The Money Supply and the Balance of Payments in Ceylon

The Currency Board System.

Until the establishment of the Central
Bank of Ceylon in July 1950, Ceylon’s mo-
netary system was an cxchangc s.tandard
broadly similar to those in operation in most
British Colonies and generally known as the
« Currency Board System ». Colonial monetary
standards (1) arc usually linked to the pound
sterling through the mechanism of a Cur-
rency Board., Apart from a few minor local
variations the system is a sterling exchange
standard where the international value of the
monetary unit varies with that of sterling,
and the currency reserves of the country are
held in the form of sterling assets. But un-
like the monectary system of an independc.nt
country, the law requires that the colonial
currencies should be backed 100 per cent by
foreign assets. Domestic securities, that 1is
those of the colonial government itself, are
not eligible as cover for the note-issue (2).
Parity with sterling is ensured by the Cur-
rency Board’s statutory obligation to rede.cm
and ‘issue domestic currency against sterling
at par.

The functions of a Currency Board are
much more limited than those of a Central
Bank or other monetary authority. It is no
more than a glorified money-changer. Jt has
no control over the amount of currency it
issues. All it has to do is to issue domestic
currency against sterling (3) and issue sterl-
ing drafts in exchange for domestic currency.
Such transactions arc generally conducted
through the local banking system. Ceylon’s

(1) CFf, Banking in the British Commonuwealth, ed. Sayers,
{Clarcadon Press), Ch, 13 for an account of colonial standaf(lls.

(2) The reason for this provision is that colenial securities
might not be realisable in time of panic. The sccurities of the
British Goevernment, the Dominions, or of other colonial terri-
tories were eligible.

(3) Or other « superior » currency.

currency mechanism was similar to the .above
except that the Ceylon rupee was directly
linked not to sterfing but to the Indian rupee.
The « Board of Commissioners of Currency »
was required to deal in Indian rupees and
rupee drafts, But since the Indian rupee was
linked to sterling, Ceylon was on a sterling
exchange standard at one remove, The close-
ness of the island to the Indian sub-continent,
the historical connexions and the intimate
trade and economic relations between them
seemed to justify the direct link with the
Indian currency.

The raison d'étre of the colonial exchange
standard is that it ensures exchange stability
and provides for the automatic conversion of
the money of the colony into a « superior
cutrency » and vice-versa. As such it was
ideally suited to a period of colonial expan-
sion and capital migration. There is no risk
of a depreciation of capital or profits nor of
an interference with prices and exchanges
through a domestically engineered inflation.
In many respects, therefore, it resembles the
international gold standard with its rigid ex-
changes and its automatic brake on inflation.

The main purpose of this article is to con-
sider the forces which influenced the money
supply in Ceylon under the Currency Boa.rd
System. It then goes on to consider the in-
fAuence of the new Central Bank of Ceylon
on the money supply and the limitations of
central banking policy in Ceylon. Much
of what is said here would apply with but
little modification to the currency arrange-
ments of the British colonies, especially of
those which, like Ceylon, specialise in the
production for export of a narrow range of
primary commoditics. Ceylon is 2 typical
example of such an «export economy ».
Nearly 40 per cent of her national income
is produced by the three export industries
— Tea, Rubber and Coconut products. The
majority of other trades and avenues of em-
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ployment are indirectly sustained by export
income. The chief characteristic of an export
economy is that its national income and
level of employment is determined by the
prices for its exports (4). Booms and slumps
originating in the more developed countries
have a magnified effect on such an economy.
A fall in export prices sets in motion a
«chain-reaction» which affects all other prices
and incomes. Similarly in times of rising ex-
port prices, the domestic price-structure rises
in sympathy. It is the export sector which
sets the pace. Booms and depressions loom
large in the country’s list of imports. In addi-
tion, these economies rely largely on foreign
sources for their requirements of food, cloth-
ing and manufactured goods. Production for
a domestic market is negligible. The pro-
pensity to import is high and the cost of
living is determined primarily by external
influences. The adequacy of the currency me-
chanism must be judged against this back-
ground of the country’s economic structure.

If the currency issue has to be backed
entirely by foreign assets, the availability of
such assets influences the amount of the cur-
rency circulation. A gain or loss of foreign
assets depends on whether there is a surplus
or deficit in the balance of payments. From
this it has been argued that under the Cur-
rency Board System the currency circulation
of the country fluctuates with its balance of
payments -— a surplus leading to an equiva-
lent increase and a deficit leading to an equi-
valent contraction. This argument has been
very clearly stated in the report on a Central
Bank for Ceylon, on which was based Cey-
lon’s monetary legislation of 1949:

« Under the Ceylon system », says the Report,
«under which a 100 per cent reserve is required aga-
inst the note-dssue and the use of cheques is not
higly developed, the money supply tends to be auto-
matically responsive to surpluses and deficits in the
balance of payments, Whenever Ceylon is acquiring
foreign exchange faster than she is wuilising it (Le.

{4) Naticnal Income=C + 1+ B +E — M, where C = con-
swmption, I=investment, B = budget deficit, E = exports and
M = imports.” Of these, E is the only major independent varia-
ble. I, C, M are in varying -degrees functions of the level of
National Income. In the absence of a Central bank, B depends
on the willingness of the commercial banks to take up govern-
ment securities. This depends en the liquidity of the banks
which varies as between boom and slump,

147

when there is a surplus in the balance of payments)
the banks purchase Ceylon rupees from the Currency
Board with their surplus exchange. The Currency
Board pays the banks by drawing rupees from its
unissued stocks and it holds the foreign exchange in
Bombay or Londen...

On the other hand, when the country is utilising
foreign exchange faster than she is acquiring it, the
banks meet the demand by purchasing it from the
Currency Board with rupees. The Board retires the
rupees from circulation and transfers the exchange to
the bank by draft or telegraphic transfer » (s).

Before examining this proposition it is
necessary to make clear what meanings are
attached to the terms « money supply » and
« balance of payments». The money supply
of a country consists of (a) the amount of
currency in circulation and (b) the demand
deposits in the banking system. The currency
circulation may be « gross » or «active ». The
gross circulation comprises the entire note-
obligations of the issuing authority, while the
active circulation excludes from the above
the cash-holdings of the government and of
the banking system. The quotation refers to
gross circulation. It ignores altogether the
other component of the money supply (viz.
bank deposits) on the ground that the issue
of cheques is « not highly developed ».

The term « balance of payments » includ-
es both current and capital accounts. For our
present purposes the balance of payments may
be broken up as follows:

A. Balance on current account.

B. Balance on capital account, consist-

ing of:
(i) Autonomous capital movements;

(ii) Changes in the external assets of
the banking system;

(iii) Changes in the currency reserves,
ire. the assets of the Currency Board (6).

It is an elementary proposition in the
theory of international economics that the

(5) Ceylon Government Sessional Paper XIV of 1949, p. 4.

(6) Items (i) and (iii} would be « accommodating finance »
in Prof, Meade's terminclogy. Cf. Meave, The Theory of
Economie Policy, Vol, I, pp. 11-12. As will be seen the distine-
tion between autonomous capital movements and accommnodat-
ing finance is that the former is independent of the state of the
halance of payments, while the latter is the result of action by
the monetary authoritics or the banks to offset a positive or
negative balance.
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balance of payments must necessarily bz.llance.
The passage (7) argues that changes in the
gross circulation are strictly and exclusively
determined by the balance of payments. In
other words, it argues that surpluses and
deficits in current account which are not
offset by autonomous capital movements must
wholly be offset by changes in the currency
reserves (item B iif) which changes are accom-
panied by an equivalent risc or fall in the
gross cutrency circulation. This would 1')'(3
true only on the assumption that item B (i)
— the external assets of the banking system -—
remains constant so that a demand for foreign
currencies in exchange for rupees is met by
turning over rupees to the Currency Board,
and any foreign cxchange bought by the
banks is paid for by obtaining rupees from
the same source.

Now in Ceylon, as in most colonial coun-
tries, this assumption is particularly false (8).
The local banking system consists of the
branches of large overseas banks and one
indigenous bank. They all transact foreign
exchange business through London and hold
a large proportion of their asscts in the form
of short-term investments in the London Mo-
ney Market (). It is not the policy of the
banks to maintain their foreign asscts constant
of cven to preserve a constant ratio between
these assets and their total deposit liabilities.
Perhaps the most striking characteristic of
the meagre banking statistics available in Cey-
lon is the volatility of the banks’ ratio of
foreign asscts to total deposits. Under the
Currency Board System these assets can be
switched to and from between Ceylon and
London or Bombay. They are as good as
cash because they can be converted i.nto fu-
pees at the Currency Board. Th§ size apd
ratio of the external assets were in practice

(7) Cf. also article by J. Mars on Monetary and ch](ir%g
System of Nigeria, in « Mining, Finance and Commerce in
Nigeria », Vol II, ed. Perham {Faber & Faber), p. 86. «In
fact, the increments and decrements of East African curremcy
is the one jtem that brings about equality between all the
positive and pegative iterms in the balance of payments ».

(8) Ceylon became a Dominion in 1947. Her ﬁnancxall insti-
tution still resemble those of a colony except that there is how
a Central Bank at the apex of the credit structure.

(g) 'This follows from the country’s membership of the Sterl-
ing Area,
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varied considerably whenever it was advan-
tageous of necessary to do so. For the sam.c
reason the banks’ reserves of cash were varl-
able between wide limits. Under a Currency
Board System no distiction need be made
between cash and external assets — the two
are interchangeable.

As can be seen from the Table No. I, both
the external assets ratio and the cash ratio
have been subject to wide fluctuations. Bc't—
ween 1943 and 1950 the external assets ratio
was at its peak in December 1945 at‘67 per
cent and fell by stages to 13 per cent in Sep-
teber 1949 and has since been fluctuating
between 15 and 30 per cent. Similarly t}'lC
cash ratio was as low as 4.7 per cent in
December 1943 while in December 1949 it
was 30.5 per cent.

Tancs T
Date () Ai:::l;ﬂm Cash Ratio
Dec. 1943 . . « Gy.0 4.7
Dec, 1944 « . .+ - 63.5 5.0
Dec. 1945 Lo 45.0 21.8
Dec. 1946 . . « . 40.0 20.7
Dec 1949 « .« o - 22.8 31.9
Mar. 1948 . . . . 21.2 29.3
Jne. 1948 . . . . 21.0 10.7
Sep. 1948 . . . . 22,2 28.2
Trec. 1648 » o . . 25.0 30.3
Mar, 1049 . - . . 21.5 26.4
Jne. 1949 . .« o 24.0 17.4
Sep. 1949 .« . . - 13.0 34.0
Dec. 1949 « .« . 5.4 36.5
Mar, 1950 . . . . 2.8 20,1
Jne. 1950 . . . ¢ | 25.0 19.0

{a) End-month figures.

A balance of payments deficit can thus b?
offset by a compensatory fall in the banks
external assets. Similarly, a surplus can be
absorbed into external assets without its lead-
ing to a rise in the gross currency circulation.
A change in the external assets of the bank-

ing system can act as a buffer between fluc-.

tuations in the balance of payments and the
gross circulation. This « buffc.r action » re-
quires not merely the variability of the ex-
ternal assets but also the existence of surplus
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cash reserves in the banking system. The
chain of events will be somewhat as follows:

— surplus leads to rise in deposits, rise in
external assets ratio and fall in the cash ratio.

— deficit leads to fall in deposits, fall in
the ratio of external assets and a rise in the
cash ratio.

Mechanistic accounts of this typicaliy co-
lonial type of monetary system tend to over-
look altogether the existence of overseas assets
which play the role of equilibrating capital
movements. They also tend to forget that
the local banks are but branches of huge over-
seas banks with their Head Offices usually in
London, Colonial banking has been domi-
nated by them, and their branch offices are
scattered over the British colonial territories.
There is no reason to assume that the Head
Offices operate their branches as independent
units working to any rigid rules regarding
cash or liquidity ratios. Their management is
probably more akin to that of a branch bank
operating in the same country as the Head
Office. 'This is all the more likely because
the colonial governments impose no rules
regarding the distribution of the assets of the
banks. The pound sterling is equivalent to
the domestic currency of any colony, and as
long as the banks held sterling assets they
merely had to buy a particular domestic cur-
rency whenever their holdings of that cur-
rency were dangerously low. For the rest,
it was immaterial in what country they held
their assets; and in the absence of developed
security markets and acceptable banking col-
lateral in the colonies they fought shy of
domestic loans and investments (10).

A more accurate description of the process
of currency issue taking into account the
above consideration woud run as follows.:

« When the country has an adverse ba-
lance of payments on current account which
is not offset by a movement of capital on
official or private account, the banks’ sales

(10} Cf. Post-War Development Propasals (Government of
Ceylon, 1946), p. 24: « Owing to lack of investment outlets,
banking business has been mainly confined to the collection of
depesits and finding investment for the bulk of such deposits
outside the island ». This situation has been altered with the
foatatior of loans by the Ceylon Government in the war and
post-war period.
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of foreign exchange are greater than their
purchases. Their deposit liabilities and foreign
assets decline by the same amount and their
cash ratios rise. This process goes on until
the banks feel obliged to conserve their cx-
ternal assets by meeting any further demands
for foreign exchange by turning over rupees
to the Currency Board. Then only does the
gross circulation contract. The reverse pro-
cess of a rise in foreign asscts, an increase in
deposits and a fall in the cash ratio takes
place when there is a surplus in the balance
of payments. The gross circulation expaads
only when a part of the surplus is monetized
at the Currency Board ».

It follows therefore that even in an eco-
nomic system where « the use of cheques is
not highly developed », an adequate account
of changes in the monetary circulation must
pay attention to the behaviour of the banking
system. Their reaction to the excess demand
or excess supply of foreign exchange deter-
mines the immediate effect on the gross cit-
culation. 'The criticism of the colonial ex-
change standard is not that it is inflexible,
but that it depends for its flexibility not on
any official authority but on the actions of
private profit-secking institutions. The « in-
dependence » of the circulation from the
balance of payments depends on the degree
of flexibility of the banks’ foreign assets and
cash-holdings. The «independence », there-
fore, is very limited. A prolonged surplus
or deficit must sooner or later lead to a
change in the gross circulation though not
necessarily of the same magnitude. None-
theless, it is clear that the connexion between
day to day or short period changes (11) in
the gross circulation and the state of the
balance of payments is very remote.

From the economic point of view, how-
ever, what is important is not the gross cir-
culation but the active circulation, for it is
the latter which affects and is affected by
the level of economic activity. The active cir-
culation is the amount of currency in the
hands of the public. A movement in the
gross circulation of itself is of no consequence

(11) As aepposed to cyclical changes which are here consi-
dered as long-period.
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if the active circulation is unchanged (12). It
merely means that the cash reserves of the
banks are increasing, Likewise, stability of
the gross circulation is of no significance if
the active circulation is changing through a
change in the cash holdings of the banks.
The proposition that the currency circulation
is automatically responsive to the state of the
balance of payments is inaccurate and mis-
leading. It is inaccurate because it does not
allow for the behaviour of the banks. It is
misleading because it tends to focus attention
on what is undoubtedly a subsidiary factor
in economic fluctuations. If, however, we
define money supply 1n a broader sense to
include both currency and bank deposits held
by the public, the proposition scems to be
more in accord with facts. Changes in the
money supply may then be brought about by
the following factors:

(i) Changes in the external assets of
the banking system;

(if) Changes in the external assets of
the Currency Board;

(i) Domestic credit creation by the
commercial banks;

(iv) Changes in the government’s hold-
ings of rupee cash;

(v) Changes in the volume of fixed and
savings deposits.

When there is a Central Bank in the co-
untry, (i) will be replaced by (iia) — changes
in the external asscts of the Central Bank.
There will in addition be a sixth item (vi)
Changes in the domestic assets of the Central
Bank. These might be called the dezermin-
ants of the money supply.

Now, changes in the external asscts of the
commercial banks ar of the Central Bank are
the result of a surplus or deficit in the bal-
ance of payments and lead to an equivalent
change in the money supply (13). For ex-
ample, a surplus in the balance, of payments
means that the local banks are exchanging
the surplus foreign ecarnings of the country

(12) Changes in the gross circulation, of cousse, affect the
liquidity of the commercial banks,

{13) i.e. currency and bank deposits in active cirentation.
This is the counterpart of the increased national income brought
about by the balance of payments surplus.

into domestic currency — either bank depos-
its or cash. (In this case it is immaterial
whether it is the commercial banks or the
Currency Board which effects the conversion).
The effect on the money supply is the same.
The money supply will vary with the balance
of payments provided there is no change in
item (iii), that is, in the amount of credit
created by the commercial banks.

There is, of course, no reason to assume
that the amount of bank credit will remain
unchanged. On the other hand, the increased
liquidity of the banks caused by their acquisi-
tion of external assets during a boom (which
assets can at all times be converted into rupees
at the Currency Board) will be an induce-
ment to the banks to expand credit both to
the Government and to the private sector of
the economy. The amount of the increase
will depend on the demand for credit — on
the availability of satisfactory investment out-
lets in the private sector or the Government
scctor. Where, as in Ceylon, bank credit is
mainly extended to the foreign trade and
export sector, the main determining influ-
ence will be the value of exports and imports.
If the government chooses to engage in exten-
sive borrowing operations at such a time, the
banks will readily invest in government secu-
rities.

Similarly, a balance of payments deficit
leads to an equivalent reduction in bank
deposits and foreign assets. The reduced
liquidity of the banks might lead to further
contraction of credit and a tightening of
money.

The normal behaviour of the banks will
tend to reinforce the expansionary or cof-
tractionary influence of the balance of pay-
ments. This would be true, not of short-
period changes in the balance of payments,
byt where a surplus or deficit is at all pro-
longed; that is, in Ceylon, during booms and
slumps in raw material prices. The size and
significance of this secondary cxpansion or
contraction is, however, apt to be exaggerated.

In so far as the main outlets for bank credit.

are in foreign trade and the export industries,
there will be an automatic change in the
demand for credit. To the extent that other
fields of activity dependent on bank credit
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are geared to the export sector, they, too,

will curtail their demand for bank loans.

Banks will exercise an independent influence

only in so far as they are tempted by their

enhanced liquidity to lower their sccurity
canons and interest rates (during a boom), or
to put up rates or refuse loan applications
which would otherwise have been considered
sound (during a slump). There will not be

a strict correspondence between these changes,
but merely movements in the same direction.
This is no more than saying that in an export
economy the money supply increases duririg a
becom and decreases during a slump.

The tendency for the money supply to
vary in this manner is not peculiar to the
Currency Board system. Under any form of
monetary organisation the foreign balance
will affect the money supply (the gold stand-
ard is the extreme casc). It is merely that
in export economies the influence of the
forcign balance swamps the other determi-
nants of the money supply. ‘The foreign ba-
lance, as we have scen, not only leads dir'cctly
to a change of bank deposits but also in-
f_luences the demand for credit (through na-
tional income fluctuations), and the ability of
the banks to create credit by affecting their
liquidity.

. In passing, it might be noted that liqui-
c%lty of banks and other financial institu-
tions in export economies fluctuates « per-
versely » during a cycle. In an advanced type
of economy the progress of a boom is attend-
ed by a general tightening of credit and a
tendency for interest rates to rise while a
slump is characterized by monetary case and
low interest rates. In an export economy,
however, a boom brings with it an addition
to monetary reserves which leads to low in-
terest rates and monetary ease, while a slump
is accompanied by a loss of reserves and a
« tightness » of money. In an export eco-
nomy, however, where the national income
is itself determined primarily by the balance
of payments such fluctuations are also the
most important determinants of the money
suPply. The argument of the remainder of
this article is that both on the basis of theo-
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retical reasoning and the experience of over
threc years of central banking in Ceylon,
these fluctuations in the money supply are

largely inevitable in an unregulated export
economy such as Ceylon’s.

11,
Central Banking.

The traditional role of the Central Bank
in the face of monetary fluctuations brought
about by the forces mentioned above is to
vary iFs own holdings of non-cash domestic
assets in an opposite direction (item vi above).
This would uvsually be done by engaging in
open market operations. It could also take
steps to influence the amount of commercial
b.?mk credit (item v above) by changing its
discount rate or the rate at which the banks
lend (14). The limitations of these methods
in backward economies with undeveloped
money markets arc now widely recognised
(13). What is here argued is that compensa-
tory action by the Central Bank, even if it
were possible, can play only a limited role
in an export cconomy because such monetary
fluctuations usually represent an adjustment
to basic economic forces.

The claim is often made that a Central
Bank enables the pusuit of «an independent
monetary policy ». In an export economy,
however, there are very strong limitations on
such a policy. It has been argued that « the
greatest significance of the central bank lies
in the power of the bank consciously to in-
fluence the supply, availability and cost of
money in Ceylon » and that « the bank will
be able to use its domestic credit operations
to augment or offset the effects on the eco-
nomy of its foreign exchange operations » (16).
' Thf: Central Bank of Ceylon started opera-
tions in Auguost 1950. It should be wuseful

(114) :I“herc is no necessary connexion between the Central
Bank's discount rate and the banks’ leading rates as there Is in
the London money market.

) (15) Cf.. Puomrrne: Gentral Banking fn the British Domi-
nions, passim; ed. Sayers: Banking in the British Common-
wealth, Ch. 125 §. N. Sen..: Cemtral Banking in Undevcloped
Money Markets, passim.

(16) Sessional Paper XIV of iggg (Ceylon), pp. 4-5.
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to examine briefly its working in the light
of the above paragraphs. The monetary €x-
perience of Ceylon since August 1950 can be
divided into two distinct phases._Up to March
1951, we had a period of inflation caused by
the devaluations of the previous year and th.c
outhreak of the Korean War. In fact, this
phase began at the end of 1949 before the
establishment of the Central Bank. Fro%n
March 1951, we have experienced 2 slump 10
export prices. Incomes and money sup}?ly
rose up to March 1951 and bave since main-
tained a downward trend. _
The Table No. Il gives the changes in
the total money supply in hoth these phases
and the causes of the change in terms of the
determinants of the money supply listed ear-
lier. For convenience the data for the second
phase have been presented in three columns
— one for March 1951 to the end of the year
and one column each for the years 1952 and
1953 Tastn 1T
GAUSES OF CHANGES IN MONEY SUPPLY ()
{millions of rupees)

31,12.52

30,0.50 | 31.351 181,125¢
1o 10 to w0
31.3.51 | 311251 1 31,1252 | 31.12.53

I

—
Meney supply. +222.41 - 21.4!]-1 12.0| - 67.4

(1) External assets of eom-
mercial banks and Cen-

tral Bank.. +283.4i— 1.7, ~375.1] —132.6
{ii)cg?tl:jﬂ]i}il?lti(:ts.OE.tth 4 6.11-{- 1.0l+142.41.+ 58,3
e [ 25.8 - 46.7‘+ 6.3, 188
(ivziitcot?“;g::}: l:;:tl;r.cu: - 3.0 735~ 3224 '18.0
O LSBT gl aaal - naal s
(vi) Government rupee cash | — 62'0%4' 37.7i+ 0.5 7.1

(" Sources; Annual Reports and Monthly Bulletins of the
Central Bank of Ceylon.

In both phases, the chief cause of varia-

tions in the money supply is to -be found. in
changes in the external assets of the banking
In the
first period the money supply increaseclsl 'by
Rs. 222.4 million. This was Rs. 61 million
Jess than the addition to cxternal assets, Other

system and of the Central Bank.

factors making for an increase were an ex-
pansion in the domestic assets of the C.entral
Bank by Rs. 6.1 million and an extension of
commercial bank credit to government amo-
unting to Rs. 25.8 million. The disinf‘lal.tio—
nary forces were an increase of Rs. 62 million
in the government’s cash holdings and a
contraction of commercial bank credit to the
private sector of Rs. 3.1 mil]ion_.

Although the money supply increased by
almost as much as the balance of payments
surplus, the Central Bank did not consider. it
necessary to take measures 10 offsctl the in-
crease (17). In contrast to the previous year
when there was an increase in commercial
bank credit to the private sector, there was
a slight contraction in our first phase. T'he
attitude of the Central Bank towards the in-
crease in the money suply was that such an
increase was hecessary to finance the larger
volume and value of foreign and internal
trade.

The Bank’s Annual Report for 1950 re-
ferring to the expansion in ban.k creldit Ithe
previous year states that «its investigations
have disclosed that the bulk of this credit has
been cssential to finance the growing volume
of Ceylon’s trade in recent montl}s ». Then
again, «as the value of exports rlses.due to
a rise in their prices and an increase 1n the‘ir
volume it is to be expected that there will
be an ecxtension of credit to finance them.
This type of credit expansion is one of. th.e
least harmful to an economy, because it 18
short-term credit to enable the commercial
movement of goods. If the value of exports

contracts, credit will also contract. Thus the
new money will disappear if and‘ when the
time comes, just as naturally as it first ap-
peared » (18). . .

The statement above recognises an impot-
tant fact about ap export ecomomy. It reco-

{(r7) On the other hand, the Bank actlelly increased its
domestic assete by Rs. 6.1 million thus adding to the meney
SUPP(lz’é) This statement is reminiscent of :[he views of -t‘hc
Banking School and of the more recent theories of « productllve
credit v, In an export economy they scem to h.aw grea.ter
validity in that export and import prices are dt:termmed -Ol.ltslldt‘
the system and the demand for credit adjusts itself accordingly.
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gnises that the bulk of the credit extended by
the banks is to the export sector and as such
its volume fluctuates with changes in the
quantity and price of exports. The same
argument applies to an extension of credit to
finance an increase in the value of imports.

One would go further and state that during

~a boom a larger monetary circulation is ne-

cessary not only to finance the growing value
and volume of foreign trade but also to
finance the increased turnover of domestic
goods and services (19). It is clear that dur-
ing a boom the money supply must of ne-
cessity increase. ‘The problem which con-
fronts the Central Bank is how far it ought
to take offsetting action and how far it is
justified in tightening credit by raising inte-
rest rates and engaging in open market opera-
tions. If it is granted that an increase in the
quantity of money is necessary in order to
support the higher price and income structure
during a boom, it will be realised that off-
setting action will be confined within very
narrow limits,

The second problem is much less casy
to resolve. A balance of payments surplus
leads to a rise in the liquidity of the bank-
ing system through an increase in cash and
external assets, Thus, there is considerable
scopec for a sccondary expansion of credit.
In discussing the necessity for restrictive cen-
tral bank action one has to bear in mind the
almost exclusive connexion of the banking
system with the foreign trade sector of the
economy. Banks in Ceylon were first csta-
blished to meet the requirements of a « plant-
ationl » economy (exporting raw materials and
importing manufactured goods) and they still,
by and large, confine themselves to their ori-
ginal functions. Whatever credit outlets that
exist in the domestic sector of the economy
tend to be affected by the prosperity of the
export industries owing to the dependence of
the entire national income on the size of the

(19} An increase in income will be divided between savings
and expenditure on imports and on domestic goods and services,
Only the last will infuence employment and prices at home. To
the extent that domestic production is inelasde, there will be a
rise in the « domestic » price-level. This too requires an increas-
ed monetary circulation.
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export income. All except one of the major
banks in Ceylon are « Exchange Banks » and
are interested in loans to the domestic sector
only if they are likely to lead to a sale or
purchase of foreign exchange at some later
date. Following the traditions of British
banking, they insist on a type of security
against loans that is difficult to come by.
Only a small fringe of business is at all
developed along the lines of Western capita-
list enterprise. The bulk of whatever produc-
tion there is outside the export sector is still
organised along primitive lines. There is only
a very small « private enterprise » sector cater-
ing for a purely domestic market. As a
result, banks during a boom find that they
have few reliable credit outlets to absorb their
surplus liquidity.

This view is supported by a passage in the
Central Bank’s Annual Report for 1951 (20),
which, referring to the entire inflationary
period, says:

« At no time during the year did the banks hold
less than Rs. 53 million in excess reserves and at one
tme they held Rs. g2.8 million. Moreover the
figures understate the total liquid reserves of the
commercial banks since some of them, as just indi-
cated, held large balances overseas that could be
brought to Ceylon in case of need. In meost other
countries Central Banks have had to restrain credit
cxpansion to the private sector in order to check in-
flation. In Ceylon the Ceniral Bank did not need to.

In one way the reluctance of the banking system
to lend has been an advantage; it has made Central
Bank policy easier during a period when inflationary
pressures were strong. But from a long-run point of
view, it is a discouraging commentary on Ceylon
banking as well as on Ceylon enterprise, that in a
year when the country was unusually prosperous,
wheqp banks’ resources were large and when the
Central Bank was imposing no really important curb
on the creation of private credit, the increase in such
credit was so small. From December 1950 to De-
cember 1951, bank extension of private credit in one
form or another increased by only Rs. 76 million,
Much of this increase can be accounted for by the
necessity for financing imports and exports at higher
prices. A major task of the Central Bank in the
years to come will be to stimulate the commercial
banks to extend a larger volume of credit to the pri-
vate sector of the Ceylon economy ».

(20) Paragraphs 38 and 3g.
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It is not often that one finds a Central
Bank complaining that banks have not cx-
tended enough credit during a boom. This
sceming paradox can only be explained by
the underdeveloped nature of the Ceylon
economy and its relance on a banking system
which is totally unsuited to the structural
environment. From a shortterm point of
view, the Central Bank’s objective would be
to tighten credit during a boom in order to
check, in so far as it is possible, the upsurge
of the pricelevel. But from a long-run point
of view, an underveloped economy, if it is
at all capable of unaided development, should
find a boom period pasticularly favourable to
economic expansion. And such an expansion
should undoubtedly reccive the blessings of
the Central Bank. This is a dilemma of
credit policy in a backward export cconomy
which seems incapable of solution along tra-
ditional lines.

‘In a backward economy such as that of
Ceylon where there is a hard core of under-
employment and uncmployment in the rural
sector, a mechanical anti-inflationary policy
during a boom is definitely ill-advised. It is
only during a boom that this sector expe-
riences even a slight increase in employment
and activity in the form of increased produc-
tion and trade. There appears a tendency for
the pressure of the population on the land
to be eased and there is a drift towards other
cecupations primarily in the urban areas. At
the same time the increased profitability of
production attracts those who are kept away
at normal times owing to the high risks of
business inherent in an undes-developed co-
untry. In the circumstances, making c1_'cd'1t
prohibitively expensive may not amount to
killing the boom, but it does prevent the
domestic sector of the economy from sharing,
however indirectly, in the fruits of the ex-
port bhoom,

Paced with this dilemma, the Central
Bank is liable to find the scope and efficacy
of quantitative controls extremely limited. On
the other hand, it must lean heavily on qua-
litative or direct controls of which there are
several in its armoury. Not all of them are
likely to be equally effective.
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During the inflationary phase the Central
Bank took two major steps to curb the ex-
pansion of the money supply. In December
1950, it raised the reserve requirements against
demand deposits from 1o per cent to 14 per
cent. In spite of this move, the banks at no
time had less than Rs. 53 million in excess
reserves, ‘This attempt at quantitative control,
therefore, could not have bothered the banks
overmuch, '

The other move was an example of
« moral suasion ». The Bank «informed the
commercial banks that it did not wish to
encourage them at this time to bring their
balances to Ceylon from overseas. Repatria-
tion of such balances would only serve to in-
crease the commercial banks’ excess reserves
and ‘tempt them to engage in non-essential
lending, thus further increasing the money
supply » (21). As long as the bank’s overseas
assets were convertible into domestic cufrency
at the Central Bank, it is doubtful whether
this measure could really have been a deter-
rent to credit expansion had there been suffi-
ciently attractive outlets for bank loans. Mo-
reover, the fact that the Banks had consider-
able excess reserves of cash indicates that the
level of liquid assets was not an important
influence on the amount of their lending.

On the other hand, the request that the
banks should not create « non-essential, parti-
cularly speculative credit » is likely to have had
some effect. Measures to control the direction
of credit rather than its quantity are likely to
be much more fruitful in Ceylon’s economic
climate. ‘The power to fix « ceilings » on
particular types of loans was not used in this
period although it is undoubtedly one of the
most powerful weapons at the Bank’s dis-
posal. It is likely that this method of credit
control will be in increasing evidence in the
future.

The net effect of the boom was that the
money supply increased almost as much as
the balance-of-payments surplus. There was
a rise in prices both of imports and of do-
mestic or home-trade goods. One cannot but

(21) Annual Report of the Central Bank for 1950, para. 17.
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conclude that on the first occasion that it
was tested the Central Bank was able to
make very little impression on the monetary
and financial situation. Considering the con-
text in which it had to operate and the
conventional nature of its weapons and objec-
tives it is doubtful whether it could have
done a great deal more. Unfortunately, its
record of achievement in the ensuing period
is no more encouraging.

Although the post-Korean boom had reach-
ed a peak by the first quarter of 1951, the
year as a whole ended with a surplus in the
balance of payments; the large credits in the
first quarter and the very much smaller one
in the fourth quarter offsetting the deficits
during the sccond and third quarters. Bet-
ween March 1951 and December 1951, the
money supply declined by Rs. 21.4 million
while external assets fell by 81,y million. The
important offsetting factors were an expan-
sion of bank credit to the private sector of
Rs. 73.5 million and a decline in government
rupee cash by Rs. 37.7 million. The domestic
assets of the Central Bank, in contrast, in-
creased by a mere Rs. 1 million.

By the end of the year deflationary forces
were well under way. The Central Bank
reacted by lifting its « moral embargo» on
the repatriation of the banks’ overseas assets
and in fact actively encouraged such repa-
triation (22). Since mid-1951 there has been
a beavy fall in export prices and a worsen-
ing of the terms of trade accompanied by
a loss of external assets and a fall in the
money supply. The money supply during
1952 declined by Rs. 112 million but ex-
ternal assets fell by Rs. 375.1 million. 'The
chief factor countering the deflationary effect
of the balance of payments was government
finance. There was a considerable short-fall
of revenue over expenditure. Government bor-
rowed from the Central Bank to the tune of
Rs. 142.4 million and as much as Rs. 67.3
million from the commercial banks. It deplet-
ed its holdings of rupee cash by Rs. 92.5 mil-
lion. On the other hand, bank credit to the

{22) Cf. Annual Report of the Central Bank, 1951, para, 37.
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private sector declined by Rs. 32.2 million in
sympathy with the fall in export prices and
national income, The failure of the Central
Bank to prevent a decline in the volume of
bank credit, let alone stimulate an increase of
borrowing, although the banks at all times
had excess reserves, serves again to underline
the high degree of correlation between bank
advances and variations of export incomes.

Owing to the budget deficit of the govern-
ment, the Bank itself did not need to engage
in open market operations on any appreciable
scale. The role of the Central Bank was to
serve as an engine of the government’s policy
of deficitspending. In other words, in the
absence of a Central Bank the government
would have had to rely solely on the com-
mercial banks for raising loans. The Bank
made the task easier by itself makihg short-
term loans to the government and by buying
government securities which cventually added
to the reserves of the commercial banks and
enabled them to subscribe to the new loans
that the government was floating,

The same monetary trend continued
throughout 1953. External assets declined by
Rs. 132.6 million and the money supply by
Rs. 67.4 million, The main factor serving to
counteract the deflationary effect of the fall
in foreign assets was again the increase in
the domestic assets of the Central Bank
amounting to Rs. 58.3 million. These con-
sisted largely of short-term advances to the
Treasury.

The contribution of the Central Bank to-
wards monetary stability during the period
was certainly negligible. Its chief function
was to enable the government to run a deficit.
During the two financial years 1952-1953
Government ran a deficit of Rs. 483,5 mil-
lion., Towards this the Central Bank con-
tributed over one-half — Rs. 255.5 million by
increasing its holdings of domestic assets (pro-
visional advances to government and govern-
ment securities). The rest was subscribed by
the commercial banks and by non-bank
{mostly institutional) investors. It is signifi-
cant, that during this same period the Cen-
tral Bank’s holdings of government securities
increased more than did the entire non-cash
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assets of the commercial banks (23). Table 111
shows how the deficit was financed.

Taptn T
Deficit financing million
Central Bank . . . . . . . . 255.2
Commercial Banks . . . . . . 34.6
Mon~bank investors . . . . . . 93.8
Drawing down of cash balances . . 99.9
483.5

The experience of this period illustrates
the difficulties of running a budget deficit
duting a slump in a backward cconomy. A
compensatory monetary of fiscal policy comes
up against severe balance-of-payments diffi-
cultics (24). Owing to the high marginal
propensity to import, a large fraction of an
increase in income is spent abroad and con-
tributes to the already existing drain on fore-
ign reserves, The scope for deficit-spending
is thus limited by the size of the foreign
reserves and the minimum to which they can
be allowed to all.

Having been an accessory of government
financial policy, the Bank remarks in its
Annual Report for 1952 that the uninter-
rupted and heavy drain on the country’s ex-
ternal assets was due to this very policy.
Government policy, it argues, helped main-
tain consumption and imports during a slump
and thus prevented the automatic corrective
of income-deflation from operating (25). Now

{23) The figures arc:

— Central Bank’s holdings of government securities:
4+ Rs, 142.5 million,
— Commercial banks’ non-cash assets; -+ Rs. 58.8 million,

{24) Between January 1952 and Janvary 1954 the country’s
cxternal assets have fallen at a monthly rate of about Rs. 30
million,

The budget deficits incwrred during the years 1949-54 were
not strictly anti-cyclical or compensatory spending. They were
part of a programme of long-run development — the Six Year
Plan. The bulk of ¢his expenditure fell during a period of
falling export prices and balance of payments deficits and thus
amounted in fact to compensatary spending in the Keynesian
sense, ‘The hudget speeches of the Fon, the Finance Minister
have not always showed an awareness of the differences in the
problems which arise in the two types of deficit-financing.

this automatic corrective was part of the me-
chanism of the Currency Board System where
money could not be created against domestic
assets, What the Bank is complaining of is
that monetary events did not conform to the
pattern that would have obtained had there
been no Central Bank. This is a frank ad-
mission of the weakness of orthodox central
banking in a backward export economy. It
is just as well that this admission comes so
early in the Bank’s life.

No doubt the Central Bank can within
limits prevent an cxcessive contraction or ex-
pansion of credit. It can prevent a « non-
essential or speculative expansion of credit »
and the financing of mushroom ventures. It
can contribute towards healthy banking prac-
tices by bank supervision. It can advise the
government on financial and economic mat-
ters. [n all these fields it can achieve a
lot (26). But in the major tasks of central
banking — the stabilisation of incomes, prices
and the money supply — it fares very badly.
This is the lesson of recent experience.

What then is the future of central bank-
ing in Ceylon to be? The above reflections
suggest, that if the Bank follows orthodox me-
thods and conventional policies it can be little
more than a spectator watching the economy
tossed backwards and forwards between boom
and slump by the current of world events. The
root cause of this situation is the undeveloped
nature of the economy itself — the abject
dependence of its National Income on fluc-
tuations in export prices. Measures have to
be taken, to stabilise export prices so far as
it is possible (27). The economy must be
developed and diversified. Central banking
must be integrated with policies of long-run
development. Orthodox central banking of
the British model or even the more elaborate

(25) Cf, Central Bank’s Report for 1g52, para. 23. A fall
in the foreign balance leads to a multiple fall in incomes, which
leads to a fall in impores (depending on the marginal propensity
to imtport). This constitwtes an automatic adjustment of (he
balance of payments. To the extent that incemes and cxpen-
ditare are maineained through credit creation imports are main-
tained while export values are falling. This causes the drain
on external assets to increase cumulatively.

(26} Prof, R. 5. Savsss in his Modern Banking (3rd edn.),
Ch. 12 stresses these « ancillary functions »,

(27) A recent attempt to achieve greater stability in the
price of rubber is the Jong-term pact with China.
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American-inspired models can do very little in
thc? context of a backward export economy.
It is beyond the scope of this article to discuss
the methods by which the development that
is s0 urgently needed might be secured. But
it is clear that an overall Investment Pro-
gramme must be undertaken. It must be a
Plan which will draw into employment the
su.rplus population in the rural areas and
v‘\uden the ambit of modern credit institu-
tions. National credit policy must be subor-
dinated to that Plan, This implies a rigid
and direct control of expenditure, bank loans
and foreign payments and perhaps, price-
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contre! and rationing. The older methods of
centrsl banking might have their use but
newer and more appropriate instruments must
be forged. All this implies a radical change
of .outlook on the part of the Central Bank.
It is only with the help of such policies that
the economy can be jolted out of its lethargy.
Then only can central banking be really effec-
tive. Untl then the balance of payments
must continue to dominate not only the mo-

ney supply but also the entire National In-
come of the country.

H. A. de 8. Gunasexsra




