reserves. Many APEC countries reduced liquidity in the
system by switching government deposits from the commercid banksto the central bank. In
Maaysa, the authorities transferred government and public pension fund deposits from the
banking system to specia accounts in the centra bank. Public firmsin Indonesawere

obliged to convert their commercid bank deposit into Bank Indonesia certificates. In

Thailand, government deposits at the central bank increased from 25 percent of total deposits
iN 1987 to 82 percent in 1992. Increases in Satutory reserves were used in the Philippines,
Malaysia, and Korea. Both the Korean and Maaysan authorities also conducted open market
operations to Serilize liquidity.
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SELECTED COUNTRY EXPERIENCES WITH INTERBANK MARKET DEVELOPMENT

323. The experiences of India, Itay, Korea, Thailand, and Turkey are andlyzed regarding
the involvement of the centra bank in the process, participants in the interbank market, and
the degree of centraization of the interbank market.®

I nvolvement of the central bank

324. The development of the interbank market is a stage-by-stage process and the
experience of Italy, Korea, Thailand and Turkey show that the central bank can play an
activerole in usng the interbank market as a*“playground” where monetary policy
operations can be conducted and in which it could become an important player.

325. In Turkey, in the 1980s the banking system was highly segmented, with public
banks reluctant to lend to private banks, including because of political consderations.
Similarly, private banks tended to minimize their transactions with other commercid banks
owing to competition, in a context where many of them belonged to different industrid
groups. Competition and rivalry between industrial groups often led to areluctance of their
banks to dedl with each other directly. Asaresult, activity in the interbank market was very
limited. However, banks were willing to participate if the central bank was the counterpart.
This Stuation prompted the central bank to develop aframework for an interbank market in
which it was acting as a blind broker, that is, as the counterpart of al transactions: it operated
asabroker in that it borrowed only when it could on lend the proceeds at the same interest
rate. In order to cover the credit risk, al transactions intermediated by the centra bank had to
be backed by acceptable collatera, such as government securities.

326. In Thailand, a repurchase market with the central bank was created in 1979 with a
view to further developing the fledging money market and provide the centra bank with a
mechanism to monitor and, if necessary, intervene in the market. Participants were allowed
to place buying and sdlling orders with the centra bank, indicating the amount, interest rate
and maturity of the desired transactions. Then, the central bank tried to match the orders and
determine asingle “market” repurchase rate (that is, afixing). If needed the central bank
intervened to absorb or inject liquidity.

327. In Italy, dthough and over-the-counter interbank market was operating for along
time, the centra bank was prompted to take action because oligopolistic behavior led to
segmentation of the market. Also, the subsequent excessive volatility of the market was an
impediment to using interest rates as a channd of transmission of monetary policy. In 1990,
the centra bank promoted the establishment of a screen-based interbank market, to which
participation was on a voluntary basis. This was accompanied by a modernization of the

8 Prepared by Bernard Laurens based on Mehran, Laurens, and Quintyn (1995) for Italy,
Koreg, Thailand, and Turkey, and Reddy (1999) for India
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payment system, enabling red-time and direct movement of funds on bank’s centrdized
accounts with the centra bank.

328. In Koreg, in the late 1980s, the centra bank promoted the establishment of brokers
and dedersfor cdl transactions in order to enhance the adjustment function of the interbank
market and break the segmentation of the existing call market between bank and nonbank
financid inditutions (NBFIs).

Participantsin the interbank market

329. Theinterbank market is the segment of the money market where financia
ingtitutions can trade their deposits held & the centra bank. Consequently, participation in
the interbank market is generdly confined to financia ingtitutions with a current account at
the central bank, and it may or may not include NBFIs, depending on whether or not they are
authorized to maintain current accounts with the central bank. In Korea, however, dthough
NBFIs did not maintain a settlement account with the centra bank, they were dlowed to
participate in the interbank market. While participation of NBFIs could have contributed to
enhancing market liquidity, eventualy it resulted in market ssgmentation, because of
differences in the pattern of transaction behavior. The integration of the interbank market
with the over-the-counter market between NBFIs was eventually achieved at the end of
the 1980s with the nomination of brokers and dedlers for cdl transactions as mentioned
above.

330. In India, cal money market was predominantly an interbank market until 1990. The
Reserve Bank's policy relating to entry into the cal money market was gradudly liberdized

to widen and provide more liquidity. In particular, entities that could provide evidence of
surplus funds were permitted to route their lending through Primary Dedlers (PD). The
minimum Sze of operations for routing transactions was dso gradualy reduced in order to
increase the number of participants. In this context, banks and PDs are operating as both
lenders and borrowers, while alarge number of financid inditutions and mutua funds are
operating only as lenders. In May 2001, the central bank started phasing out his participation
in the cdl market. The move has been made to develop a pure interbank cal money market
and to facilitate a further degpening of the term money market.

Degree of centralization of the interbank market

331 Although central banks play a catalytic role in interbank market devel opment,
typicaly they do not intend to centralize transactions on their books. When it occurs, asin
the case of Turkey with the establishment of the “ officid” interbank market intermediated by
the centrd bank, direct transactions among banks should be permitted. Moreover, the
establishment of a centrdized interbank market in Turkey was seen only as atemporary
arrangement to “educate’ participants and thus facilitate direct transactions. In the case of
Italy, participation in the centraized market was on avoluntary basis, and the market
operated outside the centra bank, which only provided settlement arrangements in support of
market transactions.
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