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A embassy RIO DE JANIIRO April 18, 1967

Central Jank Sells Bonds to Absorb Excess Bank Liquidity

Summar_g_

3 o aPweRas

1. The Ceniial Boni imitiated on April 3 a program of Treasury bond
sales to corerc’al binks in order to absorb excess bank liquidity
without the ueczasity of increasing compulsory reserve requirements.
| 3 The Cerdra’. Berc had sold NCri59.6 million of bonds to comwercial
. banks by A:vi) 105 Rul ‘xme has stated privately that he has a sales
goal of NCr2)0 willion. Banks are acquiring the bonds under the
umbre’la ¢* & repurchase tureewent issued as Central Bank Circular 85,
approve” oY t0e Monetary Council on Mareh 31, 1967. The Central Bank
rav-288 repurchase after 30 days of series C (one-year-readjustable-
| : é o cont) Tosasury bonds acjuired by banks from the Central Bank after
1 ch 31, 1967,

2., The Authorities ure hopeful that ths combination of the bond sales;
plus the threat of ¢a incrsase in compulsory reserve reqguirements, will

bs sufficient to forestall @ rapid expansion of bank loans for speculatiwe
and improductive purposes over ‘he next several weeks, In the Embassy's
view the Circular 85 program being implewentsd is not sufficient to cope
aeffectively with the present nmoretary aituation for reasons outlined below
and discussed in more detail in the body of this airgraw: a) The amount
of bond sales is small in terms c¢f the magnitude of excess bank liquidity;
b) the net impact is reduced by the acceptability of the bonds for psrtial
fulfillment of compulsory reserve vrequirements; c¢) the repurchase
agresment implies that the Central Bank will have to purchase the bonds

Attach.: Circular 85 (translation)
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in & very short pericd, &t the option of corwercial banks; d) there is no

effective wonstary incentive for banks to retain substantial amounts of bonds
in lieu of wmore profitable alternative uses of funds; and e) bankers are
unlikely to be restrained from mobilising remaining excess reserves %o support
a loan expansion either for liquidity reasons or because they believe their
own actions would cause the Authorities to raise reserve requirevents for

the whole system.

Discuseion

3. Under the terms of Circular 85 the Central Bank will repurchase at
subscribed value after 30 days series C (one-year-readjustable-6 percent)
Treasury bonds acquired by banks from the Central Bank after Farch 31, 1967.
The bonds are sold to benks at 98 percemt of par, the 2 percent discount
talcing the form of a "saless commission". Howsver, the Central Bank will
repurchase the bonds only at the discounmted value unless they are held to
maturity. The interest earmed ig wade to depend on the length of time the
bonde are retained, The interest per month is 0.5 percent if the bonds are
held one wonthy +the interest per momth increases by 0.1 percent for each
additional month they are held -= the maximum is 1.0 percent per month for
bonds held more than 180 days. Interest accrues only on a 3O-day basis, so
that, for example, a bank which sold the bonds to the Central Bank after

50 days would receive interest only for 30 days. The bonds will be accepted
by the Central Bank for purposes of compulsorv reserve requirements within
established limits (up to 20 percent of total compulsory reserves). e
ware told privately by commercial bankers that the Cantral Bank indicated

i1t would accept these bonds ss collateral for & loan if bapks found themselves
short of cash bsfore the minimur retesntion period had elapsed. Although not
so stated in Circular 85, banks are frese to sell these bondes in the market
at any tiwe,

4. The initiative shown by the Central Bank in attempting to develop a new
tool of momstary control in Brazil is leudeble. The Circular 85 program is

not a trus "open-merket"™ operation, however, but a placemsnt of securities

with banks in circumstances whers the major inducement apparently was derived
from a threat of compulsory reserve increases rather than profitability, and
where the Central Bank has guaranteed repurchase of the securities, at the
cption of banks, after 30 days. This program is a temporary expsdient designed
to reduce baunk excsss voluntary reserves sufficlently =- but not completely --
to forestall a rapid expansion of bank loans to speculative and improductive
activities during the next few weeks until such time as the demand for agricultural
loans picks up and funds flow to the interior for that purpose. Ths Authorities
ars counting heavily on the present operation tewporarily sterilising a greater
amount of excess reserves than the NCri100 million of bonds sold, becauss of the
threat to increase reserve requirements if banks go not combain their loan
expansion to prudent levels,
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We do not believe that the Circular 85 program being implemented can

cope effectively with the present monetary situation. The cwrrent operation
has many weaknesses both from the technical and psyshologlcal points of
view, which can be summarised as follows:

a)

b)

ec)

Tven if this were & true “"opsn-warket" operation, the anticipated sales
of bonds is insufficient to contain bank credit expansion to woderate
amounts. We estiwate that by the first week in April comvercial beanks
excess voluntary reserve holdings (currency and free deposits) -- and
taking into account the verv low léquid rediscount liabilities -- waw

on the order of wagnitude of NCr{300 million, or about 3 times the amount
of anticipated bond sales. The net impact would be even less, because
banks would have purchesed some of the bonds in partial fulfillment of
compulsory reserves, which are due on April 20. UWe would estimate roughly
that NCr$15-20 million of the bonds purchased under the Circular 85 scheme
will dirsctly substitute for bonds that would have been purchased during
April, in any event.

This is not a true "open market" operation and does not have the same
pervasive impact on bank liquidity. In a true open-merket operation

bonde would be sold to a large extent outsidd the banking system. The
impact of bond purchases by the public would be an equivalent dedl ine

in bank deposits end bank reserves, with a consequent cowpression of

bank liquidity; banks would have no liquid asset to replace the cash
reserves lost. In the presemt progrem banks ere, in effect, being paid

a small yleld on pert of their excess reserves, which otherwise would

vield nothing, but have not really lost much liquidity. Banks have given
up some free reserve deposite (and/or vault cash) but heve acquired what
was made to be a very liquid asset by virtue of the Central Bamk repurchase
agresmant and commitment to accept them as collateral for Central Bank
loans; it is difficult to imagine that wost bankers will feel much less
liquid as a result. This doss not appear to offer much of a shisld against
a sharp increase in bank loans (and, consequently, deposits) with & draw-
down of remaining excess free cash reserves to finance the resultant increase
in the compulsory reserve liabidity.

There iz room for doubt as to whether even the portion of excess reserves
represented by the (net) acquisition of bonds will be effectively "sterilized®
for more than a short period. The bonds were sold to benks under threat of
an increase in compulsory reserve requirements and not on the basis of an
attractive yield, which is little more than one=half the rediscount rate,
even if held for more than six wonths. While the interest rete goes up
slightly if the bonds are held more then the minimum period, the additional
vield is very small compared to the profitability of alternative uses of
funds. Even if banks did hold on to the bonds for fear of reprisal from
the Central Bamk, the net impect would be reduced to sero in just a few
months, during which time the bonds would substitute completely for bonds
the banks would have purchased in the normal course of satisfying part of
compulsory reserve requiremsnts.
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d) The Authorities are likely to be disappointed with the impact on commercial
banks of ths threat to increase compulsory reserve requirements 1if they
do not continue to hold substantial excess reserves -- over and above these
invested in bonds -- rather than increasing loan expansion in response to
the excess liquidity. It is difficult to imagine that wmost bankers would
feal constrained to pass up profitable lending opportunities on the assumption
that because of his own activities the Central Bank would increase compulsory
reserve requirements for the whole banking system, which the Central Bank
pregident has stated publicly he would not like to do., Indeed, the cre-
ditebility of ths Cemitral Bank position probably was reduced by the fact
that there was not even a2 token increase in compulsory reserve requirsments
in circumstances where bankers knew that their liquidity was at an im-
precedented level.

6. The Authorities could have effectively sterilised all of the excess bank
liguidity iam the short run with an increase in compulsory reserve requirements
well below the 10 percentage point increase allowed by Decree~Law 108, e
estimate roughly that an increase of 3 percentage points (all payable in cash)
in conjunction with the elimination of agricultural paper from compulsory
regerves would have been sufficient, if mede fully effective by the end of the
second quarter (i.e., implewented in stages with the new ratio completely
fulfilled by the end of June). The Authorities could then have reduced
requirements sowmewhat as conditlions might permit, but attheir option. One
reason for not using the compulsory reserve tool; as stated to Embassy officers
by Rul 'eme, was the fact that not all banks had excess liquidity. It is true
that this is an aeross-the-board device; however, it would sesm to be &dmi-
nistratively possible to give temporary reserve releases (or longer periocd

for attainment of the new ratio) to those banks which could demomstrate that
complience with the staged increass would cause substantial hardship. In any
case, the Central Bank would have to face up to this problem in any event if
conditions forced it Yo make good its threat to increase reserve requiresments.
It is probable, however, that the major deterrents to the use of the compulsory
reserve tool was a desire of the new government to show & new face to the
private sector and to avoid any political difficulties which might result frouw
such an action, even if it were annocunced as a temporary measure. The danger
is that by not teking more eoffective sction now it will be necessary to take

an even harder action later, which could be wuch more disruptive to banks and
to the economy; therefore, in the longer run the political difficulties may
be increased because of the umiillingness to take effective, but unpopular
measures at this tiwe., There is a danger also that an ineffective respounse
will serve to prolong the wishfull thinking of those still harboring expectations
of fluid credit and continued hish inflation.
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CIRCUIAR No. 85

(translation)

To Banking Establishwents:

We edvise thet the Cemtral Bank, in accordance with a decision by the
Monotary Council in today‘®s seasio.u, guarantees the commercial banks that
it will repurchass, initially through its agencies in Sao Paulo and Gua-
nabara, Hational Treasury obligations - readjustable, one-ysar maturity,
intarest of 6% p.a., under the following conditions:

1) Only Naetional Treasury obligetions - readjustasble originelly aequired
from the Centrel Bank and represented by series ®C" certificates of 10,
50, 1,000 and 10,000 obligations will be repurchased;

2) A cormission of 27 of the subscribed value will be advanced %o interested
hanis a% the time of their purchases;

3) The repurchase will be effected; at the option of the interested banks,
in the sare awount as tha subseribed value, plus interest on the nominal
value in force 2t the time of the aubscription, as sot forth in the table
balow:

montthly interest anaval intarest

after 30 days from amscnption date 0.5% 6.0%
* 60 *® o . 0.6% T.2%
el ¢ R I i " 0.7% 8.
#® 120 © ] 2 ® 008% 9 6;
® 150 *® - & . 0.9% 10.8%
n 180 = 2 o e 100% lho:%’

note: the option to esll will be perwitted only after the 3lst day from
the date of subseription and pericds of less than 30 days will not be
gonsidsred for ths caleculation of interest.

Lt with in this circular cam be utiliszed for the

II. The obligations de
posits as set forth in Resolution 5, of August

paymant of compulsory
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