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CENTRAL BANKING AND ECONOMIC DEVELOPMENT 

The Record of Innovat ion 

By 

Andrew F. Brimmer* 

The ten-year l i f e of the Bank of Jamaica co inc ides 

almost p r e c i s e l y w i t h the "Decade of Development11 procla imed by 

the General Assembly of the Uni ted Nations i n 1960. In f a c t , I 

understand that , when the o rgan i za t i on of the Bank was being 

considered, ser ious thought was g iven to the p o s s i b i l i t y of com-

b i n i ng c en t r a l banking funct ions and r e s p o n s i b i l i t y f o r develop-

ment f i nanc ing i n the same i n s t i t u t i o n . However, that course was 

not fo l lowed, and the Bank of Jamaica has now accumulated a 

decade of exper ience i n c en t r a l banking. 

Yet , i t appears that the Bank has been concerned w i th 

problems of economic development almost as much as i t has w i th 

the t r a d i t i o n a l funct ions o f c en t r a l banking. Of course, t h i s i s 

by no means su rp r i s i ng : wh i l e Jamaica has made s i g n i f i c a n t eco-

nomic progress i n recent years, i t s t i l l faces a d i f f i c u l t task 

i n r a i s i n g the standard of l i v i n g of i t s c i t i z e n s . And to th i s 

task, the Government of Jamaica has ass igned a h igh p r i o r i t y . 

* Member, Board of Governors of the Federa l Reserve System. 

I am g r a t e f u l to severa l members o f the Board's s t a f f 
f o r ass i s tance i n the prepara t ion of these remarks. Mrs. Dorothy 
He l p r i n provided in format ion on recent economic developments i n 
Jamaica. Messrs. Robert F . Emery, Yves Maroni, and M ichae l D. 
O'Connor conducted the survey of c e n t r a l banking experiences i n 
As i a , L a t i n America, and i n A f r i c a and the Midd le East , respec-
t i v e l y . Mr. Frank O 'Br i en was e s p e c i a l l y h e l p f u l i n k n i t t i n g 
together the d ive rse r eg i ona l exper iences. 
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Thus, the c e l eb r a t i o n o f the f i r s t ten years of achieve-

ment by the Bank of Jamaica i s a l s o a good occas ion to review the 

r o l e which c en t r a l banks have genera l l y p layed i n promoting eco-

nomic development i n the l a s t decade. I t a l s o provides a vantage 

po in t from which to look ahead to see what oppor tun i t i e s c en t r a l 

banks i n deve lop ing count r i es may have to encourage and a s s i s t 

the development process i n the 1970's. 

In focus ing on the innovat ive steps that c en t r a l banks 

have taken to he lp f o s t e r economic development, I am not over look-

ing the f a c t that v i r t u a l l y a l l o f these i n s t i t u t i o n s have per-

formed most o f the t r a d i t i o n a l c en t r a l banking funct ions -- such 

as managing the note i ssue , serv ing as f i s c a l agent f o r the 

government, superv i s i ng the commercial banks, and managing the 

n a t i o n ' s f o r e i gn exchange reserves , i n c l ud i ng the opera t ion of 

exchange con t ro l s i n numerous coun t r i e s . Moreover, many of the 

c e n t r a l banks have c a r r i e d out these assignments w i t h cons iderab le 

s k i l l . 

Nor do I w ish to ignore the c r u c i a l c on t r i bu t i on that 

c en t r a l banks can make to economic development by ach iev ing --

and ma in ta in ing -- reasonable s t a b i l i t y i n domestic p r i ces and 

e qu i l i b r i um i n the balance o f payments. A c en t r a l bank that uses 

i t s powers to d ischarge e f f e c t i v e l y these t r a d i t i o n a l c en t r a l 

bank r e s p o n s i b i l i t i e s makes a fundamental c on t r i b u t i o n to deve l-

opment because these are cond i t i ons that encourage and sus ta i n 

growth. The converse of t h i s i s the f a c t that a c en t r a l bank 
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that does not pay adequate a t t en t i on to c r ea t i ng and ma in ta in ing 

the c l imate fo r growth -- or one that does not have enough inde-

pendence to do so — i s undercutt ing the cause of growth, or 

pe rm i t t i ng i t to be undercut by others. One o f the bas i c conc lu-

s ions from a survey of the act ions o f c en t r a l banks i n deve lop ing 

countr ies suggests that the nations that have prospered most are 

a l so the ones that have the best long-term records i n ma in ta in ing 

i n t e r n a l s t a b i l i t y and ex te rna l balance. I t i s a l s o s i g n i f i c a n t - -

and encouraging -- that i n the l a s t few years many, perhaps most, 

of the count r ies that embarked i n the 1950 fs on development pro-

grams that were u n r e a l i s t i c i n view of t he i r resources and i n f l a -

t i ona ry i n t he i r e f f e c t s , have s h i f t e d to more r e a l i s t i c programs. 

Most o f them have found the road back to economic r ea l i sm d i s -

courag ing ly long, and some of them are fa r from reach ing the end 

o f i t ye t . Consequently, whatever a dd i t i o na l r e s p o n s i b i l i t i e s a 

c en t r a l bank may acqu i re , i t s bas ic commitment to the maintenance 

o f economic s t a b i l i t y - - both domest i ca l ly and e x t e r n a l l y - -

should not be downgraded. 

In assess ing the ro l e that cen t ra l banks i n deve lop ing 

count r i es have played i n the 1960 fs, severa l quest ions should be 

ra i sed: 

- Have c en t r a l banks i n developing count r i es - -
wh i l e not ignor ing t he i r t r a d i t i o n a l tasks - -
taken innovat ive steps to encourage economic 
development? 
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Have these cen t r a l banks been ab le to a l t e r 
the f low of c r e d i t i n favor o f development 
needs? 

- Have they ass i s t ed i n c r ea t i ng i n s t i t u t i o n s 
s p e c i f i c a l l y designed to prov ide development 
f inance? 

- Have cen t r a l banks i n develop ing count r ies 
succeeded i n e f f o r t s to encourage the mobi l -
i z a t i o n o f savings by p r i v a t e f i n a n c i a l 
i n s t i t u t i o n s ? 

- Have these banks used t h e i r prox imi ty to the 
centers of p o l i t i c a l power to adv ise t he i r 
governments as to the importance o f monetary 
and f i s c a l s t a b i l i t y i n c rea t i ng a c l imate 
conducive to investment and economic growth? 

F i n a l l y , what i s the record of success -- and 
o f disappointment — harvested by these c en t r a l 
banks i n the s t rugg le fo r economic development? 

To answer these quest ions, a comprehensive survey was made 

o f the s p e c i a l e f f o r t s made by c en t r a l banks i n developing count r ies 

to o r i e n t economic growth toward the goals o f economic development. 

For the purpose of t h i s d i s cuss ion , these e f f o r t s can be grouped 

under four headings: the mob i l i z a t i o n of savings, the f o s t e r i n g of 

development f inance i n s t i t u t i o n s , the a l l o c a t i o n of c r e d i t fo r devel-

opment, and adv ice on the development process. 

Before proceeding fu r the r , I must exp l a i n the numerous 

re fe rences to p a r t i c u l a r countr ies i n the comments below. In every 

i ns tance , my purpose i s to i l l u s t r a t e the genera l range and pat te rn 

o f measures adopted by cen t ra l banks to he lp promote economic devel-

opment, and no country i s s ing led out as a ta rget fo r c r i t i c i s m or 

i n v i d i o u s comparison. The cond i t i ons mentioned are o f t en widespread. 

However, w i thou t s p e c i f i c i l l u s t r a t i o n s , we would be l e f t w i t h a 

c o l l e c t i o n of miscel laneous gene ra l i z a t i ons . 
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M o b i l i z a t i o n of Domestic Savings 

Whi le ex te rna l c a p i t a l , from e i t he r pub l i c or p r i va te 

sources, can speed the development e f f o r t , the developing country 

must depend p r ima r i l y on i t s own resources. This being the case, 

the mob i l i z a t i o n o f domestic savings i s o f fundamental importance. 

To the extent domestic savings are made a va i l a b l e fo r development 

purposes, the prospects fo r non i n f l a t i ona ry f i nanc ing or develop-

ment are enhanced. Thus, the cen t r a l bank can make a s i g n i f i c a n t 

c on t r i bu t i on through p o l i c i e s which encourage savings to remain a t 

home and to f low to f i n a n c i a l i n s t i t u t i o n s and away from money 

lenders , r e a l es ta te , and other specu la t i ve a c t i v i t y . Moreover, 

savers must be assured as to the l i q u i d i t y of the instruments 

issued by f i n a n c i a l i n s t i t u t i o n s i n re tu rn fo r t h e i r funds - - as 

w e l l as about the soundness of the i n s t i t u t i o n s themselves. 

Once the quest ion of sa fe ty i s answered, savings are 

a t t r a c t ed by the promise of reasonable earn ings. Thus, the 

i n t e r e s t ra te on savings depos i ts must be compet i t ive w i th a l t e r -

na t i ve uses o f funds. However, i n the h i gh l y i n f l a t i o n a r y 

environment of many developing count r ies , savings w i l l not f low 

to f i n a n c i a l i n s t i t u t i o n s - - that cou ld make them ava i l a b l e for 

product ive investment - - unless i n t e r e s t rates are h igh enough to 

y i e l d r e a l i s t i c earnings i n the face o f i n f l a t i o n . This means 

that the ra te o f i n t e r e s t should be "pos i t ive 1 1 i n the sense that 

i t exceeds the ra te o f i n f l a t i o n . 
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Where depos i t rates are negat ive i n t h i s sense, the f l ow 

of savings i n t o f i n a n c i a l i n s t i t u t i o n s i s r e s t r i c t e d to a few spe c i a l 

cases - - such as depos i t s by i n d i v i d ua l s w i th no other means of ho ld -

ing t h e i r funds, by those who use savings accounts fo r current t rans-

a c t i on s , and by those who depos i t funds fo r s p e c i a l purposes, such as 

ga in ing access to bank c r e d i t . I n the meantime, other i n s t i t u t i o n s 

o f f e r h igher ra tes , such as f inance companies, c r e d i t cooperat ives , 

mortgage banks and the mortgage departments of commercial banks. In 

t h i s respect , one should note that the Jamaican au t ho r i t i e s have taken 

a p o s i t i v e step by f r ee ing i n t e r e s t rates on time depos i ts of s i x months 

or over. 

I n A f r i c a and the Midd le East c en t r a l banks are genera l l y 

s t r i c t l y l im i t ed - - i n terms both of time and amounts - - i n the 

extent to which they can lend to governments. However, by spec i -

f y i ng c e r t a i n asset r a t i o s , c en t r a l banks i n t h i s par t of the 

wor ld have channeled a share of p r i va te savings to governments - -

so that they cou ld be used fo r the purpose of development. Inc luded 

i n the composi t ion of almost a l l such r a t i o s were short- term govern-

ment o b l i g a t i o n s . Given the f ac t that i n A f r i c a p r i va te demand f o r 

c r ed i t i s o f t en qu i te s l a ck , commercial banks might ho ld i d l e funds - -

or invest abroad - - i f they d id not ho ld Treasury b i l l s to s a t i s f y 

such l i q u i d i t y r a t i o s . 

Whi le t h i s has been a success fu l me^ns of mob i l i z i ng 

savings that could be made a va i l a b l e f o r development purposes, i t 

would not be des i r ab l e under a l l c i rcumstances. I f the l i q u i d i t y 

r a t i o becomes an instrument f o r ensur ing a market f o r the ob l i ga -

t i ons of governments, i t can lose some of i t s usefu lness as a 
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monetary t o o l . Fur ther , i n an economy i n which c r e d i t i s t i g h t , 

such mob i l i z a t i o n of funds would squeeze the p r i va te sector from 

which the bulk of investment genera l l y comes. 

The Bank o f I s r a e l has encouraged the development of a 

wide v a r i e t y of instruments a t t r a c t i v e to savers. These measures 

inc lude depos i ts denominated i n d o l l a r s , depos i ts t i e d to the 

p r i c e index fo r va lue maintenance, and, r e cen t l y , f u l l removal o f 

c e i l i n g s on i n t e r e s t r a tes . The r e s u l t was an unusua l ly h igh 

p r i va te savings ra te . In B r a z i l and Ch i l e , the va lue o f f i n a n c i a l 

instruments has f requent ly been l i nked to a p r i c e index to over-

come the d i s a b i l i t i e s of low i n t e r e s t ra tes . 

In As i a , severa l c en t r a l banks i n recent years have 

played a major r o l e i n the mob i l i z a t i on of savings fo r development 

through dramatic reform of a rcha ic i n t e r e s t ra te s t ruc tu res . The 

best example i s that of Korea, where i n 1965 i n t e r e s t rates on 

depos i ts were increased sharp ly -- from 15 to 26 per cent i n the 

case of one-year bank depos i t s . Commercial bank loan rates were 

a l s o r a i sed s ub s t an t i a l l y . This reform, supervised by the Bank of 

Korea, was fo l lowed by an increase i n the na t i ona l savings ra te 

from 7 per cent i n 1964 to 16 per cent i n 1969, and i n f l a t i o n a r y 

pressures were s imultaneously reduced. In th i s per iod a l so , Korea 

emerged as a country w i th an excep t i ona l l y h igh ra te of economic 

growth, averaging 11 per cent per year from 1964 to 1969. 

The lesson from th i s body of experience suggests that 

c en t r a l banks might look to r a i s i n g the r e a l re tu rn that the banking 
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system i s ab le to provide to the org inary saver - - i f more l o c a l 

resources are to be mob i l i zed to f inance the investment requ i red 

f o r economic development. 

One of the major obstac les to channel ing p o t en t i a l savings 

to investment i n developing count r ies i s the l a ck of l i q u i d i t y of 

f i n a n c i a l a sse t s . A number of count r ies have adopted measures to 

enable an inves to r to l i q u i d a t e h i s ho ld ings - - w i thout i n cu r r i ng 

p r o h i b i t i v e c a p i t a l l osses . Mexico provides an outstanding example 

of a c t i o n intended to assure the l i q u i d i t y of savings. Th is invo lved 

a commitment by i s su i ng i n s t i t u t i o n s to repurchase t he i r f i n a n c i a l 

instruments a t par a t any time regard less of t h e i r matur i ty . 

The Bank of Mexico, the Nac iona l F i nanc i e ra , and, u l t ima te l y , the 

government, stood behind the f i n a n c i a l i n s t i t u t i o n s b idd ing f o r 

sav ings. In e f f e c t , t h i s meant guaranteeing that these i n s t i t u -

t i ons would always be ab le to meet t h e i r ob l i g a t i on s to savers. 

Of course, the development o f almost every type of 

c a p i t a l market i n s t i t u t i o n enhances the l i q u i d i t y of f i n a n c i a l 

instruments. Countr ies such as the P h i l i p p i n e s , Ind ia , and 

Ma lays ia have ra ther advanced c a p i t a l markets, where funds can be 

marsha l led and channeled f o r development purposes. The Cent ra l 

Bank o f the Ph i l i p p i n e s has played a major r o l e i n develop ing an 

open primary and secondary market i n Treasury b i l l s . Such ac t i on , 

o f course, requ i res that governments be w i l l i n g to pay the h igher 

i n t e r e s t costs assoc ia ted w i t h a f ree Treasury b i l l market. 
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The c r ea t i on of e f f i c i e n t stock exchanges (where appro-

p r i a t e ) would increase the l i q u i d i t y of f i n a n c i a l investments. 

However, where such exchanges do e x i s t i n some develop ing count r i es , 

inadequate pub l i c d i s c l o su re of f i n a n c i a l data on l i s t e d f i rms i s 

a p r i n c i p a l holdback to the expansion o f s e c u r i t i e s markets. I n 

the case of the combined stock exchange o f Ma lays ia and Singapore, 

extens ive pub l i c d i s c l o su re has been a p r i n c i p a l f a c to r i n making 

the exchange outs tand ing ly success fu l . Other developing count r ies , 

and t he i r c en t r a l banks, pondering how to increase the a v a i l a b i l i t y 

o f funds fo r investment, might w e l l study th i s example. Other 

promis ing areas would appear to be development o f a Treasury b i l l 

market and markets f o r commercial paper. 

In add i t i o n to a c t i o n to increase the a t t r ac t i veness o f 

savings and to ensure adequate l i q u i d i t y , c en t r a l banks may encour-

age saving i n a t l e a s t two other ways -- both aimed a t reassur ing 

savers as to the se cu r i t y of t he i r depos i t s . One i s by means o f 

depos i t insurance. The other i s examination of banks w i th the 

ob jec t i ve of en fo rc ing standards of sound banking. 

Cent ra l Bank Ass i s tance to Development I n s t i t u t i o n s 

In some p laces -- the L a t i n American countr ies provide 

a rather widespread example -- c en t r a l banks were founded to pro-

v ide commercial banking, and some o f them have even been g iven 

s p e c i f i c development banking assignments. Over time, however, 

there has been a separat ion o f these func t ions , s ince experience 

i nd i ca ted that t he i r l o c a t i o n i n one i n s t i t u t i o n tended to produce 
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c o n f l i c t s of i n t e r e s t and to i n t e r f e r e w i t h the e f f e c t i v e performance 

of c en t r a l banking func t i ons . But t h i s separat ion does not mean 

that c en t r a l banks have played no r o l e i n the growth of development 

banking i n s t i t u t i o n s . Cent ra l banks - - w i th vary ing degrees of 

appropr iateness and e f f e c t i veness - - have prov ided c a p i t a l f o r devel-

opment lend ing i n s t i t u t i o n s , such as a g r i c u l t u r a l and i n d u s t r i a l 

development banks. They have extended c r e d i t to them, purchased 

t h e i r s e c u r i t i e s , or helped to create a market f o r t h e i r s e c u r i t i e s . 

In Colombia, B o l i v i a , Ecuador, Guatemala, Jamaica, Mexico, 

Ind ia , A fghan is tan -- and qu i te genera l l y i n A f r i c a - - c en t r a l banks 

have subscr ibed to some pa r t , u sua l l y a minor pa r t , of the equ i ty 

c a p i t a l o f developmental i n s t i t u t i o n s . However, on the whole, t h i s 

technique has had only l im i t ed use. This i s as i t should be, because 

heavy dependence upon c en t r a l banks fo r p r ov i s i on of equ i ty c a p i t a l 

would have been i n f l a t i o n a r y . In genera l , i t i s best that develop-

ment i n s t i t u t i o n s be f inanced by noncentra l bank sources, i n c l ud i ng 

governments, intergovernmental agencies, and p r i va te i nves to r s , 

whose funds represent savings. 

Extens ion of c r e d i t to development i n s t i t u t i o n s by c en t r a l 

banks i s subject to the same d i f f i c u l t y . To the extent that the 

loans are renewed, and are never repa id , they assume the character-

i s t i c s o f a c a p i t a l c on t r i bu t i on that does not come out o f savings. 

Much the same can be sa id o f the f a i r l y widespread p ra c t i c e , p a r t i c -

u l a r l y i n L a t i n America, of d i r e c t purchase by c en t r a l banks of the 

ob l i ga t i ons issued by development f inance i n s t i t u t i o n s . 
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Iri view of t h i s i n f l a t i o n a r y p o t en t i a l , some cen t r a l banks 

have turned to less d i r e c t - - and less i n f l a t i o n a r y - - methods of 

he lp ing development f inance i n s t i t u t i o n s r a i s e t h e i r c a p i t a l . Th is 

has been done i n E l Salvador, Guatemala, Dominican Republ i c , 

Argent ina, and Honduras. In a l l except one of these count r i es , the 

c en t r a l bank has attempted to create a market fo r the s e c u r i t i e s of 

development f inance i n s t i t u t i o n s of var ious k inds . They have 

attempted to do so, i n more or l ess non in f l a t i ona ry ways -- i n c l ud ing 

the use o f p r o f i t s from the ord inary operat ions of the cen t r a l bank. 

A t var ious times over severa l decades, banks i n Argent ina, Guatemala, 

and Honduras have t r i e d to increase the l i q u i d i t y of investments 

through the use of repurchase commitments. 

In genera l , i t seems that c en t r a l banks i n developing 

count r ies have not exhausted t he i r f i n a n c i a l exper t i se i n t r y i ng 

to make a c on t r i bu t i on i n t h i s area. As an example, i t appears 

that e f f o r t s to make markets fo r the s e cu r i t i e s o f development i n s t i -

tu t ions (which have been explored only t en ta t i ve l y ) might be reopened, 

w i t h greater determinat ion and w i th more s t ress on ways to keep 

s e c u r i t i e s lodged i n p r i v a t e hands. I t might a l so be asked whether 

the guarantee instrument could be put to e f f e c t i v e use here, wi thout 

opening a l i n e to cen t r a l bank resources that would channel i n f l a -

t i ona ry funds i n to the economy. 
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A l l o c a t i o n of- C red i t f o r Development Purposes 

In a subs t an t i a l number o f developing count r i es , the 

commercial banks are foreign-owned, and most o f them t r a d i t i o n a l l y 

have concentrated on f i nanc ing f o re i gn trade and domestic commerce. 

In the face of t h i s s i t u a t i o n , a number of c en t r a l banks have 

attempted to i n f l uence the f low of commercial bank c r e d i t away 

from such t r a d i t i o n a l uses and toward c a p i t a l development p ro j e c t s . 

The c en t r a l banks of L a t i n America, As i a , and A f r i c a have a l l made 

extens ive, and va r i ed , e f f o r t s i n t h i s d i r e c t i o n . In f a c t , i t i s 

probably i n t h i s area that the greatest amount o f c en t r a l banking 

exper t i se and e f f o r t has been expended w i th the ob jec t i ve of pro-

moting economic development. 

Wi th the a l l o c a t i o n of c r e d i t i n mind, d i f f e r e n t i a l 

d iscount ra tes have been used i n a large number of count r i es . I n 

L a t i n America, these inc lude Argent ina, B o l i v i a , B r a z i l , Colombia, 

Costa R i ca , the Dominican Republ ic , Ecuador, Peru, and Venezuela. 

I n the Midd le East and As ia , I s r a e l , Ind ia , Indonesia, Korea, 

Pak istan, the Ph i l i p p i n e s , the Republ ic of China, and Tha i land 

have a l so employed d i f f e r e n t i a l d iscount ra tes . O r d i n a r i l y , the 

c en t r a l bank charges a p r e f e r e n t i a l ra te on d iscounts or advances 

aga inst favored types of paper to induce the commercial banks to 

increase t he i r lend ing or to reduce the cost o f funds to those 

a c t i v i t i e s i n which th i s paper o r i g i na t e s . 
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Experience suggests that the use of d i f f e r e n t i a l ra tes 

has not been u n i v e r s a l l y success fu l . The po t en t i a l f o r e f f e c t i n g 

a change i n the pa t te rn of lend ing by the use o f mu l t i p l e d iscount 

rates would increase as recourse to c en t r a l bank c r e d i t by the 

commercial banks became more extens ive. But i t cou ld s e r i ou s l y 

f r u s t r a t e e f f o r t s to pursue a r e s t r i c t i v e c r e d i t p o l i c y a t times 

when such a p o l i c y may be needed on o ve r a l l economic grounds. 

Severa l c en t r a l banks have sought to a l l o c a t e c r e d i t by 

the establ ishment of p o r t f o l i o c e i l i n g s . Th is technique has been 

used i n Costa R i ca cont inuous ly s ince 1948, and to some extent i n 

Colombia. I t has a l so been used i n the Ph i l i p p i n e s , N i ge r i a , and 

the Congo (Kinshasa). The Costa R ican regu la t i ons provide an 

o v e r a l l c e i l i n g fo r each bank w i t h separate subce i l i ngs on loans 

f o r major economic sectors and on some subsectors. The system may 

have helped to change the pa t te rn of c r e d i t f lows, a l though the 

data are subject to quest ions as to the accurate c l a s s i f i c a t i o n of 

some of the commercial bank loans. The Colombian system, which was 

i n use b r i e f l y i n the ea r l y 1960 fs, may a l s o have had some e f f e c t 

on the pa t te rn of c r e d i t a l l o c a t i o n . But the f a c t that i t was 

d i scont inued suggests that the Colombian au t ho r i t i e s were d i s s a t i s -

f i e d w i th the r e su l t s , or that the d i f f i c u l t i e s of secur ing compliance 

were too great i n view of the r e su l t s achieved. 

Cent ra l banks i n developing countr ies have made extens ive 

use of reserve requirements as a t oo l of monetary management. A 

number of these i n s t i t u t i o n s have l i nked d i f f e r e n t i a l reserve 

requirements to the composit ion of commercial bank p o r t f o l i o s to 
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i n f l uence the a l l o c a t i o n of c r e d i t . Th is technique has been 

employed i n an e laborate way i n Mexico. Commercial banks are 

a l lowed to mainta in a lower cash reserve r a t i o , provided that 

p resc r ibed percentages of t h e i r p o r t f o l i o cons i s t o f s p e c i f i e d 

types of loans or investments. The presc r ibed percentages may be 

changed as the c en t r a l bank s h i f t s emphasis from one type of loan 

to another. P o r t f o l i o r a t i o s assoc ia ted w i th reserve requirements 

have a l so been used to some extent i n Argent ina, B r a z i l , Ch i l e , 

Colombia, the Dominican Repub l i c , and Peru. In Colombia, the 

system was combined w i th a secondary reserve requirement under 

which the banks were to ho ld s p e c i f i e d bonds o f the State A g r i c u l -

t u r a l I n d u s t r i a l and Min ing Bank. 

The Mexican au t ho r i t i e s appear to be s a t i s f i e d w i th the 

r e su l t s obta ined under t he i r system,which has been i n use f o r 

over 20 years. They be l i eve that the system was instrumenta l i n 

induc ing commercial banks to take an i n t e r e s t i n types of produc-

t i v e loans which they had not made because of i n e r t i a or force of 

hab i t . Furthermore, there seems to be a f e e l i n g that , s ince banks 

have become accustomed to making such loans and have them to be 

remunerative, they may w e l l cont inue such lend ing i n the absence 

of the regu la t i on . 

The import depos i t requirement technique (p r imar i l y 

intended to dea l w i th balance of payments d i f f i c u l t i e s ) has a l so 

been employed by some cen t r a l banks to i n f l uence the a l l o c a t i o n 

of commercial bank c r e d i t . Genera l ly , the depos i ts are requ i red 
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to be he ld by the c en t r a l bank. A l t e r n a t i v e l y , the commercial 

banks are requ i red to ho ld w i t h the c en t r a l bank reserves equal 

to the depos i t s . Imports f o r development purposes and other essen-

t i a l needs may be favored w i th a low requirement, and a p rog ress i ve l y 

h igher requirement may be app l i ed as the e s s e n t i a l i t y o f the imports 

d imin ishes. The import depos i t requirement technique (with d i f f e r -

e n t i a l ra tes) has been used i n Argent ina, B r a z i l , Ch i l e , Colombia, 

Ecuador, Indonesia, Pak is tan, Paraguay, the P h i l i p p i n e s , Uruguay, 

and Vietnam. 

As a technique to i n f l uence the a l l o c a t i o n of c r e d i t 

under a p o l i c y of promoting economic development, the import 

depos i t scheme may leave domestic producers of nonessent ia l and 

luxury goods w i t h ready access to c r e d i t . I t may a l s o provide 

domestic producers of a l l goods subject to the import depos i t 

requirement w i th a degree of p r o t e c t i on aga ins t imports that may 

not be needed i n the long run. 

V i r t u a l l y a l l c en t r a l banks i n the A f r i c a n and Midd le 

East regions have taken steps to i n f l uence the f low o f bank loans 

to p r i o r i t y or favored a c t i v i t i e s w i t h i n the p r i va t e sec to r . Tech-

niques used inc lude c r e d i t gu i de l i nes , quan t i t a t i ve red iscount 

c e i l i n g s , d i r e c t approval o f bank loans, and s e l e c t i v e l i q u i d i t y 

r a t i o s . Countr ies us ing one or severa l o f these techniques inc lude 

N ige r i a , the Ivory Coast, Tun i s i a , Congo (Kinshasa), and I s r a e l . 

I n genera l , the p r a c t i c e i n the reg ion i s r ep l e t e w i t h d i r e c t and 

quan t i t a t i v e con t r o l s . 
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The r e su l t s of these e f f o r t s appear to be mixed. 

However, a t l e a s t i n the Congo (Kinshasa), d i r e c t and quan t i t a t i v e 

c en t r a l bank con t ro l s seem to have been success fu l i n i nc reas ing 

s i g n i f i c a n t l y the amount of c r e d i t extended to a g r i c u l t u r e wh i l e 

reduc ing the amount intended to f inance imports. 

The Bank of I s r a e l has probably gone as f a r as any 

i n s t i t u t i o n i n encouraging favorab le terms f o r development lend ing. 

Con t ro l l ed c r e d i t i s extended at about 9 per cent, whereas ord inary 

bank c r e d i t costs about 17 per cent . I n recent years, c r e d i t 

c on t r o l l e d by the Bank o f I s r a e l has represented about 30 per cent 

o f a l l bank c r e d i t outstanding to the p r i va t e sec to r . These 

c on t r o l l e d c r ed i t s inc lude red i scounts , s p e c i f i e d loans which 

g ive the bank an exemption from l i q u i d i t y requirements, and c r ed i t s 

granted on the bas i s of depos i ts rece ived under approved savings 

schemes. 

In a number of ins tances, c en t r a l banks have given 

s p e c i f i c -- and i n some cases qu i te de t a i l e d - - guidance w i th 

respect to the des i red composit ion of the commercial banks1 loan 

p o r t f o l i o s . The Centra l Bank of the Ph i l i p p i ne s has fo l lowed 

such a p ra c t i c e s ince A p r i l 1957. A l l bank loans are c l a s s i f i e d 

i n t o four p r i o r i t y ca tegor ies , w i th those i n the more e s s en t i a l 

loan categor ies being given preference i n c en t r a l bank red iscount-

ing operat ions. In add i t i on , maximum c e i l i n g s are imposed on 

loans i n the two lowest, l ess e s s en t i a l ca tegor ies . 
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The conc lus ion reached on the bas i s o f the forego ing 

d i s cu s s i on seems c l ea r : a few attempts to a l l o c a t e c r e d i t f o r 

development purposes seem to have been p a r t i c u l a r l y success fu l . 

But, on the whole, the r e su l t s have been ra ther mixed. 

The Cent ra l Bank as Development Adv iser 

Serving as adv iser to governments i s one of the o ldes t 

and most widespread r o l e s o f c en t r a l banking. In the context of 

economic development, t h i s r o l e takes on s pe c i a l s i g n i f i c a n c e . 

Advice i s p a r t i c u l a r l y needed i n four areas: (1) p o l i c i e s fo r 

domestic s t a b i l i t y , w i th p a r t i c u l a r emphasis on appropr ia te f i s c a l 

p o l i c i e s ; (2) exchange ra te p o l i c y , w i th the ob jec t i ve o f main-

t a i n i ng ex te rna l balance; (3) the formulat ion of development plans 

that are f e a s i b l e i n view of the country 's economic and f i n a n c i a l 

resources; and (4) the broad range of p o l i c i e s a f f e c t i n g the c l i -

mate fo r investment -- both domestic and fo re ign . 

How a c en t r a l bank performs as a development adv i ser 

w i l l turn on a v a r i e t y o f fac to rs s p e c i f i c to p a r t i c u l a r coun t r i e s . 

However, a survey of c en t r a l bank experiences i n t h i s regard 

c l e a r l y suggests that the r e l a t i v e freedom from involvement i n day-

to-day debates on economic p o l i c y has been c r u c i a l . In genera l , 

where the cen t r a l bank has been a l lowed to mainta in a reasonable 

degree o f detachment, i t s advice has tended to be ob jec t i ve — and 

respected - - even i f not always rece ived w i th enthusiasm. As a 

r u l e , the c en t r a l bank i s l i k e l y to be a we l l -equ ipped i n s t i t u t i o n - -

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-18-

w i th respect to s t a f f and f i n a n c i a l resources - - to undertake the 

research and ana l ys i s on which a w e l l conceived development p lan 

must r e s t . 

The oppor tun i t i e s open to a c en t r a l bank to advise the 

government w i l l a l s o depend on the type o f o v e r a l l o rgan i za t i on 

created to formulate and execute the p lan. In count r ies w i th 

s t rong p lanning commissions or development m i n i s t r i e s , the scope 

permit ted to the c en t r a l bank may not be very wide. But, on the 

whole, the evidence suggests that i n many count r ies the c en t r a l 

bank i s a sen ior partner i n the development en te rp r i se . 

Moreover, the p a r t i c u l a r r o l e the c en t r a l bank can p lay 

w i l l be i n f l uenced by the type of development p l an adopted by the 

government. Where, as i n Ind ia , there i s emphasis upon d i r e c t 

channel ing of economic resources from both the p r i va te and the 

pub l i c sectors fo r the purpose o f development, the c en t r a l bank's 

advice i s c r i t i c a l i n every respect . Where, as i n Korea, the 

development p lan cons i s t s mainly of goals f o r the p r i va t e sec tor 

to achieve, operat ing under a r e l a t i v e l y f ree market system, the 

c en t r a l bank's s p e c i f i c r o l e may be focus ing e s s e n t i a l l y on the 

adopt ion of measures to encourage p r i va te investment. 

In conc lus ion, the evidence suggests that c en t r a l banks 

have genera l l y been a good source o f advice to t h e i r governments 

on problems of economic development. However, i n some count r ies - -

e s p e c i a l l y where the o v e r a l l p lann ing machinery i s qu i t e e laborate - -

the c en t r a l bank may share the adv isory r o l e w i th other i n s t i t u t i o n s . 
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The method of shar ing va r i e s g r ea t l y from country to country, and 

i t i s hard to make an assessment of the o v e r a l l r e s u l t s . 

Cent ra l Banking and Economic Development i n the 1970 fs 

Having surveyed the r o l e of c en t r a l banks i n developing 

count r ies dur ing recent years, we should now t r y to look ahead to 

see what course they may be expected to f o l l ow i n the current 

decade. I t i s my impression that expectat ions about the a v a i l -

a b i l i t y o f f o r e i gn ass i s tance are much l e s s op t im i s t i c today than 

they were i n 1960 when the General Assembly of the Uni ted Nations 

proc la imed a "Decade o f Development.11 The Assembly s ta ted that: 

" . . . the f low of i n t e r na t i o na l ass i s tance 
and c a p i t a l should be increased s ub s t an t i a l l y 
so as to reach . . . approximately 1 per cent 
of the combined na t i ona l incomes of the eco-
nomica l l y advanced countr ies.1 1 

Th is was a target f o r the t o t a l f low of resources, 

p r i v a t e and o f f i c i a l . I t was endorsed by the i n d u s t r i a l nat ions 

i n 1964, through the Development Ass i s tance Committee (DAC) of the 

Organ iza t ion fo r Economic Cooperat ion and Development. In the 

f i v e years before 1964, the target was exceeded. But i n the con-

c l ud i ng f i v e years o f the decade, net disbursements of o f f i c i a l 

development a i d by the DAC countr ies rose on ly s l i g h t l y , i n d o l l a r 

terms, from j u s t over $6 b i l l i o n i n 1964 to $6.7 b i l l i o n i n 1969. 

In terms of percentage of gross na t i ona l product, t h i s was a 

dec l i ne - - from approximately 0.5 per cent i n 1964 to j u s t over 

0.3 per cent i n 1969. 
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In cont ras t , the f low of p r i v a t e resources rose substan-

t i a l l y . Net disbursements of p r i va t e i nves to rs , together w i th 

p r i va te export c r e d i t s , near ly doubled i n d o l l a r terms -- r i s i n g 

from $3.2 b i l l i o n i n 1964 to s l i g h t l y more than $6 b i l l i o n i n 1969. 

This was a r i s e , i n terms of percentage of the aggregate gross 

na t i ona l product o f DAC count r i es , from 0.26 per cent i n 1964 to 

about 0.33 per cent i n 1969. Th is increase i n the f low of p r i va te 

investment from the DAC nat ions was almost la rge enough to o f f s e t 

the s h o r t f a l l i n o f f i c i a l t r ans f e r s . Therefore, t o t a l f i n a n c i a l 

resources moving to developing count r i es , as a percentage of gross 

n a t i o na l product, dec l i ned only s l i g h t l y . Moreover, the r i s e i n 

p r i va te f lows accounted f o r two-th i rds of the abso lute increase - -

from $9.14 b i l l i o n i n 1964 to $13.30 b i l l i o n i n 1969. 

The reasons for the s h o r t f a l l i n o f f i c i a l development 

ass i s tance can be traced to a number of f a c t o r s . Widespread 

i n f l a t i o n a r y pressures created by excess demand i n i n d u s t r i a l i z e d 

count r ies - - wh i l e pub l i c r es i s tance to h igher taxes was becoming 

stronger -- s e r i ou s l y l im i t ed the amount of budget resources that 

cou ld be made a va i l a b l e . In add i t i on , some of the p r i n c i p a l donor 

countr ies were a l s o plagued by balance of payments d e f i c i t s , and 

reduct ions i n f o re i gn ass i s tance were a v i s i b l e means of r e g i s t e r i n g 

improvements. 

Expressed d i f f e r e n t l y , there has emerged a worldwide 

shortage of c a p i t a l , a r i s i n g from a strong d r i ve fo r economic and 

s o c i a l advancement. The pressure fo r the use of c a p i t a l to 
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f inance these improvements has become as intense i n the i n d u s t r i a l i z e d 

count r ies as i t i s i n the developing nat ions . This shortage of 

funds cannot be expected to disappear a t any time soon, and i t i s 

f o r c i ng near ly a l l countr ies to reexamine p r i o r i t i e s i n the harsh 

l i g h t of p o l i t i c a l r e a l i t i e s . In t h i s l i g h t , home needs increas-

i n g l y are r e g i s t e r i n g the f i r s t -- and strongest -- c la ims on 

resources. 

Aga inst t h i s background, the Pearson Commission, sponsored 

by the World Bank, recommended that the DAC governments near l y 

double t h e i r o f f i c i a l ass i s tance dur ing the 1970 fs. Many countr ies 

have a l ready pledged to do so. I f the goa l i s achieved, i t would 

r a i s e o f f i c i a l f lows o f development f inance to the developing 

count r ies to 0.7 per cent o f t h e i r GNP, and the increase would 

take p lace g radua l l y dur ing the decade ahead. Consequently, 

count r ies expect ing a f low o f development resources i n the 1970 fs 

that exceeds the amounts obta ined i n the 1960 fs may have to do more 

to a t t r a c t p r i va t e c a p i t a l . 

I f developing count r ies do concentrate more d i r e c t l y on 

e f f o r t s to a t t r a c t p r i va te investment, t he i r c en t r a l banks w i l l 

have an enlarged opportun i ty to con t r ibu te to the development 

process. The more i n f l u e n t i a l they are w i th t h e i r governments, 

the more success fu l they w i l l be i n support ing th i s e f f o r t . The 

task of a t t r a c t i n g scarce p r i va t e c a p i t a l to the developing 

count r ies requ i res an investment c l imate that both domestic and 

f o r e i gn investors f i n d compat ib le. Here i t must be emphasized 
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tha t i t i s necessary to c reate cond i t i ons conducive to domestic 

i nves to r s as w e l l as to owners o f f o r e i gn c a p i t a l . Undoubtedly, 

deve lop ing count r i es w i l l want t h e i r own c i t i z e n s to own a sub-

s t a n t i a l share of p r i v a t e l y f inanced en te rp r i s e s . Th is means that 

domestic i nves to rs w i l l have to prov ide a s i z ab l e p ropo r t i on o f 

the requ i red resources. 

A t t r a c t i n g scarce - - and expensive -- p r i v a t e c a p i t a l 

to develop ing count r i es a l so requ i res that the f i rms and indus-

t r i e s f inanced must be ab le to surv ive under the pressure o f 

i n t e r n a t i o n a l compet i t ion. Th is means they must not be ove r l y 

she l t e red from the winds o f compet i t ion behind excess i ve l y h igh 

t a r i f f or other p r o t e c t i v e w a l l s . To the extent that the indus-

t r i e s o f deve lop ing count r i es are ab le to export products that 

are compet i t ive i n p r i c e and q u a l i t y , they w i l l have a be t t e r 

chance o f pene t ra t i ng f o r e i gn markets. 

As s t ressed e a r l i e r , e f f o r t s to a t t r a c t p r i va te c a p i t a l 

a l s o c a l l f o r the c a r e f u l b u i l d i n g of c a p i t a l markets. Th is 

inc ludes i n c reas i ng the f low o f savings to f i n a n c i a l i n s t i t u t i o n s - -

as w e l l as b u i l d i n g i n s t i t u t i o n s that prov ide l i q u i d i t y to investment. 

A l l o f these - - the economic s t a b i l i t y that prov ides a 

good c l imate f o r investment, p o l i c i e s that avo id ove r she l t e r i ng 

o f i n du s t r i e s and which make them f i t to compete and earn i n 

f o r e i gn t rade, the b u i l d i n g of c a p i t a l markets - - a l l are the 

r e su l t s o f p o l i c i e s which c en t r a l banks are p a r t i c u l a r l y capable 

o f i n f l u en c i n g through t h e i r own ac t i ons and through t h e i r adv ice 

to governments. 
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Concluding Observat ions 

The answers to the ser ies of quest ions posed a t the 

outset have been g iven a t severa l po in ts i n the d i s cu s s i on . 

However, the conc lus ions can be summarized b r i e f l y f o r greater 

emphasis: 

Cent ra l banks i n developing count r i es , wh i l e experiment-

ing w i th innovat ions to promote economic development, have not 

neg lected the main funct ions t r a d i t i o n a l l y assoc i a ted w i t h c e n t r a l 

banking. In p a r t i c u l a r , they have t r i e d to ma in ta in domestic 

p r i c e s t a b i l i t y and equ i l i b r i um i n the balance o f payments. Wh i l e 

many of them have been f a i r l y success fu l i n pursu ing t h i s objec-

t i v e , a number of them have a lso found the r e s u l t s of t h e i r e f f o r t s 

d i sappo in t i ng . 

Cent ra l banks have adopted a v a r i e t y of i nnovat i ve steps 

to encourage economic development. The m o b i l i z a t i o n of domestic 

savings has been of primary concern. Where measures were taken 

(such as l i f t i n g low i n t e r e s t rate c e i l i n g s ) to assure that savers 

rece ived a r e a l i s t i c ra te of re turn i n the face of sometimes 

ser ious i n f l a t i o n , the r e su l t s were genera l l y s a t i s f a c t o r y . 

Numerous arrangements to enhance the l i q u i d i t y o f f i n a n c i a l i nves t -

ment have been fos te red - - i nc lud ing the o rgan i za t i on o f s tock 

exchanges and the development of other c a p i t a l market i n s t i t u t i o n s . 

In some count r i es , c en t r a l banks were a l s o author i zed to 

conduct a commercial banking business, and some of them were g iven 

s p e c i f i c development assignments as we l l . However, most o f these 
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i n s t i t u t i o n s have found such added func t ions to be incompat ib le 

w i t h t h e i r ba s i c miss ions. 

Instead, a number of c en t r a l banks have provided st rong 

support to the format ion of separate i n s t i t u t i o n s to prov ide 

development f i nance . Some o f them supp l i ed c a p i t a l f o r a g r i c u l -

t u r a l and i n d u s t r i a l development banks; others extended c r e d i t to 

them, purchased t he i r s e c u r i t i e s , or helped to create a market 

f o r t h e i r obl igat ions, i n general , i t appears that most count r ies 

have recogn ized the i n f l a t i o n a r y p o t e n t i a l o f heavy r e l i a n c e on 

c e n t r a l bank funds to f inance development i n s t i t u t i o n s , but i n a 

few ins tances t h i s apparent ly was not the case. 

Perhaps the greatest amount o f innovat ive e f f o r t by 

c e n t r a l banks has been concentrated on measures to i n f l uence the 

f l ow o f commerical bank c r e d i t away from t r a d i t i o n a l uses (such 

as the f inance of f o re i gn trade and domestic commerce) and toward 

development p r o j e c t s . In pursu i t of t h i s ob je c t i ve , a wide range 

o f instruments has been brought to bear. The most popular ones 

have i nc luded p r e f e r e n t i a l d iscount rates, d i f f e r e n t i a l reserve 

requirements, gu ide l i nes on the composi t ion of loan p o r t f o l i o s , 

and c e i l i n g s on s p e c i f i c k inds o f c r e d i t . A few attempts to a l l o -

cate c r e d i t seem to have been p a r t i c u l a r l y success fu l -- but on 

the whole r e s u l t s have been rather mixed. 

Cen t ra l banks have genera l l y been a good source o f adv ice 

to t h e i r governments on problems of economic development. However, 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-25-

i n some coun t r i e s , the adv isory r o l e has been shared w i t h other 

i n s t i t u t i o n s . Since the method of shar ing va r i e s g r ea t l y from 

country to country, i t i s d i f f i c u l t to make an assessment o f the 

o v e r a l l r e s u l t s . 

Looking ahead to the 1970 fs, i t appears that the devel-

oping count r i es can expect a cons iderab le expansion i n the volume 

o f o f f i c i a l resources rece ived from the i n d u s t r i a l na t i ons . 

However, i t a l s o seems ev ident that they w i l l have to concentrate 

on a t t r a c t i n g a sub s t an t i a l amount o f p r i va t e c a p i t a l . Thus, they 

w i l l have to c reate an investment c l imate that both domestic and 

f o r e i gn inves to rs f i n d compatib le. I f they adopt t h i s course, 

c en t r a l banks w i l l have an ex ce l l e n t oppor tun i ty to enlarge t h e i r 

c o n t r i b u t i o n to the development process. 
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