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Institutional Aspects of Commercial and Central

Banking in Ireland

By JOHN HEIN

1. INTRODUCTION

To the uninitiated, the Irish banking system may
appear to be no more than a special, albeit separate,
branch of the banking system of the United
Kingdom. He may be forgiven for this somewhat
erroneous view since even the specialized literature
often has treated the Irish banks as cousins, once
removed, of the British banks. Thus, in the words
of one author:

“The establishment of the Irish Free Statein
1922 did not materially alter the position of the
Irish banks, whose business extended over both
the Free State and the Six Counties remaining
in the United Kingdom. The Irish currency
continued to be freely convertible, pound for
pound, into British sterling, so that the Irish
banks continued to regard their balances in
London . . . as the ultimate basis of their
credit. Despite the political changes of the
period, that is to say, they continued to regard
themselves—and still do—as essentially part of
the British banking system.”’?

And in a recent new edition of a book on banking in
the British Commonwealth, it was decided “‘to omit
the Republic of Ireland, not only because of its
withdrawal from the Commonwealth even before
the previous volume was published, but also because
of the peculiarly close interlocking of its commercial
banking system with that of the United Kingdom”.?

Interlocking and similarities there may be, but
these refer principally to banking activities and
organization. Once one goes beyond these—and in
particular to the rdle of the Central Bank of Ireland,
the working arrangements between the Irish
banks and the Central Bank, and various aspects of

1 E, Nevin, Textbook of Economic Analysis—Irish Edition
(London, 1963), p. 291.
2 W. F. Crick, ed., Commonwealth Banking Systems (Oxford,

1965), p. ix.

credit control—one soon uncovers enormous differ-
ences, not only between the Irish and the British
systems, but also between current practices in
Ireland and in other financially developed countries.
This paper deals in part with some of these
differences.

The paper may be said to owe its existence—at
least indirectly—to the Irish bank dispute during
the late spring and early summer of 1966. The
writer had barely taken up his duties with The
Economic Research Institute when the Irish banks
closed their doors, not to reopen them until a full
three months later. As a result, the writer was
unable to andertake the task originally assigned to
him, which was to have been an analysis of some
practical problem of commercial banking in Ireland.
Instead, he set to perusing the available literature
on the Irish monetary and banking systems, with
particular emphasis on the quarterly bulletins and
annual reports of the Central Bank of Ireland for
the past ten years. These various writings appeared
to offer much food for thought, some of which is
distilled in the chapters that follow.

The paper first examines certain institutional
aspects of the Irish banking scene—the banks’
external assets, their balances at the Central Bank,
and the Central Bank Ratio. The approach is
necessarily selective. But the author has turned the
spotlight on several concepts that to him as an
outsider appeared worthy of scrutiny and of which,
moreover, no comprehensive treatment and exposi-
tion did exist. This analysis is followed by a dis-
cussion of some implications that the current
arrangements between the Central Bank and the
associated banks would seem to have for increasing
the Central Bank’s monetary control powers and for
facilitating the domestic flow of short-term funds in
general.

The line of approach taken in the paper, the views

1




expressed, and the tentative conclusions reached are
all the author’s own. They do not therefore reflect
the opinions of The Economic Research Institute or
of the author’s employer, the Federal Reserve Bank
of New York. However, in the surveys of reserve

requirements abroad and of foreign money markets
in Chapters 4 and 5, the author has drawn ex-
tensively on some published and unpublished work
done by himself and others at the New York
Federal Reserve Bank.

2. THE EXTERNAL ASSETS OF THE IRISH BANKS

From whatever direction and with whatever
purpose in mind one approaches the study of Irish
banking arrangements, institutions, or practices, one

comes face to face before long with the Irish banks’

foreign holdings or ‘‘external assets”.? These
holdings generally are among the factors discussed
in connection with bank liquidity, credit creation,
and the scope for monetary policy in Ireland.

One of the earliest descriptions of the origin and
nature of these assets is that given by the 1938
Banking Commission:

“The volume of trade and other transactions
between Great Britain and Ireland is very
large, and these transactions are normally
settled by cheques on London or Dublin. . . .
One result of this practice is . . . that the Irish
banks are bound to maintain large sterling
balances in London, and that they will continue
to maintain such balances, whatever changes
may be made in the domestic banking law of
the Free State. The sterling assets of the Irish
banks must, however, not be regarded merely
as balances held for commercial and trading
purposes, but as part of the permanent foreign
investments of the country.”’4

More recent treatments include the following;

“The external assets of the commercial banks
were accumulated largely during the first and
second world wars when our external earnings,
mainly from the export of agricultural commod-
ities, far exceeded import payments. These
naturally came into the commercial banking
system as the commercial banks are concerned
with providing means to finance trade.”?

And, on a somewhat more sophisticated level:

“The possibility constantly exists that Ireland
as a whole may at any time be buying more

* 'The terms ‘“‘banks”, ‘“‘commercial banks”, and “associ-
ated banks” will be used interchangeably throughout this
paper to denote the eight banks associated with the Central
Bank of Ireland under the Central Bank -Act, 1942, and the
National City Bank Limited.

4 Commission of Inquiry into Banking, Currency and
Credit, 1938 (hereafter referred to as ‘“‘Banking Commission’’),
Majority Report (Dublin, 1938), pp. 188-189.

5 F. Flanagan, “The Central Bank of Ireland”, Adminis-
tration, Spring 1965, p. 56.
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abroad than it is currently earning abroad
through its exports. . . . Similarly, for any one of
a number of reasons, Irish residents may want
to transfer their assets from the Irish banking
system into the British banking system or
elsewhere. Consequently the Irish banks regard
it as fundamental that a substantial proportion
of their assets should be held in such a form as
to meet any likely contingency of this sort at
any time; the size of their net assets abroad is
thus regarded as the fundamental determinant
of the overall volume of liabilities they can
safely incur in Ireland.”®

These are all perfectly straightforward statements
that could be made, with the appropriate modifica-
tions, for a number of other countries as well. What
distinguishes the Irish banking system in this
respect, however, is the fact that almost all Irish
banks operate “under two flags”, i.e. do business
in two separate political entities, the Republic and
Northern Ireland.” Thus, while all of the banks’
external assets or foreign holdings (as well as their
foreign liabilities) are denominated in currencies
other than the Irish pound, a substantial part of
their foreign claims and almost all of their foreign
liabilities reflect the activities of the system’s
branches in Northern Ireland.

The Divided Balance Sheets of the Irish Banks

This division of the Irish banks’ field of operations
between the Republic and Northern Ireland has led
to the familiar breakdown of their balance sheets
into “‘within the State’ and ‘“elsewhere”.® These
two categories generally refer to the physical location
of the particular asset or liability. On the assets side,
cash and balances with banks are “‘segregated with
reference to the place where the asset is actually
held: currency in a bank till is accordingly attributed
to the area in which the till is located and a balance
with another bank to the place in which such bank

8 Nevin, op. cit., p. 300.

7 The exceptions are the Royal Bank of Ireland and the
National City Bank which confine their operations to the
Republic. However, the Royal Bank has a branch in Great
Britain (as does the Provincial Bank).

8 Arrangements for providing the data in this form were
first made between the banks and the Currency Commission,
and returns on this basis have been made systematically since
the beginning of 1932. Cf. Banking Commission, op. cit., p. 98.




is situated.”® The same principle is followed with
respect to bank premises. In the case of all earning
assets-—i.e, money at call, bills, loans and advances,
and investments—the breakdown between “within
the State” and “‘elsewhere” is governed “by the
location of the person or body liable to meet the
obligation concerned”.1°

On the liabilities side, the division of capital paid
up, reserves, and undivided profits refers to banks
incorporated in the Republic, on the one hand, and
in Northern Ireland and Great Britain, on the other.
Deposits similarly are divided according to whether
they are held with banking offices in the Republic
or in Northern Ireland and Great Britain. The data
for notes in circulation are segregated “according to
the jurisdiction to which the note issue appertains”,*
Thus, notes in circulation ‘“within the State” relate
to the Consolidated Bank Notes and old bank notes
deemed to have been issued in the Free State which
are still outstanding. (However, a considerable
proportion of the relatively small amount recorded—
£160,000 at the end of April 1966—has probably
been lost or destroyed.) The notes “‘elsewhere”, on
the other hand, are those issued in Northern Ireland,
one of the few areas of the world where the
commercial banks still have the right to issue their
own notes.!?

While under the circumstances this manner of
segregating and allocating the various items is
perhaps the only feasible one for working purposes,
it contrasts sharply with the practice of banks in
other countries. Banks in the United States, for
example, many of which have branches abroad,
define their foreign claims and liabilities strictly as
those vis-d-vis nonresidents. Thus, they will regard
as external assets all advances made to nonresidents
(including their own foreign branches) and similarly
as external liabilities all deposits held with them by
nonresidents (including their foreign branches).
But the foreign operations of the branches them-
selves—i.e., both the investments made and the
liabilities incurred by them abroad—do not affect the
foreign position of the United States head office
directly (although they will be included in the com-
bined balance sheet for the bank as a whole). A
similar case, which may be more analogous geo-
graphically to that of the Irish banks, is that of the
Canadian banks. Many of these banks have branches
in New York that are quite active in the New York
money market. Yet the branches’ claims on and
liabilities to United States residents arising from
their New York operations do not by themselves
influence the external position of their Canadian

% Banking Commission, Appendices, Addenda, etc., and
Minority Reports, Appendix No. 11, p. 460.

10 Jphid,  * Ibid.

12 Other such areas that come readily to mind are Scotland
and Hong Kong.

head offices; this position, on the other hand, will
reflect all transactions between the head offices and
the New York branches.

The quite different practice followed by the Irish
banks in this respect can easily lead to some curious
results. For instance, while the location of the
debtor is said to determine the category in which a
loan is recorded, it appears that it is rather the
location of the branch making the loan that is de-
cisive. Thus, a loan made by a Belfast banking office
to a Belfast resident is regarded as a “foreign” loan
and hence is entered under “elsewhere”. But what
if a Dublin bank makes a loan to a Dutch firm that is
about to open a sales office in the Republic? In this
(admittedly rare) case, the “person liable to meet the
obligation™ also is located abroad, but the loan most
likely would not be considered a foreign claim.
Again, the deposit account of a Belfast resident is
regarded as a foreign liability and hence is regarded
as ‘“‘elsewhere”. But what of the account that a
German resident might maintain with a Dublin
bank to make payments for the upkeep of property
he has acquired in the Republic? This certainly is
just as much a foreign liability of the particular bank;
yet since the account is located in Dublin it probably
would not be considered as due “‘elsewhere”. As
has been pointed out, in other countries these types
of assets and liabilities would be the important ones
in determining the banks’ “foreign position”.

It is also worth noting that at present some
balance sheet items are treated differently in the
official balance of payments than they are in the
banks’ aggregate return. Thus, while the deposit
accounts of nonresidents with banks in the Republic
apparently are not regarded as due “‘elsewhere”, the
net changes in such accounts (“bank deposits within
the State of extern customers”) are recorded under
“other capital transactions” in the balance of pay-
ments. Moreover, for balance-of-payments purposes
banks incorporated outside the State are in some
respects considered nonresidents, since in the
official balance-of-payments presentation “interest
on. deposits and expenses at branches in this State of
banks incorporated elsewhere are taken as credit
and income and profit of these banks on investment,
loans, etc., in this country are debited”.l?* But this
means that, while a deposit with a Dublin branch of
a Northern-based bank is counted as a domestic
liability in the banks’ balance sheet, the interest
received thereon is treated like income from foreign

investment in the balance of payments.** Conversely,

13 “Balance of International Payments”, Irish Trade
Sournal and Statistical Bulletin, June 1952, p. 8o.

14 Cf. also the remark that Irish deposits in banks with
headquarters outside the State should ‘“be regarded as claims
on British institutions and, therefore, counted as external
assets”. (A. Marsh, “Ireland’s External Assets: Discussion”,
Sournal of the Statistical and Social Inquiry Society of Ireland,
194849, p. 213.)
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while a loan made by the same branch is classified as
a domestic asset in the banking return, the interest
paid thereon by the Dublin borrower is treated in
the balance of payments like income paid on a
foreign investment in the Republic.

The Concept of Net External Assets

Even greater conceptual difficulties are en-
countered when one comes to discuss the Irish
banks’ net external assets. The third of the passages
quoted at the beginning of this chapter has already
indicated the importance that is generally attached
to this magnitude, which is considered the “funda-
mental determinant” of the banks’ credit-creating
potential. It is relatively easy to give a definition of
the term. One of the earliest versions defines the
banks’ net external assets as “the amount of sterling
holdings after deduction of liabilities which are
required to be discharged in sterling”.’® The
Central Bank, in turn, has put it into more general
language:

“The net external assets of the associated
banks represent the excess of their total assets
outside the State over their total liabilities
outside the State, loans and advances being
included in such assets.”1¢

And according to an even more succinct definition
the term ‘“represents total external assets less
external liabilities in Northern Ireland (sic)”.'?

The first difficulty that arises in connection with
this term is the concept of “net” itself. This concept
obviously is more meaningful when used in con-
nection with a flow than with a stock, such as a “net
loss” or a “net change” over a given period of time.
This criticism was voiced many years ago by one
commentator who declared:

“With certain modifications the word ‘net’
has objective validity, e.g. ‘net emigration’,
which it is not clear that it possesses in the
external asset context. . . . In the matter of
external assets, there is the danger which is
always present in greater or lesser degree in
connection with statistics that we tend to con-
centrate on aspects for which statistics are
available and forget that there are other aspects.
The increase or decrease in external assets, net
or gross, may be a good, bad or indifferent thing

18 Banking Commission, Majority Report, pp. 100-101.
. 18 Central Bank of Ireland, Report for the Year ended
31st March, 1955, p. 24. The bank’s annual reports will here-
after be cited as Report, followed by the year of publication.

17 Flanagan, op. cit., p. 57. All of the Irish banks’ liabilities
in Northern Ireland are of course “external’” under the current

definition.
4

but it is quite impossible to say until we possess
a full statistical statement of capital.”’1®

Another and more serious difficulty arises from
the fact that the magnitude this concept purports to
represent has tended to be taken as a basic indicator
of the external position of the banking system and
as such is being counted as part of the over-all
external reserves of the country. But since the banks’
net external assets simply denote the excess of their
total foreign assets over their fotal foreign liabilities
(as currently defined), it is clear that this net figure
does by no means indicate the magnitude of external
reserves available to make foreign payments, i.e.
settle a potential payments deficit.

Yet this point seems to have been made only
occasionally. Thus, in discussing the balance-of-
payments deficit of 1955 and the resulting fall in the
banks’ external holdings, the Central Bank
commented:

“Here it must be pointed out that the banks’
true capacity to sustain domestic credit cannot
be estimated by reference to all the net external
assets since a large part of such assets cannot be
realised or called-in in the ordinary course of
banking business (e.g. loans and advances,
working cash and money at call, premises, etc.).
In fact out of the total net external assets held
by the Associated Banks in December last
amounting to £85+7 million, only slightly more
than one-half represented items available to
meet drafts on banking resources,”1?

In a similar vein, the Central Bank wrote the follow-
ing year that in any examination of the country’s
external assets, including those held by the private
sector, “it is important . . . to distinguish between
the reserves which are available to meet external
payments deficits and other external assets which
cannot be reckoned as monetary reserves’.2 A
simple computation for the end of 1965, comparable
to that undertaken by the Central Bank for the end
of 1955, would show that as against recorded net
external assets of £89-3 million the Irish banks’
short-term foreign position—on account of cash,
money at call, bills, and advances; note circulation
and current and deposit accounts—resulted in fact
in net liabilities of £11-4 million.

Nevertheless, the fiction of equating the Irish
banks’ net external holdings with their true foreign

i8 R. C. Geary, “Ireland’s External Assets: Discussion”,
op. cit., p. 215.

19 Central Bank of Ireland, Quarterly Statistical Bulletin,
January 1956, p. 2. (This publication and its successor, the
Central Bank’s Quarterly Bulletin, will hereafter be referred
to as Bulletin.).

20 Report, 1957, pP. 29.




liquidity position has taken hold to such an extent
that this figure is regularly reported to, and re-
published by, international institutions. Thus, the
International Monetary Fund’s monthly statistical
bulletin, in its pages on Ireland, shows under the
heading of “International Liquidity” a figure of
$250 million for the commercial banks at the end of
1965, which is the equivalent of the £89+3 million
recorded for foreign assets (net) under the heading
of “Commercial Banks”.2*

External Assets and the Balance of Payments

So long as the banks’ net external assets continue
to be regarded as representative of their true foreign
position, there is the additional danger that too much
significance may be attached to changes in these
holdings as being indicative of balance-of-payments
developments. It had been held in the past, for
instance, that the divided balance sheet of the banks
provided “very nearly a complete picture of the
balance of payments as virtually all monetary
transfers to and from Ireland are handled by them”.22
The Central Bank similarly has concluded that, until
recently at least, “it was possible, by studying the
movements in the Associated Banks’ net external
assets and in external merchandise trade, to make
reasonably accurate estimates of the combined
effect of external capital flows and changes in
‘invisible’ external trade”.?

It is of course true that “normally the net external
assets increase when the Republic’s balance of
payments on current account is favourable and
decline when it is unfavourable” and also that,
because of capital movements, “the extent to which
the net external assets increase or decrease is rarely,
if ever, the same as the surplus or deficit on current
account’.2 But it cannot be stressed strongly enough
that the official balance of payments merely records
the over-all change in the banks’ net external assets
as a single credit or debit entry labelled “banking
transactions’. It does not attempt to bring together
and strike a balance between the various underlying
inflows and outflows or, more important, to
distinguish between ‘banking transactions” on
current account, capital movements, or special
transactions.

A case in point are the changes that took place in
April 1966, when the banks’ external assets and
liabilities showed abrupt declines of £47°6 million
and £52°1 million, respectively, with a resulting net

2 International Monetary Fund, International Financial
Statistics, March 1966, p. 169.

22 B, Menton, ‘“Theories of Adjustment of the Balance of
Payments under Fixed Exchanges”, Journal of the Statistical
and Social Inquiry Society of Ireland, 1947-48, p. 39.

28 Bulletin, May 1966, p. 8. )

28 D, O’Mahony, The Irish Economy (Cork, 1964), p. 77.

“gain” of £4-5 million. It was assumed at the time—
and confirmed subsequently by the Central Bank?—
that these changes reflected “almost entirely’’ the
acquisition of the National Bank’s Irish branches by
the Bank of Ireland. In other words, the severing of
its British connection by the National Bank brought
about declines in the Irish banks’ external assets and
liabilities equivalent to the assets and liabilities of
the National Bank’s 32 offices—including its head
office—in England and Wales. Conversely, with the
new National Bank of Ireland now headquartered
in the Republic, the Irish banks’ combined capital
“within the State” increased from £9+3 million in
March to £18-8 million in April and their total
reserves and undivided profits “within the State”
from £8+6 million to £12+0 million. The changes in
these two items alone thus accounted for over one-
half of the increase in the banks’ domestic liabilities
in April (see table).

Net
Assets Liabilities Position
External:
Mazrch 1966 3285 2347 +93-8
April 1966 280'9 182°6 +98:3
Domestic:
March 1966 419°0 5128 —03'8
. (4950)*
April 1966 439°1 537°4 —98:3
(506:6)*

*Excluding capital and reserves.

But it would surely strain the imagination to
suggest that under these special circumstances the
£4+5 million improvement in the bank’s net external
assets could by itself be considered very meaningful
as an indicator of balance-of-payments trends in
general or of “banking transactions” in particular
during the month. In fact, when the data are strongly
influenced by special factors such as those of April
1966, it might be more appropriate to publish two
sets of figures, with suitable explanations.

The Banks’ Net “Foreign” and Net ‘‘Domestic”
Position

The foregoing table reveals another noteworthy
characteristic of the concept of net external assets—
namely, that this particular magnitude is no more
than a simple balancing item. Given that the banks
publish a divided balance sheet and that over-all
assets and liabilities—i.e., the sums of assets and
liabilities “within the State” and “elsewhere”’—
must be equal, net external assets are merely an
accounting identity that is balanced by an equivalent
amount of “net domestic liabilities”. In other words,

25 Bulletin, August 1966, p. 66,




if we choose to label the banks’ net external assets
their “net foreign position”, this position is exactly
counterbalanced by their “net domestic position”
bearing the opposite sign. And it follows that any
change in the banks’ net foreign position will—
indeed, must—be accompanied by an equal and
opposite change in their net domestic position. In
April 1966, e.g. the banks’ net foreign position
“improved” and their net domestic position
“deteriorated” by £4-5 million alike.

One author has described the nature of net
external assets as a “‘balancing item” in the following
way:

“A change in its magnitude can come about
only when the Republic experiences an over-all
external surplus or deficit, because it is only
under these conditions that a change can occur
in one side of the ‘elsewhere’ section of the
balance sheet without affecting the other. Thus,
other changes being equal, an over-all external
surplus is accompanied by an increase in the
assets ‘elsewhere’ and in the liabilities . . .
‘within the State’, but the liabilities ‘else-
where’ remain unchanged. Hence there is an
increase in the difference between the assets
and liabilities ‘elsewhere’, i.e. in the net
external assets. Similarly, an over-all external
deficit is associated with a decrease in assets
‘elsewhere’ and of liabilities ‘within the
State’ but does not affect liabilities ‘elsewhere’.
Consequently, there is a decline in net external
assets,”’28

As a more general proposition it can be stated that
an improvement in the banks’ external position can
come about, ceteris paribus, either through an
increase in their foreign assets or a decrease in their

foreign liabilities. And each of these changes can, in
turn, have as its counterpart a deterioration of their
domestic position that is reflected either on the
assets or the liabilities side—through a decrease in
domestic assets or an increase in domestic liabilities.
Thus, there are four possible ways in which an
improvement in the banks’ external position can
come about, as shown below.

Assets Liabilities
Domestic Foreign Domestic Foreign
(1) i +
(2) - +
(3) + -
(4) - -

Case (1) corresponds to the example given in the
above passage—an external surplus that swells
domestic liabilities as foreign receipts are repatriated.
Case (2) illustrates the giving up of a domestic asset,
such as cash or Exchequer Bills, in order to acquire
a similar foreign asset. Case (3) would arise where
the banks swapped an external liability against a
domestic one—as when, e.g. a resident of the
Republic transferred an account from a Belfast
branch to a Dublin branch of his bank. And Case (4),
perhaps the most hypothetical, illustrates the sale of
a domestic asset (for foreign exchange) in order to
liquidate an external liability. All four cases satisfy
the criterion that, for a change in the banks’ net
foreign position to occur, one side of the “elsewhere”
category must change without a change taking place
in the other. A similar general model can be set up
to illustrate the four possible ways in which the
banks’ net foreign position can deteriorate, with a
corresponding improvement in their net domestic
position.

3. TRANSACTIONS BETWEEN THE IRISH BANKS AND THE
CENTRAL BANK OF IRELAND

The preceding discussion has omitted one im-
portant determinant of changes in the Irish banks’
external assets, i.e, transactions between the banks
and the Central Bank of Ireland. In most other
financially developed countries transactions in-
volving the commercial banks and the central bank
either are strictly internal—as when they reflect
discounting and open market operations—or simply
arise from sales or purchases of foreign exchange by
the banks to or from the central bank.

¢ O’Mahony, op. cit., pp. 76-77.
(]

External Assets as Vehicle for Transactions with
the Central Bank

In Ireland the situation is quite different. Given
the history and background of the Irish pound,
there is an intimate link between that currency and
the British pound. As is well known, Irish legal
tender is issued and redeemed by the Central Bank
against sterling or sterling assets. This is largely a
natural historical development since, when the
Currency Commission was established in 1927 and
even when the Central Bank opened its doors in
1943, the Irish banks held no assets apart from
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sterling balances and British securities that could be
exchanged for local currency. Even today there are
relatively few Irish assets that could be so utilized.
Accordingly, the basis on which the Irish pound
continues to be issued has been called “the outcome
of inescapable practical considerations”.2” The
process has been described by the Central Bank as
follows :

“A rise in the amount of currency outstanding
involves a transfer of external assets from the
Associated Banks to the Central Bank in ex-
change for the currency issued. Accordingly,
the Central Bank’s liabilities . . . and external
assets move up by the same amount. The
Associated Banks, on the other hand, have now
smaller net external assets and an increased
stock of currency . . .; in their balance sheet,
there is a substitution of domestic for external
assets,’’28

However, while changes in currency outstanding
may be the most important kind of transaction
between the Central Bank and the commercial banks
in terms of its effect on the banks’ external holdings,
there are several other types of such transactions
that are conducted via, and hence affect the level of,
the banks’ external assets. In the past the Central
Bank generally tended to discuss changes in its own
external holdings by referring summarily to
“changes in note and coin circulation, bankers’
deposits . . . rediscounting operations, etc.” and
on occasion also provided a statement such as this:
“The heavy demands upon the banks’ external
resources, due to the worsening in external trade and
to the large intake of government securities caused by
the lack of support for the recent national loan...”.2?
But the first general discussion of the vast scope
of strictly domestic transactions that impinge equally
on the external assets of the Central Bank and on
those of the commercial banks was published only
fairly recently. Thus, after sketching the general use
of foreign-exchange holdings as a vehicle for foreign
payments and receipts, one author noted:

“In addition to changes in the several
categories of the monetary reserves resulting
from developments in external payments and
receipts, there are movements within the
aggregate of these reserves due to internal
transactions. Rediscounting of exchequer bills,
which is of growing importance, represents a
transfer of external assets from the Central
Bank to the Associated Banks. A similar
transfer takes place when the Minister for

27 Ibid., p. go.
28 Bulletin, May 1966, p. 8.
2 Report, 1956, pp. 40—41. Emphasis supplied.

Finance draws on his balances at the Central
Bank . . . because, as noted earlier, a com-
mercial bank is the Government’s banker. That
increase in external reserves at the commercial
banks is offset by a similar increase in the
credit on the government current or deposit
account,’’3?

In addition the banks can in theory increase the
balances they have been building up at the Central
Bank (discussed below) by drawing on their external
assets.

A complete summary of this mechanism has been
given by the Central Bank in the following passage:

“At the moment, the net external assets of the
Associated Banks are affected by the following
transactions with the Central Bank:

(@) changes in currency, that is notes and
coin outstanding;

(b) rediscounting of Exchequer Bills;

(c) movements in the Associated Banks’
balances with the Central Bank; and

(d) operations on the account of the Minister
for Finance with the Central Bank.,”’3!

Transactions with the Central Bank and the Balance
of Payments

Any of these transactions between the Central
Bank and the commercial banks will cause changes
in the banks’ external holdings, but—like the
changes discussed in the preceding chapter—these
again will not necessarily be indicative of equivalent
changes in the country’s balance of payments. Even
though rediscounting and the buildup of the
associated banks’ balances with the Central Bank are
comparatively recent developments, it was therefore
quite correct for the Central Bank to find “the
situation . . . more complicated’’3? with respect to
using changes in the banks’ net external assets in
connection with balance-of-payments estimates. One
cannot but agree with the Central Bank’s statement
that “the net flow of funds to the Associated Banks
from the Central Bank must be deducted from the
change in the Associated Bank’s net external assets
in order to determine the influence of foreign-
account operations on their external reserves”,%

Thus the Central Bank argues:

“If over any period the net flow of funds to
the Associated Banks from the Central Bank

30 T, S. Oslizlok, “Survey of Sources of Monetary Supplies
in Ireland”, Yournal of the Statistical and Social Inguiry
Society of Ireland, 1962~63, p. 112,

31 Bulletin, May 1966, p. 8.

32 Tbhid.

38 Ibid., p. 16.



amounts to, say, £5 million and the net external
assets of the Associated Banks still fall by, say,
£10 million, the effect of receipts and payments
on foreign account in that period is a reduction
in the Associated Banks’ external reserves of
£15 million,” 34

The converse example—and, in the light of the
natural growth of the currency circulation, perhaps
a more apt one—would be a flow from the banks o
the Central Bank amounting to £1o million; a decline
in the banks’ net external assets of £5 million; and
hence a £5 million gain by the banks from genuine
“foreign-account” operations.

To the extent that such transactions between the
Central Bank and the associated banks become more
frequent and more complex, changes in the banks’
net external assets will tend to reflect less and less
true “banking transactions” in the balance-of-
payments sense, i.e. flows of short-term funds
between residents and nonresidents. In the event, it
becomes all the more meaningful as well as more
realistic to focus on over-all reserve movements, by
combining changes in the external holdings of the
Central Bank with those in the net external assets of
the commercial banks. This approach is being in-
creasingly taken now, both by the Central Bank and
other government agencies.?® Thus, in the Central
Bank’s example given above one would speak of an
over-all reserve loss for the entire banking system of
£15 million (Central Bank, —£5 million; associated
banks, —£10 million) and in the second example of
an over-all external gain of (5 million (Central
Bank, -+/f10 million; associated banks, —/[5
million). While the numerical result happens to be
the same under either approach, it is of course the
over-all change that is the more appropriate one for
purposes of balance-of-payments analysis.

The Buildup of the Banks’ Central-Bank Balances

As matters stand, however, transactionsbetween
the Central Bank and the associated banks are being
settled partly via the banks’ external assets and
partly via their balances at the Central Bank.

The balances held by the associated banks with

the Central Bank have been a noticeable quantity:

only since 1958 and have assumed real importance
only 'since 1963. A brief sketch of the growth of
these accounts has recently been given by the
Central Bank.3¢ Historically, the holding of balances
by the commercial banks with the Central Bank can
be traced back to World War II, when the banks

3¢ Ibid. .

35 Cf. Report, 1965, p. 29 and 1966, p. 9, and National
Industrial Economic Council, Report on Economic Situation,
1965, Table xo, p. 63. A

38 Report, 1965, pp. 15-16.
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maintained small deposits at the Central Bank
against the possibility that an emergency issue of
notes might be required. But the practice of con-
sciously keeping balances at the Central Bank is a
much later development that is related, at least in
its initial stages, to the interbank clearing rather
than to the note-issue function of the Central Bank.
Since November 1958 all clearings among the
members of the Dublin Bankers’ Clearing. Com-~
mittee at the central clearing in Dublin have been
settled by cheque on the Central Bank of Ireland
instead of on London agents as had been done up to
then.?” According to the Central Bank, the normal
level of balances maintained for this purpose was
about £3 million.38

At the same time—and partly in line with the
greater influence and authority that the Central
Bank was acquiring—the nature and purposes of
these balances were beginning to change. Today
these deposits no longer are serving merely as
clearing balances, but are being maintained as a
vehicle for the settlement of virtually all types of
transactions that the associated banks engage in with
the Central Bank. Hence, they have come to assume
the function of liquid reserves for the banks. As
mentioned, these transactions include the issue
and redemption of currency, the rediscounting of
Exchequer bills, and payments in connection with
the Central Bank’s activities as agent for the Minister
for Finance. Thus,

“an increase inthe Central Bank’s rediscounting
of Exchequer Bills is in practice carried out
increasingly by crediting these balances rather
than by a transfer of external assets. Also, the
Associated Banks pay for currency issued from
the Central Bank by drawing on these
balances.’’3?

Undoubtedly, the opposite also is true—i.e. that a
repurchase of rediscounted Exchequer Bills or
redemption of currency by the banks is increasingly
being effected by debiting or crediting their balances,
respectively.

" As these transactions have gained in importance,
the level of the banks’ central-bank balances has
risen from [4-3 million at the end of 1958 to
£L11+5 million at the end of 1963 and to as much as
£33-8 million at the end of March 1966. As the
Central Bank has pointed out, the maintenance
of successively larger amounts in such balances “has

37 This clearing relates of course only to net debits and
credits arising from transactions within the State, as external
transactions continue to be settled via balances held in London.

38 However, this figure is substantially above the amounts
of £120,000 and £104,000 shown for March 1965 and 1966,
respectively. Cf. Report, 1966, p. 56.

3% Bulletin, May 1960, p. 9.



been achieved on a voluntary basis”,%® through the
cooperation of the associated banks. The holding of
part of their short-term assets in this form has of
course been made more attractive for the banks by
a 1964 amendment to the Central Bank Act that
permitted the Central Bank to pay interest on
deposits held in its General Fund.

It seems hardly necessary to stress, as the Central
Bank does, that any transactions between the banks
and the Central Bank that are settled on the books
of the latter “do not involve a flow of funds (external
assets) between the Associated Banks and the Central
Bank”,4! or that in the case of such a direct transfer
“the net movement of funds (external assets) . . .
is nil”.42 Such transactions avoid therefore the
statistical and interpretative complexities that arise
when strictly domestic operations are settled via the
banks’ external assets. In fact, if these transactions
were carried out entirely through debits and credits
to the banks’ central-bank balances, changes in the
banks’ external assets could then be ascribed
exclusively to “foreign-account” operations.

There is further confusion created by some of the
data that are published in this connection. Thus,
while the Central Bank’s holdings of rediscounted
Exchequer bills and the currency circulation show
drops of £1+0 million and £2-8 million, respectively,
in the first quarter of 1966,% the “movement of

funds between the Associated Banks and the Central
Bank”’ shows exactly the same amounts for these two
items—i.e. a £1°0 million loss and a £2-8 million
gain, respectively, for the banks.4¢ Since the table
in question purports to indicate transfers of external
assets to and from the Central Bank, one would
therefore assume that, during the first quarter of
1966 at least, the reduction in rediscounting and
the reflux of currency were effected entirely via
the banks’ external assets—even though this type
of transaction reportedly was being ‘‘carried
out increasingly” via the banks’ central-bank
balances. ‘

Finally, one may question why the Central Bank
makes a distinction between the “movement of
funds” or the “flow of funds” between it and the
banks and simple transfers effected on its books—
that is to say, between transactions effected via the
banks’ external assets, on the one hand, and shifts
between the banks’ central-bank balances and other
central-bank accounts, on the other. The latter
type of transaction can just as easily be considered
a “movement” or “flow” of funds between the
Central Bank and the banks and, as we shall see in
the following chapter, is in fact equivalent to a
transfer via external assets from the point of view of
the banks’ liquidity or “reserve” position as com-
puted for purposes of credit policy.

4. THE CENTRAL BANK RATIO

The preceding two chapters have examined
critically two specific aspects of the Irish banking
scene—the banks’ external assets and their central-
bank balances. The discussion has raised a number of
points concerning these concepts and their general
applicability and has stressed certain of their short-
comings and weaknesses. But in this and the follow-
ing chapter, these criticisms will be buried once
more and both external assets (net) and central-bank
balances will be taken as given.

External Assets and Central-Bank Balances as Base
for Credit Creation

Both the net external assets and the central-
bank balances of the Irish banks are important
factors in the implementation of the Central Bank’s
credit policy since they constitute, in combination,
the numerator of the “Central Bank Ratio”. This
ratio simply measures the banks’ net external assets

40 Report, 1965, p. 16.

4L Bulletin, May 1966, p. 0.
a1 Ibid., p. 10.

43 Jbid., p. 6.

plus their central-bank balances as a percentage of
their total domestic deposit liabilities and, together
with the 6 per cent credit ceiling, currently sets a
limit to the banks’ domestic credit creation.

With their external assets as the chief means of
meeting their obligations, it is likely that the Irish
banks have always kept an eye on the level of their
external holdings. However, it is generally felt that
until about 1955 these external assets were so large in
relation to the banks’ domestic deposit liabilities
that there was no need for the banks to aim at
maintaining any fixed relationship or ratio between
the two.%s But when, as a result of anunprecedented
payments deficit, the banks’ external holdings fell
by over £35 million (or by almost 30 per cent) that
year, the banks resorted to substantial rediscounting
at the Central Bank in order to replenish their
sterling balances and began, as a group, to observe a
ratio of about 30 per cent between their net external
assets and their domestic deposit liabilities.

44 1bid., p. 17.
45 Cf, O’Mahony, op, cit,, p. 78, and Menton, op. cit., p. 32
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The first official discussion of this ratio came m
mid-1958 when the Central Bank wrote:

“The ratio of net external assets of the banks
to their total demand (sic) liabilities within
the State has remained throughout 1956, 1957
and in the opening months of 1958 at about
the minimum safe level, the banks having
utilised all available liquid reserves for the
purposes of internal credit.”’48

The remainder of 1958, however, the Central Bank
noted subsequently, ‘“was marked by a gradual
improvement in . . . [the banks’] liquidity, as
measured by the ratio of net external holdings to
current and deposit accounts within the State”.4?
Such a ratio—albeit eventually at levels below those
attained at the end of 1958 and during 1959—
continued to be observed informally by the banks
throughout the first half of the 1960’s.

A more comprehensive ratio that included the
banks’ central-bank balances as well was formally
introduced as an instrument of official policy in May
1965. At that time, the Central Bank instructed the
associated banks, as part of its advice regarding
their lending policies, that:

“as a specific aim, the average level, over the
year 1965 as a whole, of the ratio of the Asso-
ciated Banks’ net external assets together with
deposits in the Central Bank to their liabilities
in respect of current and deposit accounts
within the State should not be lower than 22
per cent,”48

The Central Bank also made it clear that the pro-
posed average ratio of 22 per cent—which compared
with an actual ratio of 19-g per cent at the end of May
—applied to the banks as a whole, i.e. to the aggre-
gate balance sheet of the associated banks. In the
past, variations in the ratio among individual banks
apparently had been sufficiently great to induce the
Central Bank to arrange with each bank an appropriate
ratio “which would be consistent with the overall
aim”.# To ensure that all banks should feel the
same degree of restraint, the Central Bank accord-
ingly decided that for 1965 as a whole the effective
ratio for each individual bank should bear the same
relationship to its average ratio during January-

48 Report, 1958, p. 35. The view that a 30 per cent ratio
constituted no more than a “minimum safe level” was re-
iterated in Department of Finance, Economic Development
(Dublin, 1958), p. 28, even though fluctuations “within, say,
27733 per cent might be regarded as normal®,

47 Bulletin, January 1959, p. T

48 Bulletin, January 1966, p. 12. At the same time, statistics
on the ratio and its various components, gomg back to 1953,
were presented in Table VIII, p. 82. The term “Central Bank
Ratio” itself first appeared in print in National Industrial
Economic Council, op. cit., p. 13.

4 Bulletin, January 1966, p. 17,
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March as 22 per cent bore to the aggregate ratio in
that same period. As it turned out, the average
aggregate ratio for the first quarter came to 23-6
per cent, so that individual banks all had to aim ata
full-year ratio that was not less than g3-2 per cent
of the ratio they had achieved during January-
March.

Subsequently, the formula was amended and
refined to take account of and offset the expansionary
effects of the rediscounting of Exchequer bills by
the banks. Since such rediscounting leads to an
equivalent increase either in the banks’ external
assets or in their central-bank balances, and hence
can be resorted to by the banks to make good a drop
in their ratio, the Central Bank announced in August
1965 that rediscounted bills were to be deducted
from the banks’ combined net external assets and
central-bank balances for the purpose of computing
the ratio. At the same time, the Central Bank decided
that, with this additional restraint introduced into
the computation, it would be appropriate to lower
the prescribed minimum ratio from 22 per cent to
20 per cent for the banks as a whole and correspond-
ingly for individual institutions. Also, the new
minimum was to be attained as of the end of March
1966, rather than as an average for the year 1965.
‘When these decisions were transmitted to the banks,
the ratio (on the old basis) stood at 215 per cent and
on the new at 18-5 per cent. It was only through
assistance by the Central Bank—which in October
1965 purchased from the banks [f20 million of a
special Government Funding Loan in exchange for
rediscounted Exchequer bills and agreed nof to
deduct this particular amount in computing
the ratio—that the banks were in fact enabled
to attain more than a narrow margin in excess
of the prescribed target (see table).

“Old ratio” Bills “New ratio”
(per cent.) |rediscounted | (per cent.)
(£000)

1965: August 21'5 13,650 185
September 23'8 13,650 209
October 238 1.500 23'5
December 23'5 3°000 22'9

1966: March 247 2°'000 24°2

Allin all, it can be said that under a directive from
the Central Bank the Irish banks have been observing
a minimum reserve requirement with respect to
their domestic deposit liabilities since May 1963,
even though the characteristics of that requirement
—its name, composition, and manner of computa-
tion—may differ from those generally encountered
elsewhere. It is worth noting, moreover, that it
proved possible to introduce this instrument of
monetary control without making certain radical
changes in the Irish banking system—such as, e.g.

BRI S




a complete separation of the banks’ operations within
and outside the Republic—that some commentators
had regarded as a necessary precondition for achiev-
ing any sort of domestic credit control.5®

Commercial Bank Reserve Requirements Abroad

In order to assess to what extent the Central
Bank Ratio may be called a reserve requirement in
the generally accepted sense of that term, it may be
useful to survey briefly the way in which reserve
requirements are currently used in major foreign
countries.

Before 1930 only a few countries, mainly in Latin
America, had legislation requiring commercial banks
to maintain minimum ratios of cash to deposits,
although elsewhere the banks frequently maintained
similar ratios voluntarily. Reserve requirements
were looked upon then almost exclusively as a means
of ensuring that funds would be available, when
needed, to meet withdrawals by depositors. It was
not until the 1930’s that commercial bank cash
reserve requirements came to be regarded as a
general monetary policy instrument. This new
concept found expression in the granting of statutory
authority to central banks to introduce and vary
these requirements in accordance with their over-all
monetary policies. In the United States, for example,
the Federal Reserve System obtained, in limited
form in 1933 and on a broader basis in 1935, the
authority to alter the minimum ratios that had long
been fixed by legislation. Elsewhere, similar author-
ity was given to the central banks in Costa Rica,
Mexico, and New Zealand in 1936, in Ecuador and
Sweden in 1937, and in Venezuela in 1939.

Since the 1930’s, the authority to establish and
vary cash reserve requirements has become a
common feature of central bank legislation. Such
provisions were incorporated during the wartime
and early postwar years in the monetary laws of many
Asian and Latin American countries; the German
central banking system likewise was given such
statutory powers when it was reorganized in 1948.

In the past ten to twelve years, the trend toward
variable cash reserve requirements has become
quite pronounced. Among the financially developed
countries, Austria, Canada, Japan, Norway, and the
Union of South Africa introduced such requirements
by statute, while in Australia and Belgium existing
reserve arrangements were modified or replaced by
variable cash reserve requirements. In Denmark,
Finland, the Netherlands, and Switzerland, such
requirements were put into effect under gentlemen’s
agreements negotiated between the central bank and

% Cf. M. J. Gibson, “An Amended Irish Monetary System”,
Journal of the Statistical and Social Inquiry Society of Ireland,
1956-57, p. 151 et seq., and ““Ireland’s Evolving Central Bank,”
Banker, July 1960, p. 460.

the commercial and other banks. In Great Britain
where there are no requirements established
either by law or formal agreement,’ the Bank of
England under its general powers requested the
banks on several occasions to place ‘‘special
deposits” with it. In many of the financially less
developed countries, too, provisions for variable
reserve requirements have either been incorporated
into existing statutes or included in new central bank
legislation in recent years.

At the end of 1965, variable cash reserve require-
ments were in force in about fifty countries around
the world, either by statute or by formal agreement
between the monetary authorities and the com-
mercial banks. In addition, in a number of countries
where central banks have recently been established—
including Cambodia, Cyprus, Lebanon, Nepal, and
the Sudan—the authorities had the statutory power
to introduce and vary minimum cash ratios for the
commercial banks.

Principal Features of Reserve Requirements

In most countries, the authority to impose
and vary (as well as abolish) reserve requirements is
given to the central bank, However, the central
bank does not always have the sole power in this
regard; in some countries it must submit a proposed
change to the finance ministry for approval, as in
New Zealand and South Africa, or to the govern-
ment which then must ratify the change, as in
Norway. In countries where reserve requirements
have been established under gentlemen’s agree-
ments, as in the Netherlands and Switzerland, the
commercial banks in principle participate in these
policy decisions with the central bank, although it is
the latter which recommends and determines the
ratios. In Great Britain, the “special deposits” have
been imposed under a Bank of England directive,
after consultation between that institution and the
Chancellor of the Exchequer.

Reserve requirements most commonly are applied
to commercial banks as defined by general banking
law. However, a few countries, including Germany,
Italy, Japan, the Netherlands, South Africa (under
1964 legislation), and Switzerland, impose reserve
requirements on certain financial institutions besides
the commercial banks, in order to control the alloca-
tion of their loans and investments and thereby
influence the total credit volume. In Germany, such
requirements extend to all institutions that accept
deposits, including the postal giro system, the
savings banks, and industrial and agricultural credit
cooperatives; in the Netherlands they cover the
postal giro system and the two central institutions

81 However, the London clearing banks informally observe a
fixed 8 per cent cash ratio as part of a more comprehensive
liquidity ratio, currently at 28 per cent.
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of the agricultural credit banks; in Italy they apply

to savings banks and rural and artisan banks; and in
Japan to the larger savings banks and savings and
loan associations.

There are a few countries in which cash reserve
requirements are differentiated according to the
location of a bank. In the United States, there is a
dual (until July 1962 triple) geographical classifica-
tion of banks for purposes of reserve requirements,
with banks in New York and Chicago, the principal
financial centres, obliged to observe higher ratios
than those in the rest of the country. In Germany,
banks located in cities in which there is an office or
branch of the central bank are subject to higher
reserve ratios than banks in other places. Under the
special deposits scheme in Great Britain, the
London clearing banks have been subject to higher
ratios than the Scottish banks, and in some Latin
American countries higher ratios have at times been
in effect for banks in the capital city or district than
for those in the rest of the country.

In addition, both Germany and Japan provide
for different reserve ratios according to the size of an
institution’s deposit liabilities; in Germany, there
are now four size classes which, together with the
geographical breakdown, make for a total of eight
reserve classifications. Differential treatment of
banks by size also prevails in the Netherlands (where
an initial absolute amount of each bank’s deposit is
exempt from, and a further amount is subject only
to half, the requirement), and in Norway (where
there are two categories of banks, according to the
size of their own reserves). The ultimate in differen-
tiation among banks was achieved under the former
special accounts system in Awustralia, where a
separate reserve ratio could in effect be imposed for
each individual bank; however, the ratios generally
tended to be uniform for all the major commercial
banks.

In order to make reserve requirements a more
precise means of credit control, different ratios are
generally set for different categories of deposit
liabilities. One fairly widespread distinction, charac-
teristic of about half of the existing requirements,
is that of applying higher minimum ratios against
demand deposits (current accounts) than against
time and savings deposits (deposit accounts). This
form of differentiation originated at a time when
reserve requirements were regarded primarily as a
safeguard of the banks’ solvency and was based on
the general banking principle that more liquid assets
should be held against the more liquid liabilities.
However, a distinction between demand and time
deposits also is a convenient way of relating reserves
to the turnover of deposits, which is usually higher
for demand than for time deposits. In addition,
institutions such as savings banks that have a large
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percentage of time deposits traditionally have
invested in less liquid assets and extended longer-
term credits. Since these institutions usually have
observed a lower liquidity ratio than commercial
banks, the imposition of lower reserve requirements
against time deposits tended to disrupt customary
banking practices less than enforcement of a uniform
requirement.

In most countries, required reserves must consist
entirely of deposits with the central bank, although
others (including the United States) permit the
inclusion of vault cash (till money).52 Some countries
also permit the banks to count as part of their
legal reserves deposits with the postal savings bank
(Austria) or with the postal giro system (Belgium).
In general, no interest is paid on balances kept with
the central bank under these requirements. The more
important exceptions include Australia and the
special deposits in Great Britain (as well as Italy,
where the banks receive interest on the central-bank
balances they hold as part of their required liquidity
ratios).

'The range within which reserve requirements have
been applied has usually been related to the purpose
that reserves were intended to serve. In the case of
the legal reserves introduced in the 1930’s to assure
sound banking practices fixed ratios were generally
established. By contrast, postwar statutes have
almost always provided for variable requirements.
However, in the majority of countries the permissible
range of variation is limited, depending in part on
the structure of the banking system and on the
potential fluctuations in its cash base. While the
minimum may be as low as zero, as in Austria,
Germany and the Netherlands,5® the permissible
maximum may be no higher than 10-15 per cent,
as in the case of Austria, Canada, the Netherlands,
and Japan. Other central bank statutes provide
for a substantially wider range, such as a maximum
of 25 per cent in Norway, 30 per cent in
Germany, and 5o per cent in a number of Asian
and Latin American countries. No maximum is
specified in some countries, including Australia,
New Zealand, Pakistan, and Venezuela, and supple-
mentary cash reserve requirements against increases
in deposits may, as a rule, be set as high as 100 per
cent. Requirements actually in force likewise vary
greatly. Thus, in the summer of 1966 such require-

52 The argument favouring the inclusion of vault cash
generally has been that banks located far from a branch of the
central bank must keep a higher proportion of their assets in
the form of cash. But this problem would seem to be more
serious under a unit banking system, such as exists in the
United States, than under branch banking.

53]n the Netherlands, the ratio has actually been zero
(i.e. suspended) since September 1963. While the requirements
originally were lifted to ease the money market at the time of
large tax payments, they have remained suspended so as not to
!:i,c,glten bank liquidity and thereby encourage short-term
inflows.



ments were as low as 2 per cent in the United
Kingdom and as high as 40 per cent in Paraguay.

Section 50 of the Central Bank Act of 1942

To complete this survey of the actual and poten-
tial use of reserve requirements around the world,
it is only fair to recall that the Central Bank of
Ireland does in fact have the power to call for
compulsory deposits from the banks, under specifi-
cally defined circumstances. Section 50 of the
Central Bank Act authorizes the Central Bank to
require such deposits of any licensed banker:

“whenever after a specified date the assets held
by him within the State fall below a specified
proportion in relation to his liabilities within
the State, and to maintain such deposit so long
as such assets are below the said specified
proportion.’’54

The clause also authorizes the Central Bank to
prescribe different ratios for different banks and,

moreover, to levy a fine not exceeding £100 per day

for failure to comply.

The admitted aim of this provision—which has
never been invoked—was to induce the banks to
expand domestic credit whenever the Central Bank
deemed such an expansion desirable. Indeed, the
Explanatory Notes accompanying the introduction
of the Central Bank Bill stated expressly that these
powers were intended to be exercised so as to lead
to a repatriation of some of the banks’ external assets
for investment within the State. However, no rules
were laid down to guide the Central Bank in fixing
the compulsory deposit, nor did the legislation
indicate the desirable proportion which assets
within the State should bear in relation to domestic
liabilities. The main difficulty of deciding on such a
ratio and on the manner of computing it arose of
course from the fact that the banks conduct part of
their business—and hence hold part of their
external assets—in Northern Ireland, so that
implementation of this provision at a time when the
banks’ central-bank balances were negligible or nil
would have caused them considerable inconvenience
and even loss.

As was readily recognized at the time, the provi-
sion did not confer upon the Central Bank any
degree of credit control, but merely the power to
stimulate the expansion of credit—an undertaking
unlikely to succeedin the absence of willing borrow-
ers.% It was perhaps for this reason that the language
of the provision was left as vague as it is. Nor, in the

8¢ Central Bank Act, 1942 (No. 22 of 1942), Section 50.

88 Cf, L. Hooper, “The Central Bank in Eire”, Journal of
the Institute of Bankers in Ireland, July 1943, pp. 126—127, and
C. M. Ryan, “The Central Bank in Eire”, ibid., October 1943,
pp. 170-171.

words of one contemporary commentator, “could
the Central Bank look for enlightenment in this
matter to the experience of other institutions
elsewhere for the simple reason that no provision
at all resembling the section is to be found in the
statutes of any other Central Bank in the world”.®

The statutes of the Central Bank of Ireland still
are unique in this respect even today. The only
provisions to he found elsewhere that in any way
resemble Section 50 are in the form of selective
reserve requirements, designed to encourage bank
credit to specific sectors that the authorities wish
to stimulate. Thus, some developing countries have
included among reserve-eligible assets bank loans
for preferred purposes or have exempted from
reserve requirements banks that hold prescribed
percentages of their portfolios in preferred types
of loans and investments. More generally, however,
reserve requirements have been intended as an
instrument of restraint and hence have been used
to curb rather than encourage bank lending. Almost
the exact opposite of Section 50 is found in a number
of countries where reserve ratios have been imposed
against increases in domestic bank loans, usually
over the average of a past period or over a specified
rate of growth., While there are several variations of
this technique, its general aim is to slow the ex-
pansion of bank lending by requiring additional
reserves of those banks that are expanding
their loans. The technique thus has the advantage
of striking directly at credit expansion without
necessitating elaborate or sudden changes in the
existing pattern of reserve requirements.

The Central Bank Ratio Reconsidered

With the new Central Bank Ratio, however, the
Central Bank of Ireland can be said to have acquired
a reserve requirement that in most respects possesses
the characteristics of similar requirements currently
in force elsewhere. The ratio has been imposed and
subsequently altered under a directive of the Central
Bank; it applies to all commercial banks alike;
it relates to their deposit liabilities; and, as in
Australia and Great Britain, the banks earn interest
on their balances with the central bank.

Where the ratio appears to differ most markedly
from the practice elsewhere is in the form in which
the compulsory reserves must be held. As we have
seen, in most countries such reserves must consist
entirely of deposits with the central bank, plus in
several instances vault cash (till money) and certain
other balances. But it can easily be argued that
since in Ireland the banks’ external assets serve in
effect as the basis for their credit creation, these
assets are therefore equivalent to central-bank

56 G, O’Brien, “The Irish Central Bank Bill”’, Studies,
March 1942, p. 135.
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balances. Indeed, as was discussed in Chapter 3,
with the usual transactions between the banks and
the Central Bank now being carried out indis-
criminately either via the banks’ external holdings or
via their balances with the Central Bank, both
types of assets have become largely interchangeable.
The inclusion of the external assets in the numerator
of the ratio was therefore quite logical. In fact,
there seems to be no cogent reason why the banks’
vault cash could not have been similarly included,
since such cash possesses the same degree of liquidity
as central-bank balances and a higher degree of
liquidity than some of the external assets that are
now counted. Moreover, among the external assets
vault cash held by branches in Northern Ireland
would seem to be included automatically.

One interesting feature of the Central Bank Ratio
not encountered in reserve requirements elsewhere
is the deduction of rediscounted Exchequer bills, the
rationale for which was given above. Other central
banks generally have of course a more active and a
more refined discount policy by which they can dis-
courage the banks from replenishing their reserves
via the discount window.5?

Two particular features of the Central Bank Ratio,
one minor and one major, call for further comment.
The first is its name. T'o the unsophisticated layman,
and even to the more knowledgeable expert, this
label is not likely to suggest the idea of a reserve
requirement. Does “Central Bank” refer to the
fact that the ratio was conceived and imposed by
the Central Bank? So it was in numerovs other
countries that are using a much simpler designation.

57]t might be noted that in the United States the banks’
borrowings from the Reserve Banks are deducted from their
excess reserves (i.e. those over and above required levels) in
computing the magnitude known as ““free reserves”.

Or does it allude to the fact that the ratio includes
and can be partly met through the holding of
balances with the Central Bank? But this is precisely
the norm for such requirements elsewhere; in
Ireland, such balances in fact constitute no more
than one-fifth of the numerator.

It is equally difficult to account for the fact that
deposit accounts, i.e. longer-term liabilities, were
not made subject to a lower reserve ratio, if they
were to be covered at all. Granted that adoption of
the ratio was intended to freeze a specific proportion
of the banks’ domestic resources, it is hard to
visualize the relatively slower-moving deposit
accounts as backing for short-term credits. This must
be true even in Ireland where such accounts furnish a
much larger proportion of the commercial banks’
total resources than in other countries with separate
and more highly developed savings institutions (or
“near-banks”). This view would seem to be sup-
ported by the statement that deposit accounts with
Irish banks, “although technically a short-term
liability, are in fact largely long-term savings”.®®
Moreover, since what are formally short-term credits
are known to be used to finance to a large extent
medium-term expenditure or even permanent in-
vestment in plant and equipment, “the . . . large
deposit accounts at the banks . . . require a corres-
pondingly lower liquidity”.5® It is also worth noting
that in one of its earliest references to a ratio being
observed (at that time informally) by the banks, the
Central Bank spoke, as quoted earlier in this chapter,
of “the ratio of net external assets of the banks to
their total demand liabilities within the State”.®°

88 J, S. Oslizlok, “Our Currency and Banking System”,
Sournal of the Institute of Bankers in Ireland, October 1963,

p. 277.
59 Ibid., p. 270.
% Report, 1958, p. 35. Emphasis supplied.

5. A MONEY MARKET FOR DUBLIN

In a recent survey of the Irish banking system, one
writer remarked that the broadening of monetary
controls in Ireland would ‘“largely depend on the
development of a domestic liquidity base for the
commercial banks.””6! But he also found that, with
the banks beginning to hold larger balances at the
Central Bank, there was ‘“‘an expectation of moreactive
exercise of central banking influence . . . while on
the other hand, the money market, although still
narrow, is growing, thus extending the scope of
monetary policy”’.%? Various developments in 1966

'1SOslizlok, “Our Currency and Banking System”, op. cit.
p. 280.
62 Ibid., p. 281.
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do indeed suggest that active consideration is being
given to the possibility of setting up some sort of
market for short-term loans in Dublin.

This chapter will examine whether the basis for a
short-term money market in Ireland exists and in
what form such a market might be most likely to
evolve. The discussion will dispense with a detailed
definition and description of a money market in
general—apart from noting that such a market may
basically be defined as a centre for organized dealings
in monetary assets that provides the liquidity needed
by lenders and at the same time satisfies the short-
term requirements of borrowers. Nor will the dis-
cussion deal with certain conditions that distinguish
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mature financial centres and that need to be met for a
money market of some kind to function, since the
Irish financial system appears to satisfy most of
these.® But it will be useful, as an illustration of the
kind of money market arrangements that are feasible,
to review the structure of money markets in countries
other than the United States and the United
Kingdom, with special emphasis on the recent
emergence of such markets in several Common-
wealth countries. While the national settings may
differ, the essential characteristics, as distinct from
the precise institutional forms, generally have a
wider applicability in other environments as well.

Major Features of Foreign Money Markets

Outside of the United States and the United
Kingdom, whose money markets are acknowledged
to be the most highly developed ones, organized
money markets exist in a number of countries,
although these vary widely in size, complexity, types
of participants, and the kinds of instruments used.
Some markets function with intermediaries, such as
dealers (discount houses) or brokers, while others
operate without them. Some deal primarily in a
single kind of instrument, such as call money;
others in several instruments, such as call money,
Treasury bills and /or other short-term government
securities, and various kinds of private paper. As
would be expected, however, in all these markets
the commercial banks are the main participants,
while the central banks are the lenders of last resort,
with varying responsibilities for regulating over-all
market conditions.

In several European countries—including
Germany, Sweden and Switzerland—money market
transactions are largely confined to interbank loans,
usually on a day-to-day or a call basis. These loan
markets are essentially similar to the so-called
Federal funds market in the United States in that
they involve dealings in balances held at the central
bank, although with a few exceptions—notably
Germany—interest rates in these markets are much
less sensitive than in the United States. In Germany,
in addition, insurance companies and certain other
nonbank investors are also on occasion important
lenders in this market. Interbank borrowing also
takes place elsewhere in Europe, as well as in some
non-European countries (e.g., Japan, New Zealand,
and Pakistan); such dealings generally occur directly
between the banks, although in Japan and Pakistan
the loans may also be made through brokers.

Somewhat broader markets, in which inter-

8 For such a discussion, see, e.g. J. S. G. Wilson, “The
Structure of Money Markets”, Banca Nazionale del Lavoro,
Quarterly Review, March 1961, and “The New Money
Markets”, Lloyds Bank Review, April 1962.

mediaries generally play an important rdle, exist in
a number of other countries. But even in these
markets, call loans or their equivalent as a réle form
the core of operations. In Belgium and South Africa,
the intermediaries are semiofficial institations. The
Belgian Rediscount and Guarantee Institute borrows
call money from banks to finance its holdings of
bankers’ acceptances; on occasion it also borrows
call money from, or lends call money to, various
semipublic institutions. The South African
National Finance Corporation (discussed more fully
below) accepts money at call, mainly from nonbank
investors, financial and other corporations, but also
the banks, and invests it primarily in short-term
government securities. In Germany, a special
institution (Privatdiskont A.G.) was founded in 1959
by the “big three” commercial banks, together with
a number of other banks, to act as sole dealer in and
generally “make” a market in bankers’ acceptances.
In addition, by providing the required third sig-
nature, this institution makes such instruments
eligible for rediscounting at the central bank.

In Canada, France, and the Netherlands, and to
some extent also in Australia and New Zealand,
money markets resemble the London market, even
though they are narrower and their institutional
arrangements are different. While these markets
vary greatly in breadth, they hinge on the operations
of dealer-intermediaries that can be compared to
those of the London discount houses. These
intermediaries, which generally operate also in other
financial markets, carry portfolios of short-term
securities (mainly government securities) and help
to make markets in them; they finance their port-
folios through short-term loans obtained largely
from the banks, usually at rates below those earned
on the securities they carry. While the commercial
banks in these countries—in contrast to those in the
United Kingdom—can borrow directly from the
central bank, the dealer-intermediaries also have
access to central bank credit, in the form of advances
in the Netherlands, of repurchase agreements in
Canada, and of both in Australia, France, and New
Zealand. The money market loans generally are
secured loans, although in France repurchase agree-
ments (so-called ‘“en pension” operations) pre-
dominate, while in Canada such agreements are
important in the case of short-term funds obtained
by dealers from non-bank investors. Not only are
these loans an increasingly important outlet for the
temporarily surplus funds of such investors in these
countries, but they also are a source of short-term
funds for other borrowers, such as the banks in
France and the local authorities in the Netherlands.

Short-term government securities are the most
important instruments traded in these markets and
are held for the most part by banks and dealers;
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holdings by other investors are also significant,
although the extent of such nonbank holdings varies
from country to country. Most prominent among
these securities are Treasury bills, which are issued
at regular tenders in Canada (weekly), France
(three times a month), and Belgium and Italy
(monthly) and- at irregular intervals in the
Netherlands.® Other government securities traded
in these .markets include short-term bonds in
Canada and paper with a maximum original maturity
of three and five yéars, respectively, in Australia and
the Netherlands. The smaller markets in paper of
borrowers other than the Treasury include markets
in bankers’ ‘acceptances in France and the
Netherlands; in other commercial or trade paper
(including finance company, paper) in Canada and
France; in paper of local authorities in the
Netherlands; in three-month deposit certificates
issued to the banks by the central bank (Denmark);
and in medium-term bank debentures (‘“bons de
caisse”) that are close to maturity (Switzerland).

The Emergence of Money Markets in Commonwealth
Countries

From the point of view of the Irish financial
system, the greatest interest attaches to the emer-
gence, often through official assistance, of short-term
money markets in five Commonwealth countries—
Australia, Canada, New Zealand, Rhodesia, and
South Africa®5—in the past ten to fifteen years. Of
these markets it has been said:

«If imitation is the sincerest form of flattery, then
London can derive satisfaction from the fact
that in each of five Commonwealth countries
where banking, monetary policy and technique
have reached an advanced stage of development
an organized short-term money market has been
established. This is not to say that any attempt
lhas been made to set up an exact replica of the
London system; in each country the arrange-
ments have been shaped by the local circum-
stances, including the structure of the banking
system and the ways and means of financing
government operations.” ¢

64The tender method for issuing Treasury bills is also used
in Ceylon, Egypt, India, Pakistan, and Thailand, while issues
at fixed rates, either on tap or an irregular basis, are made in
Burma, Denmark, Norway, Sweden, Switzerland, and South
Africa. In all these countries, however, Treasury bill markets
are very small or nonexistent, the bills ordinarily being held to
(or close to) maturity by the original purchasers.

5 Although South Africa is no longer a member of the
Commonwealth, it may be so considered for purposes of this
discussion. Not only is the South African banking system
made up largely of Commonwealth institutions, but the
country itself is an important member of the sterling area.

$8W. F. Crick, ““The Framevork of Inter-Relations ”, in
Crick, ed., op. cit., P 49.
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In all five countries the establishment of an
organized money market may be said to date from its
official recognition by the central bank, through
the introduction of arrangements making that bank’s
lending facilities available to approved institutions
or dealers. In two of the five countries—Rhodesia
and South Africa—where genuine money markets
had emerged by the late 1950’s, this was achieved
by the establishment of new financial institutions in
the form of discount and acceptance houses. In the
other three—Canada (1953), Australia (1959), and
New Zealand (1962)—the result was brought about
by the formal recognition and the regulated develop-
ment of short-term dealings that were already under
way. This new type of business, largely undertaken
by government securities dealers, was regularized
when the central bank saw in its ordered develop-
ment an opportunity for strengthening its own
conduct of monetary policy. In South Africa and
Rhodesia there was the additional consideration that
the provision of local money market facilities would
encourage the local use of liquid funds which
customarily would have been transferred to London
for short-term investment. In Rhodesia the intro-
duction of regular tenders for Treasury bills was an
integral part of the creation of a money market,
while in Australia thé government adapted and
altered its form of borrowing in such a way as to
facilitate the growth of the market.

In the context of Ireland it may be helpful to
examine the experience of South Africa in somewhat
more detail. In that country, a semiofficial inter-
mediary—the National Finance Corporation—was
founded in 1949 for the express purpose of helping
develop a local money market. The corporation,
which is in part publicly owned and controlled,
operates with a central bank guarantee of its liquid-
ity. By accepting deposits at call and investing most
of its funds in short-term government securities, it
was soon able to offer some of the advantages of a
money market. First, it enabled the government to
repay its substantial borrowings from the central
bank, thus reducing the amount of outstanding
central bank credit; secondly, it helped strengthen
official reserves since some funds customarily placed
in London were now repatriated and invested in the
new facilities; and thirdly, it offered the banks and
other financial institutions the opportunity of
earning interest on their excess holdings of cash.
The need for the Corporation’s facilities was
attested by the fact that within ten days of its
establishment its deposits already amounted to £17
million equivalent. ,

The successful operations of the National Finance
Corporation eventually encouraged the further
expansion of money market facilities by private
interests. Thus, in late 1955 Union Acceptances was
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set up by a mining concern to develop an acceptance,
discounting, and underwriting business. T'wo years
later the firm’s acceptance and call money operations
were transferred to a separate new company, the
Discount House of South Africa, modelled after the
London discount houses. Subsequently, three more
merchant banks, which at first also discounted their
own acceptances, entered the field. In 1961, how-
ever, they too divorced this activity from their main
business, transferring it to a separate discount
house—the National Discount House of South
Africa—founded by them jointly. After the establish-
ment of a further merchant bank towards the end of
1963, two discount houses and five merchant banks
were operating in the money market, in addition to
the National Finance Corporation itself. In view of
the importance of these developments to the national
economy, further amendments were made to
financial legislation so as to allow and encourage the
banks and other financial institutions to place call
money with these private organisations.

Major Features of a Dublin Money Market

It will not be suggested here that a short-term
money market for Ireland should be (or indeed
could be) of the same complexity or as sophisticated
as some of the other markets just described. A
country’s money market is naturally a product of its
local institutions, and the fact that certain markets
have grown up in a particular fashion does not imply
that others necessarily must do the same. But the
foregoing survey can serve to indicate certain
individual characteristics and elements that might
form the foundation on which an indigenous money
market might be erected in this country.

The discussion will suggest four steps in the
evolution of such a market. First, modification of the
Central Bank Ratio to the effect that part of the
ratio be met through the holding of balances with
the Central Bank; second, the emergence of an
“interbank market’” dealing in central-bank balances;
third, establishment of a special money market
institution to form the core of such a market; and
fourth, the eventual broadening of the activities of
this institution to encompass dealings in other short-
term assets as well.

A Modified Central Bank Ratio. It is clear that
the introduction and application of the Central Bank
Ratio have provided a more formal and better
defined liquidity base for the Irish banks. Since
the banks now are officially instructed to observe a
stipulated ratio between their net external assets and
their central-bank balances, on the one hand, and
their domestic deposit liabilities, on the other, the
level of these assets and balances has assumed
greater significance than before.

If the Central Bank were given the authority to
require the banks—or, alternately, under a “gentle-
men’s agreement” were able to induce them—to hold
with it a specified proportion of the “reserves” now
required under the Central Bank Ratio, the banks
would be obliged to transfer to the Central Bank
some of their present sterling holdings. Moreover,
under such an arrangement part of any sterling
amounts subsequently acquired by the banks from
Irish residents would likewise be absorbed by an
addition to the banks’ central-bank balances; the
actual proportion to be transferred would depend
both on the over-all and on the “domestic” ratio in
effect at the time. However, any such transfers to
the Central Bank—whether under the initial adjust-
ment or from subsequent sterling gains—would
merely affect the distribution of external assets
between the Central Bank and the commercial banks,
but would leave the country’s total foreign-exchange
reserves unchanged. This would be an important
consideration at a time like the present, when the
Irish government has resorted extensively to foreign
borrowing and when the country’s international
credit standing consequently is crucial.

Such transfers would not seem to affect or disturb
existing statutory arrangements relating to the
Central Bank’s Legal Tender Note Fund and its
General Fund. As shown below, these shifts would
simply increase the Central Bank’s external assets
and its deposit liabilities to the associated banks pari
passu. Nor would such transfers need to disturb or
alter the Irish banks’ relationships with their
London correspondents who would continue to
collect and pay cheques or other instruments drawn
on Irish banks. And if an Irish bank’s working
balance with its correspondent temporarily fell
below the traditional or desired level, it could always
be replenished by a transfer from the Central Bank’s
balances at the Bank of England, with the offsetting
transactions being made at home. (These would be
the opposite of those shown above.) It would in
fact be an important feature of the proposed arrange-
ment that, once the necessary transfers from sterling
balances into central-bank balances had taken place,
these latter balances would be fully covered by
sterling assets. In exchange for the earnings lost on
the sterling surrendered in the process, the banks
would receive the same rate of interest as they are
receiving currently on their central-bank balances.
Alternately, the Central Bank might decide to pass

Associated Banks Central Bank (General Fund)
+ Central + Banks’ + Sterling
bank deposits assets
balances
—Sterling
assets
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on to the banks the interest earned on the sterling
assets it had thus acquired.

In terms of the actual magnitudes involved, such
transfers would not have to be excessively Jarge.®?
Let us assume, e.g. that the banks were asked to
hold half of the prescribed ratio with the Central
Bank, To attain such a domestic component of 50
per cent of the ratio at the end of March 1966, the
banks would have had to “give up” £26-5 million of
external assets.®® At that time, their total external
assets amounted to £328+5 million, of which fg2'5
million—or three-and-a-half times the amount to be
transferred—consisted of such highly liquid assets
as balances with London agents and other banks,
money at call and short notice, and Exchequer bills.
At the end of April, when central-bank balances had
risen markedly, observance of a 50 per cent domestic
ratio would have required transfer of £21-5 million in
external assets, out of a total of £280-9 million, as
shown in the accompanying table. The table also
indicates the amounts to be transferred if the
domestic component had been set at 75 or 100 per
cent of the current over-all ratio of 20 per cent of
domestic deposit liabilities.

Since the amounts the banks have to hold under
the Central Bank Ratio are “frozen” anyhow for all
intents and purposes, it would seem to make little
difference to the banks if a stipulated proportion of
that ratio had to be met in the form of central-bank
balances—provided of course that the Central Bank
made sure that in so doing the banks did not incur
any loss of earnings. To the extent that the banks’
central-bank balances continue to grow at a more
rapid pace than their deposit liabilities—as they
have in recent years—the need to transfer external
assets to attain any given domestic component
would naturally diminish correspondingly.

An Interbank Market. In the survey of the Irish
banking system, cited at the outset of this chapter, it
was noted that:

«the Irish banks have continued to use London
as their call money market in much the same

87 Nor would they involve a cumbersome revaluation of all
of the banks’ assets, such as is envisaged in Gibson, “An
Amended Irish Monetary System”, op. cit., p. 154 et seq.

88 This computation is based on data from the banks’ March
20 return. On the basis of the Central Bank’s balance sheet for
March 31, which shows £33'8 million in bank balances and
no holdings of rediscounted Exchequer bills, the banks would
have had to transfer only £13°4 million.

way as they had done before the setting-up of
an independent Irish State. This is largely a
matter of long-established tradition . . . which
stands in the way of development of a money
market in Ireland. It may be noted, for instance,
that there is no pooling of, or active trading in,
the individual banks’ working balances, which
are in effect call loans. Likewise the banks
do not trade with each other or with non-bank
operators in Ireland in British Treasury or
Irish Exchequer bills.”¢?

This situation might indeed be changed if the Irish
banks were made to meet part of the Central Bank
Ratio through holdings of balances at the Central
Bank. The survey, earlier in this chapter, of the
major features of foreign money markets has
indicated that in a number of countries that do not
boast of highly complex money markets short-term
transactions are as a rule confined to interbank
loans, involving mainly dealings in central-bank
balances. These dealings arise as individual banks
attempt to even out their positions vis-d-vis the
central bank, by acquiring or providing such balances
to make good temporary short-falls or invest
temporary excess holdings. At present, the total of
the Irish banks’ net external assets and central-bank
balances is of course sufficiently large, relative 1o
the prescribed Central Bank Ratio, that there is
little likelihood of any one bank’s falling short, even
momentarily, of the required amount. However, if
the ratio were amended to call for a specified propor-
tion of reserves to be held in central-bank balances,
temporary short-falls and excesses in this domestic
component might arise for individual banks.

The most developed interbank market abroad—
albeit within the framework of a broader and quite
diversified money market structure—is the Federal
funds market in the United States, the nation-wide
market for commercial bank balances at the Federal
Reserve Banks. This market is one for which London
has no precise parallel, the nearest to it being the
bidding by the discount houses for their marginal
funds before they resort to the discount window
(“the front door”) of the Bank of England and also
the recently emerged interbank market in sterling

89 QOslizlok, op. cit., p. 280.

Current and Transfer for domestic component of
deposit accounts Central-bank
adjusted Of which balances, net 50% 75% l 100%
(£ million) 20 per cent. (£ million)
(£ million)
March 1966 . 4722 944 20°7 265 50°I 737
April 1966 . 484°2 968 269 21°5 457 699
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that provides facilities for lending and borrowing
of resident sterling deposits among some of the
large overseas and foreign banks. A distinguishing
feature of Federal funds—and one which has
largely accounted for their increasing use as a
short-term money market medium—is their immed-
iate availability, In contrast to clearing balances,
which are credited to a bank’s account at a Federal
Reserve Bank only after one business day, banks
acquiring Federal funds from other banks receive an
immediate credit. Transactions in the Federal funds
market in effect consist of the borrowing and lending
of these balances, for one business day, at a specified
rate of interest.”® One Wall Street brokerage firm
has been prominent in centralizing transactions and
more or less making the price, and the big banks
both deal directly with each other and act as brokers
for their correspondents.

It might be countered that foreign experience with
interbank markets—and the example of the Federal
funds market in the United States in particular—are
hardly applicable to Irish conditions, since (1) such
a market is undoubtedly of greater value under a
unit banking system such as exists in the United
States, and (2) the actual amounts traded in other
countries are larger than would be feasible in
Ireland.

In answer to the first objection, it might be pointed
out that in another country with a highly developed
branch banking system—i.e. West Germany—
there is an active interbank market that is extremely
sensitive in terms of interest rates. The bulk of
transactions in this market consists of one-day
dealings in central-bank balances (‘‘day-to-day
money”) among the banks, which thus ensure
themselves that they have “no loose money lying
around” between the monthly settlement dates for
their reserve requirements.” The day-to-day money
rate constitutes the key short-term interest rate and
the interbank market therefore serves as the chief
barometer of credit conditions in Germany. A
further similarity between the Irish and German
financial systems is the complete absence of a
market in Treasury bills’? (which may account to a
large extent for the development and flourishing of
the interbank market in Germany).

As regards the size of individual transactions in
interbank markets, a recent study reveals the

% In market terminology such transactions are generally
referred to as “purchases” and ‘‘sales’” of Federal funds.

71 In Germany, the prescribed ratios have to be met on one
day towards the end of each month, against the average of the
banks’ deposit liabilities on the 23rd and 3oth of the previous
month and the 7th and 15th of the current month.

72 In Germany, short-term government debt is dealt in
mainly between the central bank and the commercial banks, at
the initiative of the latter. The rates on such paper are altered
periodically by the central bank to reflect changes in credit
conditions or in monetary policy.

increasing participation by smaller banks in the
Federal funds market in the United States.”
This study—of nearly 400 member banks in the
Second Federal Reserve District—showed that in
1965 even banks with deposits of less than $5
million (£1-8 million equivalent) participated in
this market. For this particular group of banks,
lending (‘“‘sales”) of Federal funds ranged between
$50,000 and $400,000 (418,000 and [144,000) per
transaction and borrowing (‘“purchases”) between
$150,000 and §750,000 (£54,000 and £270,000) per
transaction; the median was $225,000 (£80,000) for
both categories. :

In elaborating on their decisions to adjust their
reserve positions through Federal funds transactions,
most of the smaller banks felt that purchases and
sales of Treasury bills and similar instruments were
inappropriate for putting idle resources to work for
short periods or for making up temporary reserve
deficiencies. The reluctance to purchase or sell bills
for short-term reserve adjustments was based
primarily on the inconvenience to the smaller banks
of trading in these instruments, and some also
expressed concern over transfer costs and possible
losses resulting from declines in market prices.

It must not be overlooked of course that Federal
funds trading by these smaller banks and the relat-
ively small magnitudes involved are made possible
only by the existence of the much larger Federal
funds market itself, which is supported by the
activities of the big money market banks and in
which transactions in units of $1 million (£357,000)
or more are the norm. Nevertheless, if these amounts
are scaled down to take account of the size of the
Irish banking system relative to that of the United
States, there would seem to be no reason why, under
an amended Central Bank Ratio, a similar, even if
somewhat less active, interbank market in central-
bank balances might not be feasible in Ireland. At
the end of 1965, the deposit liabilities of the eight
associated banks ranged from £35 million to £130
million; in April 1966, the banks’ combined reserve
obligations under the Central Bank Ratio amounted
to almost froo million; and their total “excess”
reserves—i.e, holdings of net external assets and
central-bank balances over and above the required
20 per cent—amounted to £28 million. Since we
know that variations in the actual ratio among
individual banks have been substantial, there
must be sufficient scope for dealings among banks,
even if only within a range comparable to that of
the transactions by the smaller banks in the United
States.

78 “Second District ‘Country’ Member Banks and the
Federal Funds Market”, Federal Reserve Bank of New York,
Monthly Review, May 1966.
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A Special Money Market Institution. If an inter-
bank market in central-bank balances were to
emerge in Dublin, it might be most convenient—
and certainly more efficient—if a separate institution
were to function as the focus of and, in general,
“make” such a market. The National Finance
Corporation of South Africa, albeit with the appro-
priate modifications to take account of the Irish
environment, might well serve as a model in this
respect. When the Corporation was first launched,
many commentators were decidedly critical of its
proposed role. It was regarded very much as an
adjunct of the Reserve Bank of South Africa (which
in a sense it was) and there was also the tendency to
consider it as little more than a vehicle for attracting

surplus short-term funds for the purpose of finan-

cing government expenditures. However, this proved
too oversimplified an interpretation of the Corpora-
tion’s role, and its establishment might more
properly be regarded as a valuable experiment that
broke new ground and eventually pointed the way
to the development of a genuine domestic money
market. As has been shown, the successful operations
of the Corporation especially encouraged private
enterprise to take the plunge in subsequently
expanding money market facilities. With a sub-
stantial number of merchant banks already active in
Dublin, the ground would seem to be well prepared
in this respect here,

It is not intended to suggest in detail the precise
feature, organization, or backing that such a special-
ized institution would possess in Ireland. But it is
clear that, in the initial stages, such an institution
would serve as a broker for the banks’ excess reserves
in which it would make a market. Soon its activities
might be expanded to accept short-term funds from

.other institutional investors, such as the insurance
companies and large business corporations. These
funds might then be invested in short-term govern-
ment securities, a process that eventually would
replace the periodic issuing of Exchequer bills to the
associated banks and hence might tend to funnel
genuine savings to the government much more
directly and to a much larger extent than is the case
now. Indeed, the existence of such an institution
with a range of activities as just outlined and a
diversified group of suppliers of short-term funds to
draw on could prevent another episode like that of
the autumn of 1965, when the Central Bank had to
come to the assistance of the associated banks so
that the latter could accommodate the government’s
extra borrowing needs!

In fact, as commercial bills and bank acceptances
at present are not widely used in Ireland, Exchequer
paper of varying maturities initially would have to
constitute the main stock-in-trade of -any such
money market institution. But this might only be
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beneficial as it might lead to some trading in out-
standing paper and again curtail the present rather
rigid réle of the banks in dealing in Exchequer bills
with the public. A market in such bills, supported
and smoothed by the new institution, would enable
investors to acquire bills at a going rate at any time
between the regular monthly tenders (instead of
having to purchase them on tap from the Department
of Finance at the previous tender’s rate), as well as
to liquidate such bills, again at a going rate (instead
of having to discount them with the banks at a rate
based on the Central Bank’s current rediscount
rate). Eventually, a specialized money market
institution might also be able to provide a limited
market for various types of private paper.

In short, such an institution, dealing at first in
interbank funds and soon branching out into
accepting call money and investing it in short-term
government debt, would add a new dimension and a
new degree of flexibility to the Irish financial
system.

Implications of a Dublin Money Market

A broadening of the Irish financial mechanism,
as outlined in the preceding section, would have
some major implications—one kind strictly in terms
of domestic monetary management and the other in
terms of the link of the Irish financial system with
London, The considerations on the domestic side
naturally apply, mutatis mutandis, to any developing
money market in general.

A well-functioning money market of the kind
suggested for Ireland has important advantages not
only for a country’s commercial banks, but also for
other financial institutions, businesses, and individ-
uals, as well as for the economy as a whole. For the
banks, such a market makes possible a rapid and
velatively inexpensive evening-out of their reserve
position (i.e. their required reserves), by helping
to match among them the excesses and deficiencies of
reserves that reflect shifts in deposits from one bank
to another in the normal course of business. Such a
market also enables the banks to employ part of
their reserves in income-earning assets and, by
assuring the liquidity of such secondary reserves,
permits the banks to operate on a narrower margin
of nonearning assets. A developed money market,
such as might eventually evolve in Dublin, provides,
moreover, a convenient outlet for short-term invest-
ment at home of the surplus funds of corporations
and other nonbank investors, over and above the cash
balances maintained on deposit with the banks. Such
a market may in the end also tend to encourage
greater short-term borrowing by firms and others in
the form of marketable instruments such as bankers’
acceptances, commercial paper, and finance company

paper.
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The full development of a money market of any
kind depends ultimately on the existence of a
central bank (or similar authority) capable and
willing to act as true “lender of last resort”. Unless
specified securities are eligible for discounting (or
as collateral for a loan) by the central bank, no asset
other than cash can be considerea truly liquid in the
sense of being marketable without risk of substantial
loss. But just as the presence of “lender of last
resort” can greatly assist in the development of a
money market—and in Ireland the basis for this
certainly exists—the operations of a developed
money market can make a major contribution to the
effectiveness of monetary policy. Such a market
provides a sensitive barometer of monetary con-
ditions generally and thus is a natural point of
contact between the central bank and the financial
sectors of the economy.

Since an efficient money market operates for
the most part with a relatively narrow margin of
excess bank reserves, the need to resort to central
bank credit is likely to arise more frequently in the
normal course of fluctuations in money payments,

_'The central bank’s discount rate thus acquires a more

positive influence on commercial bank lending
policies—regardless of whether use of the discount
window is made by the commercial banks them-
selves, as in Ireland, or is limited to intermediaries,
such as the discount houses in the United Kingdom.
At the same time, because the commercial banks can
rely on the market as a “buffer” for the adjustment
of their positions, the central bank becomes truly a
tender of last resort and excessive injections ot
central bank credit can be avoided. In these circum-
stances, the effects of any credit control measures
taken by the authorities are more likely to work their
way through the entire financial structure and thus
to influence over-all economic activity. On the whole,
this is likely to permit smoother adjustment of the
banks’ positions and to encourage the emergence of a
more flexible interest-rate structure. Furthermore,
in such a setting major policy changes can often be
implemented with less publicity than attends direct
action, and public criticism of and opposition to a
shift in policy are therefore less likely to be aroused.

Finally, a money market in which all suppliers
and users of liquid funds can participate actively will
necessarily provide facilities in which the govern-
ment’s own short-term financing requirements can
be met more efficiently. The existence of such a
market reduces the need for direct central bank
credit to the government and thus minimises what—
in other countries at least—historically has been
the most serious cause of undesirable expansion in
bank reserves and the money supply. A developed
money market canalso help accommodate short-term
swings in the government’s borrowing requirements

without the risk of creating sharp changes in com-
mercial bank liquidity, such as would make the banks
extremely short of liquid assets at one time and
unduly liquid at another.

The preceding views and considerations are all
built on the assumption that some sort of money
market does develop in Dublin and that the Irish
banks consequently will relinquish to some degree
their current involvement and participation in the
London money market. But the payment of interest
(at what must be a competitive rate) on the banks’
balances by the Central Bank and the resulting
rapid growth of these balances may be seen as
initial steps in this direction. It would be wrong,
however, to infer that the existence of an active
local market, with the attendant strengthening of
the power of the national monetary authorities,
needs to sever former operational links with London
decisively. The experience of some of the Common-
wealth countries that in the recent past have set up
their own domestic money markets bears out this
contention.

Although the establishment of stronger and more
evident local monetary sovereignty may make the
links with London both less rigid and less automatic
than heretofore and the facilities of a local market
may encourage a larger amount of funds to remain
“at home”, there are some important factors that
tend to limit this process from going too far. One
may reside in the domestic financial structure itself,
such as a relative shortage of instruments for short-
term investment, particularly short-term govern-
ment paper; another may reflect prevailing financial
practices, such as a heavy reliance on externally
provided trade credits. Another limiting element
may be the composition and direction of a country’s
foreign trade: if that trade is predominantly with
the United Kingdom (or other sterling area coun-
tries), there tends to be an underlying strength in
the London connection that is likely to survive any
establishment of more comprehensive short-term
facilities at home.

One final consideration relates to the possible
trend in domestic interest rates vis-d-vis rates in
London once a domestic short-term market has
become operative. For distant Commonwealth
countries, it might be supposed that the develop-
ment of a local money market would lead to acloser
association of local with London interest rates and a
finer response to rate changes in London. It could
be argued that so long as liquid funds that accrue
domestically are habitually transferred to London,
local interest rates would be largely immune to
fluctuations there; but that, once alternative invest-
ment opportunities opened up at home, comparative
interest rate levels would become an important
element in any such decision. It has been found,
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however, that the scope for such decisions may often
be limited—by such factors as domestic reserve
requirements, some direct controls over short-term
capital movements, and perhaps even the actual
costs of remitting the funds. For some of the “out-
lying” sterling area countries at least, there is
therefore little evidence to suggest that the develop-
ment of a local money market has led to an active
arbitraging of short-term funds between the two
centres.

The link between Irish and London interest rates
has of course been one of the most prominent
features of the Irish financial scene; it is, in fact,
“no more than a recognition of the intimate econo-
mic and monetary association between the two
countries”? and of the virtually complete freedom
of movement of funds between them. As a rule,
Irish interest rates generally have changed in the
same direction as rates in the United Kingdom,
although not always by the same amount and in
recent years usually by only one half the amount.
After the reduction in the British bank rate from 7
per cent to 6 per cent in June 1965, Irish interest

74 QOslizlok, op. cit., p. 275.

rates even remained unchanged, while the increases
in the Irish banks’ lending and deposit rates in
August 1966 were believed to have been more a
reflection of the rising trend of interest rates in
Western Europe and North America in general than
a direct consequence of the boost in the British
bank rate in July.

There thus has been an obvious attempt in
recent years to break with the tradition of duplicating
in the Republic the fluctuations in British interest
rates and to achieve a domestic interest rate pattern
that is more attuned to and more consistent with the
requirements of the domestic economy. If anything,
this attempt would be bolstered by the development
of a local market, which would bring with it a
diversification of outlets for short-term funds and
hence would make it possible for the key rates—i.e.
the banks’ lending and deposit rates—to be related
more closely to other domestic rates rather than to
those across the Channel. Any moves in this direction
could only be welcomed—especially at the present
juncture when official policy in Ireland is aimed at
expansion of credit and economic activity, while the
British government is administering its most massive
dose of deflation and retrenchment since the war.

6. CONCLUDING REMARKS

This paper has examined various institutional
aspects of commercial and central banking in Ireland
and in the process has raised a number of points and
voiced a number of criticisms. The various chapters
have covered the banks’ external assets, their
central-bank balances, the so-called Central Bank
Ratio, and the possibility of using a modified version
of that ratio as the basis for developing a short-term
money market in Ireland. At times, the discussion of
these topics may have raised more questions than it
has actually answered. But it was the writer’s
intention to focus attention on current practices and
to invite controversy rather than to suggest firm
and rigid solutions. Nothing that is said or advocated
in this paper therefore lays any claim to finality; it
is merely submitted for consideration by the Irish
financial authorities and the members of the Irish
financial community. There are in fact a number of
other subjects in this general area that invite open
discussion along similar lines in order that their
implications may be explored more fully. These
include—to name only two of the more obvious ones
—the whole problem of banking “under two flags”,
with two different interest-rate structures and two
clearings for the Northern and Republican branches
of the same bank, and the sensitive issue of the
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largest commercial bank continuing to function as
the government’s banker.

No one can deny that the whole environment of
banking and monetary policy, in Ireland as well as
elsewhere, has undergone radical changes .in the
recent past. These changes have been particularly
pronounced in Ireland, where various attempts have
been made to improve the functioning of the
monetary mechanism, to extend the availability of
financial facilities, and to ensure greater indepen-
dence for Irish financial institutions. Evidence of
these developments—which perhaps are but differ-
ent facets of the same phenomenon—are the growing
power and authority of the Central Bank; the
increasing cooperation and consultation between
the Central Bank and the associated banks, both as
a group and individually; the launching, under the
auspices of the Bank of Ireland, of a new merchant
bank which is to offer a comprehensive range of
services and also will aim at developing some local
money market facilities; and the merger of the
Munster and Leinster Bank, the Provincial Bank,
and the Royal Bank, which has assured that domestic
control of these banks will be retained. There thus
is an unmistakable air of change and progress
stirring on the Irish financial scene and a willingness
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to test new ideas and broaden the range and efficiency
of existing facilities.

In this new atmosphere any alterations in existing
institutional practices, such as those suggested in
this paper, would undoubtedly contribute towards
a smoother performance of the entire financial
apparatus, facilitate the process of monetary and

credit control, and thereby assist the development
of the Irish economy. But in working in this direc-
tion, it will behove all concerned to heed the official
advice that “generally . .. evolution rather than
revolution should be the guiding principle.”?®

76 Department of Finance, op. cit., p. 30.
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