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FOREWORD

Reserve requirement is one of the most well-known and commonly
used monetary instruments in the world. Apart from its prudential
role of ensuring the liquidity of financial institutions to meet with-
drawals of depositors, it can also be used for other purposes such as
credit and monetary control, regulation of domestic liquidity as well
as selective credit policy. Under certain conditions, variation in
reserve requirement is known to give the most powerful, immediate
and direct impact to achieve the desired objective. Often, it is used
to reinforce other monetary policy instruments such as discount rate
for more effective results.

For the SEACEN countries, reserve requirement has long been
imposed on the financial institutions, although its purpose varies
across countries. In some countries, it is simply used for prudential
regulation and as such, its ratio seldom changes. For other coun-
tries, on the other hand, reserve requirement is actively used as one
of the chief monetary policy instruments to either restore domestic
stability or promote growth as the situation requires. Thus, it would
be very interesting and useful to find out what are the main reasons
behind such a diverse choice among the SEACEN countries. In this
respect, the main issue seems to be whether reserve requirement is
an effective instrument for monetary control purposes and under
what conditions.

In addition, despite its conceptual simplicity, in practice there are
several facets of reserve requirement which are very different from
country to country. For example, its form (variable versus uniform),
composition of its liabilities base, computation and treatment of
reserve deficiencies vary from one country to the next. In using this
instrument, there are also many issues involved such as how re-
serve requirement which represents a cost to financial institutions
influences the level of interest rates, particularly the lending rates;
and whether the reserves in the form of cash deposited in the central
bank should be paid interest or not. The availability of these infor-
mation together with a comparative analysis across the SEACEN
countries will certainly facilitate a better understanding of the in-
strument and consequently contribute to any policy decisions con-
cerning its use.

The SEACEN Project on Reserve Requirement as a Monetary In-
strument in the SEACEN Countries is designed to answer most of
the questions listed in the foregoing two paragraphs. Although its
coverage is somewhat hampered by data constraint, it attempts to
assess quantitatively the impact of changes in reserve requirement
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on the money supply through the money multiplier model. In its de-
scriptive part, the study offers a comprehensive discussion on the
various facets of reserve requirement for all the SEACEN countries.

This research project was undertaken by Mr. Tumnong Dasri,
Research Economist from the Bank of Thailand, during his tenure
at The SEACEN Centre in August 1987-August 1989. He was re-
sponsible for the overall methodological design and final report,
while the quantitative part including its corresponding write-up
was done by Mrs. Kanaengnid T. Quah, Economist at the Centre.
Miss Seow Yun Yee, Senior Research Associate, assisted in the
computer work of estimating the equations. Data for Tables in the
Appendix were compiled by Miss Jami’ah Jaffar, Research Associ-
ate. The manuscript was edited by Mrs. Quah and Dr. G.M.
Abayaratna, Assistant Director for Research, as well as by the
undersigned. Miss Jayanthi Devi Appavoo typed the entire manu-
script.

Although this is the first research project in which all the data
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SEACEN Centre is indebted to the research departments of its
member central banks and monetary authorities for their continued
support and cooperation. Their prompt assistance in giving ex-
tremely useful comments and suggestions on both the research
proposal and the Draft Report is greatly appreciated. They are,
however, not responsible for any errors that remain.

The views expressed in this volume, however, are those of the
author and should not in any manner be ascribed to the institutions
or individuals whose assistance is duly acknowledged herein.
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Director
The SEACEN Centre

May 1990
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Chapter 1

INTRODUCTION

1. Background

Varying the reserve requirement on deposit liabilities of financial
institutions has long been recognized as one of the most important
policy instruments available to the monetary authorities. From
their original role of ensuring the liquidity of commercial banks to
meet withdrawals by depositors, reserve requirements have become
an effective tool for monetary control under certain conditions. In
some countries, the reserve requirement is also used to regulate
domestic liquidity and thereby influence interest rates. Alterations
in the composition of reserve requirement have also served credit
control purposes in many developing countries.

Unlike open-market operations and rediscounting or refinancing
which operate indirectly through the market mechanism, the im-
pact of reserve requirement is more direct and immediate as it
places a constraint on commercial banks’ lending portfolio. For in-
stance, under a fractional reserve requirement arrangement, and
through lending-investment activities of depository institutions,
changing the legal reserve ratio affects total money supply through
the money muitiplier and monetary base. Its degree of effectiveness,
however, will depend on prevailing conditions. These may include:
(i} the monetary authorities’ ability to control reserve or high-pow-
ered money; (ii) the degree of stability of the money multiplier and
hence its components such as the cash-deposit ratio; and, (iii) the
extent of the excess reserve position held by commercial banks at a
particular point in time.

Although some of these conditions may not prevail in the develop-
ing countries, the reserve requirement is nonetheless one of the
most important monetary policy instruments in many countries.
Granting that the cash drain in these countries is large and the
central bank may not have full control over the monetary base, the
lack of depth and breadth in domestic financial markets reduces the
potential effectiveness of open-market operations. Moreover, the
central bank discount rate policy cannot be used effectively without
support from open-market operations. As a consequence, apart from
using the reserve requirement, central banks in the developing
countries resort to other monetary instruments. Selective credit




control, for instance, is widely used as a direct monetary control to
influence the direction of credit by controlling the terms and condi-
tions on which credit is granted for specific purposes. It would,
therefore, give rise to more market distortions than reserve require-
ment.

In most of the SEACEN countries, the reserve requirement is one
of the most important monetary policy instruments used to achieve
monetary objectives, in addition to the prudential function of meet-
ing the withdrawals of the depositors and assisting in maintaining
the financial soundness of the bank. In some countries such as Indo-
nesia, Malaysia and Nepal, commercial banks have been obliged to
comply with liquid assets requirement besides the “cash” or statu-
tory reserve requirement. In addition, the form, composition and the
base for computation of reserve requirement vary from one country
to another. For example, bank reserve requirement have differed in
Indonesia, depending on whether the deposits are in domestic or
foreign currency or whether they are from domestic or foreign
sources. In Indonesia and Sri Lanka, different reserve requirement
ratios are imposed on demand deposits and time and savings depos-
its (Aghevli, et.al., 1979). The components of reserve requirement
also vary from one country to another, For instance, the commercial
banks in Thailand can hold certain proportions of the legal reserves
in such forms as a deposit with the Bank of Thailand, government
bonds, and cash in vault.

2. Objectives of the Study
The main objectives of this research project are:

i)  To take a closer look into the various aspects of reserve
requirement in the SEACEN countries. These include,
among others, the form in respect to compositicon, computa-
tion and the treatment of reserve deficiencies.

ii) To examine conditions which could make the reserve
requirement a very effective monetary policy instrument;

i) To assess the impact of changing the reserve requirement on
the money multiplier in selected SEACEN countries; and,

iv) To examine the constraints in the use of reserve require-
ment as a monetary instrument and its impact on cost of
financial intermediation.




3. Scope and Organization of the Study

The study focussed on three main aspects: a descriptive analysis of
the existing reserve requirement system in all the SEACEN coun-
tries, which included both the institutional set-up and policy-related
issues such as interest rate paid on commercial banks’ required
reserves; an empirical investigation of the impact of changes in
reserve requirement on money multiplier; and, some policy implica-
tions and recommendations drawn in the light of the empirical
evidence and the existing institutional set-up.

The empirical investigation was done for the SEACEN countries
for which the necessary data were available.

This report is organized into five chapters. Introductory remarks
together with the cbjective and scope of study are described in
Chapter 1.

The analysis made in Chapter 2 focusses on the conceptual
framework of reserve requirement, such as the form of reserve
requirement in respect of financial instruments and institutions,
the composition, the computation and the treatment of reserve defi-
ciencies. On the other hand, the limitations or constraints of using
reserve requirement instrument is discussed while the possibility of
using it as a substitute, supplement, or complement to other mone-
tary policy instruments such as the discount rate policy and open
market operations is analysed.

Chapter 3 examines the salient features of reserve requirement
in the SEACEN countries, for example, the form of required reserve
ratios, composition, computation and the treatment of reserve defi-
ciencies. It also discusses the extent to which the reserve require-
ment adds to the financial intermediation cost of banks,

Chapter 4 reports the empirical findings of the study. It briefly
presents the derivation of the money multiplier and discusses the
impact of changes in reserve requirement on the money multiplier
in selected SEACEN countries.

The fifth chapter concludes the study with a discussion on some
policy implications drawn from previous chapters.



Chapter 2

CONCEPTUAL FRAMEWORK OF
RESERVE REQUIREMENT

This chapter closely looks into the conceptual frame-work for the
use of reserve requirement as a monetary instrument in terms of the
theoretical aspects and the experience in some of the non-SEACEN
countries. The first part describes the general features of reserve
reguirement, i.e., the definition, the composition, the computation
and the treatment of reserve deficiencies. The second part discusses
the arguments and implications of reserve requirement as a tool for
monetary contrel. The third part reviews the argument on whether
the reserve requirement could be used as a substitute, supplement
or complement to other monetary policy instruments such as the
discount rate and open market operations. The third part investi-
gates the constraints and limitations of this instrument as a tool for
monetary con- trol.

1. General Features of Reserve Requirement

The reserve requirement is one of the traditional instruments of
monetary policy. It is normally conceived to affect money and credit
mainly through its impact on the money multiplier. Nevertheless,
some aspects of reserve requirement such as its form, composition
and computation as well as the treatment of the reserve deficiencies
also contribute to the effectiveness of using this instrument as a
monetary tool. This part closely looks into some special facets of
reserve requirement.

1.1 Some Aspects of Reserve Requirement

There are several definitions of reserve requirement that can be
used as a policy instrument to achieve the monetary targets. Once
decided, they are normally monitored closely to track movements in
the money supply. The following definitions have received the most
attention in the formulation of monetary policy in most countries:

(a) Total Reserves: This generally refers to the deposits of
commercial banks or depository institutions with the cen-
tral bank and the currency held in their vaults.



(b) Required Reserves: A fraction of deposits of other speci-
fied bank’s assets that has to be kept in stipulated liquid
asset form as required by law is called required reserves.
Normally, the administration of the required reserves in
terms of the form and level is under the jurisdiction of the
central banks or monetary authorities which manage them
in conjunction with certain monetary objectives. Going by
the form of reserves, it is generally divided into primary
reserves which consist of cash or deposits with the central
banks and secondary reserves which comprise other eligible
assets as prescribed by the central banks.

(¢) Excess Reserves: The excess reserve is the difference
between total reserves and required reserves. This is a
rough indication of the ability of the banking system to
expand the supply of money. The demand for excess re-
serves basically depends on such variables as the discount
rate, inter-bank rates and other interest rates.

(d) Borrowed Reserves: Borrowed reserves are the amount of
reserves that commercial banks have obtained by way of
discounting or other form of borrowing from the central
bank. To some extent, the level of borrowed reserves is an
indicator of the desire of the commercial banks to gain
additional reserves and increase their lending activities.

(e¢) Non-borrowed Reserves: Non-borrowed reserves are
obtained by subtracting borrowed reserves from the total
Teserves.

(f) Free Reserves: Free reserves are the positive net excess re-
serves after deducting the borrowed reserves from excess
reserves. However, if the borrowed reserves are greater
than excess reserves, the result of the subtraction is called
net borrowed reserves.

Any of the reserve definitions mentioned above could be used in
a money multiplier framework, depending on the specific reserve
measure used in a particular country. As most developing countries
adopted the concept of required reserves, it follows that the empha-
sis of this study is on the required and excess re-serves.




1.2 Financial Institutions Subject to Reserve Requirement

According to banking laws in most countries, reserve requirement
are most commonly applied to commercial banks. In some countries,
non-bank financial institutions such as finance companies, mer-
chant banks and other similar financial intermediaries are also
required by law to maintain the minimum reserves. Some countries,
moreover, also apply the reserve requirements to the banking
department of the central bank. However, the savings and loan
associations, or building societies, hire purchase companies, and
specialized banks such as development banks, cooperative banks
and agricultural banks are normally exempted from the reserve
requirement.

Among the commercial banking group, variable reserve require-
ment ratios are sometimes prescribed according to the location and
size of the banks. For instance, in the United States (before the
Monetary Control Act 1980) the cash reserve ratios are applied to
the member banks differently depending on whether such banks are
in central reserve city (New York and Chicago), reserve city or in the
country. In Sweden, the variable ratios are prescribed according to
the size of the bank. Yet, in some countries, the small private banks
are not subject to reserve requirement, largely for administrative
convenience, since they normally account for a small percentage of
the total assets of the banking system.

The purpose of the reserve requirement imposed on non-bank
financial institutions (NBFIs) was mostly to ensure solvency rather
than to affect general monetary policy. A few countries, however,
have imposed such regulation on non-bank financial institutions for
the purpose of controlling the allocation of their loans which conse-
quently impact the total volume of credit. This is generally the case
when such financial institutions compete directly with the commer-
cial banks in the sense that their liabilities are close substitutes for
bank deposits and their loans and instruments resemble those of
banks. Moreover, NBFIs have increasingly played an important role
in the economic activity. Changes in the volume of near-monies have
implications on the spending decisions of economic units. Hence,
NBFIs as well as commercial banks could contribute towards stabil-
ity or instability of an economy.! Moreover, experience in the Union
of South Africa, the United Kingdom, the United States of America,

1. See Lombra, Raymond E, and oi:hers, Money and the Financial System, Theory,
Institutions and Policy, McGraw Hill Book Company, 1980, p. 224.



and other countries in recent years indicate that shifts of deposits
between banks and non-bank intermediarie and changes in relative
rates of growth of deposits can complicate the effectiveness of a
restrictive credit policy.

1.3 The Form and Composition of Reserve Requirement

Generally, there are three types of reserve requirements: cash
reserve; reserve assets or liquid assets; and the combination of the
two. Among these, the cash reserve requirement is commonly used
by central banks and monetary authorities. The composition of
reserve requirement, on the other hand, includes deposits with the
central bank, cash in vault of commercial banks, and government
securities. However, the composition could vary from one country to
another. In some countries, foreign currency and foreign securities
held by banks could be considered as part of the reserve require-
ment. For example, Sri Lanka allows foreign currency held by
commercial banks to be part of the reserve requirement, while the
Philippines permits eligible foreign securities for a similar purpose.
In any case, the composition of reserve requirement will have impli-
cations on monetary goals.

To maximize profit, commercial banks prefer to hold reserve
assets that would give them the highest possible returns. These
assets include government securities and deposits with the central
bank, if the central bank pays interest on that balance. The holding
of non-earning assets such as non-interest deposits with the central
bank and cash in bank vaults tended to be minimized at the level
just enough to meet deposit withdrawals and other daily cash-flow
requirements. Nevertheless, from a monetary control point of view,
the deposits with the central bank are the most controllable item of
the eligible reserve assets. Coats (1980) argues that while the cen-
tral bank can control the quantity of currency, it cannot directly
control that part of currency held by banks (i.e., bank reserves: vault
cash plus bank deposits with the central bank), and the problem is
much more serious, for government securities, on which he elabo-
rated in the following manner:

“When government securities or some class of government secu-
rities are allowed as a reserve asset, economic literature usually
refers to liquidity requirements rather than reserve require-
ments. However, government securities might occasionally be an
appropriate reserve asset if monetary authorities are able to
adequately control the availability of government debt to the




banking system. Where government securities are also held in
the private sector outside the banks, the ability of banks to bid for
and attract securities, and therefore continue to expand credit by
increasing ‘reserves’, is considerably greater than their ability to
bid for and attract currency. From a banking system’s point of
view, currency must be attracted from the non bank public and
this can only be achieved by increasing the attractiveness of bank
deposits relative to currency in the eyes of the public”.!

As for the cash in a bank’s vault, it is more difficult for the central
bank to monitor or verify its quantity than deposits with the central
bank and government securities. Nevertheless, cash in a bank’s
vault is perfectly liquid for the bank to meet the demand for with-
drawals by depositors. Including cash in a bank’s vault in the
reserve composition, therefore, allows the bank to manage its re-
serves more flexibly, if not for the effectiveness of monetary control.

1.4 The Computation of Reserve Requirement

In addition to the reserve assets used in the composition of reserve
requirements, the regulation generally specifies the accounting
pericd and the base used in calculating the magnitude of the
requirement. The legal reserve ratios for computation could be uni-
formly applied against bank liabilities or all assets or variably pre-
scribed against different reserve bases, different types of credit
institutions or, other sizes and locations, depending on the financial
structure and objectives of imposing reserve requirement of the
authorities.

1.4.1 Accounting period

In general, there are two types of accounting systems in computing
the reserve requirement, namely the lagged and contemporaneous
accounting systems. In most countries, moreover, the required
reserves need not be met daily. Rather, they could be averaged over
a specified period of time.

The accounting period chosen for calculating required reserves
will affect the liquidity of a bank or the entire banking system and
the controllability of the money supply. Coats (1980) asserts that

1. Coats, W.L., dr., “The Use of Reserve Requirements in Developing Countries”, Money
and Monetary Policy in Less Developed Countries: A Survey of Issues and Evidence,
edited by W.L. Coats, Jr. and D.R. Khatkhate, Pergamon Press, N.Y., 1989, p. 408.




longer accounting periods make required reserves more liquid,
while shorter accounting periods potentially increase the precision
of the central bank control over the money supply. The determina-
tion of the length of the accounting period will thus require balanc-
ing considerations of bank liquidity and money supply control.

In most countries, the lagged accounting system has been used
for computing required reserves for two main reasons. Firstly, it is
more convenient for the central bank to monitor the compliance of
banks because in this way the bank’s deposits or liabilities level is
known. Secondly, the lagged accounting systems allow banks to
adjust according to day-to-day business more easily.

1.4.2 Bases for computing reserve requirement

Generally, the required reserve ratio is calculated against either
bank liabilities, assets or deposit turnover. The rationale of using
each base can be briefly discussed as follows:

(a) Bank liabilities: The most common method of computing
the reserve requirement is to relate the required reserve
ratio to the deposits or similar liabilities of an individual
bank. This method affords banks the greatest liquidity as
adjustments in the level of reserves required in response to
changes in the level of deposits takes place automatically
(Goode and Thorn, 1959). The method is also favoured for its
simplicity in computation and the ease with which it can be
enforced. However, the major disadvantage is that the
method does not distinguish among various types and
maturities of deposits or their use. Reserve requirement
against deposits, moreover, is less easily adaptable to the
objective of selective credit control than that based on earn-
ing assets. Generally, the type of liabilities to include in the
reserve base has more significant implications on monetary

.control and resource allocation than for bank liquidity.

(b) Bank assets: The other method of computing the legal
reserve requirement is to relate it to bank assets. This has
the same implications for money supply control as that of
deposit liabilities, but with significant reduction in bank
liquidity (Goode and Thorn, 1959 p. 31). The main advan-
tage of this base is that it permits different reserve require-
ment to be imposed on different assets and thus facilitates
selective credit control. If the interest return, the risk and
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(e)

other relevant features are the same for two types of loans or
investments, banks will prefer the one with lower reserve
requirement. Credit will therefore tend to be diverted to it
and consequently causes interest rate differentiation be-
tween the two types of loans. As such, banks may exces-
sively expand total credit by concentrating on loans and
investments subject to low reserve ratios. In addition, the
task of the monetary authorities could be complicated as a
change in reserve money is indeterminate when different
reserve ratios apply to different kinds of loans and invest-
ments. Another problem could arise from the fact that this
method, like all methods of selective credit allocation, may
produce an end result which is quite different from the origi-
nal plan. To date, very few countries use bank assets as the
only base for their reserve requirement. In the SEACEN
countries, Sri Lanka once included unused balance of com-
mercial banks’ overdraft as part of reserve base from
December 1983 to May 1987.

Turnover of deposits: This method relates reserve re-
quirement to the turnover of deposits. It was formerly
employed in Mexico. The purpose is to apply automatically a
brake to an expansion of money demand associated with an
increasing velocity of circulation of deposits during a period
of boom and high interest rates; the brake is automatically
eased as the turnover rate falls with a slowing down of
business activity and a reduction of interest rates. The
method has the further advan tage of preventing shifting of
reserve base composition that commonly occurred under the
variable reserve requirement system whereby required
reserves could be minimized by shifting deposits from cate-
gories with high required ratios to categories with low ratios
- - e.g., from demand deposits to time deposits or from depos-
its in large city banks to country banks - - without changing
the real character of deposits (Goode and Thorn, 1959, p.
30).

In general, the choice of accounting periods, reserve assets, and

bases for computing reserve requirements, depend on the stage of
financial development, the ability of the monetary authorities to
monitor and the objectives of the use of reserve requirement. All
these methods have implications on bank liquidity, money supply
control and credit allocation.

11



1.5 The Treatment of Reserve Deficiencies

In order for the reserve requirement to be effective as an instrument
of monetary control, it is essential that the financial institutions
subject to required reserves do not maintain their reserves below
the required minimum. In its enforcement, the central bank has
several options. It may impose penalty, or require that the reserve
deficiency be made up by increasing reserve balances in subsequent
periods. Normally, most central banks charge the reserve deficient
banks certain interest rate on the amount and duration of the defi-
ciency, and the rate is set somewhat higher than the prevailing
discount rate. The difference is either stipulated by law or left to the
discretion of the central bank. Frequently, the penalty rate of inter-
est is progressive with the length of time that the deficiency per-
sists. Persistent violators could be taken to courts. Scme monetary
authorities are empowered to take control of a bank if a reserve
deficiency persists more than a specified period of time and may, in
extreme cases, liquidate the offending bank and fine or imprison its
officers. ‘ :

The computation of reserve deficiencies is usually based on an
average of deposit liabilities and reserve holdings over a period, but
the determination is sometimes at a particular point in time. The
method of averaging over a time interval may allow deficiencies to
exist for a short period. When deficiencies are increasing rapidly,
reserve statistics may be misleading, especially if reporting dates
differ from one bank to another. All banks should report on the same
day to prevent the shifting of reserves from bank to bank as a means
of circumventing reserve requirement.

2. Constraints of Using Reserve Requirement as a Monetary
Instrument

In many countries, the impositicn of reserve requirement has been
instituted in order to protect deposit holders as well as an instru-
ment of monetary control. The minimum required reserve ratio,
imposed for reasons of safety, is often fixed by law and can only be
changed by a subsequent law. For it to be an effective instrument of
monetary policy, the central bank must have the authority to vary
the ratios which will in turn affect the banks’ liquidity and conse-
quently their credit policies. Nevertheless, since small changes in
the reserve requirement may induce relatively large shifts in com-
mercial banks’ assets, one constraint of this instrument is that the
central bank cannot change the required reserves ratio frequently

12




because the cost of reserve adjustments will be increased.

Moreover, the imposition of reserve requirement also raises the
cost of intermediation because it diverts bank funds into assets that
earn little or no interest. This cost may be borne by bank borrowers
(in the form of higher interest), by depositors (in the form of lower
interest), or by bank shareholders (in the form of lower profits). If
this cost is too onerous, reserve requirement will discourage the
growth of the banking system and will encourage the evolution of
non bank financial institutions which are less amenable to control.
Requiring banks to place deposit with the central bank without
receiving interest is one form of taxes on the banks. To maximize
profit, banks tend to diversify their reserve asset portfolio by reduc-
ing holding of nen interest earnings assets reserve as much as pos-
sible. Thus, for the instrument to be effective, it must be applied
equitably to all banks and is well defined and structured to include
appropriate penalties for deficiencies. Further, there have been
suggestions that interest be paid on required reserves. The require-
ment rates should also be uniformly imposed on all types of bank
liabilities included in the money stock. The eligible reserve assets
should also be the liabilities of the government and the central
bank. .

There is yet another compelling reason for paying interest on
reserves. The development process is aided by encouraging the
development and use of the financial sector. An important factor in
such a development is the rate of return earned from holding finan-
cial assets, which practically speaking consists primarily of money
in less developing countries. A reserve requirement ‘tax’ may lower
the return banks can offer their depositors. On the other hand, the
payment of interest on reserves may raise the return to banks which
could be transferred to the depositors and shareholders.

The imposition of reserve requirement only on commercial banks
and not the non bank financial institutions in some countries has
caused some reluctance on the part of the authorities to place
greater reliance on reserve requirement. For example, before using
the Monetary Control Act 1980, the Federal Reserve Board in the
U.S. had authority to apply reserve requirements only to members
of the Federal Reserve System. Although all the large commercial
banks are members, many smaller banks are not. Accordingly, the
Board was reluctant to penalize the members in the System by
raising reserve requirement so high that a competitive advantage is
given to non members. In addition, banks that preferred not to have
a part of their assets tied up in non interest earning reserves with
the Federal Reserve would choose to leave the Federal Reserve
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System, thereby weakening the effectiveness of monetary policy,
particularly when interest rates were rising. To overcome this prob-
lem, the Monetary Control Act of 1980 has been enacted to require
all depository institutions to maintain reserves with the Federal
Reserve on their transactions accounts and non personal time
deposits. Reserves are defined as funds deposited directly at the
Federal Reserve; funds held at the Federal Reserve that are passed
through a correspondent and vault cash. Requiring all depository
institutions to maintain reserves was intended to improve the effec-
tiveness of monetary policy.

3. Reserve Requirement as a Supplement or Substitute for
Other Instruments

In most countries, the monetary policy instruments comprise of
discount rate, interest rate, selective credit policy, credit ceiling,
reserve requirement, open market operations, and moral suasion.
Among these, the discount mechanism and interest rate policy tend
to influence the costs of credit but not the availability of credit.
Selective credit, on the other hand, affects the allocation of credit
among various economic sectors but it does not influence the mone-
tary aggregates. Only open market operations and reserve require-
ment have a direct impact on monetary aggregates, cost and availa-
bility of credit through changes in cash reserves of commercial
banks. Nevertheless, changes in reserve requirement differ from
open market operations in a number of respects. A major difference
is the method of diffusion. However, changes in reserve requirement
affects every bank directly and immediately with equal force, irre-
spective of differing individual bank situations; whereas the effects
of open market operations are felt individually and gradually by the
banks through the operation of market forces. Open market opera-
tions, moreover, like discount mechanism operate through market
intervention. Nevertheless, changes in reserve requirement can be
used to supplement other instruments of credit control in order to
influence credit controls more quickly and to a greater extent than
would otherwise be possible. For example, an increase in reserve
requirement, like open market sales of securities by the central
bank, may be employed as a means of making the central bank’s
rediscount policy more effective, In the absence of supplementary
"action, an increase in the rediscount rate may have little effect on
the availability of credit or its cost. This may be the case if the com-
mercial banks have excess reserves or are not accustomed to redis-
counting at the central bank. Even where these conditions do not
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exist, there may be considerable delay in transmitting such an effect
due to the fact that commercial banks may acquire the funds from
other sources rather than from the central bank. An increase in
reserve requirement, however, can force the com mercial banks to
borrow immediately in order to meet the high reserve requirement.
A high rediscount rate can thus be made effective at once by raising
interest rates and limiting the availability of credit. On the other
hand, the easing of credit could be achieved with immediate impact
when reduction in re quired reserves is used to complement the
reduction in discount rate.

Since both changes in reserve requirement and engage ment in
open market operations by the central bank affect the banks’ re-
serves, changes in reserve requirement can also act as a supplement
to open market operations. For instance, in the situation that the
commercial banks that have large excess reserves, which may be the
result of a balance of payments surplus, a capital flow, or a govern-
ment deficit, the central bank may not have enough securities in its
portfolio to conduct open market operations on the scale that would
be required to eliminate excess liquidity. If the excess liquidity of
the commercial banks is first substantially reduced by an increase
in required reserves, open market sales of securities in modest
amounts could bring about a prompt contraction of bank credit.

In countries where the traditional instruments are not available,
variable reserve requirement may serve as a partial substitute for
them, For example, in most developing countries where there are no
active securities market in which the central bank can engage in
buying and selling substantial amounts of securities in open market
operations and where the commercial banks are traditionally reluc-
tant to rediscount their approved financial assets at the central
banks, variable reserve requirement may be the principal instru-
ment available to the authorities by which they can affect bank
liquidity entirely on their own initiative. In many such countries,
however, the potential effectiveness of changes in reserve require-
ment is less than in the financially developed countries because the
currency drain is large.

15



Chapter 3

THE SALIENT FEATURES OF
RESERVE REQUIREMENT IN
THE SEACEN COUNTRIES

This chapter will closely look at the salient features of the reserve
requirement in the SEACEN countries. It is divided into four main
parts. The first part will examine the form, composition and the
computation of the reserve requirement. The second part describes
the treatment of reserve deficiencies used in this region. The third
part discusses the impact of the reserve requirement on the finan-
cial intermediation cost in the financial system. Finally, the fourth
part briefly describes the use of the reserve requirement as a mone-
tary instrument in the SEACEN region.

1. The Form, Composition and Computation of Reserve
Requirement

Although, the form composition and computation of reserve require-
ment in the SEACEN countries are basically the same, the institu-
tional setting, financial systems and different monetary objectives
give rise to features which are unique in a country or group of coun-
tries. The details of which are discussed below:

1.1 The Form of Reserve Requirement
1.1.1. The Type of Reserve Requirement

The type of reserve requirement in the SEACEN countries can be
generally classified into two categories, namely “cash” or statutory
reserves and “liquid asset” requirements. The cash reserve require-
ment imposed by the central bank and monetary authorities are
applied by all the SEACEN countries. In addition, commercial
banks in Indonesia, Malaysia, Nepal and Singapore are also
required to hold liquid asset reserve requirement. ! Further, accord-
ing to the new Banking Act, the commercial banks in Sri Lanka

1. Finance companies in Malaysia and Singapore and merchant banks in Malaysia
are also subject to liquid asset reserve requirement.
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were required to maintain a liquid asset ratio of 20 per cent. How-
ever, in case of Nepal, the 25 per cent liquid assets requirement was
terminated effective May 29, 1989.

The definition of “liquid asset” is slightly different from one coun-
try to another and has been changed from time to time. For
instance, the liquid assets in Singapore include notes and coins
which are legal tender in Singapore, balances with Monetary
Authority of Singapore (MAS) in excess of the minimum cash
reserves, Singapore Government securities, trade bills and other
assets approved by the Monetary Authority of Singapore. In the case
of Malaysia, the liquid assets are divided into primary liquid assets
and secondary liquid assets. The primary liquid assets include bal-
ances with Bank Negara Malaysia, cash in hand, money at call with
discount houses in Malaysia, Treasury bills, Federal and State
Government Securities of one year or less remaining to maturity
and Cagamas Bonds ! of one year or less remaining to maturity (in
the case of finance companies). The secondary liquid assets, on the
other hand, include bills discounted or purchased, bankers’ accep-
tances in the case of finance companies, other Federal and State
Government Securities and other Cagamas Bonds in the case of
finance companies. “The apparent ease with which banks (and
finance companies in Malaysia) have complied with the liquid asset
requirements in Indonesia, Malaysia, and Singapore suggests that
these requirements should be viewed as regulations to reallocate
banks’ assets rather as a tool to control the total amount of money
and credit. Certainly, the infrequency with which these regulations
has varied in Malaysia and Singapore indicates that they are con-
sidered as such by the authorities. Nevertheless, Nepal may
perhaps be an exception in that, in 1975 when the liquid assets
requirement was initially imposed to slow down the expansion of
money and credit, the banks were initially unable to satisfy the
regulation, although they subsequently did have substantial excess
liquid assets.”?

1.1.2 The Form of Reserve Requirement Ratios

In general, the reserve requirement ratios may be stated as a uni-
form or differentiated fraction of a wide variety of assets or liabili-

1. Cagamas Bonds are issued by the National Mortgage Corporation, Cagamas Berhad
which was set up in 1986 to assist in the liquidity management of primary lenders and
to enhance the development of a sophisticated financial market

2. Aghevli, B.G., and others, “Monetary Policy in Selected Asian Countries”, IMF Staff
Paper, Vol. 26, 1979, p. 801.
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ties at a fixed or fluctuating levels. The purpose of uniform reserve
requirement for all depositing liabilities and depository institutions
was to increase the Central Bank control over the monetary system
while the different reserve requirement aimed at affecting differ-
ently the cost of funds and the competition for the funds mobilized
among different types of deposits.

In the SEACEN countries, the general direction is towards using
a uniform ratio, regardless of the types of deposits or groups of fi-
nancial institutions. In some countries, such as Malaysia, the Phil-
ippines and Sri Lanka, the differentiated fraction applied to differ-
ent maturities of deposits and groups of institutions have now given
way to a uniform rate, in line with the climate of financial liberali-
zation which places emphasis on equitable competition. As will be
discussed in detail later, the commercial banks, finance companies
and merchant banks in Malaysia have had to observe a uniform
ratio of 4.5 per cent since May 1989. For the Philippines, the reserve
ratios which were used to be differently applied to deposits accord-
ing to their maturities have been unified since November 1989. At
present, the ratio against all the deposits and deposit substitutes at
commercial banks is stipulated at 20 per cent. The required reserve
ratios for all financial institutions and against all types of deposit
maturities for the Philippines are shown in Table 3.1.

Similarly for Sri Lanka, before 1987, the required reserve ratios
were different among the various types of deposits and unused
balance of overdrafts. Even for the time deposits, the required
reserve ratio of those maturing within 90 days was higher than
those of longer maturity periods. Nevertheless, since August 1987,
the Central Bank has imposed the uniform ratio to all types of
deposit in order to increase the Central Bank control over the mone-
tary system and to reduce the complexity of reserve administration.

1.2 The Composition of Cash Reserve Requirement

The cash reserves normally consist of deposits with the central
banks and monetary authorities, cash in banks’ vaults, and other
eligible securities. The form of reserve assets that the banks are
required to hold as a proportion to eligible liabilities have evolved
from their original objective of protecting depositors to being an
instrument of monetary policy. The eligible securities which are
mostly consisting of the Government securities are included in the
composition of reserve requirements because of their liquidity
nature in that they can be encashed at any time with the central
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Table 3.1
RESERVE REQUIREMENT RATIO AGAINST PESO DEPOSIT
LIABILITIES OF FINANCIAL INSTITUTIONS IN THE PHILIPPINES
(EFFECTIVE NOVEMBER 1986 TO JUNE 1989)

(% per annum)

Type of deposits
Type of Financial
Institutions Demand Savings Time NOW
730 days more than
or less 730 days
Commercial Banks ! 21 21 231 5 21
Thrift Banks 21 14 14 5 18
Rural Banks 21 14 14 5 -
Specialised Banks 21 21 21 5 -

1. The ratios for all types of deposits have been uniformly adjusted to 20 per cent from
November 1989.

Source: Central Bank of the Philippines, Philippine Financial Statistics, Volume
XVIII, No. 1, January - June 1987, p. 2.
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bank. Meanwhile, the encouragement of banks to hold government
securities helps the financing of government deficit at a lower cost,

1.2.1 Deposits with the Central Bank and Monetary Au-
thorities

At present, the central banks and monetary authorities in the
SEACEN countries that require the commercial banks (and finance
companies and merchant banks in the Malaysia and finance compa-
nies in Singapore) to maintain the minimum required reserve to-
tally in the forms of deposits with the central banks and monetary
authorities are Myanmar, Indonesia, Malaysia and Singapore. As at
end of January 1990, the ratios are 2 per cent against current liabili-
ties in Indonesia, 6 per cent against liabilities base in  Singapore
and 6.5 per cent against eligible liabilities in Malaysia. For Myan-
mar, the recent information are not available but according to the
Banking Law, the ratios for demand deposits shall not be less than
8 per cent and more than 40 per cent and for time deposits, not less
than 3 per cent and not more than 15 per cent against deposit liabili-
ties.

In Malaysia, moreover, according to the new arrangement which
has become effective since January 1, 1989, each commercial bank is
required to maintain two accounts with the Kuala Lumpur branch
of Bank Negara Malaysia, namely, the “Statutory Reserve Account”
and the “Clearing/Current Account”. Under this arrangement, a
bank which is “short” at the midnight clearing will first make-up the
shortage by borrowing from the Day 1 Pool, and then if necessary,
from its own statutory reserves up to the amount where the remain-
ing statutory reserves reach the lower limit of 3 per cent of eligible
liabilities. Any shortfall still remaining would have to be met from
borrowings from Bank Negara Malaysia. On the other hand, a bank
which is “long” at the midnight closing will first lend to the Pool. The
surplus remaining in the Clearing Account will be automatically
transferred to the bank’s Statutory Reserve Account, until the
reserves reach 4 per cent of eligible liabilities. Those borrowings and
lendings would be effected automatically.

However, should a commercial bank decide not to borrow from its
Statutory Reserve Account for the duration of the second week in
any reserve period, the bank will have to instruct the Kuala Lumpur
branch of Bank Negara Malaysia accordingly. Only one instruction
can be given on or after the 8th day of any reserve period. Similarly,
if a commercial bank, which is “long” at the midnight clearing,
decide not to transfer any surplus funds into its Statutory Reserve
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Account but retain the funds in its Clearing Account, the bank must
instruct the Kuala Lumpur branch of Bank Negara Malaysia
accordingly on or after the 8th day of any reserve period. The
instruction to Kuala Lumpur will be made by telephone before 11.00
a.m. and will be followed by a written confirmation by 12 noon of the
same day. The instructions would become effective until the end of
that reserve period. Moreover, during normal business hours, a
commercial bank would also be able to transfer funds between its
Statutory Reserve Account and its Clearing Account, so long as the
bank’s statutory reserve requirement does not breach the lower
limit of 3 per cent of eligible liabilities.

In Nepal, Thailand and the Philippines where the required
reserves are allowed to be kept in the form of deposits with the
Central Banks, cash on hand and Government securities, Tables 3.2
to 3.4 reveal the impact of interest paid on actual reserves kept by
banks. In Nepal and Thailand, where no interest is paid on reserves,
the combination of each form of reserves is more stable than in the
Philippines which started paying interest on deposit with the
Central Bank since January 1, 1978.

In Nepal, moreover, with effect from July 1981, the commercial
banks are alsc required to hold a minimum reserve of 9 per cent
against deposit liabilities, 5 per cent to be held as balances at Nepal
Rastra Bank and 4 per cent as cash in vault, the latter being intro-
duced first ever in order to allow flexibility in the liquidity manage-
ment of commercial banks. The average percentage share of these
two forms of reserve requirements are shown in Table 3.2.

In the case of Thailand, during 1970 to 1987, the minimum
reserve requirement ratios against total deposits of commercial
banks were changed only three times. This suggests that the Bank
of Thailand has resorted to use other monetary policy instruments
such as the interest rate policy as the latter is more flexible than the
reserve requirement, Throughout the period, moreover, deposits
with the Central Bank have been maintained at the level in excess
of the minimum ratio required. (see Table 3.3).

In the Philippines, where interest has been paid on such deposits
since January 1, 1978, ! the increase in percentage share of the
commercial banks’ holding of reserves in the form of deposits with
the Central Bank was evident since the first quarter of 1978. As
shown in Table 3.4, the impact of the increase in such interest in the
second quarter of 1984 could also be seen, from an average of 32 per

1. The rate was 3 per cent when it was first introduced. In June 1984, it was raised to
4 per cent.
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cent for the period 1976 - 1977 to 43.3 per cent of total reserves in
1978 - 1983 and 58.7 per cent from 1984 to 1987. In addition, a
breakdown of the composition of commercial banks’ reserves in the
Philippines during the twelve-year period 1976-1987 indicated that
the minimum 25 per cent of reserves that has to be taken in the form
of deposits with the Central Bank was more than complied with.
Commercial banks’ deposits with the Central Bank as a percentage
of their total reserves accounted from as low as 26 per cent as of the
first quarter of 1977, to as high as 79 per cent as of the first quarter
of 1987. This reflected a drive to maximize profit by commercial
banks in their reserves management,

1.2.2 Cash on Hand

In the SEACEN countries, every country has prescribed the mini-
mum reserve requirement ratios in the form of cash on hand. For
instance, in Thailand, the maximum reserves ratio in the form of
cash on hand and Government securities is 2 per cent of the total
deposits while at least 25 per cent of required reserves of banks
must be held as deposits with the Central Bank of the Philipines
and the remaining 75 per cent in the form of cash on hand and
reserve-eligible government securities. In Nepal, this reserve in the
form of cash on hand also includes the foreign currency held by the
commercial banks since the reserves in the form of cash is non-
earning asset, the ratios were generally stable at a minimum level.
(see Tables 3.2, 3.3 and 3.4).

1.2.3 Government Securities

Unlike the deposits with the central bank and cash on hand, govern-
ment securities are earning reserve assets. Under the principle of
profit maximization, the banks tend to minimize the holding of such
non-earning assets as deposits with the central bank and cash on
hand and maximize the holding of the interest bearing government
securities. However, the evidence derived from the quarterly data of
commercial banks in the Philippines did not conclusively support
this principle. Tison (1970) gave the reasons that commercial banks
in the Philippines have various financial transactions (e.g. redis-
count, repurchase, swap, etc) and the clearing among banks. In
addition, the commercial banks also maintain cash in banks’ vaulits
to meet depositors’ withdrawals during the day-to-day banking
business. !

1. Tison, Gerardo. S, “Government Securities as Reserve Against Deposit Liabilities”,
Bondline, Vol. XXVII, January 1983, p. 6.
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In Thailand, Table 3.3 reveals that before the cash on hand could
be taken as part of reserve requirement in 1979, the commercial
banks tended to hold reserves in the form of deposits with the
Central Bank more than that of Government securities. But since
1979, the trend was reversed. Commercial banks holding govern-
ment securities have been higher in order to improve their income
position by keeping smaller portion of reserves in non-earning as-
sets.

In the Philippines, during the twelve-year period reviewed, com-
mercial banks chose to maintain deposits with the Central Bank at
ratios more than the government securities after the introduction of
the interest paid on these deposits in 1978. Especially during 1986
and 1987, the percentage share of holding of deposits with the
Central Bank were much higher than the Government securities. In
contrast, the share of reserves in the form of Government securities
declined from 14.4 per cent from the last quarter of 1985 to as low
as 7.7 per cent in the first quarter of 1986. Apart from the positive
earning from deposits with central banks, this was an outcome of a
policy change to gradually phase out Government securities as eli-
gible reserve requirements. 1

1.3 Computation of Cash Reserve Requirement

In most countries, as mentioned earlier, the central banks are em-
powered to determine the reserve level, reserve assets, accounting
period for computing the required reserves and the reserve require-
ment base. Through these elements, the central bank could also
affect the bank liquidity, money supply, and financial resource allo-
cation. For instance, to reduce money supply and bank liquidity, the
reserve requirement would have to be increased. However, the
choice of reserve averaging period may have opposite implications
on monetary control and liquidity. For example, longer averaging
periods enhance bank liquidity, but tend to diminish or weaken
money suply control (Coats, 1980 p. 403). For the reserve base, the
use of either liabilities or assets will also have different implica-
tions. Coats asserts that the precise determination of which bank
liabilities to include in the reserve base has more significant impli-
cation for monetary control and resource allocation than for bank
liquidity. The reserve requirement based on the bank assets, on the
other hand, has tended to affect more on the allocation of credit.

1. Central Bank of the Philippines, Annual Report 1986, p. 32.
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In the SEACEN countries, the accounting period for computing
reserve requirement ranges from daily calculation to weekly, bi-
weekly (fortnightly) and one month. Only the Philippines requires
banks to compute the reserve requirement daily while Myanmar,
Sri Lanka and Thailand, the computation is based on a weekly
basis. A fortnightly computing is applied in Malaysia.

In the Philippines, each bank or non-bank financial intermediary
with quasi-banking functions has to calculate its reserve position
daily on the basis of the amount of its reserves and its deposit or
deposit substitute liabilities against which the said reserves are
required to be maintained at the close of each business day. For this
purpose, the principal office in the Philippines and all branches and
agencies located therein are treated as a single unit. Included
among deposits subject to reserve requirements are (1) proceeds
from sales of DBP Bonds; (2) collection of premium contributions
from the Social Security System, and (3) tax and loan accounts
established in designated commercial banks in connection with the
insurance and sale of Treasury Bills (Tax Anticipation Series) which
are treated as demand deposits 1,

In Myanmar, the bank’s reserve position is computed weekly at
the close of business on Friday or the previcus day if Friday is a
holiday. Moreover, computation is on the basis of average of daily
reserves actually held by bank against average of daily deposit
liabilities. In Sri Lanka, the required reserves of the commercial
banks are computed weekly every Friday on the basis of deposit
liabilities as on the previous Wednesday. Figures so computed are
applicable until next Thursday. The computation of the reserve
position of commercial banks in Thailand is more or less the same as
in Myanmar and Sri Lanka. Only the week day for computation
starts on Friday and is computed at the close of business on
Thursday rather than on Friday like Myanmar and Sri Lanka.

In Malaysia, with effect from January 1, 1989, the computation is
based on the average amount of statutory reserves held during a
fortnightly reserve period. There are two reserve periods in each
month. The first reserve period is from the 1st to the 15th and the
second period from the 16th to the end of the month. For the first
reserve period, the eligible liability base will be the 15th day of the
preceding month, while the eligible liability base for the second
reserve period will be the last day of the preceding month. For
example, the averaging of statutory reserves will be allowed be-
ginning with the reserve period January 1 to 15, 1989. The statutory

1. Central Bank of the Philippines, Central Bank Circular No. 562, January 17, 1977.
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reserve ratio (SRR) for the first reserve period will be calculated
based on the eligible liabilities ! on December 15, 1988. Moreover,
the SRR of a commercial, at all times, may not fall below 3 per cent,
that is, a daily deviation of 0.5 percentage point below the pre-
scribed period SRR is allowed. In addition, for computing the period
SRR, daily reserve holdings of only up to 4 per cent of eligible liabili-
ties will be taken into account. In other words, excess reserve hold-
ings of only up to 0.5 percentage point above the prescribed period
SRR will be included in the computation, For Singapore, according
to the 20 April 1987 Notice to Banking Act, CAP 19, a bank is re-
quired to maintain its minimum cash balance with MAS by means
of an average weekly amount., Computation of liabilities base is
done by averaging the bank’s daily eligible liabilities 2 during a two-

1. Eligible liabilities of commercial banks are:

Deposits (net of foreign deposits)
Demand Deposits
Fixed Deposits

Amount due to (including foreign borrowings) net of amount due from
(including foreign lendings)
Other Banks in Malaysia
Finance Companies in Malaysia
Merchant Banks in Malaysia

Net NCDs Issued
Net Repurchase Agreements transacted
Special Deposit Accounts

2. They are:

Deposits
non-bank customers resident in Singapore (in all currencies)
non-bank customers resident outside Singapore (in Singapore dollar and in for-
eign currencies less the corresponding claims or net balances in foreign cur-
rencies outside Singapore)

Borrowings
from MAS (in all currencies)
from banks in Singapore (in all currencies and less any claims in all currencies
on banks in Singapore)
from finance companies in Singapore (less any claims on finance companies in
Singapore)

Certificates of Deposits in Singapore dollars issued in Singapore (less any
holdings of such certificates)

Funds purchased by banks through repurchase agreement (repos)
in Singapore Government securities with customers other than banks and ap-
proved dealers or institutions.

Any other borrowings raised by means of bills of exchange, bonds, promi-
sory notes or other commercial papers.
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week pericd beginning on a Thursday and ending on a Wednesday
(called the computation period). The required cash balance must be
maintained with MAS for a corresponding fortnight (called the
maintenance period) which begins on the third Thursday following
the computation period. To allow some flexibility, the actual mini-
mum cash balance held could vary within a band of 1 per cent above
or below the required level on the day-to-day basis. In other words,
on any day, balance with MAS should not drop below 5 per cent of
the liabilities base and any balance in excess of 7 per cent will not be
counted towards the weekly average. In addition, the weekly aver-
age is allowed to fall within a similar band of 1 per cent. The abso-
lute (dollar) amount of any excess or deficiency in the required re-
serve balance for the week, that lies within the 1 per cent band,
should be carried forward to the following week, wherein the short-
fall has to be made good (in case of deficiency) or the surplus may be
used (in case of surplus). If the bank’s weekly average drops below
5 per cent, a penalty will be imposed. On the other hand, the abso-
lute {dollar) amount greater than 7 per cent cannot be carried for-
ward to the following week.

In Indonesia, the computation of reserve requirement is basically
2 per cent of the third party funds which consists of demand depos-
its, time and savings deposits, and other liabilities.

2. Treatment of Reserve Deficiency

As has been mentioned earlier the reserve requirement will be an
effective instrument of monetary control so long as banks or other
non-bank financial institutions that are subject to required reserves
are reluctant to maintain their reserves below the required mini-
mum. This could only happen when central bank could use some
form of sanction or penalty on banks that fail to comply with the
requirement. The most common means is to impose penalty in the
form of interest charged on the amount and duration of the defi-
ciency.

The interest charged on the reserve deficiency, however, varies
across countries. In the SEACEN countries, five countries impose
interest charged on a certain percentage of the amount of deficiency
while the other two require banks to pay a fixed sum regardless of
the amount of deficiency. According to the law, the banks in Myan-
mar, the Philippines and Sri Lanka, whose reserve positions are
short of the required minimum level have to pay interest to the
Central Bank not exceeding 1/10 of 1 per cent per day on the amount
of deficiency. In the case of Sri Lanka, if a bank has a continuous

33




deficit, the Monetary Board may make an order to prohibit or re-
strict new loans or investments and prohibit the application of the
whole or any part of the net profits for payment of dividend.

In the Philippines where incidences of reserve deficiencies occur
more often than in other countries in this region, the treatment of
reserve deficiencies is more complicated and closely monitored by
the authorities. Whenever a reserve deficiency exists, the bank or
non-bank financial intermediary with quasi-banking functions
(NBQB) must pay the Central Bank 1/10 of 1 per cent per day on the
amount of the deficiency, provided that the bank or NBQB is permit-
ted to offset any reserve deficiency occurring on one or more days of
the week with any excess reserve on other days of the same week
and to pay the penalty on the average daily deficiency during the
week. The privilege of offsetting may be denied by the Monetary
Board, in case of “abuse”. ! For banks with “chronic reserve defi-
ciency” ? in deposit and/or deposit substitute liabilities, the bank
would be denied the credit facilities from the Central Bank. In
addition, the Monetary Board may limit or prohibit the making of
new loans or investments by the institution or may require that all
or part of the net profits of the bank of the institution be assigned to
surplus. The Board of Directors of the said bank shall be notified of
such chronic reserve deficiency and the penalties therefore, and be
required to immediately correct the reserve position of the bank.
Moreover, the Monetary Board may meodify or set aside reserve
deficiency penalties for part or the entire period of a strike or lock-
out affecting a bank or NBQB or of a national emergency affecting
operations of banks or NBQBs.

In Indonesia, banks that fail to maintain the required minimum
reserve balance at the Central Bank have to pay on actual reserve
balance below the minimum required level. An interest penalty of 3
per cent monthly on the shortfall of the actual reserve balance below
the minimum required level. An additional interest of 2 per cent is
also charged on shortfalls hidden by false reports. Moreover, the
banks failing to report on time also have to pay interest penalty
determined by the Central Bank. For Nepal, the interest penalty
rate is much higher than other countries. A bank with a reserve
deficiency, according to the banking law, has to pay interest to the

1. “Abuse” in the privilege of offsetting reserve deficiencies means having reserve
deficiencies occurring three or more times during any given week for four weeks,
whether or not resulting in net weekly deficiencies.

2. “Chronic reserve deficiency” means a bank is having a net reserve deficiency for
four consecutive weeks.
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Nepal Rastra Bank 5 per cent higher than its refinance rates on
their own maximum lending rates.

For Thailand and to a certain extent Singapore, the penalty im-
posed on reserve deficiency is in fixed term. In Thailand, a bank that
fails to maintain the minimum required reserves level shall be fined
not exceeding Baht 100,000 and other sanctions, if necessary. In
Singapore, the penalty charge for failing to maintain the required
minimum cash balance is equivalent to the highest overnight inter-
bank rate transacted during the week, subject to a minimum of
Singapore dollar 100, or such larger amounts as MAS may deter-
mine for every day during which the deficiency continues. In addi-
tion, banks are advised not to circumvent the minimum reserve re-
quirement by accepting Singapore dollar deposits from non-bank
customers through either foreign exchange swaps or arranging for
such deposits to be accepted by bank or their branches outside Sin-
gapore and treating these deposits as balances held for banks/
branches outside Singapore.

3. Reserve Requirement and Financial Intermediation Cost

Since the reserve requirement in the form of deposit with the central
bank normally does not earn any interest (except in the case of the
Philippines and Indonesia), it is considered as a cost of funds to the
banks or non-bank financial intermediaries. This will in turn push
up the lending rates. As pointed out by Thillainathan, factors which
are taken into consideration when commercial banks are setting
lending rates are: (1) cost of obtaining deposit; (2) the cost of main-
taining statutory reserves and liquid assets; (3) the cost of admini-
stration or overheads; (4) the compensation for actual loan losses
including actual uncollectable interest; (5) subsidy for the low yield
on priority sector loans; and, (6) a reasonable return on sharehold-
ers’ funds. !

To examine the relationship between the reserve requirements
and their effect on the cost of funds, Thillainathan (1985 p. 28) intro-
duced the formula for computing the cost of funds in the context of
Malaysia as follows:

2

r-yl r-y2 r-y3
COF = A P1 P2 P
v+ - Pl+—pp P2+ — b3l

1. Thillainathan, R., Are Malaysian Bank Lending Rates Too High?, ISIS Issue Paper,
Institute of Strategies and International Studies (ISIS), Malaysia, 1985, p. 5.
2. See Thillainathan (1985), Ibid, pp. 28-29, for the derivation of this formula.
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where COF is the cost of funds

A 1is the size of the loan

r is the lending rate of the commercial bank

y1 is the yield on statutory reserves

y2 is the yield on primary liquid assets

y3 is the yield on secondary liquid assets

P1 is the proportion of the deposit that must be maintained as
statutory reserves with Bank Negara Malaysia

P2 is the proportion of the deposit that must be maintained as
primary liquid assets

P3 is the proportion of the deposit that must be maintained as
secondary liquid assets.

DL is loanable deposits (DL = 1-P1-P2-P3)

For example, if we assume that,
A = $1 million

r = 10%
yl = 0%
y2 = 5%
y3 = B%
Pl = 4%
P2 = 10%
P3 = 10%

Therefore, DL = 0.76,

‘Substitute the assumed figures of A, r, y1, y2, y3, P1, P2, and P3
in the above formula, we will get

COF = 11.3%

Based on the above assumptions with a statutory reserve ratio,
i.e, P1 of 0.05 is obtained before April 15, 1985, COF will be 11.6%.
This suggests that when the statutory reserve ratio was increased,
other things remaining the same, there would be an add-on to the fi-
nancial cost of the banks. If the commercial banks maintain the
interest income, the lending rates charged to customers would in-
crease accordingly.

To reduce the cost of funds, some central banks and monetary
authorities in the SEACEN region allow the banks or non-bank fi-
nancial institutions to hold required reserves partly in the form of
earning assets, mostly in the form of government securities and pay
interest on deposits with the central bank. Nevertheless, these earn-
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ing assets give a lower yield compared to that derived from giving
loans or other investment. Besides, the permission for banks to hold
earning assets as reserve requirement will lessen the controllability
power of this instrument.

However, in the cases of the Philippines and Indonesia (before
June 1, 1983), interest is paid on deposits with the Central Bank in
order to reduce the financial intermediation costs and hence reduce
the pressure on lending rates. As mentioned earlier, the Central
Bank of the Philippines pays 4 per cent on deposits with the Central
Bank which form part of the reserves. In Indonesia, in order to lower
the financial intermediation cost and to encourage banks to comply
with maximum liquidity requirements, both in Rupiah and in for-
eign currency, Bank Indonesia decided to grant interest on both
clearing accounts in Rupiah and on excess deposits of banks in for-
eign currency in account held with Bank Indonesia, according to the
following formula: ?

(1) Beginning July, 1974, Bank Indonesia would pay interest on
Rupiah clearing accounts and on bank deposits in foreign
exchange for all amounts in excess of the obligatory deposits
held for these purposes, provided that the bank, during the
month involved complied with regulations on the minimum
liquidity position. Interest to be paid on the minimum daily
balance of excess reserves held over the course of the menth
but enly up to an amount equal to 100 per cent of the lowest
daily required reserves balance.

(2) Initial interest rate on excess Rupiah clearing accounts and
deposits in foreign exchange was set at 10 per cent per
annum calculated monthly and paid once a year.

When Bank Indonesia reduced the reserve requirement from 3¢
per cent to 15 per cent against current liabilities in 1977, the inter-
est rates on Rupiah and foreign exchange excess reserve deposited
with Bank Indonesia were also adjusted. The payment of interest on
these excess deposits up to 10 per cent of total current liabilities was
introduced in 1974 to compensate banks experiencing excess liquid-
ity as a consequence of the credit restrictions imposed. Under the
new provisions, the maximum amount of those excess deposits
subject to interest payment was increased to 15 per cent of current

1. Bank Indonesia, Report for the Financial Year 1974/1975, p. 37.
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liabilities and its rate reduced from 10 per cent to 6 per cent per
annum. ' This adjustment was one part of the policy package an-
nounced at the end of December 1977, reflecting an adaptation to
current economic and monetary developments and was intended to
reduce the cost of bank funds. Nevertheless, the interest paid on
deposit with the Central Bank for either required or excess reserves
has been terminated since the financial reforms, with effect from
