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By Ferdie van de Walle

One of the main tasks of the Reserve Bank is promoting monetary stability, or in more common language,
price stability. In order to achieve price stability the Reserve Bank conducts monetary and exchange rate
policy. Closely connected with these policies is the target of keeping official reserves at adequate levels.

In this article, I will describe and analyze the developments of official reserves since early 1998. It will be
shown that the developments are (not surprisingly) largely affected by demand for and supply of foreign
exchange. However, the demand and supply factors are ever more subject to structural changes as a result
of policy measures taken by the Government and the Reserve Bank. This led to a situation in which the role
of the Reserve Bank in the foreign exchange market gradually decreased, while that of commercial banks
increased proportionally. Despite the changed conditions in the foreign exchange market, the Reserve Bank’s
~policy remains aimed at keeping ofﬁcial reserves.at adequate levels.

B ‘Monetary and exchange rate poltcy and adequate levels Jor ofﬁczal reserves

7 One of the pr1nc1ple tasks of the Reserve Bank is ‘to promote monetary stability’. Monetary
- stability can be translated in price stability. In order to achieve price stabillty the Reserve

S ;Bank conducts monetary pollcy and exchange rate pollcy

= {Through its monetary pollcy the Reserve Bank tries to maintain the growth of the: money
~-supply within certain levels, i.e. levels that correspond with price stability. Too much money

*in circulation may cause the demand for goods and services to increase - money represents.
o purchasmg power - beyond the: avaﬂablllty f the required goods and services, as a result of -
- which prices may increase (mﬂatlon) ngher prices will lead to a deterioration of Vanuatu S
~ competitive position and thus have a negative impact on exports, production and .
~ employment. Too little money in c1rculatlon could lead to declining prices (deflation). Lower

¥ prices will also disrupt the economic process. Exactly these disruptive effects explain why

~ the Reserve Bank closely monito h of the money. supply. Through conducting:

~monetary: policy the- Res"rve ' the conditions for balanced ‘economic growth

_Elsewhere in this book it i ned how the Reserve Bank conducted monetary pohcy in
hrecent years and whether th was 'ffectlve 7 o

j’iThrough its: exchange rate p 1cy' the Reserve’ Bank attempts to stabihze the exchange rate

L of the Vatu and thus the e through which exchange rates contribute to changes in the

i general price level. If the exchange rate of the Vatu mcreases (strengthens) - the Vatu

i becomes more expensive compared to other currencies - then the prices. of Vanuatu’s
exported goods will increase, which then will lead to- lower productlon of the goods
oncerned and hlgher unemployment. On the contrary, if the exchange rate of the Vatu

“declines (weakens), prices of exported goods may decrease, which may positively affect

; productlon and employment. However, a side effect of a weaker currency is that prices for

_imported goods increase which then will add to the general price level. In order to stabilize

. the exchange rate of the Vatu, the Reserve Bank pursues a policy of linking the Vatu to an

{ undisclosed transaction weighted (trade and tourism receipts) basket of currencies of

i Vanuatu’s major trading partners. The composmon and welghts of the currenc1es in the
basket are rev1ewed annually : : :
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Official Reserves Policy

Therefore, it has to import a large part of the necessary goods and services from abroad.
In order to pay for these imports the country needs foreign exchange (US dollars and other
- currencies which are used in international trade). The foreign exchange that a country
*officially has in stock to pay for imports and other transactions are called official reserves. In
Vanuatu the Reserve Bank is the official caretaker of these reserves. Through its policy the
~Bank makes sure that the stock of foreign exchange is large enough to meet all obligations in
~ foreign currency during a certain period. This is a necessary prerequisite for an undisturbed
~-and healthy economic development. If the reserves are too small or if certain developments
~ cause the reserves to decline quickly (for example political instability may result in capital
flight) then this may have an undesirable effect on the exchange rate of the Vatu. Pressure on
the exchange rate may lead to an increase of the demand for foreign currency, as a result of
which the reserves may decline further. It is obvious that these developments do not support. -
-a sound and balanced economic development. Against this ‘background, the Reserve Bank:
~ensures that the reserves remain at adequate levels. -Adequate levels are defined as reserves
that ideally amount to (at. least) 6 months of import cover i.e. the stock of reserves should
pay*for imports for a period of at least 6 months. However, the Reserve Bank is very much =
 that it is dlfﬁcult to meet this target (as has. been shown in practice). Therefore, the =
Ban allows the reserves to amount to less than 6 months o, mports but on several T

A : ng
forelgn exchange (the regulatlons; on forelgn exchange sales will be dlscussed later in thlS i
article) and increasing the base lendmg rate by 5 percentage points to around- 11 percent.
Both measures led to restored monetary and financial stability and a restored confidence in
the Vatu. This was reflected in an increase of the official reserves to more than 6 months of |
“imports at the end of 1998. Since then the reserves moved between 4 and 6 months of import
- cover. In particular during the first years after the financial crisis, periods of declining ofﬁcral
- reserves were often sparked by (renewed) rumors of a possible devaluation of the Vatu'.

1. In January 1998 a financial crisis erupted in-Vanuatu. Because of inadequate and mexpenenced management the financial &

devaluatron followed outflow of liquidity though the balance of payments as a result of the Government'’s- decision to allow
members of the VNPF to withdraw their retirement savings and decisions in neighbouring countries Fiji and the Solomon Islands
to devalue their currencies by 20 percent. However, the Government disagreed with the devaluation and revoked the decision

on 30 March.
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OW cial Reserves Policy

However, aover the years these rumors gradually diminished and ultimately evaporated mainly
as a result of the Reserve Bank’s firm and consistent monetary and exchange:rate policy. It
regularly emphasized publicly that economic, monetary and exchange rate developments did
not justify changes in the exchange rate of the Vatu and that the policies would be aimed
unchanged at avoiding exchange rate adjustments.

Graph 1 - Official Reserves (months of imports)
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“However, in 1998 kava became ‘a free trada/ e:;good \
;export the commodrty and sell the export proceeds to commercral banks Consequently,, ,

';{In 1998/ 99 world market pnces for copra and cocoa were relatlvely h1gh Slnce then prlces S
~of in partlcular copra declined srgmﬁcantly Due to decllmng pnces productron of‘ thesel




~_Infact, coconut oil was not a prescribed commodity, which means that the export proceeds

. could be sold by COPV to commercial banks. In order to ensure that at least part of the
““revenue from commodity exports would flow in the direction of the Reserve Bank, the Bank
- -agreed with COPV that it would sell the export proceeds directly to it. However, only very

few sales of foreign exchange resulting from exports of coconut oil materialized. Technical
and administrative problems caused the agreement to fall through.

Grapﬁ 2 -VE'xport revehue of copra and cocoa (mﬁlibns of Vatu)
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“3.The changed role for VCMB followed a period of .increasing financial problems for the organization as a result of the
Government’s decision to subsidize copra. The subsidies were financed from-loans provided by the Reserve Bank. When the
credit line was exhausted, YCMB found itself in an irreversible difficult financial position. The Government then decided to
** change its rote into that of a regulator.
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Official Reserves Policy

Official Reserves and Copra prices (Dec 1997-Jun2005)
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rom the prev1ous descrlptlo "‘t, wﬂl be clear that there was a close lmk between ofﬁc1al;: e

eserves and price (and volume): developments of copra in: 1998 and 1999 (graph 3) After -
1999 this: relattonshlp did:-no longer ex15t SRR e

r:,The drymg up of export revenue leaves loan proceeds and grants in foreign currency as the
‘main (and only) sources of official reserves. The loan proceeds orrgmate from loan =~
lsbursements by international orgamzatlons (Asuan Development Bank, World Bank,
uropean Union-etc.) and (bllateral) donor countries. The and grants in fore1gn

currency are converted and the Vatu equivalent is: depom in the Government’s account

‘with the Reserve Bank. In th st few. years after the financial crisis loan d1sbursements
: ade upa relatrvely large pai ;the reserves In part 'ular the d bursements of an ADB.
loan (USS 20 m1ll1on) w1th1n shensive

One supply factor of ofﬁcral reserves has not yet been mentroned and that is the sale of
foreign exchange by commercial banks to the Reserve Bank. Banks may.consider selling

- foreign exchange if, for example, the purchase of forelgn exchange from exporters or buyers
of properties in. Vanuatu would exceed certain (internal) limits set for their net foreign assets
}  position. The bank could sell the surplus funds to another bank or the Reserve Bank. :
‘However, in the period concerned purchases of foreign exchange by the Reserve Bank from :
- he banks were small in number-and amount - : :

Demqnd,for fore‘ig_n exchange -
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The first measure was the introduction of guidelines on foreign exchange dealings with the
banks'. The guidelines provided for the sale of foreign exchange for current transactions
only. The Reserve Bank would not sell foreign exchange for capital transactions and forward
- -exchange contracts. If banks wanted to deal with customers regarding capital and forward
- transactions they were (and still are) free to do so, but they should use their own resources
for such deals. In the first year and a half when the guidelines were in place, in particular
the provision that the Reserve Bank would not sell foreign exchange for capital transactions
- caused ‘misunderstanding’ by the banks and the public; the guideline was wrongly
. interpreted as would the Reserve Bank prohibit such transactions, which was certainly not
. the case. The second measure was the increase of the base lending rate by 5 percentage
o ;pomts to almost 11 percent on 15 May. Both measures contributed to restored monetary and
. financial stability, which was reflected in an increase of the official reserves to 6.2 months of =
imports at the end of 1998 (part of the increase of the increase of official reserves resulted
- from the disbursement of half of the CRP-loan granted by the ADB). In the first few months
- 0f 1999, the reserves reached ‘even shghtly higher levels of 6.4 months of imports. In fact, :
in the period under review, these were the onl vmonths in which ofﬁcral reserves met the =
al:’ target of at least 6 months of 1mport cover : : :

he: Reserve Bank would conSIder ‘the mtroducuon of a surrender system for foreign
hange for selected ‘export: commodities (the commodities involved would comprise at
least copra, coconut oil, cocoa and kava). The banks agreed with the removal of the .
. guidelines and promised to do their utmost to sell more frequent foreign exchange to the
- Reserve Bank. The only problem, according to the banks, was that the buying and selling
- rates for the US dollar (the intervention currency) was not competitive compared to the
- rates quoted by the banks. The Reserve Bank reacted immediately by declaring that it was
-+ willing to buy US dollars within the full range of its daily published buying and sellmg rate &
e (18 October 1999). f

4, It should be noted that the banks were notified of the new regulations on 30 March 1998, which was the day when the earlier
mentioned devaluation of 20 percent of the Vatu was revoked. d
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Immediately after the removal of the guidelines, the Reserve Bank lost significant amounts of
reserves.The reserves, which amounted to 5.5 months of imports at the end of October 1999
dropped quickly to around 4.6 months of imports in January/February the following year. The
Reserve Bank discussed the alarming fall of the reserves in several meetings with the banks.
In the meetings, several options to solve the problem were discussed, among other things
the

earlier mentioned introduction of a surrender system. The banks, however, opposed such
system and, knowing that the Reserve Bank was seriously considering taking drastic
measures, preferred having the former guidelines on foreign exchange dealings (the Reserve
- Bank would sell foreign exchange for current transactions only) reintroduced. On 23 February
2000, the Reserve Bank indeed reintroduced the guidelines.

The measure brought temporary relief. The official reserves increased from 4.6 months of
imports early in 2000 to around 5.0 months of imports towards the end of the year. In o

- December the reserves increased SIgmﬁcantly to 5.7 months of imports: due to a foreign
“currency loan: disbursement. However, as from the begmmng of 2001.the reserves tended to -

“decline again. In order to stem this development, on 2 May: the Reserve Bank also declared ‘
< the Australlan dollar an intervention currency in: the hope that banks would sell surplus

therefore felt: obllged“ 7

'ssued earlrer to: cushron L

erve Bank at lts"t*f:
n to the earller

: exchange from the banks In- tings ‘with the banks in August and September the banks' s

ointed to the possrble dlsruptlon to the economy of the limit set by the Reserve Bank.
- Against this background the Reserve Bank decided to amend the limit from US$ 1,000,000
“to US$ 250,000 as from 10 September 2001. However, the Reserve Bank 1nd1cated that it

B would waive or reject transactions that do not meet the limit at its own discretion. In the

. second half of 2001, the reserves gradually increased again to close to the official target

B of 6 months of imports. This was followed by a penod in which the Reserve Bank gradually

i lost reserves. The period was marked by small foreign exchange purchases from the Govern-

I ment, no purchases in connection with’ ‘export revenue from VCMB (the organization ended:

its export activities) and absence of. purchases from the banks, while (at its own dlscret1on)
he Reserve Bank irregularly sold n:exchange By mid-2003 the reserves had fallen to
elow 4.5 months of lmport Slnce then 'tve reserves tended to mcrease agam and at the
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Conclusion

From the developments of demand for and supply of foreign exchange it will be clear that
since the beginning of 1998 the role of the Reserve Bank in the foreign exchange market
gradually declined. On the supply side, the already declining amounts of foreign exchange
surrendered by VCMB ended with the termination of the organization's export activities in
2003. The remaining role of the Reserve Bank is that of buyer of foreign exchange from the
Government mainly in connection with (foreign currency) loan disbursements and grants.

- On the demand side the possibilities for the banks to buy foreign exchange are limited by

'gu1dehnes stating that the Reserve Bank will sell foreign exchange for current transactions

. only and-in amounts of at least US$ 250,000. The Reserve Bank makes an exceptlon for

- foreign exchange sales on behalf of the Government In practice this means that most

- transactions by the Reserve Bank in the forelgn exchange market concern deals on behalf or
at th request of the Governme ' eReserve Bank acts as the fiscal agent of the h

- which malnly commet

'except1onal cxrcums




