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How does one install and insure stable money in Cuba? In my view, the
only sure-fire way is to establish a currency board. The Hanke-Schuler volume
presents a sound blueprint for doing just that.

Sir Alan Walters
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1. MONETARY REFORM AND THE DEVELOPMENT OF A MARKET
ECONOMY

Cuba is entering its final years under the stagnation of the Castro regime.
When Castro passes from the scene, it is likely that Cuba will throw off the
shackles of socialism and move towards capitalism, as Eastern Europe is now
doing. To do so successfully, Cuba must make the peso a stable, convertible
currency.

A sound currency, which is vital for a well-functioning market economy,
serves as a satisfactory store of value, medium of exchange, and unit of account.
An unsound currency does not fulfill any of those functions. An unsound currency
is not a reliable store of value because inflation makes its value highly
unpredictable. As a result, people save by hoarding bricks, timbers, food, and
other commodities, which retain value better than money and other financial assets.
Although commodity hoarding slows economic growth, it is rational for Cubans
at present. U.S. dollars serve as a substitute store of value in Cuba because the
peso is unsound. "Dollarization" is costly. It requires Cubans to give up real
goods and services to obtain bits of paper that the U.S. government prints at
almost no cost, generating a perverse form of foreign aid that flows from Cuba to
the United States.

An unsound currency is not a good medium of exchange. The outside
world refuses to accept it. That impedes foreign investment and trade, and hence
competition and economic growth. Nor is an unsound currency a good unit of
account. Inflation distorts prices and makes business calculation more difficult.
Without a good unit of account, it is impossible to make meaningful accounting
calculations or to write contracts. In sum, then, an unsound currency prevents
important elements of a market economy from working.

Cuba has a primitive financial system that cannot intermediate efficiently
between savers and investors because the peso is unstable and inconvertible. The
peso’s status also explains why Cuba has limited trade with the outside world.

A sound, convertible currency allows people to carry out decentralized
plans, which are more efficient than central planning. In nations with so-called
internally convertible currencies, all that is usually required to buy goods
domestically is to have currency to pay a domestic seller. Internal convertibility
implies that it is not necessary to obtain authorization from any central planner to
buy or sell goods that are available inside the country. The exchange of goods is
much more extensive, rapid, and efficient where internal convertibility exists, as
in the United States, than where it does not, as in Cuba.

The foreign trade counterpart of internal convertibility is external
convertibility—the ability to convert as much domestic currency into foreign
currency as one wishes, as market rates rather than at much higher or lower
official rates. External convertibility can be unlimited, as in the major Western
countries, or it can be limited. Many countries allow most current account
purchases, in which people buy foreign goods for import, but they prohibit many
capital account transactions, in which people buy foreign financial assets. Current
account convertibility exposes domestic producers to foreign competition and helps
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correctly expect that the government will rescue them by forcing the central bank
to print money, as has so often happened before. Workers and enterprises will
anticipate that this "soft budget constraint" will continue, and they will behave
accordingly.

If the post-Castro Banco Nacional miraculously does establish and
maintain currency stability, the consequences could almost be worse than under
continued inflation. Because the Banco Nacional will lack credibility, people will
remain skeptical of it for years. To gain credibility, the Banco Nacional will have
to keep the peso overvalued and keep real (inflation-adjusted) interest rates high.
That may plunge Cuba into a depression. In such a depression, the export sector
will suffer more than other sectors. That is what has happened in Yugoslavia,
whose December 1989 currency reform was not completely credible. People
correctly anticipated that the National Bank of Yugoslavia would not maintain the
original fixed exchange rate, so real interest rates exceeded 30 percent per year
because the rates contained a large devaluation risk premium. Similarly,
Argentina’s April 1990 monetary reform installed a system somewhat like a
currency board, but with no guarantee that the central bank will long maintain a
pegged exchange rate with the U.S. dollar. As of this writing (December 1991),
tocal currency interest rates in Argentina are about twice as high as dollar interest
rates in Argentina. A credible monetary reform that has no devaluation risk can
keep real interest rates in single digits (for the least risky loans), as they are in
Western industrial nations, and hence can save Cuba much pain.

Cuba could make the peso convertible by maintaining a floating exchange
rate rather than a fixed rate. But though a floating exchange rate would balance
supply and demand for domestic currency against foreign currency, it would not
restrain the Banco Nacional's power to create credit. Instead, it is likely to lead
to a South American-style hyperinflation. Domestic political pressure groups
representing the old order will favor renewed inflation rather than stable money
and prices. As inflation mounts, prices will become increasingly unreliable
indicators for guiding economic activity and the transition to a market economy
will become even more difficult because a market economy needs fairly stable
prices to work well.

To have a stable currency, post-Castro Cuba needs to remove monetary
policy from political influence. It needs to give its monetary reform instant
credibility, to avoid the dangers of continuing inflation on the one hand and
depression on the other hand. The best way to do so is to strip the Banco
Nacional de Cuba of currency issuing functions, and to establish a currency board,
such as exists in Hong Kong and (in modified form) Singapore. The only job of
the currency board would be to issue a convertible currency according to strictly
defined rules. A cwmency board is explicitly designed to maintain a fixed
exchange rate. A cumrency board is easy to establish and operate, and currency
boards have always been able to maintain fixed-rate currency convertibility, even
during the most trying times.

A currency board would quickly establish a hard domestic currency and
instill monetary confidence. As a result, economic agents would alter their






2. WHAT IS A CURRENCY BOARD?

A currency board is an institution that issues notes and coins convertible
into a foreign "reserve" currency’ at a fixed rate and on demand. It does not
accept deposits. As reserves, a currency board holds high-quality, interest-bearing
securities denominated in the reserve currency. A currency board’s reserves are
equal to 100 percent or slightly more of its notes and coins in circulation, as set
by law. (Commercial banks in a currency board system need not hold 100 percent
reserves in reserve-currency assets, however.) The board generates profits
(seigniorage) from the difference between the interest eamned on the securities*
that it holds and the expense of maintaining its note and coin circulation. It remits
to its owner (historically, the government) all profits beyond what it needs to cover
its expenses and to maintain its reserves at the level set by law. The currency
board has no discretion in monetary policy; market forces alone determine the
money supply.

As an introduction, let us briefly examine the main characteristics of a
currency board. We shall discuss them in more detail later.

Convertibility: The currency board system assures that the currency will
be convertible at a fixed rate. No currency board has ever had problems
maintaining fixed-rate convertibility. Currency boards in Burma and North Russia
even maintained fixed-rate convertibility in the midst of civil war. The currency
boards of British colonies maintained convertibility during the Great Depression
and (where not overrun by enemy armies) during World War 1.

Reserves: A currency board holds sufficient reserves to ensure that even
if all holders of notes and coins want to convert them into the reserve currency,
the board will be able to do so, Currency boards have usually held reserves of 105
or 110 percent of liabilities, so that they would have a margin of protection in case
the interest-earning securities that they held lost value. If Cuba used the U.S.
dollar as its reserve currency, for instance, the peso would remain as good as the
dollar. Chapter 6 will discuss how to acquire the necessary reserves.

Seigniorage: Unlike securities or most bank deposits, notes and coins do
not pay interest. Hence, notes and coins are like an interest-free loan from the
people who hold them to the issuer. The issuer’s profit equals the interest earned
on reserves minus the expense of putting the notes and coins into circulation. In
addition, if the notes and coins are destroyed, the issuer’s net worth increases
because his liabilities fall but his assets do not.

Under a currency board system, the domestic currency is as sound as the
foreign reserve currency. The only economic difference between using a domestic

3t is also possible to use a basket of currencies or gold as the reserve asset, as a few
curmrency boards have done.

“Or, for a currency board whose reserve asset is gold, interest on loans of physical
gold. A well-organized market for such loans exists in London.
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3, HOW A CURRENCY BOARD WORKS

The currency board system relies entirely on market forces to determine
the amount of notes and coins that the board supplies. Market forces also ~
determine the amount of deposits and other components of the broader money
supply that commercial banks and other financial institutions supply. The currency
board has no independent role in determining the supply of commercial bank
reserves in the financial system, because its 100 percent reserve requirement makes
it simply a sort of warehouse for reserve-currency assets once it has been
established. Since a currency board cannot independently influence the amount of
reserves, it cannot influence the total supply of credit. A central bank, in contrast,
can independently expand or contract the amount of reserves available to
commercial banks, thus influencing the supply of bank credit. Contrary to what
one might suspect, though, the supply of notes, coins and credit in a currency
board system is quite responsive (“elastic") to changes in demand, because the
reserves can be acquired from the reserve-currency country.

In a currency board system, the amount of credit that commercial banks
can create, and hence the money supply measured broadly, is limited by their
ability to maintain sufficient reserves to support that amount of credit. Real credit
is as plentiful as in a central banking system; indeed, Hong Kong and Singapore
are major centers of ample, low-cost finance. Currency board rules merely prevent
the currency board from creating reserves in an inflationary manner, as a central
bank can do. The currency board country stands in a somewhat similar relation
to the reserve-currency country as, say, Florida does to the rest of the United
States. The government of Florida cannot create bank reserves, nor can a currency
board.

Commercial banks are middlemen between lenders (depositors) and
borrowers (people who spend bank loans). A commercial bank cannot for long
grant more credit to borrowers than depositors wish to grant to the bank. If a
commercial bank grants excessive credit, the borrowers will spend it (for instance,
by writing checks). More funds will flow out of the bank than flow into the bank
from checks written on other banks, To prevent this sort of mistake from resulting
in bankruptcy, a bank holds reserves. Reserves protect it from the consequences
of its occasional mistakes.

The ultimate reserves in a currency board system are holdings of the
reserve currency and assets such as bonds that are denominated and payable in the
reserve currency. The only way to acquire new reserves is to obtain them from
the reserve-currency country. In its simplest form, this requires running a balance
of payments surplus or receiving gifts, grants and loans from outside Cuba. Under
certain simplifying assumptions (enumerated in Annex III), changes in the balance
of payments change the supply of domestic money in the same direction. A
surplus in the balance of payments increases the supply of domestic money. A
deficit in the balance of payments, on the other hand, decreases the supply of
domestic money. (The balance of payments is the value of exports minus the
value of imports. The supply of domestic money taken in the broad sense
comprises currency board notes and coins in circulation plus deposits at






When there is a balance of payments deficit, the money supply process works as
in Figure 2.

FIGURE 2

® Balance of payments is zero

@ Rise in domestic demand for imported goods or fall in foreign demand for
currency board fountry's goods

® Balance of payments deficit (exports are less than imports)
® Fall in bank reserves
® Fall in bank crefit (money supply)
® Rise in interest rates
® Fall in income

\)

s Fall in demand for goods in general, including currency board notes and
coins
)

® Fall in prices of domestic goods

® Fall in domestic demand for foreign goods or rise in foreign demand for the
cutrency board country’s goods
l

® Balance of payments returns to zero—unew equilibrium







4. CENTRAL BANKING

The essential difference between a currency board and a central bank is
that a central bank does not work automatically. A central bank has discretionary
power to influence the supply of money, and it not necessarily guided by
considerations of monetary profit and loss. A currency board system is by nature
a fixed exchange rate monetary system, while central banking is not. As we shall
explain in the next chapter, the nature of central banking tends to drive central
banking systems off of fixed exchange rates to floating exchange rates.
Consequently, in this chapter, we compare a currency board to a floating-rate
central bank, not to a central bank that maintains a fixed rate.

Central banks typically perform many other functions besides influencing
the supply of money. They regulate commercial banks, serve as lenders of last
resort to the banking system, give economic advice to the government, and clear
checks. However, all these are secondary to their role in influencing the money
supply. Only central banks control the supply of reserves in the banking system,
whereas other government bodies can and do often perform the remaining central
banking functions. For instance, in the United States, the Federal Reserve System
shares regulatory powers with the Treasury Department, lender-of-last-resort
powers with government deposit insurance agencies, economic advising powers
with several other government bodies, and check clearing with commercial banks.
We shall focus only on how central banks influence the money supply, so that we
can contrast it with currency boards’ role in the money supply process.

In a currency board system, the starting point in the chain of events in our
example of a money supply expansion was a fall in the demand for imported
goods in the currency board country. Changes in demand for imported goods
originate in the market, as a result of changes in people’s wants. In a central
banking system, the starting point is a decision by the central bank to expand the
supply of bank reserves. That is a not a decision that originates in the market.
Indeed, the central bank can decide to act oppositely to what would happen under
a currency board system.

Diagrammatically, the chain of events in the case of a surprise® money
supply expansion under central banking looks like this (see Figure 3):

*We consider only the case of a surprise to avoid complications conceming
expectations.






To bring out more clearly the contrast with a currency board system, the
diagram omits consideration of the cffects of various lags. It assumes that nominal
prices adjust very quickly, leaving real prices unchanged. The only effect of the
central bank’s decision is a fall in the exchange rate, Under the more realistic
assumption that some nominal prices are somewhat "sticky" and do not change
quickly, the central bank’s action has real effects on the economy. Indeed, that is
the purpose of discretionary central bank policy under floating exchange rates. In
the sequence above, the likely effect of the central bank’s action would be to lower
the prices of domestic goods compared to foreign goods, causing a temporary
export boom.

The chain of events in the case of a money supply contraction under
central banking looks like this (see Figure 4):

Figure 4

® Equilibrium (say, 10 pesos = 1 dollar)
l

® Surprise central bank decision to decrease supply of reserves (say, by raising
interest rates it charges to commercial banks)

B Fall in bank reserves
® Fall in bank credit (money supply)
l

® Exchange rate of domestic currency in terms of foreign currency rises’ (say,
from 10 pesos = 1 dollar to 9 pesos = 1 dollar)--new equilibrium

Again, the diagram omits consideration of lags, and assumes that nominal
prices adjust very quickly, leaving real prices unchanged. The only effect of the
central bank’s decision is a rise in the exchange rate. If some nominal prices do
not change quickly, the likely effect of the central bank’s actions will be a rise in
the prices of domestic goods compared to foreign goods, causing a drop in exports.

"Standard European terminclogy considers this a fall.







The money supply picture also is as in Figure 5 when a central bank
adheres to a fixed exchange rate. However, as we shall explain below, the nature
of central banking tends to make central banks abandon fixed exchange rates in
favor of floating exchange rates, so we shall consider only a central banking
system with a floating exchange. In such a system, any combination of the
nominal exchange rate and the nominal quantity of money is theoretically possible,
because the central bank’s liabilities count as reserves for commercial banks.
Commercial bank deposit credit expands or contracts as reserves expand or
contract. The central bank does not pledge itself to maintain any particular
exchange rate between a foreign currency (or gold) and its own currency.
Potentially, the central bank can make the supply of commercial bank reserves
whatever it wishes. Therefore, if the public wishes to hold a constant amount of
bank deposits and central bank notes and coins, when adjusted for inflation or
deflation, the exchange rate must adjust to keep the real supply of money constant.
In a currency board system, in contrast, the exchange rate is fixed.

% Ed % *

In our judgment and in the judgment of many other economists who have
studied the question, a fixed exchange rate is better than a floating exchange rate
for a developing country, such as Cuba. A fixed exchange rate costlessly
eliminates exchange rate risk with the reserve currency. Trade between the
currency board country and the reserve-currency country becomes easier than
under floating rates because there is no need to allow for a risk premium in goods
prices. People can make more exact price calculations for internationally traded
goods. That enhances economic efficiency by making the lowest-cost producers
within the common currency area those with the greatest natural advantages, not
those temporarily benefiting from the distortions to the international price structure
that large, sudden exchange rate fluctuations cause. A fixed exchange rate also
enables entrepreneurs to apply to other problems talent that, in a floating rate
system, they would apply to currency speculation.

Eliminating exchange rate risk also encourages foreign investment,
particularly from the reserve-currency country. Investors know with certainty what
exchange rate they will receive in terms of the reserve currency if they should
want to repatriate profits in the future. By making it easy for them to exit the
market, a fixed exchange rate is more likely than a floating rate to encourage them
1o enter the market. Under the currency board system, British colonies were very
successful at atiracting British capital to foster their economic development. Fixed
exchange rates with the pound sterling and laws resembling those of Britain made
investments in Kenya as secure as investments in the English county of Kent.
British colonial banks aided the transfer of capital by linking London financial
markets to their branch banking networks in the colonies. The colonial banks also
helped speed economic growth by transferring the sophisticated banking techniques
developed in Britain to areas where it otherwise would have taken generations to
develop local banking expertise to such a pitch without outside help. Today many







It is, of course, possible to have a central bank that offers a fixed
exchange rate with a foreign currency. However, historical experience shows that
it is not easy to maintain a fixed exchange rate in a central banking system.
Central banks have a strong tendency to break their promises to maintain fixed
exchange rates. Central bank incentives are such that, at least in the short run,
central banks benefit more by breaking promises than by keeping them. There is
an inherent conflict between a central bank’s power to create or withdraw
commercial bank reserves at will and a fixed-exchange-rate rule.” There is no
such thing as a completely rule-bound central bank.’’ In the end, discretionary
power has almost always overcome attempts to confine central bank policies with
monetary rules. ,

The only central bank we are aware of that did not devalue its currency
against gold or impose capital controls during the Great Depression was that of
Albania. More recently, the Bretton Woods system collapsed because the U.S.
Federal Reserve and other central banks followed excessively expansionary
monetary policies. Currency boards, in contrast, have never devalued.

The history of former currency board countries also offers evidence of the
natural tendency of central banks to break fixed exchange rates. For instance, the
countries that formerly belonged to the East African and West African currency
boards--Kenya, Uganda, Tanzania, Somalia, Yemen, Nigeria, Ghana, Gambia, and
Sierra Leone--have all broken their fixed exchange rates, imposed capital controls,
and had higher average rates of inflation than Britain (their former reserve-
currency country) since they left the currency board system. From 1974 to 1983,
Hong Kong abandoned the currency board system and experimented with a "free
issue" system, an unusual arrangement that had neither a fixed exchange rate nor
a monetary authority. Hong Kong returned to the currency board system in 1983
and since has experienced much more stable monetary growth rates and lower
inflation than during the free issue period.

In short, then, a currency board cannot act as an independent disturbing
element in the economy. Market forces call the currency board's tune. In
contrast, a central bank has the power to de-stabilize the economy, and the history
of central banks shows that they have often used that power, sometimes
intentionally, but other times by mistake. A central bank run by saints, as long as

notes). If commercial banks fail, the currency board has no responsibility for their
deposits. The board is responsible for redeeming its own notes and coins, not for
redeeming the deposits of commercial banks.

*Economists call this problem "time consistency.” See Kydland and Prescott 1977.

'A central bank that maintains a fixed exchange rate with gold or a foreign currency
and that keeps 100 percent gold or foreign-exchange reserve requirement for its note issue

is not like a curency board, because it retaing discretionary control of its deposit
liabilities.







issues currency and handles commercial banking functions. The commercial
banking functions should bc spun off into one or two commereial borke
independent of the Banco Nacional’s currency issue deparument. The Pow
Popular de Ahorra, the existinng consumer savings bank, should likewise be spuu
off. All the resulting banks should be privatized. (Privatization will probably u st
happen until after the currency reform.)

(4) Make sure that commercial banks have adequate reserves. Since
Cuba’s banking systems lacks the distinction between currency and other
commercial bank assets, it will be necessary to give adequate reserves to the
commercial banks created out of the central bank. Banks hold these reserves to
guard against deficits in clearing with other banks, a need that exists whether or
not legal reserve requirements exist. Once this step is completed, the commercial
banks created out of the central bank should no longer be allowed to borrow from
the central bank.

None of the British colonies and few of the other currency board systems
of the past required banks to hold any particular minimum legal reserve. They let
the banks decide what reserve level was most prudent. A currency board system
does not need legal reserve requirements to work, and it would be unwise to
impose such requirements.

After subtracting for legally required reserves, average reserves in free-
market banking systems rarely exceed 5 percent of deposit liabilities. In Cuba,
higher reserves will probably be necessary because the condition of banking
technology is primitive. We suggest 10 percent reserves as a rough guideline.
The banking systems of many communist nations are in effect bankrupt because
of years of mismanagement. The same may well be true of Cuba’s banking
system; if so, it will be necessary to restructure the banking system. In the
meantime, it is vital to commerce that the government not completely freeze bank
deposits, because that would deprive firms of the most ready means for paying
each other. Giving banks 10 percent reserves would allow them to allow deposit
holders partial use of deposits.

An opposite type of problem can arise if the newly created commercial
banks are in fact solvent, If legal reserve requirements are abolished in connection
with instituting a currency board system, and all central bank notes and deposits
are converted into currency board notes, there will be a one-time jump in bank
credit. The jump may be quite large and may cause a big rise in prices. For
instance, if the legal reserve requirement is 10 percent of liabilities, and
commercial banks hold 20 percent reserves, their usable reserves are only 10
percent of liabilities. Assuming that 10 percent is their desired level of reserves,
abolishing the reserve requirements would allow banks to grant twice as much
credit as before (20%/10% = 2), other things being equal. To avoid such
problems, the government can neutralize ("sterilize”) the legal reserves or some of
the central bank notes; in other words, convert them into something other than
reserves. They could be converted into government bonds, or even extinguished
altogether.

(5) Convert all remaining reserves that commercial banks hold with
the central bank into currency board notes and coins or into foreign assets,







exchange to pay its foreign-currency debts.) There is some latitude in setting an
exchange rate, though, as other countries’ experience with exchange-rate fixing
shows. As long as the rate is approximately correct and people are confident that
the government is committed to it, the economy will make minor adjustments
towards equilibrium quickly.

Where drastic currency reform is necessary today rather than a few days
or weeks from now, the exchange rate can be set at the existing black-market rate,
or an average of commodity exchange rates, if the commodity rates are even less
favorable to the domestic currency.

(7) Ensure that foreign currency reserves equal 100 percent of note
and coin circulation. The currency board should begin with foreign currency
reserves equal to 100 percent of its note and coin circulation. Allowing the board
to operate with fractional reserves opens the way to discretionary monetary policy,
like a central bank. The purpose of a currency board is to make monetary policy
completely rule-bound. Having 100 percent reserves from the start is vital to
ensuring the currency board’s credibility as a politically independent body with no
discretionary monetary policy.

The first source of foreign currency reserves are the existing reserves of
the Banco Nacional de Cuba and the government. They are estimated to be no
more than 50 million dollars at present. The government could increase the
reserve ratio by selling state property for domestic currency and not reissuing the
currency or, equivalently, selling the property for foreign currency. If reserves are
still less than 100 percent, it will be necessary to borrow the difference. It should
be easy to borrow from international agencies, foreign central banks, or foreign
commercial banks, because the board will be able to repay loans as long as it can
either lend at higher interest rates than it borrows or has large enough unborrowed
reserves. Even if the currency board has to pay a higher interest rate than it
receives on its reserve assets, its unborrowed reserves will yield interest that it can
use to pay the interest on its borrowed reserves. For instance, if the board has to
borrow 50 percent of its reserves, has to pay interest of 8 percent, receives interest
of only 7 percent, and has expenses of 1 percent of total reserves (borrowed plus
unborrowed), its profits will be 7%-(50% x 8%)-1% = 2%, which leaves funds to
pay the principal on the borrowed reserves.

Cuba does not publish statistics that would enable us to estimate the peso
money supply accurately. Accordingly, we shall calculate the amount of reserves
that a Cuban currency board might require by resorting to a rule of thumb rather
than an exact procedure. The rule of thumb is that for less developed countries,
currency per person usually equals about 4 percent of gross domestic product.
Cuba’s gross domestic product per person, calculated realistically rather than by
Cuban government standards, is probably around 1,000 U.S. dollars. There are
approximately 10.7 million Cubans. Total gross domestic product is therefore
around 10.7 billion dollars, and 4 percent of that is 428 million dollars. Say that
currency is 40 percent of the money supply and deposits are 60 percent. To
provide 10 percent reserves against deposits, a ratio we discussed earlier, would
require approximately 64 million dollars. The total amount of foreign-currency
reserves necessary for the currency board system would be 428 million dollars +







loan. Because the board is a separate body from the State Bank, and because it
keeps 100 percent reserve-currency assets, it should enjoy greater public
confidence than typical past parallel-currency reforms, where the central bank has
issued both currencies. The next two chapters offer suggestions for further
measures 1o ensure that the board remains worthy of public confidence.
* * *
We should add a few words on Cuba’s foreign debt, which is in default.
Official figures placed the foreign debt at approximately 6 billion dollars in 1989;
unofficial estimates are that the foreign debt is now about 11 billion dollars. There
is no necessary connection between how post-Castro Cuba cstablishes a new
monetary system and how it settles its inherited foreign debt. Even so, the
currency board system could well make it easier for the post-Castro regime to
repay at least part of the foreign debt. By guaranteeing that the peso is
convertible, a currency board will attract foreign investment, which will spur
economic growth and thereby generate more government revenue than a monetary
system with an inconvertible peso.

-~







Furthermore, commissions loosen the link to the reserve currency, especially for
swaps with short maturitics, and they introduce the effects of (loating rates, though
only within a narrow range. A few boards, most notably the East African
Currency Board towards the end of its exisience, deliberalely manipulated
commission rates Lo influence cxchange flows. Since the purpose of a currency
board is to maintain a fixed exchange rate, thereby costlessly eliminating
exchange-rate risk, there is no point in erecting barriers to switching beiween its
currency and the reserve currency. The social benefits of not having commissions
far outweigh the benefits 1o the board of having commissions.

Offices: The currency board should have a main office in Havana, and
perhaps branch offices or agents in other large cities. The main office will do
most of the business, because Havana banks will do the greatest volume of
clearing. The role of the branch offices or agents will be mainly to serve as places
for safekeeping currency. It is not necessary to have actual branches. Instead, a
commercial bank could act as the currency board’s agent, as the Bank of British
West Africa did for the West African Currency Board.

Management: The currency board should have a small board of directors-
-a typical size for past currency boards was [ive directors--io oversee the board’s
managers. The powers of the board of directors and of the managers will be quite
limited; they will have no influence over monctary policy like that of central
bankers. To make the board of directors as independent from political pressures
as it can be, directors should have staggered terms. Furthermore, a majority of
directors should be foreign nationals, appointed by foreign private financial
institutions. We shall return to this proposal later.

Staff: The board’s staff will perform two functions: exchanging notes and
coins for the reserve currency, and investing its assets in high-grade securities
denominated in the reserve currency. The exchange work will require only a small
staff of bank tellers. The investment work will require some expert financial
traders, but since the board will follow rather routine, conservative investment
practices, its expenses should be smaller than those of commercial banks with
portfolios of similar size. Where local expertise to manage the portfolio is lacking,
the board could entrust the investment work to one or more suitable foreign banks,
for instance, a major Swiss bank.

Reserves—composition: The board should hold its reserves in high-
quality assets denominated in the reserve currency only.!! It should not hold
assets denominated in local currency, because that would open the way to central
banking-type operations. Specifically, bank reserves could be changed by changing
the proportion of local currency assets to foreign currency assets held by the board.
Allowing the board to hold assets denominated in local currency was one of the
steps that pushed the East African and Southern Rhodesia currency boards, among
others, along the road to becoming full-fledged central banks.

Besides opening the way for central banking, holding local-currency assets

""We discuss a possible exception to this rule in the next section.







8. HOW TO PROTECT THE CURRENCY BOARD

Although the currency board system was a greal economic success carlier
in this century, currency boards exist today only in a few ol the more than sixty
places that once had them. The most notable examples of currency board systems
loday are Hong Kong and Singapore.  The reason that boards elsewlhere
disappeared was that they lacked the poiitical independence to prevent them {rom
being changed into central banks. Suspicion that a new currency board might be
reconverted into a central bank would undermine foreign willingness (o invest in
the country, defeating onc of the main advantages ol convertibility. Therefore, in
this section we proposc ways of preventing new currency boards {rom suffering
the fate that befell most old boards. Our proposals can be summarized as
commitment, credibility, and competition. They are complementary; any one could
be implemented separately or along with the others.

The board can commit itself to buy and sell forward exchange at the fixed
rate. The currency boards of Hong Kong and Singapore have made forward
markets of up Lo six months to increase the attractiveness of their own currencies
reladve to their reserve currencies. (The board should limit its forward exchange
transactions if inflation in the reserve currency country becomes high and a switch
of reserve currencies becomes desirable, as we discuss below.)

The government can improve the board’s credibility by insulating it from
any possible attempts at government manipulation. One way to do so would be
to have some of the currency board’s board of directors be foreign nationals,
chosen by institutions in their home countries, as we suggested above. For
example, only three of the eight dircctors of the Libyan Currency Board were
Libyan nationals; the rest were Brilish, French, Italian, and Egyptian nationals
chosen by their respective governments. A majority of directors for an East
European currency board could be, for instance, top managers from large West
European, American, or Japanese banks.

Another way of improving the board’s credibility would be to incorporate
it in a safe-haven country such as Switzerland, and to make clear that the board’s
assets belong to the board itself. The East African and West African currency
boards actually had their headquarters in London for much of their existence.'?

Competition will improve the currency board’s incentive to maintain the
fixed exchange rate. Forced-tender laws, which compel people to accept payment
in local currency, should be abolished. People should be able to make contracts
in and to use any currency that they find mutually agreeable. In particular, reserve
currency notes and coins should be allowed to circulate alongside the currency

"The currency board could even be auctioned to the private sector, either for a fixed
term or permanently. As Harold Demsetz (1968) has argued with respect to utilities,
private sector bidders should be willing to pay just enough to exhaust any monopoly
profits that the board might accumulate.
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though, the procedure should be carefully specified, rather than being a somewhat
arbitrary government decision as was the case with the Hong Kong and other
currency boards.

We suggest that, for example, the board not be allowed to change the
reserve currency unless annualized inflation in the reserve-currency country, as
measured by the wholesale price index, falls outside the range -5 percent to 25
percent for more than two years, or -10 percent to 50 percent for more than six
months. If inflation exceeds that range, the board must either devalue or revalue
its currency in terms of the reserve currency by no more than the amount of the
reserve country inflation rate for the period just specified (two years or six
months), or choose a new, less volatile reserve currency and fix the exchange rate
at the rate then prevailing between that currency and the original reserve currency.
The board’s profits and the 10 percent reserve that we have proposed it hold in
addition to its 100 percent reserves will help cushion any losses from switching
TeServe Currencies.

It may also be advisable to write a similar provision into the ¢currency
board’s constitution allowing it to reset the exchange rate with the reserve currency
if the reserve currency appreciates or depreciates too rapidly against a basket of
foreign currencies representing other countries important in the currency board
country’s foreign trade, even if inflation rates in the reserve-currency country stay
within acceptable limits. The general point we wish to stress here it is best to
have predetermined procedures, known to the public, for handling such difficulties,
rather than to respond to them in the rather capricious way that some past
currency boards have done.







reserve currency only, at the fixed rate.

In addition to those procedures that are detailed in the model currency board law
in Annex [, some important rules of thumb for operating a currency board are:

(1) Expenses should average no more than 1 percent of total assets.

(2) Liquid reserves (securities with maturities of two years or less) should
be 30 percent or more of the total.

(3) It may be necessary for the board to have branch offices or agents.







1 —

7. The Currency Board may set a minimum size for transactions, nol 10 exceed
100,000 units of the reserve currency. [t may adjust this size upwards in the same
prOPOrLion as ereases m the wholesale prce index of the reserve-currency

country. Uhe Currency Roard may not charge any commission for transactions of

{he mnimue size or larger,

§. The Cwirency Board shall begin business with assets cqual 1o at least 100
percent of ils ROtes and coing in circolation. 1 shall hold these assets in
investment-grade securitics payable only in the reserve currency. The Currency
Board shall aot old any seeuritics issued by the national or local governments of
Cuba, or in enterprises owned by those governments.

9, The Currency Board shall pay all net profits into a reserve fund until its
unborrowed reserves equal 110 percent of its notes and coins in circulation, It
shall remit all net profits beyond those necessary to maintain 110 percent reserves
to the government of Cuba. The distribution of profits shall occur annually.

10. The Currency Board’s head office shall be at Havana. The Currency Board
may establish branches or appoint agents in such other cities as it sees fit.

11. The Currency Board shall publish a financial statement, attested by the
directors, quarterly or more often. The statement shall appraise the Currency
Board’s securities holdings at their market value.

12. The Currency Board may issue notes and coins in such denominations as it
sees fit.

13. Should the change in the wholesale price index in the reserve-currency country
fall outside the range -5 percent to 25 percent for more than two years, or -10
percent to 50 percent for more than six months, within 60 days the Currency Board
must either;

a. Devalue (if the index’s change is negative) or revalue (if the index’s
change is positive) its currency in terms of the reserve currency by no
more than the amount of index’s change over the period specified above,
or

b. choose a new reserve currency and fix the exchange rate at the rate
then prevailing between that currency and the original reserve currency.
14. If the Currency Board chooses to do 13(b), within one year it must convert all

1ts reserve assets into securities payable in the new reserve currency.

15. The Currency Board may not be dissolved or its assets transferred 1o a
Successor organization except by unanimous vote of the board of directors.
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generate continual balance-ol-payments suq.)luses for the supply of' notes _and chn
to expand as quickly as the demand. Continual surpluses are unlikely, implying
that in periods of balance or deficit, the supply of notes and coins grows more
slowly than the demand, resulting in a fall in prices. The fall would not occur if
the noles and coins were liabilitics of a central bank commitied to a fixed
exchange rate, because it holds only fractional reserves. (The converse, which
critics of currency boards never stated, is that in a declining currency board
economy, money supply is inflationary.)

The simplifying assumptions rarcly, if ever, hold. A pgrowing economy
in a poor country, such as most currency board countries have been, generally has
large capital inllows that balance its current account deficits. Furthermore, with
international branch banking, banks are able to pool their reserves between the
reserve-currency country and the currency board country, so that they may be able
to offsel much of the effect of balance-of-payments changes between the two
countries (and, by extension, among all the countries where they have branches).
An international bank's overall reserves are the same whether a given deposit is
held by a customer in the reserve-currency country or by a customer in the
currency board country.

Currency board economies seem (o have had little experience of deflation
caused by increases in the demand for notes and coins. The only exampie that we
are aware of occurred in Hong Kong in carly 1984. A fcw months before, Hong
Kong had reintroduced the currency board system. During the Chinese New Year,
the demand for notes increases because it is customary to give gifts of money,
The increased demand for notes affected bank reserves and interest rates for about
two weeks, after which they settled back to their previous levels. The banks
learned their lesson: during subsequent Chinese New Years, they have kept higher
than usual reserves on hand, and interest rates have been little affected.”” The
final major criticism of the currency board system is that the 100 percent foreign-
currency reserve requirement deprives a currency board economy of real resources
that are available in a fractional-reserve system. Economists who investigated the
matter in the 1950’s claimed that 30 percent to 50 percent of currency boards’
reserves were surplus, since there was an irreducible minimum of notes and coins
that people held, which would never return to the boards for redemption. Surplus
reserves, then, are a cost of the currency board system, since they could be used
to buy imports, increasing the real goods available in the economy.

There is, first, a question whether these estimates are accurate.'®
Leaving that aside, though, let us consider the nature of the alleged cost. Once

_spent, surplus reserves are gone, and they yield no interest. Currency board
reserves, on the other hand, pay interest because the board invests them in foreign-

Selgin 1988a.

¥Bimbaum 1957.
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