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Introduction

This peper may be divided into three principal parts,
although no such formal division hes been mede, The first part dis-
cusses the function of central bank reserves of gold and foreign
exchangs, and how the conception of the purpose of such reserves
has changed over time, The principles which should determine the
emount of reserves needed by & central bank ere then explored.

The second part of the paper is concerned with the subject
of the traditional stetutory reserve requirements for central banks,
the countries in which they have been adopted, their present status,
the forms in which required reserves may be held in different
‘countries, end the velue of the treditional type of reserve ratin
as a check against infletion, &s an indicetor of the adequacy of re-
serves and as a guide to eppropriate central bank oredit policy.

The conclusion is reached that the classical type of central bank
reserve ratio has little value for any of these purposes.

The third part of the peper consists of o rather detailed
aeppreisel of the features end value of certain new types of central
vank reserve retios that have been adopted in Faraguay, Guatemele,
the Dominican Republic end Ecuador during the past decade to serve
ag & measure of the adequecy of reservess The paper ends with some
consluding comments on the value of reserve ratios of ell sorts,
in which the value‘of all such deviceé is seriougly questioned,

The function of central bnnk reserves

Central benks traditionallylave acted as the custodians

of their countries! international reserves snd as residual buyers



end sellers of gold end foreign exchange in order to maintain con-

vertibility of their currency issue into gold and other currencies
et stable rates of exchenge, At times when circumstances have
mede the meintenence of complete convertibility and stability of
the currency impossible, central banks have endeavored to attain
these objectives insofar as it was preacticable, In some countries,
the responsibility for maeinteining the foreign exchenge value of
the currency is, or at one time was, entrusted to the Treasury, or ‘
to Stebilizetion Funds or Conversion Offices, but usually there
has been a very close operating relationship between the responsible
agency end the central bank.i' Nevertheless, in a large majority
of countries, snd particularly in the underdeveloped countries,
the central benk is the custodian of the international reserves
and the residual buyer and seller of foreign exchenge.

In the ebsence of compensatory purchases end sales of
foreign exchange by & stabilizing agency, any tendency toward ine-
quality between current demand for and supply of foreign exchange
would result in movements in the exchange rate, Fluctuations in
the exchange rate could be minimized by appropriate use of credit

and fiscal measures, or trade and exchange restrictions but they

could not be entirely prevented,

1/ 1In the United Kingdom and Canada, special stabilization funds

Tave been created for the purpose of holding the netion's international
reserves and ~f stebilizing the foreign exchange value of the currency;

the central bank is no longer primarily responsible for these functions,
In Frence, Spein, Cuba and Italy, special funds with resources of

their own have also been assigned primery responsibility for exchange
stabiligzation, elthough the central bank still plays & role, ‘
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No country pleces quentitetive limitations on its centrel
benk's authority to issue currency for the purpose of purchasing
gold and foreign exchange;b/ Consequently, it is always within
the power of the central bank to maintain convertibility of gold
end foreizn exchange into the domestic currency, end -in this manner
prevent an appreciation in the internetional value of the cnrrencys
On the other hand, the extent to which convertibility of the
domestic currency into gold and foreign exchenge can be meintained,
at a steble exchange rate, is limited by the size of the central

2
bank's reserves. Traditionelly, therefore, the function of

E/’ Although no quantitative restrictions are placed on central bank
acquisitions of foreign exchange, meny countries have qualitative
restrictions which limit the scquisition of foreign exchange which
is not freely convertible into gold or dollars, For example,
Section 75 of the Philippine Central Bank Act of 1948 states that
"The Central Bank shall avoid the ecquisition end holding cf cur-
rencies which are not freely convertible and may acquire such
currenciss in en amount exceeding the minimum balence necessary to
cover current demerds for saild currencies oaly when, end to the ex-
tent that, such ecquisition is considered by the Monetary Board te
be in the natinnel interest."

E// "Obviously, & lnss of gold is a much more serious matter than
e gain. If the Central Bank receives an ebpormal amount of gnld,
it suffers a diminution of profits and possibly a loss of control
over the market in discounts and shnrt loans, But the loss of control,
leaving the ccmmucity free to borrow and lead, will tend to cheapen
the currency and to reshore equilibrium, and the restoration of
equilidrium will itself enable the Central Bank to get rid of the
superfivous golds

Mg the eibhe: hand, a loss of gold may exhaust the reserve alto-
gether erxd .iroepccitate the Central Bank from discharging its duty
of selling 151 ot a {inod prices" R. G, iawtrey, (The) Gold
Stencovd ir Tuenry oma Fractise, Fifth Edition, 1947, p. 36.
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ceptral bank resgrvesnhas been to provide a fund of interrnational
means of payment frem which tbe bank could drew in order to mein-
tain convertibllity of the domestic currensy into gold or foreign
currencies at a stgblo rate of exchange at times when demand for
gold and other currencies exceeded the supply evailable from other
sources,

During the days when gold coin was commonly used as a
domeséic meens of peyment, central benks had to have adequate re-
serves to provide for fluctuations in the demend for gold for
domestic eirculetion as well as to finance deficits in the
country's balance of international peyments, It is now genereally
recognized that the use of gold as a domestic means of payment is
a westeful use of an asset that should be conserved for international
payments, With the almost universal prohibition of domestic circula-
tion of gold coin, central banks have been relieved of the need for
holding reserves against potential demends for gold as & dorestic
meens of payment, and one source of currency instability has
thereby been removed,

Convertibility at en unchanging rete of exchange was
the prime objective of oentral banking in England end in countries
which established central banks in the English tradition, By itself,
this objectlve seems rether narrow end sterile by today's standards,
Fundamentally, however, it wes sought es & means to a much broader

end, There was a more or less universel belief that the operation
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of the gold standerd, the,ggysﬁonebpf which was stability of exchange
rates without restrictions on the international flow of money and
goods, would produce the optimum utilizetion of physical and
financial resources in all cnuntries, It would facilitate world
trade and en international division of labor on the basis of the
comperative advantages of each country, thereby raising the real
incomes of all countries, Currency convertibility and stability
would also facilitate the international flow of funds from

countries having e surplus of capital to countries having inadequate
ceapital resovrces,

These considerations were quite real and practical to e
country like England in the 19th and early part of the 20th
centuries, The British economy required imexpensive sources of
foreign raw materials end foodstuffs and an extensive foreign
merket for its finished goods, It alsn needed fereign outlets for
its surplus savings., Thus, the gold standard theory provided the
intellectual and moral superstructure for a mechanism which very
effectively met the contemporary needs of the British economy
end seemed to be compatible with the best interests of other
countries as well,

The economic disturbances of the Great Depression in the
1930's spread scepticism of the validity of the classical norms
of monetary policy, It became apparent that a ecountry could have

great unemploymernt not because its prices and costs were out of line
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with those of other countries, but becausé of & world-wide depression,
Great doubts arcse as t» whether the monetary and flscal measures
necessary to essure etability and convertibility of ocurrenecies in
terms of gold actually were identical with, or even compatible

with, the measures needed to promote the ultimate objective of
optimum utilizatinn of physical and human resources,

Most eountries today believe that strict adherence tr
the principles of the gold stenderd would involve greater fluctue-
tions in domestic income and employment than is soecially tolerabls,
and would not assure the optimum utilization of resources, even
over the long-run, Nevertheless, maintenance of fixed exchange
rates for considerable periods of time is still regarded as highly
desirable, in neerly all countries, in crder to minimize the un-
certainties of verious kinds and the distortions in resource al-
lncation which resulﬁ if exchange rates are allowed to fluctuate
widely or are changed frequently, In many ceses, however, the pre-
vailing retes ~f exchange are stabilirzed only by limiting con-
vertibility of the domestic currency into foreign currencies and
gold,

Thus, the objective of exchange stability has been de-
teched from the objective of exchange convertibility in meny
countries, The former objective is gquite generally regarded os
desirable and necessary, The leatter, however, 1is subject to con-
siderably verying degrees of acceptence in different countries,

although most will agres that it 1s a desirable long-range objective,
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This‘revigipn of the class;cal‘guiging ggrmq,gf_monetary
. pgligy‘has been accompanied bty a chans§,inJattitg§e toward the
purposg,of,qegtrql benk reserves in mqs?‘pggptries. Reserves are
.8t11l held for the purpose of enabling the centrel benk to prevent
short-run fluctuations in exchange rates, but major emphasis is
now placed on the need for reserves to provide for an adequate
flow of imports et timeg when current receipts of foreign exchange
are insufficient for the purpose, This mey be called the "ever-
normal grenary" concept of resgrves{i/,

For countries highly dependent on imports, domestic
policies to sustain incomes and employment end to promote develop-
mental investment can be effective only if an edequate volume of
goods, meterials and equipment can be obtained from abroad without
substantia% interruption, In periods of low exchange earnings,
measures designed to allocate export proceeds in e menner which

will do the country es & whole the most good may be able to soften

the impact on the country's economy of the reduction in the total

3/’ The mercantilists stressed the importence of gold to enable a
country to obtain essential imports in times of war, and referred to
gold es one of the "sinews of war.," Keynds, in the Treatise on Money,
also mentions this espect in the following sentence (po 278)s "The
conclusion is that a country now holds a reserve in gold and foreign
currency for no other purpose than as a war~chest and as a safe=-
guard against being unduly sensitive to unexpected indebtedness,"
Thus, in a way, contemporary thinking on the subject of gold reserves
is a reversion to the norms of the mercantilists,
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- volume of importa.‘ Most countriea, however, and especially the
underdevoloped oountriea, also roquire larée reserves, aequired
‘1in earlier periods, 1f they are to be able to countaract the effects
of e decline 1n exports on their domestic incomes and their rate
af econgmic development. . | R

The accumulation of resérves for tha pu pose of sustain-
'ing a vital. flow of imports will, of cnurse, tend to maintein
stebility of the axchange rate over longer periods of ‘time then
would otherwise be poseible. Neve?tgeléss; this effect on the
exchange rate is soﬁewﬁat in&idént;i;to Ehe méiﬁ.bﬂfpose of
stabllizing the inward flow of goods, just as 1mport controls help
prevent exchange depreoiations even though their real purpose 1s
not this so much es it is to limit the use of the country 5 scarce
exchange resources rpr expenditgres not in the public interest,

C

Principles determining the emount of reserves & central bank needs

The adequacy of a central bank's reserves depends mainly
on three considerationss

(1) The probable flustuations in thé{a§éi1ability of

ene

foreign exchﬁngé; These depend on’ the prospective intensity and

~duration of exogenous fluctuations 1n the country's foreign exchange
earnings, and on the abllity nf the country tq offset a decline in

its earnings by borrowing ahroad.«ACIBarly, the smaller and briefer
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the fluctustions in the availability of foreig7 exchange, the less
1
the need for a large reserve, and vice versa,

(2) The policdies which the Central Benk and the Govern-

ment desire to follow ih future periods of reduced exchange avyail-

abilities, The level of reserves that a country will need will be
importantly influenced by the policies on certain questions that
the central benk ard the Govermment would propose to follow in
future periods of reduced exchange availability., One of these
questions is whether the official objective will be to staebilize
incomes and to meintain an uninterrupted or accelerated rete of

developmental investment, or whether the country wnruld be prepered

l/in the Treatise on Momey (p. 277), Keynes states that "The Bank
of a country the experts aof which are largely dependent on a smell
variety of crops highly verieble in price end quantity - Brazil,
for example - needs a larger free reserve than a country of varied
trade, the aggregete vnlume of the exports and imports of which are
falrly steble, The Bank of & country doing & large internaticnal
finenciel and banking business - Grest Britain, for exsmple - needs
8 larger free reserve than a country which is little concerned with
such business, say, Spain," The use of Great Britain as an example
mey seem surprising in view of the slenderness of the reserves

with which the Bank of England customarily operated, Keynes
recognizes this apparent inconsistency in the paregraph follewing
the one quoted above, in which he says that this state of affairs
(the slender reserve) was justified by the consideration that the
Clty of London was acting as & lender in the international bill
morket or a larger scale than as a borrower of foreign deposits,

so that it wes always within its power to redress the situetion at
short notice by revising the terms on which it would lend or borrow,
Greet Britain no longer has such a strong creditor position, however,
and this 1s one of the reamsons why the matter of accumulating gold
end foreign excnange reserves is presently of such vital importance
to the British economy.
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to allow domestic consumption and;invesfmént fA fall when exchange

‘earnings decline, The other question 1sﬁWheth§r the country will
aim gtNgVOidingiéxéEéhge ?ontrol1or‘¢evaiuétidn;‘excépt in the ocase
of a fundemental diseqﬁiiibrium, or Whether the cbunt#y.wéuld

be prepafed fo fesogt to exchange contfdls‘or devaiﬁation in support
of its othef objectives even in the absence of a fundamgntal

disequilibrium,

If the ooﬁntry desires to avoid eichange control or de-
valuation, it will of course hrve to accumuiate large reserves in
prosperous timeé. Even where this is not the main objective, sub-
stantial reserves would still be needed if #he«codﬁ;;& waptérté
offset the effects onlnational inéome of loﬁered activity'iﬁ its
export lndustries by expghding the rate of doﬁeétié ipvestmen£; 
Investment could be increesed, and incomes staﬁiliéed, only iftthe
necessary lmported materiels arnd eqﬁipment could ge.nbtained.‘

On the other‘hand, in the unlikely eve#t that the central
renk ard the Government wereAprepéred to allow domestic consumption

and investmentlto fall as exchange earnings declined, and especially

if they planned to devalue the currency and/br to impose exchange

controls promptly; the need for interrational reserves would be
smeller,

Thus, the qﬁestion'of the amount of feserfes a central
bank needs cannot be divorced from a consideretion of the policy

objectives which it intends to pursue in periods of reduced
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aveilability of foreign excha;ge, end of the means which are to
1
be employed for the purpose,

(3) The speed with which credit and fiscal measures and

other remediel action can be tesken if their use is considered

desireble, and the speed with whioh the economy resprnds to such

action, The more quickly meesures can be taken to stem an outflow
of gold, end the more effective tﬁey ere, the smeller is the

need for a large reserve, Thus, to some extent, the adequacy

of a central bank's reserves depends on the scope cf 1ts existing
statutory authority to impoase credit and/%r exchange controls,

end to chenge the gold vélue of the currency,

Application of these principles to underdeveloped countries

The fluctuations in the export receipts of the under-
developed countries are usually of greater amplitude than those
of the industrielized nations, .This follows from their dependence
on the export of & very smell number of primary products, the
prices of which ere more unsteble than the prices nf menufectures
end the output of which 1s less subject to human control. More-
over, the export earnings of some of these countries, at least

in the past, have been supplemented by rather large amounts of

1/“... e Central Bank must, in determining the nnrmel level of its
free reserves, consider the probable meximum emcunt of (a) the

sudden fluctuations in the balance of intermational indebtedness
which may occur before there is time to bring ether safeguarus into
operation, &nd (b) the temporary fluctuations egainst which 1t ought
to be unnecessary to meke any fundemental readjustments. J.M, Keynes,
A Treatise on Money, Vol. II, pa 276,
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foreign investment, whieh is characteristically irregular in its
timing end emount,

Vihenever an underdeveloped ccuntry has a deficit in
its international baldnce of peyments -on current agcggnt, it
erdinarily must pay in gold or in the currency of one of the world
powers, On the other hand, when the United States has a deficit
on current account, the creditor countries ordinarily do. not in-
sist on full settlement in gold or some currency other thean
dollars; in considerable paert they are willing to enlarge their
holdings of doilars, 1In other words, the adjustment takes the
form of an equilibrating inflow of short~term capital rather than
en outflow of gold, The same favored status‘was‘fbrmerly—-and to
some extent still is--cheracteristic of the United Kingdom and
some of the Eurdgpean countries,

The foregoing considerations all tend to increase the
need of underdeveloped countries to accumulete reserves in times
of prosperity, especielly if they desire to meintain a stable rate
of exchange; to minimize the use of exchange restrictions, and to
bolster domestic investment and consumption in periods in which
foreign exchange earnings are lew,

The accumulation of adequate foreign exchange reserves in
periods of prosperity requireé’the formulation of céntral benk
(and government) policies on & long-renge basis, This is not

easy to do, The monetery authorities, in all countries, feace
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vneiferous spposition whenever they insist on moderation in times

of high business activity. It is difficult to make the pﬁblic fully
understand the long-renge consequences of unrestrained credit ex-

- paension,

In some countries, however, the monetary authorities
purposely begse their policies on short-range conéiderations, because
they do not regerd the prospect of greater economic stebility in
the future as adequate compensation for the sacrifices that would
be attendent in the presemt, The norms of excheange stability
(except over the short-run) and convertibility are given quite
low priority in these countries.

This ettitude is usually justified om the grounds that
en accumulation of reserves in times of prosperity limits the
rete at which economic development can proceed, Inasmuch as most
underdeveloped countries use & substantial part of their exchenge
earnings in periods of prosperity for importetion of non-essentisl
consumer end preoducer goods, however, it is open to serious
question whether an accumulation of reserves in prosperous times
need be at the expense of imports essontial for sound economic
development, A selective credit and fiscal program, including

high teriffs on non-essentials, could, in most countries at least,
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permit reserves to be built up without any en;;oachment on the
e o N VA

volume of investment of & development nature,
Substential reserves would act as a citshion which would

enable & eountry te maintain a more stable level 6f consumption

and domestic investment when exohange rece1pts declined from

higher levels. The maintenance of a more stable level of real in-
come, in turn, ﬁould tend to praduce a mﬁre attractive climate for
long-run privaté investment of the sort which would contribute
to sound economic davelopmént. ﬁoreover, it élso might enable
the country to get its feal cap;tal‘férmaéion af e lower real cost,
because foreign materials.and eéuipment ﬁould Ee boﬁght at times
Whén their prices would tend to be lower, w1th dollers earned during
a perlod of higher prlces, thereby ;mproving the "ex post" barter
terms of trade. |

The third consiasrafionkwhich ﬁas been mantionéd as

governing the emount of reserves needed by a country is the speed

with which remedial measures can be imposed, and the responsive-

ness of the economy to such measures. In general, the demend for
foreign exchanga in underdevelnped cruntries can be sharply cur-

tailed by a tight credit policy. The business community is largely

L/ One ~f the limitations on measures to curb experditures on non-
‘essential foreign goods, however, is that "essentiality," in terms

of public interest, depends on the use to which an article will be put,

and does not depend merely on the neture of the articles itself, Thus,

& refrigerator may be "essential" for a doctor (for the preservation ‘
of drugs and serums) but would be unessential for 2 musicien. This

sort of problem constitutes a basic end very serious weskness of ex-

change and import control systems which do not distinguish between

users as well as articles.
e C———— it e b A oy S
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dependent on bank credit--much more so than in the United States,
where there are meny alternative sources of financing. Moreover, the
propensity - to impert is very high in relation to changes in money
incomes and money holdings, As a consequence of these chearacteristics
of underdeveloped economies, the demend for foreign exchange can

be curbed very quickly, in most circumstences, by a restrictive
credit poliecy, In some countries, howover, the central banks leck
adequate authority te tighten credit, In such cases, the central
bank requires larger reserves, nther things being equal, than in
countries in which the central bank has adequate authority to
regulate credit and is prepared to use it,

Exchange and import controls are devices that are commonly
used nowadeys in developed as well as underdeveloped countries to
limit the effective demerd for foreign éxchange, Notwithstanding
the imperfect edministration of these controls, they have been
reasonably effective in limiting the outflow of reserves in most
cases in which they have been employed, If the central bank hes
authority to impose or to tighten such controls at its own dis-
cretion (or if some ministry of the government hes the author ity
to do s0), the "minimum adequate level" nf cemtrel bank reserves
would be somewhat lewer, other things being equal, than in =& country
in which lengthy legislative prrcesses would have to be completed
before such measures could be applied,

In general, therefore, the economies of underdeveloped

countries are quite responsive to measures to reduce or block demend
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for foreign exchangs, Moreover, most of these countries have
established mechanisms for appiying such measures quickly when
needed, On the wholg, much more use has been madé of exchange
and import controls, and only limited and occasional use has been
mede of monetary end fiscal measures;

Statutory reserve requirements for ocentral tanks

- So far, this discussion has been limited to a study of
why central banks neea reserves of internation&l means of payment
_and what cpnsiderations should influence their estimation of the
emount of reserves needed, In most countries, however, the question
of the appropriate size nf the central bank's reserves is not left
entirely to the discretion of the benmk, The central banks are re-
quired by law to hold a’prescribed minimum resorve of gold and/or
forelgn exchange against their nofe issue, and usually against their
derand deposit liabilities as well,

Usuelly, the required reserves must be st least equal in
amount to a specifigd percentage of the totael note issue of the bank
er of its totai demand liebilities, The legislation nf the United
Kingdom, however, does not estaﬁlish the fractional system used
by most other countries which have central bank reseérve requirements,
Instead, it authorizes the Bank to issue a fixed smount of notes
not backed by reserves--the sé—called "fiduciary issue"--and re-
quires the Bank to hold reserves equal to the full smeunt nf any
notes issued in excess of the authorized fidueiary issue, 1In
recent yeers, the suthorized fiduciery issus has represented all

but & negligible fraction nf the total ncte issue,
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Data on the gold and foreign exchange reserve require-
ments of individual countries as of the end of 1951 are presented
in Table 1,

As of thé end of 1951, the central banks of Bolivie,
Colombie, Cuba, the Dominican Republic, E1 Selvador, Mexico, Portugal,
South Africa, the United States,’and Venezuele were required to hold
gold and/Br foreign exchange reserves against their note issue and
their demand liabilities, and the requirements were in effect,
Argentine, Belgium, Chile, Ffance, Greece, Italy, and Permn had
slmiler requirements against the note issue and demand liabilities
of the central bank, but the requirements had been suspended,

Brazil, Ethiopla, Heiti, Indie, Iran, Ireq, Ireland,
Lebanon, Pakistan, Switgzerland, Syria, and the United Kingdom had
gold and/%r ferelgn exchenge reserve requirements against notes
elone, and the requiregents were in effect, The United Kingdom is
& special case, however, as was noted at the teginning of this
section, Denmark, Iceland, Israel, Morocco, and Norway also had
reserve requirements egainst notes alone, but the requirements hed
been suspended,

Australia, Austria, Caneada, Ceylnn, Costa Rica, Finland,
Germany, Hordures, Japan, Korea, Netherlands, New Zealand, Nicaragua,
the Philippines, Spain, Sweden, Thailand, Turkey, Paraguay, Guatemals,
and Ecuador had no specific gold or fereign exchange reserve re-
quirements, elthough the last three countries listed did kave leg-
1slative provisions which endeavored tn provide measures of the

adequeoy of reserves, These provisions will be discussed leter NNy



. - 18 -

Statutory reserve requirements should not be regarded as .
establishing & minimum level below which reserves must not be per-
mitted to fall under eny circumstances, It seems preferable to
regerd them :.s standerds which can be suspended or reduced by
eppropriate wuthority if extreme circumstances make this desirable,

As meny econ>mists have noted, the rigid observance of minimum

reserve requirements in periods of exchange crisis would defeat

the very purpose of reserves, since it would have the effect of
locking up a substantiel portion of the central bank's holdings of
gold and foreign exchange, In such circumstances, only the reserves
in excess of the legally required minimum could be considered avail-
able to perform the function for which reserves exist, Moreover,
the rigid observance of minimum reserve requirements might also
prevent the central bank from discharging its responsibility as
lender of last resort in times of finencial crisis, Consequently,
elthough reserve requirements have at times been ;egarded as
establishing ebsolute limits on the availaebility of reserves, it

is generally recognized that there ere times in which the minimum

reserve requirement must be suspended or reduced if the eentral
bank is to be able to discharge its primery responsibilities,

Penelties on reserve deficiencies

In the absence of formal suspension cr reduction of reserve
requirements, central beanks in most countries can draw their reserves

below the prescribed minimum but in such event they must pay a penalty
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to the Government, In some countries, the central,bank is also re-
quired to raise its rediscount rate by a specified emount whenever
there is & reserve deficiency, The purpose of provisions of this
sort is to force the central bank to pursue a tight credit policy
whenever its reserves reach or epproach the legal minimum, or else
to be subjected to a finsncial penalty, usually based on & certain
percentege of the defioiency,

The peyment of e penalty might indeed induce a benk to
adopt o tight credit policy in oases where profits were considered
importants however, central bankers nowadays realize that oon-
siderations of profit and loss should be among the least of their
pre-occupations, Penalty provisions of this sort are largely
carry~-overs from the past when central banks had private share-
holders whose dividends were contingent upon the earnings of the
institution,

Composition of required reserves

In practically all countries, the types of assets which
central bernks mey include emong their required reserves are prescribed
by law, In their earliest form, monetery reserves customerily took
the form of gold coin. This was quite natural, since banks of
1ssue were obligeted tn redeem their notes in gold coin, which ocould
then be used either for domestic circulation or for shipment abroed,

Vihen Englend returned to the gold stendard in 1926, how-

ever, it edopted the gold bullion stendard, which Ricardo had
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*

advocated cvé; e ceéturyhgarlie;. The Bank of England was merely
qbligaﬁqd by law to Euy end s%ll gold bars at fixed prices in un-
limited quantities ebove the legal_minimum amount of sixteen
hundred pounds starling, Several other countries then followed
England in adoptiwg this kind cf system, although in some cases,
such as thet of the Bank of Franca, the cerntral bank was given an
option of redeeming notes either in gold bullion or in gold coin{i/

After World War I, a further development was the adoption
of the gold exchange stardard by a great many countries, The sub~
stence of this steanderd is that central banks held part, or all,
of their reserves in the form of demand deposits with central banks,
treaguries end commercial banks in foreign oountries whose cur=~
rencies are freely comvertible into gold, ard that they ensure the
gold value of their currency by buying end selling foreign exchange
at approximately the gold parity,

It should be pointed out that even before World War I,
redemption of notes in actual practice was often effected in foreign
exchange and gold bullion, rather than in gold ocoin, but the
central bank was legally obligated to redeem its notes in gold coin
if e holder of notes so demanded, Méreover, many central banks
actuelly included foreign exchange among their reserves prior to

the formel emergence of the gold‘exchange stendard after World Wer I,

but the number of central banks so doing, erd the relative importance

1/7 Arthur D, Gayer, Monetary Policy ard Economic Stebiliration,
Secoxd Editlox, Revised (New York, 1937), pe 1lb.
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of foreign exchange as a part of .reserves, greatly increased in the
inter-war period, This development had the full blessing of the
League of Nations which, in the early twenties, gave serious
consideration tp the possibility that the supply of gold would
not permit a sufficiently large credit superstructure for all
countries, under oxisting legel end institutional arrangements,
The adoption of the gold exchenge standard hes economized the use
of gold, notwithstending the necessity for large gold reserves in
the great finenciael centers whose currencies are held by the smaller
oentral banks,

As of the end of 1951, the central banks in four countries
-~South Africe, Switzerland, the United Kingdom end the United States-—-
had to hold their entire required reserve in gold (in the case nf
the United States, in gold certifiecates issued by the Treasury),
and could not ineclude foreign exchange as part of their required
reserves, There were seven other countries which had to hold at
least part of their required reserves in the form of gold, These
were Cuba, the Dominican Republie, India, Iran, Portugal, Syris,
end Venezuela, The monetary reserves of some countries--Bolivia,
Brezil, Colombia, E1 Selvador, Ethiopia, Heiti, Iraq, Ireland,
Lebanon, Mexico, and Pakistan--could be held entirely in the form of
foreign exchange, although u;ually there were limitations as to the
type and maturity of the foreign exchange,

In many of the countries in which the central bank may

include foreign exchange among its required reserves, only an
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amount in excess of the bank's foreign exchange iiabilities is
éIigible fof this purpose,

| So@e central banks are permitted to include certain
assets among their required reserves in lisu of gold or foreign
exchang;. A number of central banks can inelude pfimefféreign

government securities, Silver cem be included in the reserves of

central banks in several countries, such as Mexico, Ethiopia and
Pakistan, The central bank in several countries-~ameng them
Cclombia, Cuba, the Dominican Republic, and Mexico--mey now include
&8 part of their required international reserves either their gold
contribution to the International Monetary Fund or their net credit

1/
f'_The reason for the adoption of this practice

balance with‘the Fund,
generally was to enable the country to become a member of the Fund
without eny reduction in 1ts "legal reserves", because any such re-
duction would diminish the slze of the credit superstructure per-
mitted by the existing reserve requirements. Annther consideration

was to avoid giving the impression to the public that the country's

reserve positirn had deteriorated as a result of joining the Fund,

E// A country's net credit balance with the Fund is defined for

this purpose &s the difference between its totael subscription to

the Fund, in local currency as well as in gold, and the Fund's hold-
ings of the country's currency. Until the Fund has engaged in trang-
ections in the currency. the net credit balance will equal the
country's gold sontvibution, '




- 23 -

Stetutory reserve requirements as a check against inflatlon

Historically, legislators in most countries, including the
United Stetes, heve regarded the chief fumction of central bank
reserve requirements to be that of limiting the creation of money
by the central bank, By limiting the expansion of central bank
lisbilities, a ceiling is aslso placed on the expansion of commercial
bank reserves, because the reserves of these institutions in nearly
ell countries consist of central bank demand obligations, either in
the form of currency or of deposits with the central bank. The
limitetion on the potential magnitude of commercial benk reserves
in turn places 2 ceiling on the volume of deposit liabilities of
the banks and thus limits thelr ability to expand credit, Therefore,
at eny given momont, end with any given set of central bank and com-
mercial bank reserve requirerents, the meximum volume of money
which could be produced by expansionary credit policies of both the
centrel benk ard the commercial banks is determined by the size of
central bank reserves ard by the deposit-notes ratio (1,e., the
proportion which the public desires to maintain between its holdings
of currency ard its holdings of bank deposits),

A stetutory reserve requirement obviously does not
necessarily prevent a country from having en inflation. An expan-
sion in the supply of money and credit, and upward pressure on
prices, 1s possible whenever *he centrael bank has, or acquires,
large excess reserves, The legel ceiling on the money supply is

thus raised whenever the balance of payments is favorable, but is



- 24 -

. lewered whenever the balance of payments is unfavoreble end reserves

o e P

are falling,

If banks customarily expanded their credit operations ta

the maximum permitted by legal reserve requirements nf the fractionsal

type, dny inflow of reserves would be followed by a multiple expan—
sion of benk credit, regardless of the economic maladjustments which
such an expansion might creete, or aggravate. The traditional re-
serve ratio, therefore, is an unsatisfactory method of preventing
jnflation. "The check to infletion which & mechanical gold-reserve
note-issue ratio imposes mey occur either sooner or later than
would appear desirable, An arbitrary and mecheanical check to in-
flatinn mey in some circumstances be better than no check; but it
would be strange if conscious and deliberate credit crntrol, without
necessary reference to the size of the central bank's gold reserve,
could not do better still, The saying that 'good banking is mede
not by good lews b;ﬁlby good benkers' is not lgss true for having
become hackneyed."—/

The treditional reserve ratin &s an ird.cator of the adequacy of

reserves

The classical tyve of ventral bank reserve ratio s
sometimes defended on the grouusdc *het it dnes, after all, provide

8 useful measure of the adequacy of reserves, and in this menner

L/ Centrel and Commerciel Banking in South'America, Report No, 12
5f the Sociel sud Roonomic Plenning Council, Pretoria, May 8, 1948,
pp. 22-23,
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helps prevent e careless drawing down of reserves tova dangerously
low level, While one might contend, as we shall see later on, that
the probasble net demand for foreign exchange from central banks in
underdeveloped countries, and thus to some extent the adéquacy of
existing reserves, is closely related to movements in the volume
of domestic meens of peyment in the hands of the public, it would
seem unlikely that the probable magnitude of such demard or the
edequacy of reserves bears any close relationship to the central
bankts liabilities alone;ﬁ/ Yet, the amount of sﬁch liabilities,
rather then the volume nf meens of peyment held by the public, is
the reference point of the classical reserve requirement.

The linkege of reserve requirements to the central bank's
liebilities, rather then to the money supply, could, at test, provide
8 satisfactory indicatnr of the adequacy of reserves only if com-
mercial banks were alweys eager and eble to expand their loans and
investments whenever they acquired additional reserves, so that a
stable relationship would be maintained between the velume of their
reserves and their deposits, This.is not the case in practice,
especially in underdeveloped countries, The traditional reserve

retio, therefore, is an extremely crude device for measuring the

l/' Vr. Hewtrey states thats "The justificatirn for basing the gold
Teserve on the liebilities of the Central Bank is that it is only

through those liabilities that gold cen be drawn from the reserve,"
(The Gnld Stenderd in Theory and Practice, op. cit,, p. 50), While

this is true, it does not follow that the adequacy of the reserve
bears eny close relationship to the amount cf such liabilities,




adequacy of central bank reserves, if for no other reason than that '

discussed in this section,

The traditional reserve ratio as a guide to appropriate central bank

credit policy

Under the classical theory of the gold stendard, movements

in central benk reserves, and in the reserve ratio, were supposed

to serve as & barometer to guide central bankers in the determina- .
tion of approprisate domestic credit policy. When the ratio rose
substantially, credit expansion wes regarded as appropriate, arnd
when it fell too fast or too far, deflationary credit policles
were in ordery, The process was not wholly mechanistic, however,
booause, even under the olassical thenry, central bankers were to
exercige some judgment in reeding the barometer, For one thing,
they were supposed to examine the causes of the influx of gold and
to nonsider the probabilities of the movement continuing, and its
domestic effects, if no central bank ection were to be taken,
Nevertheless, the "normel determinant of decision" was the reserve

position of the central bank,

It was possible to have a supreme "determinent of decision" ‘.
under the gold stenderd because central bank policy hed a single
end ultimete norm of refererce--the interconvertibility of the
domestic currency and gold. The experiences.of the nineteen-twenties

end thirties, however, heve demonstrated that measures designed %o

sssure convertibility ere not necessarily suited to the troader




nbjectives of economic policy, end et times even operate in con-
flict with more desirable aims,

Today, the ultimate norm of reference in most countries
is steady end well-balanced economic growth, This is & much broader
objective, and the degree of achievement in attaining it is much
less measursble in quantitative terms, With the change in orienta-
tion of central bank policy, fluctuations in the reserve position
of central banks have become a less satisfactory mechanical guide
to appropriate monetary poliecy. Centrel bhank action to offset the
effects of gold movements on the domestic economy is considered to
be appropriate in a much greater number of circumstances than was
the case when primary importance was attached to the "state of
exchanges," rather thap to the level and direction of domestic
economic activity. In short, the velue of the traeditional central
bank reserve ratio as e guide to monetary policy formulation hes
been greatly weakened by the virtual abandonment of s much ef the
theoretical system of which it was a part.

The preservation of the traditinmnal reserve ratio for purposes of

inspiring public confidence in the value of the currency

Cne of the reasons frequently edvanced for preserving the
treditional gold, or gold and foreign exchange, reserve require-

ments in countries where their effect has not been unduly restrictive

L/ See Tioodlief Thomas, Monetary Controls, an article in Banking
Studies, Board of Governors of the Federal Reserve System (Weshington,

1941), p. 335 et seq.




- 28 -

in the past is that they serve to assure the public thet the currency
is adequately "backed", 1In the absence nf this assurdnce, it 1is
‘asserted, the public would become alarmed ebout the value of the
currency.

This argument is a relic nf the days whenbanks of issue
were required to convert their notes into gold coin upon demand
of the holders of the notes. Gold coin was regarded as the basic
domestir~ means of payment, and banknotes were merely a convenient
"warehouse receipt" of a perfectly negotiable character, Under these
circumstances, if the "werehouse" (i;e., the bank of issue) did not
hold the gold that it purported to hold, the public would become
alarmed, This was especially true, of cnurse, in the case nf bank-
not es that were not legal tender,

Nowadays, these arguments do not have much velidity in
most countries, Very few people know what the "backing" against
their currency is, end even fewer seem to care. The public is much
myre concerned ebout the purchesing nnwer of the currency, and
about freedom to spend the currency for such purprses as it desires,
than it is about the amount of reserves which the law requires the
central bank to hold,

The invention of new types of reserve ratios to measure the edequacy

nf reserves

Few economists nowsdays would maintein thet the ceiling

~n central bank credit expansion should be determined by statutory
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reserve requirements, or fhat movements of gold and frreign exchange
reserves should be the principsl determinant of central bank policy,
or that any part of reserves should not be availsble to maintain the
flow of really essential imports in fimes of exchange scarcity., One
might have expected, therefore, that feith in mechanical reserve re-
quirements and reserve ratios would have utterly vanished, MNMan
does not free himself from old fetishes so easily. Statutory re-
serve requirements have been retained in meny countries because
of the fear that their sbandonment might constitute too sherp a
break with the past and might give rise to ppblic "ineasiness, and
thus engender capital flight, Nevertheless, in many cases the
requirements have been substantially gltered end liberalized, as
hes already been mentioned{i/

Recent central bank reforms in several of the Letin
Americen cnruntries have replaced nld-style reserve ratins with
new types of ratins designed tn serve as a general guide to the

edequacy of the bank's reserves and, therefore, as an indicator

nf the need for remedial ection hy the centrel bank, Ferr the most

L/ As Hawtrey -bserves: "Experience in meny countries hes shown

Tn 1914 and subsequently that it is only ton easy to pess legisla-
tisn to suspend or amend a gold stenderd leaw if the monetary
authorities (Government and Central Bank) so choose, If there is

any obstacle in the way of a chenge, it is to be fcound not in the
statute book but in the.minds of the authorities er in publie
opinion.” The Gold Standard in Theory and Practice, op. cit,, p. 169




part, they do not plece en mbsolute limit on central bank oredit ex-
pension nor do they sterilize part of the international reserve,
These attempts to create a meaningful type nf reserve ratio have
generated widespread interest:'among students of central banking and
for this reason warrant an exemination of their value.

In the Paragueyen and Guatemalan central bank legislation
of 1944 and 1945, respectively, the inadequacy of the traditiomal '
reserve requirement was recognized and an attempt was mede to adopt
a more mesningful relationship consisting of the retio of the central
hank's net reserves to its average sales of exchange during the pre-
ceding three years, This novel reserve ratio was suggested by
Dr. Robert Triffin, the principal architect of the Paragueyan and

1/
Guetemelan legislation,

L/ The menner in which net reserves are computed in the Paraguayan
end Guatemamlen lews is quite different from the method of computation
used in most ather countries, and in itself represents an interesting
innovation.

The usual legal prescription for computing the net reserves of
8 centrel bank is to deduct the full emount of the bank's gold and
foreign exchange liebilities from its gold and foreign exchange
assets, ~ne of the defects of this method.is that it fails to
recognize that & long-term foreign exchange liability should have
less influence on current centrel bank policy than a liability of
shorter maturity, because in the cese of a long-term cbligation the
bank has time in which to take steps to increase its gross holdings
of gold end foreign exchenge. Long-term obligations, therefore,
should heve less weight in the determinetion of the adequecy of the
benk's reserve position, Dr, Triffin's novel method endeavors to
correct this defect by deducting foreign exchange liabilities on a
gradueted besis according to their meturity. Thus, Article 59 of
the Benk of Paraguesy Act provides that net reserves shall be derived
by deducting from gross reserves the followings

a) The full emount of eny gold or foreign exchange liabilities

of the Bank falling due within 30 deys;




Under the prnvisions »f Articlé 85 of the Bank of Paraguay
Act, net reserves are considered to have fallen to a 'dangerously low
level whenever the reserve ratio has dropped to 20 per c¢ent, On
such occasions, the Monetary Board of thé Bank is required to
"use all the powers at its disposal and to advise the Council of
Economic and Finencial Coordination about other measures or policies
necessary in order to re-establish the competitive pasition of the
netional producers in the domestic and foreign markets and to pre-
vent depletion of the (reserve) fund to dengerously low levels.”

The reserve ratio is also intended to play an important
role in the administratinn of the exchange control system adopted
in 1945, 1In the exchenge control legisletion, however, & resorve
retio of 35 per cent appears tn be regarded as indicating & critiecal

level of reserves, because when reserves reached this level certain

b) Seventy-five per cent of eny gold cr foreign exchange
liabilities nf the Bank falling due within a year but
after 30 days;

c) Fifty per cent nf any gold or foreign exchange liabilities
~f the Bank falling due within 3 yeers but after one year;

d) Twenty-five per cent of any gold »r frreign exchange
liabilities nf the Bank falling due after 3 years, and
those of indefinite maturity,

The above provisions shall apply in the same manner tn

any gold or foreign exchange liabilities of other parties

for which the Bank has given its guarantee,
The legislation of Guatemale and the Dominican Republic contain similar
provisions,
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measures regtricting the availebility 6f'eiéhé£ge are to be applied,
ard when the reserves have been feétoredhto'a position ebove this
level, end have remained there for a specified period of time, the
rostrictions are to be removed, '’ | |

In the Guatemelan legislatinn, a dangerously iow level

is considered to have been reached whenever the reserve ratio, computed

in the menner mentioned ebove, has fallen to 40 per cent. Whenever
the reserve ratio falls below 40 per cent, an “emargenéy system

of international transfers" can be put into effect by'decree of

the president of the country, upon the request of the Bank, More-
over, the system mey elso be put into effeét whenever the.r;tio of the
net holdings of any sinpgle currency to the'avéragé sales of the same
currency during the three preceding years.félls below 40 per cent,
provided that the scarce currency ocan not be procurod'by the Bank
through conversion of ather currencies which it helds, The‘details
of the "emergency system of international transfers" are fully
specified in the Second Pert of the Guatemealan Monefary Law, The

system has never been imposed, but is being held in reserve,

It shﬁuld be emphasized that the legislative provisions
which esteblish the criticael level of the reserve ratio do not
prevent the central bank‘in Guetemele and Paraguesy from drawing down
reserves still further, Moreover, they do not compel the central
bank to contract credit and in no way do they hinder an cxpansionary

credit policy to offset the income-reducing effects of an unfavorable .
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balance of peyments, with one single exception in the Guatemelan
case, This exception is a provision, in Article iO?,vﬁhich prohibits
the Ben). from purchasing government or other seouritﬁes whenever
the reserve ratio falls below 25 per cent. Thus, whilé f reserve
raetio of 40 per cent is considered to be &n indication that the re-
serves are dangerously low, npen-merket purchases mey continue tn
point where reserves have fallen to 25 per cent, The domestic credit
operatinns of the Bank of Guatemala are therefore not entirely free
from restreints imposed by the reserve ratin, No similar restriction,
however, is placed on other types of credit operations by the Bank,
It has been noted that the Parsguayan and Guetemalan re-
serve ratios do not "tie up" the bank's reserves nor, with one
importent exception, do they impose a restrictive domestie credit
poliey. What, then, is the purpose of these reserve raties? Their
principal purpose, asccording to Dr, Triffin, is to constitute
"warning signals of special gravity which forcibly call the attention
of the Bank to possible dangers in the.....external monetary situa-
tinn."i/ They focus the attentinon of the monetary autherities on
the extent t» which reserves along could maintain the level of imports
and outward remittances of the recent past, Furthermore, this yard-
stick of the adequacy of reserves is whnlly objective and is capable
of quantitetive expression, which, in a sense, are desireble

features, especiaslly in countries in which the available statistical

1/ Robert Triffin, Monetary and Banking Reform in Peraguey, issued
by the Board of Governors of the Federal Reserve System (Viashington,

1946), p. 82,




data are meager arnd where the number of well-trained economists is
few, Dr. Triffin cautions, however, that movements in the reserve
retio cannot "be considered a substitute for continuous watching of

all relevant economic indices",

Despite its ingeniousness, a reserve ratio which relates

reserves to pest sales of exchange has severe limitations which greatly‘l'
weaken its value as a measure af the adequacy ~f the central benk's
reserve position. The validity of this ratin in each of the frllow-
ing three sets of circumstances should be coﬁsidered;
1, when the balance of payments is expected tn
remain substantially in equilibrium nver the
next year or morej
2, when & lerge deficit is expected;
3+ when a large surplus is enticipeted,
Clearly, the adequacy af the level nf the central bank's reserves

at any given moment, and the consequent appropriateness of its

policies, depends on what the future holds in store, TV/hat would be

an adequete reserve under (1) or (3) above would not be adequate

under (2), Yet & relationship based on past sales of exchange at- .
teches no significence to the differences as Eetween the sets of
circumstances listed above, As in the case of human ailments, pre-
ventive action is better then remedial action. By focusing their
attention on & reserve ratio which 1s geared to & sort cf normal

level nf sales »f exchange during the relatively recent past, the

monetary authorities may fail tq‘ notice symptoms of approaching crises .

snon enoughs A reserve retio of the Paraguayen and Guetemslen type




~can serve a useful pur?ose if it is %reated as one of a number of
"economic indice?" ﬁhich should be taken into consideration by the
research end policy-making §fficials of central banks, Giving a
formal status in a central bank lew to this particular ratio, and to
certain levels of the retio, is ean entirely different matter, however,
and one mey question whether'such a procedure, on balance, is likely
to help or to hinder the adoption of appropriete monetary and exchange
policies,

The Guatemalan and Paréguayan legislation recognize thet,
if reserves are falling rapidly, ection should be taken before e
dangerously low level has actually been reached, In Guatemala, the
Yemergency system of internationaljtranéfers", es 1t is called, may

be put inlo effect nnt only when the reserve'rat{g falls below 40 per

cent but also when there is & persistent decline in net reserves at

e rate greater than 25 per cent annually which 1s not ettributable to

seasonal or iransitory festors. Similerly, exchange restrictions

mey be epplied to “scarce currencies" whenever the Bank's net holdings
of a currency have falleﬁ by more than 25 per cent of their previous
level within a period of twelve months, provided that the holdings
of the currency can not be replenished by conversion of other currency
holdings of the Beank,

The Paraguayan legislation does not prescribe any specific
rete of decline in net reserves as calling for special ettention, but,
in Article 85, as hes already been noted, the Bank is required to

"use all the powers at its disposal and to advise the Council of
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‘Economic and Finencial Coordination about. other meesures ov pelicies lli
na2cessary in order to re-esteblish the competitive-pnsiﬁicn'bf.the

national gtoducers in the domestic end foreign markets and to prevent
depletion of the (reserve) fund to dangerously low levels” not ouly

whenever the reserve ratin falls belaw 20 per cent but also whenever

there is "a persistent loss of reserves not attributeble %o exceptional

and temporary factors™, .In practice, the latter guide is likely tn

be more useful then the former because it focuses on current, rather
than past, developments, It should be noted, however, that this
warning signal involves subjective elements and cannot be given'
quentitatlive precision of expressions

Another novel type of reserve ratio is contained in central
bank_legislation enected by Ecuador in 1948, . The net reserves of
the Central Benk (calculated in the customary manner of deducting
.}Oﬂ.per cent of gold and foreign. exchange cbligations from gross.re-
serves) are related té fhe volume of money held by the public (cur-
réncy and checking deposits). If the ratioc of net reserves to the
money supply falls belsw 4N per cent, the Central Bank must submit

a detalled report to the President and to the National Economic Council

on the causes f the decline, the defensive measures already adopted,
end the additional measures which the Bank considers desirable,

In most industrielly undeveloped countries, any substantial
inecrease in the money supply is usually followed by a'considerably
increased demand for foreign exchange for the purpose of impoftihg

goods or exporting capital, with & consequent drain on the international ‘I.
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reservés of thé banking system, One of the principsl reesons for the
sensitive response of imports to expansion in the money supply is the
limited variety of domestically-produced goods on which the public

can spend any additions to its holdings of money, In some.of the
underdeveloped countries,‘frequent depreciations of the currency have
created a preference for keeping idle funds abroad rather then at
heme. An important contributing element, but one which is perhaps
more effect than ceuse, is the absence of low-risk, highly liquid
securilties in which fﬁnds not immediately needed for other purposes
can be invested., For all of the reasons mentiomed above, the demend
for foreign exchange is highly sensitive to changes in the money supply.
Thus, in most of the underdeveloped countries, prospective demands for
foreign exchange cen, to some extent, be gsuged by changes in the
amount of money in circulation; and consequently, changes in the ratio
of internationael reserves to the totel money supply mey provide the

public and the central bafilwith a useful though .crude measure of
1

—

the adequacy of reserves,
Under a system like that adopted inm Ecuador, which relates

central bank reserves tn the public's holdings of currency and checking

1/ The observetion mey be made that this reserve ratio would be more
accurate if the numerator (1.0, , the amount of net reserves) included
the net reserves of the other banks, in addition to those ~f the central
benk, on the grounds that the foreign exchange holdings of these banks
ere equally evailable to finence imports and capital exports, In
Ecouedor, however, where this type of ratio was introduced, the banks

are required to turn over zll foreign exchange acquisitions to the
Central Bank, Thus, in effect, the internetional reserves of the
Centrel Bank comprise those of the banking system as a whole,
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deposits, & credit expansion by the commerciel banks would cause the '
central bank's reserve ratio to fall as the deposit liabilities of the
other benks increased, The monetary euthorities would thus be warned

of a prospective incresse in demend for foreign exchange,

Although this yardstick nf the adequecy of reserves is an
improvement over the traditional reserve ratio, its usefulness is
severely limited by the fact that it does not adequately reflect certain '
important factors which influence demand for foreign exchange, such as
expectations concerning price movements at.home and abroad, énd changes
in liquidity preferences, to neme only two hard-to-meésure elements
which bear little functional relationship to changes in the money supply,
Like all of the reserve ratios discussed above, factors tending to af-
fect the supply of foreign exchange are neglected,

Another ettempt to devise moré meaningful reserve'ralationship:
is to be found in the 1947 central benk legislation of the Dominican
Republic, The law defines the "prudential minimum" internafional reserve
of the banking system to be en amount equal to "the sum of 60 per cent
of the inerease in the money supply over its lowest level during the
preceding six years, plus 30 per cent of the average annuael imports .
of the preceding thirty-six months" (Article 68), This complex system
endeavors to combine into a single formula the meritsmofht»:he Guatemalan
ratio (reserves to sales of exchenge) and the Ecuadoran ratio
described above (réserves to money supply). The Dominican system
has several additional embellishments which merit déscription.

In the first place, "reserves'" are defined as consisting not only .

of the net reserves of the central bank (calculated
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by the Paragueyen end Guatemalan method) but also of the "excess of

the foreign currency assets. of the (other) banks over their obligations
of the same sort" (Article 68), Thus, the reserves of the commercial
benks are included in the reserve calculation, Secondly, imports,
rether than totel sales of exchange are employed in the comstruction

of the ratio. As a result, capital exports and other invisible outflows
of exchange ere excluded from the determination of the "prudential
minimum"”, presumebly on the grounds that such.remittances can be
suspended or controlled during a drought of exchange receipts but that
the flow of imports must be substentielly maintained, Thirdly, the
increase in the money supply, rether than the level thereof, is con~
sidered as the pertinent factor,

Whenever reserves fall below the "prudential minimum", or
whenever they heve declined by more than 25 per cent within a twelve-
month period, the benk must cease expahding its loens ard investments,
except in cases of great emergency, and must use its powers to prevent
en excessive drain of reserves, The Monetary Board must also report
to the President on the measures adopted and must suggest whatever
other measures of a fiscal or economic nature i% considers necessary
(Article 68). Thus, unlike the Peraguayen, Guatemelan, end Ecuadoran
legisletion, the Dominicen lew stipulates that central bank credit
expension should cease whenever the international rsserves of the bank-
ing system fall below the "prudential minimum" prescribed in the law,
although & loophole is provided for any "great emergency", In the

legislation nf Paraguay, Guetemale, and Ecuedor, &s we have already




- 40 -

noted, domestioleredit poliey is not tied tn the internaticnal re- ‘
serve position; in faet, the authors af the legislation of these three
countries in their various writings have tended to stress their view

thet eentrel bank credit- policy should be guided primarily by analysis

of domestiec developments, rather then by chenges in the international

2/
reserve,

While the Dominicen method of determining the adequacy of ‘l.
‘the internetional reserve is a tribute to the ingeniousness of its
author, Dr, Henry Wellich, it nevertheiess does not escape some of the
defects of the Guatemelan end Ecuadoran reserve ratios discussed

3/
earlier,

1/ Viith the exception, already noted, nf the restriction on the purchase
nf securities hy the Bank of Guatemsla,

2/ For example, Dr. Triffin (cop.cit., P 79) stetes that the central
bank, in non-industrialized export economies, must "prescind its action
és fer as possible from the movement of its reserves and neutralize

the internal effects of fluetuations in the balence ~f peyments, This
must be done through an adequate monetery and credit policy based
prirerily upon the internal needs of the economy, "

&/ The Dominicaen Centrel Bank Lew does not stop with a definition

of the "prudential minimum" international reserve nf the banking system,
It also adopts the treditional type of reserve requirement, The Central
Bank is required to hold net reserves (of its own, not including those

of the other banks) equal to at leest 50 per cent of its note issue .
end deposit liabilities, Yhenever the reserve is drewn below the
stipulated minimum, the Bank is not prevented from expanding its credit
operetions, as it is when the reserves of the banking system fall below
the "prudential minimum", but it is required to pey a penalty of one-
half per cent of the deficiency monthly te the Public Treasury, Ap-
parently, these provisions were adopted for their salutary psychological
effect on the officials of the bank and on the public as a whole, More-~
over, the absence of such provisions might have led to leck of confidence
in the thorough-going monetary referm which was being underteken., Pre-
viously, the United States dollar was legal tender in the Dominican
Republic and was the only paper gurrency in -circulation. The Mcnetary
and Central Bank Reform of 1947 created & central bank with sole pcwer ‘I'
over currency issue and~prnvided.for‘the eventual. complete replacement

of the dsllar by the Dominican peso as the circulating medium, The

gold contont of the peso is the seme as thet of the doller,
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Sincevthe adequacy of ceuntral bank reserves depends on the
megnitude of prospective deficits im the talance of payments, one
may welil agk why the reserve ratio is not related directly to the
anticipated daficits which the reserves will have to cover, An en-
deavor to do this wes mede in the Ecuadoran Central Bank legislation
of 194803//Whenewer reserves fall below 300 per cent of ahy enticipated
deficit in the balance of payments for the current year, the Central
Bank is required to submit a detailed report to the President end to
the National Economic Council on the causes of the decline, the de-
fensive measures elready edopted, and the additional measures which
the Bank considers desirable, It is also required to consult the
International Monetary Fund, This ratio is really quite similar to

en inverted form of the Guetemslen ratio discussed earlier, which

consists of the rate of decline in the volume of net reserves (i,e,,

the ratio of the loss of net reserves to the volame of net reserves),
The principal conceptual difference between this Guatemalan ratio end
the Ecuedoran one is that the former is based on the actual deficit

in the balance of payments whereas the latter is based on the estimated

prospective deficit,

1/' The drafters of the legislation did not believe that eany one re-
serve ratio could serve as s sufficiently reliable guide to the adequacy
of the Central Bank's reserves, Hence, three distinct ratios were in-
corporated in the lsw, The first ratio is that of net reserve to sales
of exchange during the past twelve months (thus, except for the time
period, and the method of treating liabilities, it is identical with

the Paraguayan and Guatemelan ratios), The second ratio is that of

net reserves to the money supply, which has been discussed above, The
third ratio is the one about to be described in the text,
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Desplte the theoretical soﬁndness of determining the
edequacy of central bank reserves oh the basis of thebmagnitude of
. prospective deficits in the balance of peyments, a number of problemy
present themselves in devising a practicable ratio on this basis,
First is the subjective elemsnt inmvolved in any estiméte of future

balances of psyments and the consequent probable éegree of error in

such estimates, This difficulty cen be exeggerated, however, Errors ‘l'
of prognostication would undoubtedly be the ceuse of inappropriate
central bank policy decisions on many occesions; nevertheless, such
occasions would probably be fewer eand less serious than if reliance
were placed on & purely mechanical standard whigh cen take into con-
sideration only some of the pertinent elements and muét ignore many
others of equal importance. Furthermore, regardless of the type of
reserve requirement esteblished by law, the policies which the monetery
eauthorities adopt 1n eny given situation will depend, consciously or
unconsciously, on whet they expect to happen in the future. More
‘specifically, the foreign exchange policies, and to a éonsiderable

extent the domestic monetary policies, of a centrel bank must inevitably

be influenced by anticipated movements in the balance of peyments,
Accordingly, if a central bank is to héve a reserve ratio at all, one
which relates reserves directly ﬁo fhe balance of payﬁents hes con-
siderable logic in its favor,

Ancther argument in support of such a'ratiovis that if re-

serves were relaeted to estimated deficits, the monetary authorities

would be more likely to recognize the importance of preparing detailed,
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competent balance-of-peyments budgets and to use the conclusions of
such studies in the shaping of their poliéiés. In fact, in this
writer's mind, this is the principél merit of this kind of reserve ratio

‘One of the mejor theoretical problems involved in the use c¢f
e balance-of-payments reserve ratio is the length of the period for
which the balance of payments is to be estimsted, ard the subsidiary
problem as to the relative weight to be atteched to more distant deficit
‘as contrasted with immediete ones, In practice, thevdegreé of error
in balence-of-payments estimntes increeses so repidly as one gasges
further end further into the future thet the errors for periods beyond
one year are likely to be so large as to preclude the use of such
estimetes in the calculation of a reserve ratio, This is not to say
that the monetary authorities should not endeavor to determine whether
factors expected to produce & deficit in the coming year are likely
to continue beyond that period if counteraction is not taken, Obviously
the authorities would be negligent if they failed to make such an
enalysis, This is quite different from meking an exact quentitative
computetion, however,

The size of the "critical minimum" reserve would have to be
determined on the basis of past experiences with respect to the frequency
and duration of balance-of-payments deficits and on the degree of pre-
cision with which they are susceptible to prediction, 1In countries

where the instruments of monetary and exchenge control in the hands of

the authorities are effective, the reserve ratio could safely be much

lower than in contrary cases, because an anticipeted deficit could be
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reduced or perhaps even evoided by the adoption of prompt measures,
Indeed, the chief vaelue of this sort of reserve ratio is precisely that
it requires the monetsry suthorities to look forward rather than back-
wards and focuses their attention on a potentially dangerous situation
which may be avoidable if the proper policies are pursued, Neverthe-

less, notwithstending this feature, this type of reserve ratio has very

definite limitations as & mechenical guide to the adequacy of reserves, .

_Soma coneludiggrcomments on central bank reserve ratios of all types

The question mey now be raised es to whether reserve ratios
of eny type yet devised, or likely to be devised, can serve & sufficientl
useful purpose in eny country to justify their inclusion in central bank-
ing legisletion, Would it not be better to dispense with such ratios
entirely, insofer es statutory provisions are concerned?

This is a subject on which there are meny different shades
of opinion, It is only fair to state that some experts in the field
of money and benking would disegree with a good deal of what has been
said up to now ard what will be said in these concluding paregraphs,
The author wishes to emphasize, therefore, that the follewing remarks,
like those which have preceded them, are merely his personal views on .
a subject which hes interested him for several years,

The argument is sometimes edvanced that a reserve requirement,
or a formal "warning signael"™ does, efter all, strengthen the position
of a centrel bank in resisting unreesonable demands of the government

for credite. If the central bank insists that & granting of the govern-

ment's request would lead to & decline in the international reserve



ratic to below the "safe" minimum specified in the Central Bank Act,
the government moy be deterred from pressing he bank too hard, so
the argument goes, The validity of this defeonse is highly questioneble
nowadeys, one would think, Governments havs becone more sophisticated
end are rot as awed by such rules as they were fermeriy, Governments
have in practice insisted on expenaing the money suptly oven when this
has forced a reduction or suspension of the reserve recuirements,

i# the ceutral bank were to expluiﬁ to the government the
consequences of unsound fiscal policies on the level of prices, on
the ellecation of resources into chennels of consumption, investment
and exportation, and on the competitive position of domestic producers
in the home market and ebroad, the results might be far more effective
than those which would fnllow from resort to the fetishism nf the
"minimum statutory reserve", History hes demonstrated that govern~—
ments will seldom ebandon inflationary policies because of such
artificial restraints as legal reserve requirements or stetutory
stendards of the adequacy of reserves, Vheat is likely to happen is
that a battle will be waged between the central bank and the Ministry
of Finance over an artificial issue rather than over the real issue,
which is the effect of the proposed government expenditures on invest~
ment, consumption, and foreiga trade, Moreover, if the central bank

endeavors to use the roserve requirements es & principal line of defense

rather than clearly stating the real issuc and rlacing the ultimate
responsibility squarely on the shoulders of the governrent, hostility

between the government and the central bank is likely to reach a point



which will considerebly diminish the govermment's willingness to ac= '
cept oconstructive advice from the central bank in the future,

There are times when credit expansion is fully justifisble
even though it leads to a temporary decline in reserves to a level
neer or below the legal minimum, If the public has been led to believe
that e "reserve deficiency" is a genuine cause for alarm, the use of
reserves beyond a certain point close to the legal minimum mey provoke ‘I
e flight of capitel, The greater the degree of emphasis which the
central bank has placed on the sanctity of the legal reserve retio
et times when it has been confronted by undesireble requests for ac-
commodation, the more difficult it is to prevent immobilizatien of
reserves at other times when their use would be perfectly reasonable,
Accordingly, relience nn statutory reserve provisions as a psychological
weapon has little to commend itself,

It is the view of this esuthor that the inclusion of reserve
ratios of any type in central banking legislation is more likely, »n
balance, to impede than to aid the formulation and implementstion nf

eppropriate central banking policiess He concurs with an observation

which E, A, Goldenweiser has maede on the general subject of automatic

devices for monetary polioys
"eee most over-all policies have a rather better
chance of functioning satisfaectorily if they are
based on the best available judgment applied to
existing and known current conditions, After all,
what the advocates of mutomstic devices provpn:e is
the substitution of their own a priori judgn~.l--
unencumbered by responsibility and in advance of
the event--for the judgment of resnponsible policy
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mekers confronted by the event, presumebly in
possession of all known facts ebout it, and will-
ing and able to take appropriate sction, Looked
at in this way, the propesals lese much of their
allurement; they almost fall in the cless with
attempts to achieve perpetual motion or to dis-
cover the philosophert's stone, Energy end in-
genulty ere better spent in devising means for
securing and implementing better judgment in

policy mekers than in inventing ways to meke it
unnecessary," !z/

‘}/ E, A, Goldenweiser, American Monetary Poliecy (New York, 1951),
Pe 77a
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