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FOREWORD

The Bank of Jamaica has undertaken to publish a series of pamphlets on topics
that are integrd to the policies and operations of the Bank.

The pamphlets are designed to enhance the public’ sunderstanding of key Central
Banking issues. In thisregard, the pamphlets will present important economic
and financia information in a manner that will benefit a wide cross-section of
users. In particular, it is anticipated that the material presented will assist
journaists, investors, students and other members of the public who frequently
request relevant documentation and/or explanations from officers of the Bank.

The Bank and its staff in continuing to serve the Jamaican public are pleased to
add these pamphlets to existing publications as we strive to inform and educate.

We take this opportunity to extend our gratitude to al who have supported the
process and would like to invite suggestions and commentsfrom al our readers.

Myrtle Halsall (Mrs.)
Division Chief & Head of the Editing Committee
Resear ch & Economic ProgrammingDivision

Bank of Jamaica
October 2000
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PREFACE

Discussions on economic policy in Jamaicaoften focus on interest rates and the
exchange rate because changesin these prices play acritica roleinthe decisions
that people make about saving and investing. Money and credit conditions also
influence inflation and therefore, are important determinants of the quality of
lifeof Jamaicans. Bank of Jamaicaistheingtitution that manages these conditions
with the objective of keeping inflation low and stable. The specific targets that
the Bank sets and the actions that it takes towards meeting these targets are
described as monetary policy.

This pamphlet provides information on how monetary policy is determined and
managed in Jamaica. It examinestheissues and illustrates how monetary policy
affectsthe Jamaican economy. Explanationsare also provided for thetechnica
terms frequently used in relation to monetary policy.



THE AIM OF MONETARY POLICY
What isMonetary Policy?

Monetary Policy refers to actions taken by the central bank to influence the
amount of money and credit in the economy. In doing so, the central bank can
determinethelevel of consumption or investment spending, and hence influence
the rate at which domestic prices grow, and the level of growth in the economy.
Monetary policy operates through the financia system — mainly commercia
banks, which will transact their business, influenced by the signals sent by central
bank actions. In controlling the amount of money (deposits, notes and coins in
circulation), or theamount of credit (amountsthat banks and other finance houses
canlend), the central bank will influencethe level of activity within the economy.

Therole of monetary policy in the macr oeconomy
What contributions can the central bank make to the economy?

The role and functions of the central bank are defined in the law that governs
theinstitution. Whilethere are substantial differencesin the structure of central
banks worldwide, their operations have conformed to the primary objectives of
monetary and price stability, with extensons to financia system gability. The
role of the central bank istherefore divided between two aspects. (a) monetary
and price stability, the broader macro function and (b) financial system stability,
which includes a focus on operations of financial ingtitutions at the micro level.

Monetary and price stability is an objective that relates central bank operations
to overdl conditions in the economy. The main objective of this function is to
maintain the internal and external value of the domestic currency. On the other
hand, the function of financia system stability requires that the central bank
oversees the practices of its supervised financial institutions to ensure the
mai ntenance of asound financia system in which people are confident to save.

Under the Bank of Jamaica Act (1960) the macroeconomic objective is to
influence the volume and conditions of supply of credit so as to promote the
fullest expansion in production, trade and employment, consistent with the
maintenance of monetary stability in Jamaica and the externa vaue of the



currency. From this broader focus, the Bank of Jamaica has since evolved into
an ingtitution that has adapted its macroeconomic objectives to reflect the new
standardsfor central bank management worldwide. The policy focus since 1996
has been the alignment of domestic inflation with that of Jamaica’ smagjor trading
partnersto ensure relativeexchange rate stability aimed at providing an anchor
for long-term monetary stability. The Bank’ s mission statement, defined in 1996
outlinesthe objective asformulating and i mplementing monetary and regul atory
policies to safeguard the val ue of the domestic currency, and to ensure the
soundness and devel opment of the financial system. The Bank’ smonetary policy
actions are therefore aimed at affecting monetary and financial conditions to
achieve price stability, and facilitating sustainable growth in rea output and
generating employment — the latter two perceived as subsidiaries of attaining
price stability.



MONEY AND INFLATION
What ismeant by price stability?

Having stable pricesin an economy means experiencing changes in the price of
goods and services that are so low and predictable that they hardly affect the
plans and welfare of firms and individuals. The change in the price of goods
and servicesistermed inflation and the Bank’ s monetary management aims at
keeping inflation low and steady (see Pamphlet No. 2 in thisseriesfor detailed
discussion on inflation). Centra banks worldwide have recognized that low
and predictableinflation reduces the level of uncertainty within the economy, as
compared to an inflationary economy wherethere are rgpid and variable increases
inthe price level. Inthiscontext, central bankerstry to prevent inflation as the
costs of inflation can harm economic progress. High and variableinflation affect:

People such as pensioners and fixed income earners whose incomes

do not rise asrapidly as prices. Therefore the same amount of money
will purchase less goods and services.

Peoplewho saveor lend at an interest ratethat islower than theinflation
rate, therefore suffering a loss of purchasing power over time.

The certainty of the environment for business planning. For example,
a businessman finds it hard to decide whether he should invest now, or
delay the purchase of a new machine when he faces the possibility of
prices rising sharply and unpredictably. Further, he has difficulty in
defining the time path of the cost of inputs and the price at which he
should sell the final good/service he produces.

Inflation feeding on itself — where one set of price increases leads to
expectations of another set of priceincreases, and anticipatory defensive
price adjustments (e.g. wages and prices being set in anticipation of future
wage and priceincreases). Thissituation developsintowhatiscalled an
inflation spiral whereinflation literally feeds on itself and becomes self-
per petuating.



With the uncertainties that inflation creates, it can discourage investment and
inhibit growth. Inflation if left unchecked, could result in hyperinflation, which
is the price level increasing a an extremely rapid rate, and a generd loss of
confidence in holding the domestic currency.

Money and Pricesin the Domestic Economy

At this juncture it becomes important to examine the link between money and
domestic prices to answer the questions: ‘How is money linked to inflation?’
and ‘How will the use of monetary policy create an environment for stable
prices?

Simply put, monetary policy affects inflation through the transmission
mechanism. The transmission mechanism of monetary policy tracesthe various
channels through which monetary policy changes will affect the domestic price
level. The Bank uses two smple frameworks that examine the relationships
between money supply and the price level.

Relationship 1:1t is suggested by economic theory that over the long run, the
rate of growth in money will equate to the rate of growth of the domestic prices.
Algebraicdly, the long-run equilibrium condition isthat:

DMS=DP

This means that in the long run, the change in money supply will equate to the
change in domestic prices.

Relationship 2: This second theoretical relationship outlines that the balance
between changes in money supply and money demand be such that domestic
pricesremain stable. Therefore, to meet the objective of relatively stable domestic
price changes, the Bank of Jamaica, through monetary policy, hasto ensure that
the money that is within the economy (money supply) isthe amount that people
want to hold to transact real activity (money demand). The agebraic expression
for thisequilibrium condition specified as:

DMS=DMDP DP£0



i.e. the change in money supply is equal to the change in money demand, which
implies that the change in the domestic price level (inflation) is less than or
equal to zero.
Where: MS= money supply
MD = money demand
P = domestic pricelevel.

Given these two economic relationships, the Bank of Jamaica has studied and
traced its monetary policy changesthrough the Jamaican economy. Thediagram
in Box 1 depictsthe transmission processfor the Jamai can economy, highlighting
the various economic variablesthat are affected by the Central Bank’ s monetary

policy operations.

BOX 1: Schematic Flow of the transmission of Monetary Policy in Jamaica
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Within the transmission process of monetary policy in the Jamaican economy, monetary
policy actions will first affect the monetary base. The effects of monetary base changes will
transmit to domestic prices either through money supply, or it is observed through changes
in the exchange rates. Therefore, relying on these theoretical constructs and based on our
practical experience, it is clear that explicit management of the monetary base is critical
to the process of managing Jamaica’s inflation.

In light of this, the Central Bank adheres to the strict monitoring of the monetary base to
influence money supply expansion at a rate that is consistent with achieving stable domestic
prices.




Thequestion of the rate at which money and credit should growwithout creating
excessi ve priceincreases within the domestic economy comesto thefore.

The appropriate use of monetary policy tools by the Central Bank will alow
money and credit to grow at a pace that allows economic activity to expand at a
sustainable rate without creating excessive price increases. Simply put, both
aggregates need to expand sufficiently to allow people to get the loans they
need to buy equipment, machinery and new houses without fueling increasesin
the prices of assets, goods or services within the economy.

Jamaica’ s experience of inflation and money growth trends shows distinct cycles
in our macroeconomic history. Table 1 presents the data on the behaviour of
inflation and money supply growth over the period 1986 to 1999. During the
period 1986 to 1989, the average annual inflation rate was 11.1% and
corresponded with average growth rates in money supply of 21.6%. For the
period 1990-1995, the average annua inflation rate of 38.8% coincided with
rapid growth in the money stock. The period saw the average annual growth in
the money stock at 41%, and contributed significantly to inflation reaching its
peak of 80.2 % during 1991. However, between 1996-1999 inflation has
remained below 10%, with the latest achievement of 6.8% increasein pricesfor
the 12 months to December 1999. Consistent with the 9.9% average inflation
out-turn during this period, the average annual money supply growth has
remained relatively low, declining to 17.1% for the period.

Table1: Comparative I nflation and Money Supply (M 2) Growth

Years Average Avg. M2 Inflation Ranges
I nflation % growth (%)
1986-1989 111 216 8.4 (1987) —17.2 (1989)
1990-1995 38.8 40.7 25.5 (1995) — 80.2 (1991))
1996-1999 9.9 171 6.8 (1999) — 15.8 (1996)

Data Source: Satistical Digest, Bank of Jamaica



Question: How is Monetary Policy Conducted?

For the Central Bank to conduct and implement monetary policy actions
effectively there are two important elements of the process. The first element
of monetary operationsis that of targeting the balance sheets of the ingtitutions
over which it has supervisory responsibility —i.e. those ingtitutions encompassed
within the legal ingtitutional mandate. Additiondly, the Bank has its monetary
policy framework that it studies and uses to determine policy parameters and
the appropriate shiftsin its policy variables.

Institutional arrangements

Monetary policy in Jamaicais administered by the Bank of Jamaica, which was
established by the Bank of Jamaica Act (1960). With the establishment of the
Bank of Jamaica, legidation was aso put in place for the Bank to regulate
ingtitutions of Jamaica sbanking industry. Theingtitutionsthat the Central Bank
supervises, and through which monetary policy is conducted are presented in
Box 1. At present, the ingtitutions include commercia banks, building societies
and ingtitutions licensed under the Financia Institutions Act (F.I.A.).

BOX 2: Jamaica's Financial System

BANK OF JAMAICA
CENTRAL BANK
(Bank of Jamaica Act)

F.I.LA. INSTITUTIONS
(Merchant Banks & Trust
Companies)
(Financial InstitutionsAct)

COMMERCIAL BANKS
(Banking Act)

BUILDING SOCIETIES
(Building SocietiesAct)

These arethemain ingtitutions of the Jamai can banking system, with their respective
regulatory Acts. Asat December 1999, thereweresix (6) commercial banks, fourteen
(14) Ingtitution licensed under the Financial Institutions Act, and five (5) building
societies.




POLICY FORMULATIONAND REVIEW

How doesthe Bank of Jamai ca conduct monetary policy?

Following the transmission process outlined previoudy, the monetary policy
framework used by Bank of Jamaica to implement and analyze its policy
decisonsisdepicted in Box 3. Four stages of policy design and monitoring are
identified, with a set of monitoring variables associated with each stage. The
components of the policy framework are:

@)

(b)
©
(d)

The definition of the objective of monetary policy: pricestability (discussed
previoudy)

Setting Intermediate Tar gets: exchange rates and money supply
Setting Operating Targets: monetary base and interest rates
Manipul ation of Monetary Policy Instruments: open market operations



BOX 3: The Monetary Policy Framework of the Bank of Jamaica
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The monetary policy framework simply defines the process of transmission for
policy actions taken and the impact on the final objective. The flow from policy
changes to final target does not have distinct stages. By assessing the response to
changes in policy variables overtime, the Central Bank is able to predict the
expected outcome on the objective variable, and adjust its instruments

appropriately.




The process of policy formulation commences at the stage of the Financial
Programme that outlines and defines the main economic variables — including
inflation, money supply and base money! expansion that would be consistent
with these parameters. The target for inflation is approved by the Minister of
Finance and isincorporated into the budget process and sectoral plans. Anaysis
of the Financid Programme is broken down from annuad to quarterly, monthly,
weekly and daily monitoring of some of the variables— particularly the monetary
base, sincethisaggregateisat the heart of the transmission process. Withthisin
mind, the Central Bank’s balance sheet is generated daily and is analyzed
thoroughly in the process of base money management. Box 4 outlines the
components of the BOJ Balance Sheet and describes the effects of movements

in its components on the monetary base.

BOX 4: Bank of Jamaica Balance Sheet & the Monetary Base

Having outlined that the process to control changes in domestic prices
begins with what the central bank does to change money supply, it is
important to examine the monetary base and itscomponentsthat can either
increase or decrease it. This process is critical since movement in the
monetary baseisthe main driving force behind changesinthemoney supply.
Inthisregard, we examine the Bank of Jamaica' sbalance sheet to identify
the components that will add to the monetary base or subtract from the
base depending on the movement in the specific item.

Components of the Central Bank Balance Sheet

Assets Liabilities

Securities: GOJ LRS, T-hills, Open Market Instruments

Debentures Deposits for Government
Cash & related entities
Deposits with the US Central Bank Foreign Liabilities
Advancesto financial institutions Bank deposits
Repurchases Currency Outstanding
Other Assets Other Liabilities

! Themonetary baseisdefined asthe sum of notes and coinsissued by the Central Bank and commercial
bank reserves.
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Assets

Securities: These include the BOJ's holdings of GOJ securities including LRS, Debentures
and Treasury Bills. Theamount of securitiesheld is controlled by the Central Bank’ s secondary
market trading and less dominantly, by the Bank’s participation in primary offers of the
Government.

Cash: Thisis avery small item on the balance sheet, and it includes currency held by the
Central Bank to conduct day-to-day banking operations.

Deposits with the US Central Bank: Deposits with the US Central Bank form a part of the
Bank’s gross International Reserves, and are held primarily as short-term placements or in
‘AAA’ grade US Treasury bonds.

Advances to financial institutions Under the BOJ Act, the Central Bank acts as a lender of
last resort. This function makes provisions for commercial banks experiencing temporary
liquidity shortfalls to access funds from the BOJ through the inter-bank clearing system. Of
course, very high interest rates are levied to act as deterrent for institutions using thisfacility.

Repurchase Agreements: Short-term loan facility provided to commercial banks that need
additional liquidity for a short period. Thisloan is secured only by risk-free GOJ securities.

Other Assets: Thisincludes other items on the balance sheet such as physical goods— buildings
owned by the Bank, computer equipment, and other items not classified under the other groups
of assets.

Liabilities
Deposits of Government & Public Sector entities: These comprise deposits balances held by

the Government at the Bank of Jamaicato facilitate debt paymentson their behalf.

Foreign Liabilities: These represent claimsthat international institutions have on the Central
Bank. It will include amounts owing to the IMF, or other mutli-lateral agencies.

Currency Outstanding: This comprises all notes and coins issued by the Bank of Jamaica.

Bank deposits: Thisgroup comprises deposit balances banks kept at the Central Bank. These
balances are called reserves.

Open Market Instruments: These comprise the instruments issued specifically for Central
Bank open market operations.

TheMonetary Base

Recall that the monetary base comprises monetary liabilities — currency issue [C] plus bank
reserves [R]:

11



MB=C+R

The items on the RHS of the equation indicate how the base is used.
Unfortunately, the equation as defined does not tell us the sources of the
base. However, the conventional accounting principles define the
accounting identity that ‘ Total Assetse Totd Liabilities. In thisregard,
the balance sheet presented above alows us to specify the sources of the

monetary base as follows:

C + R =ForeignAssets- ForeignLiabilities + DomesticAssets - DomesticLiabilities

——
MoneyBase NIR

NDA

Therefore, the factors affecting the monetary base are summarized in Table 2.

Table 2: Factors affecting the Monetary Base (Summary: End of March 2000)

Factor

1. Net International Reserves(NIR)
la. Foreign Assets
1b.Foreign Liabilities

2. Net Domestic Assets (NDA)

2a. GOJ Securities

2b.GOJ Deposits

2c. Other Public Sector Items (net)

2d. Advances to Financial Institutions
2e. Deposits of Commercial Banks

2f. Reverse Repurchases & CB Deposits
2g. Repurchases

2h. Other Private Sector Items (net)

3. Monetary Base (NIR + NDA)
3a. Currency Issue
3b.Bank Reserves

Stock as at
March 31,
2000

22,388.9
26,954.6
-4,565.7

8,615.1
53,331.8
-19,407.5
6,090.3
1,870.8
-6,074.9
-38,073.8
0.0
10,878.4

31,004.0
13,913.1
17,090.9

Changein
Changein Monetary
Factor Base

Source: Bank of Jamaica
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For the Centrd Bank to act in atimely manner in responseto changesin economic
variables, monetary policy operations are reviewed and discussed on aregular
basis. An Operating Targets Committee meets each day by 8:30 am. to review
financia flows, especially those that affect the monetary base. The Committee
comprises the Deputy Governor in charge of monetary stability and senior
officersin the areas of economic research (policy design) and market operations
(policy implementation). The head of the Committee specificaly designated
by the Central Bank Governor will advise the Governor of the discussions and
the recommendations for action taken.

How arethe policy decisions made?

Discussions of the Committee adopt three elements. review of the previous
day’s developments, preview of expected developments all discussed within
the context of the available macroeconomic information on fiscal expenditure
and debt raising, external sector trends and other relevant market information.
Since monetary policy is primarily concerned about the flows of money and
credit denominated in Jamaica dollars, critical attention is paid to how the
components of the monetary base moves, identifying the sources of liquidity
and the counter movements of other componentsthat offset the liquidity impetus.
Review of the previous day’ strading in the foreign exchange market isincluded
in the daily andysis aimed at being fully aware of developments in the foreign
exchange market and the early detection of the signs of foreign exchange market
pressure. Having reviewed al theinformation — expected Jamaicadollar liquidity
movements, and expectationsfor foreign exchange market trading - the decision
is taken as to the level of open market operations that would be required to
leave commercia banks' freereservesat aminimum.

Typicd discussionsin the Operating Targets meeting will cover the movements
in base money components during the previous day, and the impact these
movements had on the monetary base. Next, the meeting reviewsthe details of
the Central Bank’s Net International Reserves as a part of the whole aspect of
reserve management that is included in the Central Bank’s mandate. Detailed
discussions on money and foreign exchange markets ensue, where subscriptions
to Central Bank open market instrumentsare outlined, and the foreign exchange
market-trading summary discussed. During the process, al relevant information
on GOJ debt raising, and expected expenditure (specifically use of deposits

13



from the Central Bank) are discussed extensively. At the end of this process, the
meeting is informed of expected liquidity flows and the requisite volume of
open market instruments that will leave the banking system with free reserves
sufficient to conduct its daily operations.

In other instances where the foreign exchange market shows signs of pressure
the same information is discussed, however, market information is anadyzed at
greater depth. Market intelligence plays a critical role in this process as the
meeting assesses whether the developments are short-lived or will exist over a
protracted period. In this regard, in addition to defining the volume of open
market contracts required to minimize the free balances, decisonsare also made
on the level of foreign exchange market intervention that will be pursued.

Within this context therefore, the Central Bank’s base money management
activities— open market operations conducted in the money market and the sale
of foreign currency —encompass liquidity control effected through the NIR and
through the NDA. Operationsin these markets therefore represent avenues that
are equaly important in controlling domestic inflation.

Depending on the circumstances, the Central Bank will take actionsto affect the
monetary base either through adjusting theinterest ratesit offers on securitiesor
through adjusting the volume of money market instruments that it trades. The
Bank aso actsthrough trading on the foreign exchange market. 1n someinstances,
the review of the main economic variableswould suggest asingle shift in policy,
graduated movements, or a combination of movements required to influence
the operating target.

The main channd for liquidity control, however, is through the domestic money
market, where short-term debt instruments are used to smooth the level of money
and credit in the system. Operations of thistype that are conducted through the
money market are called indirect monetary tools, and are so called because
they affect the monetary variables by working through other variables.
Alternatively, there are direct policy tools for monetary control that will affect

the amount of money or credit available in the system immediately.
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Monetary Policy Tools
What arethetools of monetary policy?

Monetary policy toolsare classified aseither indirect or direct instruments. These
ingrumentsam at reducing the amount of money in the economy, and the amount
of credit that financia ingtitutions can give. Currently, the Bank of Jamaica
uses the following monetary policy tools:

Indirect Policy Tools: Open market operations
Direct Policy Tools: Reserve requirements

Indirect Monetary Policy Tools
What are open mar ket operations?

Open market operations describe trading on the secondary market between the
Central Bank and specifically designated authorised dealers. Trading is
conducted through a combination of channels. In the first instance, the Bank of
Jamaica uses risk-free securities such as Government of Jamaica securities —
either being sold directly to authorised dedlers or being used as collateral for
short-term loans. Thelatter form of money market arrangement are usualy from
severa daysto six months, and are negotiated at an agreed interest rate, which
in the case of the Bank of Jamaica is the reverse repurchase rate. These
instrumentsare called ‘ open market’ becausethey are availablefor purchase by
al authorised traders in the money. In the case of Jamaica the group of
specifically designated authorised tradersare called Primary Dealers.

The Bank of Jamaica uses reverse repurchase transactions as the dominant
facet to conduct open market operations. Thistype of open market transaction
includes negotiations between the Bank and authorised traders to temporarily
sl sharesof aGOJinstrument, at an agreed interest rate, for an agreed duration.
At the end of the specified time period, the traders present the shares or claims
on the Central Bank for the payment of principal aong with the agreed interest
earned. Currently, the Central Bank offers open market contractsfor 30-daysto
180-days inclusive. To determine the interest rate on the various tenors, the
Bank independently setsits 30-day reverse repurchaserate whichis then used
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asabenchmark ratefor all other open market contracts negotiated by the Central
Bank in the money market. To the extent that an authorised trader buysreverse
repurchases this will affect the level of money and the credit in the banking
system in the short-term. The smplest form of open market transaction is the
direct sale or purchase of securities on the market, and is used lessfrequently by
the Central Bank in managing liquidity, or where the Bank has specific liquidity
management objectives. For example, if the Central Bank wants to reduce the
amount of money and credit in the economy, it sells to the market a portion of
the stock of Government securitiesit holds, and acceptsfrom the Primary Dedler,
the amount in Jamaica dollars. Having sold securities, the Central Bank would
have reduced the money and credit in the financia system. Box 5 explainsin
more detail how thistype of open market action by the Central Bank will affect
the balance sheet of commercia banks and hence the amount of money and
credit within the financial system at any point in time.

Open-market operations can also be conducted without the use of Government
securities. In this case the Central Bank issues its own instrument (a deposit),
which isbacked by the Central Bank’ s guarantee to repay the amounts deposited
at the agreed time of maturity. Interms of liquidity management, using deposits
haveasmilar effect asusing reverse repurchase transactions. Theseinstruments
offer one advantage over reverse repurchase transactions in that interest rates
governing these arrangements will vary without necessarily signaling a shift in
the Bank’ s monetary policy stance.

Repurchase agreements represent the opposite money market transaction to
reverse repurchasesthat are brokered between authorised dealers and the Bank
of Jamaica. Repurchase agreements (repos) are used by banking institutions
when they are faced with temporary liquidity shortages. The authorised dealer
may approach the centra bank with Government security, which they use to
secure ashort-term loan from the central bank. Thesearrangementsare usually
very short-term, as they often do not last longer than a day.

16



BOX 5: Assessing How Open Market Transactions Affect Credit

Bank of Jamaica

BalanceSheet asat March 31,2000

Assets($Imn.) Liabilities($Jmn.)
GOJ Securities 1000.00 Deposits: 1000.00
o/w: ABC Bank 500.00
Other Deposits 500.00
Total asat March 31, 2000 1000.00 1000.00
BalanceSheet asat April 30,2000
Action: Sell $400 million from the Stock of Gover nment Security
Assets($Imn.) Liabilities($Jmn.)
GOJ Securities 600.00| Deposits: 600.00
o/w: ABC Bank 100.00
Other Deposits 500.00
Total asat April 30,2000 600.00 600.00
Commercial Bank ABC
Balance Sheet asat M ar ch 31, 2000
Assts Liabilities
Balance at the BOJ 500.00 Deposits:
Loans 800.00| ofw: Private Sector 800.00
GOJ Securities 1000.00 Public Sector 1500.00
Tota asat March 31, 2000 2300.00 2300.00
Action: Buy $400million worth of securitiesfromtheCentral Bank
BalanceSheet asat April 30,2000
Assets($Imn.) Liabilities($Jmn.)
Balance at the BOJ 100.00| Deposits: 800.00
Loans 800.00 o/w: Private Sector 1500.00
GOJ Securities 1400.00 Public Sector
Total asat April 30, 2000 2300.00 2300.00

Bank ABC hasreduced itsfree balances held at the Central Bank having purchased $400 million of the securitiesthat were offered to the market. At the
beginning of April, Bank ABC could have on its Balance Sheet total |oans of $1200 million (existing |oans of $800 million + $400 million taken from Central
Bank balances). Instead, Bank ABC has bought $400 million in securities, increasing their stock of GOJ instruments to $1400 million. For the Central Bank,
they have reduced the amount of funds that Bank ABC hasto lend by the security sold - $400 million. Asaresult, Bank ABC has only $100 million to lend
at the end of April relative to the $500 million that it could have lent at the beginning of the month. The outcome of the Central Bank’s open mar ket

operationisan overall reduction in the amounts available for lending.
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Direct Toolsof Monetary Policy

There are numerous forms of direct controls that may be imposed on afinancia
system. However, with financid liberdization and the introduction of money
market prices based on demand and supply conditions, the Bank of Jamaica
does not frequently use direct instruments within the operationa framework.
Currently, the Bank of Jamaica has its only direct policy tool reserve
requirements, which are being gradually phased from its operating framework.
Reserve requirements are the portion of deposits that financia ingtitutions have
to keep on hand or hold on deposit at the Bank of Jamaica. Reserve requirements
therefore put a limit on the amount of credit that a financia ingtitution can
extend.

The reserve ratio includes a cash component and a non-cash component. The
cash reserve requirement stipulatesthat a certain proportion of the deposits of
the ingtitution is held on deposit at the Central Bank in the form of cash. The
rate asat March 2000is 15 percent for commercial banksand F.I.A. Institutions
and 1 percent for building societies?. The non-cash portion of the requirement
stipulates that a percentage of the deposit ligbilities should be held as risk-free
liquid assets in the form of Government of Jamaica securities of maturities of
up to oneyear. Thisrequirement asat March 2000 is 18 percent for commercial
banks and F.I.A. Ingtitutions and 4 percent for building societies. Box 6 gives
an illustration of how reserve requirements can be used by the monetary
authorities to influence credit and the amount of money in the financial system.

2 Thereverserequirementsfor building societiesvary according to the proportion of residential
mortgagesto the savingsfund. The reserveratiosquoted above apply to those holding 40% of the
savingsfundinresidential mortgages. Incaseswheretheinstitutionsholdlessthan the stipulated
ratio, the applicableratiosareidentical to the statutory ratiosfor F.I.A. Institutions.
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BOX 6: USING RESERVE REQUIREMENTS IN MONETARY POLICY.
How does the reserve requirements of the central bank work to reduce money and credit?

Mr. Big's House

LIGHT & POWER CORP. |

Loan - $723

Loan - $850 o

Deposit - $850

Deposit - $723

Busy Corp.
Bank

Initial Deposit-
$1,000.00

icashres. for Busy i
iCorp.Bank:$127.50 §

City-Jamaica Bank

15% Cash Reserve held at th‘eCenlral Bank

‘Loans of $614.1
‘to another player
«in the banking
‘system

Through thisprocess the banking system willcreatemoney, and the level of reserverequirement influenceshow much credit
each deposit-taking institution can extend. The higher the reserve requirement, the greater the restraint on bank lending
Forexample,ifthe reserverequirement is increased to 20%,UW Bankcould only lend $800 instead of the $850 when the
reserve requirement was 15%. The process continues for all deposit-taking institutions (Banks #1 to #7) as depicted below:
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What arethe results of monetary management to date?
The operationd framework for monetary management described in the pamphl et

has been in effect since 1996. During that four-year period 1996 - 1999, the
results of monetary policy have been reflected in:

1. themarked reduction inthe monthly and annud inflation rates (il lustrated
in chart 2, Appendix)

2. reldive exchange rate stability (chart 1, Appendix)

3. thesteady gainin credibility of the Central Bank asit relatesto defining
and implementing monetary policy actions

All three aspects have contributed to stability in the Jamaican economy and

fostering a more friendly investment climate in support of increased growth
over the long-term.
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APPENDIX

32
30

Chart 1: Monthly Exchange Rates
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Chart 2: Annual Inflation 1996 - 1999 (Point-to-Point)
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GLOSSARY OF FREQUENTLY USED TERMS

Base Money: The sum of notes and coinsheld by the public and the cash reserves
of commercia banks (including both their holding of cash and their deposits at
the central bank). The monetary base is the operating target used in the BOJ
monetary policy framework and can be controlled through open market
operations.

Cash Reserve Requirement: Therequirement by law that apercentage of deposit
liabilities of depogt-taking ingtitutions must be held as interest free depodits at
the Central Bank.

Credit: This refers to the amounts that financial institutions such as banks,
building societies and other financia ingtitutions lend.

Direct Monetary Policy I nstruments: A directive that stipulates the types of
assetsthat are to be held and/or the amounts that financial ingtitutions can lend.
Changes in the requirement/regul ation influences the level of money and credit
in the system immediately. (Examples of direct monetary policy instruments
arereserve requirementsand credit controls)

Exchange Rate: The number of units of one currency offered in exchangefor a
unit of another. For example, US$1:.JA$42.2 is referred to as the nominal
exchangerate.

Financial Programme: refers to an integrated system of macroeconomic
accounts and behavioura relationships defining the set of monetary, fiscal and
exchange rate policy measures designed to achieve specified macroeconomic
targets.

Government Securities: Debt instruments issued by the Ministry of Finance
either to bridge timing gaps between revenue and expenditure or to cover any
excess of expenditure over revenue. These securities include short-term
instruments such as Treasury Billsand morelong term oneslike Local Registered
Stock, or Debentures.

Hyperinflation: Thisrefersto anincreasein the cost of goodsand servicesat a
very rapid rate. Thisis sometimes termed “runaway inflation”.
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Indirect Monetary Policy Tools: refersto the use of short-term debt instruments
by the Central Bank to influence the levels of money and credit in the financia
system through the domestic money market. (e.g. Open market-type operations)

Inflation Spiral: This Situation occurs in instances where one round of price
increases results in succeeding and continuing rounds of price increases.

Inflation: refers to the change in the generd price level. In Jamaica, this is
derived asthe changein the Consumer Price Index (CPI) ca culated and published
by the Statistical Institute of Jamaica.

I ntermediate Target: Anintermediatetarget of policy. e.g. themoney supply or
the exchange rate, has three main characteristics.

It is not directly determined by the Central Bank ,
It responds, however, to a stimulus that the Central Bank can vary, and
Its behaviour isexpected to be closaly related to the ultimate target-inflation.

Liquid Asset: An asset either in the form of currency or one that can be easily
converted into currency. The liquid assets of commercia banks include notes
and coins, short-term deposits at the Bank of Jamaica and any designated GOJ
Security.

Monetary Policy Framework: Thisdefinesthe transmission processfor policy
actions taken by the Central Bank, and the impact on the final target - inflation.
The components of a monetary policy framework are policy instruments,
operating targets, intermediate targets, and the ultimate goal/objective.

Monetary Policy I nstrument: These instruments, which include open market
operations and the reserve requirement ratio, are used by the Central Bank to
influence the money supply and credit. These are classified asdirect or indirect.

Money Supply: Thisis usualy defined to include the stock of notes and coins
incirculation plus private sector depositsin commercial banks. There are severa

measures of money supply. In Jamaica, the measurements of money that are
calculated and published are:

M 1: Notesand coinsin circulation + Demand Deposits

M 2: M1+ Time and savings deposits

23



Money: Anything that isgenerally accepted in exchange for goods and services
and for the payment of debt. (e.g. example, notes and coins.). Hence money is
said to be a medium of exchange. Money aso serves as a means of storing
wealth as well as a standard of and unit of accounting for financial values and
flows.

Open Market Operations (OMO): Money market trading between the Bank of
Jamaica and authorised dealers with the intention of influencing money and
credit in the financial system. OMO involves outright sale or purchase of GOJ
securitiesfrom the stock of securitiesheld by BOJ, and/or repurchase and reverse
repurchase transactions.

Operating Target: An operating target of policy e.g. the monetary base and
interest rates, isinfluenced directly by the Central Bank and can also be varied
by the BOJ in order to bring about the desired impact on the policy objective.

Price Stability: Changesin the price of goods and servicesthat are so low and
predictable, that they hardly affect business plans and decisions.

Primary Dealer (PD): The set of intermediaries through which BOJ conducts
open market operations. In developed country markets, PD’s underwrite
government issues as well as participate in block transactions with the centra
bank.

Repurchase Agreement: The purchase of asecurity from aprimary dealer who
agreesto buy back same at aspecified rate at an agreed future date.

Reserve Requirement: refers to the portion of deposit ligbilities that financia
ingtitutions may not lend and have to retain either as liquid assets or on deposit
at the Bank of Jamaica.

Reverse Repurchase Agreements. Wherethe Central Bank sellsasecurity that
it owns and agreesto buy back same at a specified rate at an agreed future date.

Reverse Repurchaserate: the specified interest rate used for Bank of Jamaica
money market or open market trades. The 30-day reverserepurchaserate serves
asabench-mark ratefor pricing all open market instruments negotiated between
the BOJand any Primary Desaler.
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