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Foreword by
the Governor

ike all cenrral banlks, the major role of the Reserve Bank of Fiji is to ensure that
the economy is on a stable growth path. We do this by ensuring thar inflation

is under control, foreign reserves are adequare and the financial system is sound.

When cenrral banks ger it wrong, either in the case of a loss of value of the currency,
and unstable financial system or high prices, the damage to the country can be
enormous, Savings can disappear. Businesses can go bankrupt. Jobs can be lost and
lives can be destroyed. The whole society is affected.

So the central bank functions are excremely imporeant to the welfare of the nation, But
most people do not know the role of the Reserve Bank of Fiji. Over the years, the Bank
has endeavoured o inform the public abour its policies and how we implement them,
We will continue o seek ways of doing this more effecrively.

This booklet on Monetary Policy In Fiji secks to provide a non-technical review of
how monetary policy is formulated and executed. This bookler continues our effort to
make the public more aware of the functions and operations of the Reserve Bank of
Fiji.

I trust thar the readers of this bookler will have an insight into the way we formulare
our policies and how we implement them. A better understanding of our role as a
central bank will add 1o the efficiency of our policies. Ultimartely, policymakers must
aim ar a commaon objective and thar is o improve the well-being of everyone in the

o D—

Savenaca MNarube
Governor
July, 2004

community.




Introduction

t has been said that "money will nor
manage itsell™ and the truth of chis
statement has been demonstrared on
countless occasions.  1f money is mis-
managed or not managed ar all, the social,

political. and econemic consequences can

be carastrophic,

The Reserve Bank of Fiji (RBF), like all
other central banks s tasked o manage
maoney. This process of managing money
is often rermed as monetary policy. Like
the rest of the world, the formularion of
monerary policy in Fiji has undergone
significant changes over the yvears. To a
considerable exrent, changes in paolicy
formularion have been accompanied by
the

corresponding changes in

implementarion approach.
P PP

The decisions thar the RBF makes in
formularing monerary policy are aimed 10

improve the overall performance of the

economy, The implementation of this
decision is mainly by influencing the
interest rare of commercial banks. The

banls

commercial interact with rhe
general public, businesses, Government
and the RBF in such a way that the roral
amount of money and credit in the
economy is changed. And this change in
the amount of money and credic will
hopefully have the desired effecr on the
level of ourpur, employment and prices.
The enrire process is indirect; no one
anywhere has been told whar o do. They
simply respond ro the change in interest
rates. Therefore, in making monegary
policy plans, the RBF is involved in a

dynamic and complex process with other

stakehalders.




Types of Monetary
Policy Systems

he monetary policy framework
adopred by any cenrral bank

depends on  the state of

develapment in the financial system and

it

the environment within which
operates. [n principle, a
wide variery of
policy  systems
are possible
but, tor
simplicity.
we can pur
them in two
broad

categories.,

In the first group are

cOuntries with

Hoating

exchange rates, developed financial
markets and no restrictions on capital
inflows and outflows.  This includes
countries such as Australia, The European
Union, Japan, New Zealand, and the

United States of America, Monetary

policy in these counrries is guided by
domestic economic objectives usually

defined in terms of inflation,

The second group of countries are those
whose currencies are fixed o
major international

currencies  and  who
have a certain degree
of control over large
MOVEMENTS af
maney into  and
out of the country.
These include
counrries like Fiji,
Samoa and Tonga., and
their policies are guided not

by

conditions bur also what happens in their

only domestic  economic

major trading partner economies.  For
such countries, the other monetary policy
objective, apart from price stabilicy, is the
maintenance of an adequate level of

foreipn reserves.



What are the
Objectives of Monetary

Policy in Fiji?

he objectives of monerary

policy are formally established

in the RBF Act (1983). These
arc generally interpreted  as having
suitable  conditions  for  sustainable
economic growth through price stabilicy
and

maingaining

an adequate

level of
Foreign
FESErvies,

Like all
cenrral

banks, the RBF has price stability as one
of its main objectives, However, the RBF
does not have a tormal inflation target as
banks in  developed

many  central

countries like Australia, Canada and New

Zealand. It is, however, generally

comfortable with inflation  rares  of
around 0-3 percent. Low inflation assists
businesses in making sound investment
decisions and at the same time preserves

the purchasing power of incomes, thus

prorecring our savings,

Maintaining
an adequare
level of
foreign

reserves | is
vital for-a
small  open
economy such as Fiji as we depend a lot
on imports.  In addition, a cemforable

level of foreign reserves  provides
confidence ro various economic apents
(e.g. businesses and investors} and hence

remaoves Spefllll’ltiﬁll on the CUrrency.




What is Inflation and

Why is it Important to
Maintain 1t at Low

Levels?

very vear the prices of most
goods and services change, The
rate at which prices change is

the inflation rate,

To measure the level of
prices, the  Fiji
lslands Burcau of i
Statistics
periodically
conducts
Houschold Income and
Expenditure survey to find
out whar an average person spends

his or her money on. Then the Bureau
calculates how much of their income the
average person spends on cach of the

goods ar services. To measure the change

in prices, the Bureau checks 1o see how

cach of the prices of these items have
changed over the month. An average is
then calculated from the changes in these
prices: the prices of goods on

which consumers spend

more

maonegy are

weighted maore

the
the

h::;!'.'ilj..r in

caleulation;
the consumer
spends less money are

given a lower weight,

There are two main causes of infladon in
Fiji. Since we spend a lot of our money
on imported goods, when prices in other
countries go up, the prices we pay for

imports also go up,  This accounts lor



abour two thirds of our inflation. The | On the international frone. inflacon
other one third comes from domestic | makes the prices of our exports go up and
sources.  [F wages or other costs of | people in other countries will then buy
production goes up by more than | less of them, Our exporters earn less and
productivity increases, then [irms pass | have less o spend in Fiji.

this onto customers in the form of higher
prices. Other factors, such as cyclones, | Low  inflation s a  cornerstone  of
can also affect prices in the short term. economic growth. [t ensures that the
purchasing power of incomes is not
High inflation is bad for the economy for | eroded by price increases, Tt also provides
a number of reasons. Most importantly, | an environment where cost pressures on
inflation reduces the value of money. As | businesses, such as demands for wage

prices go up, peoples’ incomes, such as | increases, are contained.

wages and salaries, buy fewer goods. The

assets thar people own, such as
cars and houses, also fall in
value. Tralso erodes the
value af
businessmen’s
capital, Mot
surprisingly,
peaple may  be
reluctant o save
ar 1o invest if there
is a change in their
asser, which may be
worth less in rthe furure.

Interest rates will also be higher.




What are Foreign

Reserves and Why do
we Need them?

ijis official foreign reserves are

those assets that are held in

foreign currencies by the RBE In

addition, the RBF has progressively

allowed cermin institudons and even

companies to hold foreign currency

A55eLs.
the RBE these reserves are somerimes

referred 1o as unofficial reserves.

reserves are also available to pay for our

imports and can be taken into account in

calculating the broader definition of

adequacy of our reserves.

Because they are held outside of

These

How do we earn these foreign reserves?
There are many sources. We receive the
bulk of these foreign currencies from
those other countries that buy our
exports, from those that lend us money,
from tourists and from those who send

money to us in Fiji.

Why do we need foreign reserves? Firstly,
Fiji does not produce or manufacture all
the commaodities and products it requires.
50 we have ro import goods such as food,
medicine, equipments, footwear, vehicles
and many others from abroad. Secondly,
overseas companies thar sell these goods
to Fiji do not want o be paid in Fiji
dollars, They wanr 1o be paid in their
oW I:I..U'J'E‘ITICF' or a fDTE‘i.EI'l currency
commaonly used for internarional rrade
such as the American dollar, Japanese yen,
dollar Fiji,

Ausrralian and orhers.



theretore, has to make sure it has enough

supply of these currencies o pay for our

imports.

If we do nor have foreign reserves 1o
purchase imparts, or to pay our national
debr abroad, supermarker shelves would
be empry of all imported food producrs.
Haospirals would not be able to mrear the sick
propery because of a shorage of drugs
and medicine. Buses and boats would be

idle, their owners unable ro purchase fuel.

Businesses and facrories would close,
crippled by a lack of goods, raw marerials,

equipment, machinery and other things

they need from overseas. This would lead

o unemployment and a whale host of

ather economic and social problems.

Whar is the adequate level of Fareign
The

reserves thar we should keep?

appropriate  level depends on  an
individual country’s circumstances and
preference. A high level of fareign
reserves does not necessarily reflect strang
economic performance, as they simply
could be a result of low demand for
imports arising from slow economic
growth, The global rule of thumb is thar
we should keep reserves equivalenr o

abour 3 months of imports.




How 1s Monetary
Policy Formulated?

he way monetary policy s
formulated in Fiji is quite
similar o other central banks
around the world,  The Economics
Department of the RBF is responsible for

tormulating monetary policy.

Senior Economists and Economises. The
findings of the meetings form the basis of
the proposed monetary policy stance and
is submirted to the Monetary Folicy

Commiree (MPC).

the

The

performance of various key economic

Department MONItors
variables on a continual basis and an
assessment of their impact on inflation
and foreign reserves are made w0 the
Policy Coordinating Committee (PCC),

The PCC members comprise the Chief

Manager (Economics) as Chairperson,

Members of the MPC comprise the
Governor, Deputy Governor and the
Chief Managers of the five departments.
This group meers one week before the
Ar this

extensive discussion takes place on the

Board meering. forum. an

various economic indicators and the

appropriate monectary policy setring,



Upon agreement of the MPC. the
monetary policy stance is taken 1o the
RBF Board.

The RBF Board determines the
appropriate stance of monetary policy.
The Board comprises seven directors —

Reserve Bank

the Chief

the Governor of the
(Chairperson), Execurive
Officer for the Ministry of Finance and

MNational Planning, and five community

Monetary
Policy

Committee

iy Chisd Economiat, Senior
Ecoramsts and Ecoromists from

Eroncenits Dvparbment Prosides
avice on the monetary palicy
stance,

Ineclides the Govermors and
Exwcit e Management of the
REF, Approses the recommended
policy stance bo the Bosrd

representatives.  Mectings  are  held

maonthly and changes in the palicy stance
are conveyed to the public via press
releases.  These press releases are also

posted on  the Banks website

{(www. b gov.h),

Monetary policy formulation is not a
simple technical marter; it is clearly an an
in that it greatly depends on experience,

expertise and judgment.

Reserve Bank
of Fiji
Board

Irclales the Geowwrnor, Dhisl Paeriilie
DCiftcer dor the Ministry of Firance and
Mational Flannieg and Tive ather
miermbers from e community
Decides the HEI monetary policy
L.




Monetary Policy
Instruments

he tools of monetary policy are
basically the instruments used
by central banks to achieve
their monetary policy objectives.  These
instruments are used ro influence interest
rates, credit and money aggrepares, which
then affect infladon and foreign reserves,

and in turn economic growth.

The monetary policy framework adopred
by any central bank depends on the state
of development of the financial system
and the environment within which it

operares.

Up to 1989, monetary policy was
implemented wsing direct controls, At
that time, the financial system was heavily
regulated and the RBF exercised controls
on the quantity of commercial bank
lending and interest rates ar which loans
were provided.  Central ro this approach
was the control of the quantity of money

supplied — the RBF used changes in

statutory reserve deposits (SRD) of
commercial banks o influence the broad
and

ultimately inflation,

maoney credit  aggregates  and
In addition. since
interest rares on commercial banks
lending and deposits were regulated, the
REF also varied the rates to influence

moneary aggr:gatcs.

However, with the deregulation of the
the RBF began

financial  system,
conducting monetary policy using a
marker-based approach.  In 1989, the
REF introduced its own Notes, replacing
the previous policy of direct controls on
reserve requirements and inrerest rares.
Since then, open market operations
(OMO) using these Notes have become
the primary instrument for conducting
monetary policy. Exactly how the RBF
conducts OMO and how this influences
commercial bank inrerest rares and
economic activity is discussed in the next

few sections.






What are Open
Market Operations?

pen

{OMO) are the purchase and

sale of

SECLCS [0 chang,c

the level of

liguidity in the
banking system so

as o influence the

movement of

shori-term  interest
rates. Unlike most
developed

ecconomies  where

in the case of Fiji, the Reserve Bank uses

is own securirics called RBF MNotes o

conduct OMO,

i
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The  Reserve
Bank sells che
RBF MNotes
through a
weekly auction,
By purchasing
or selling RBF
Naotes, the
Reserve Bank

adds or

gentral banks use Government securities, | withdraws funds from the market.




Changes in the level of funds affects
short- term interest rates, including thar
paid on its securities. The RBF does not
set interest rates on s Notes. [t simply
uses its srraregic position in this marker to
create marker conditions thar drive shor

term rates o desired levels.

OMO has three strengths of considerable
importance: Hexibility, precision and size.

By flexibility is meant thar any given
OMO policy can be easily revised or

reversed
reversed in a matter of hours or the nexe

day. By precision is meant that the RBF
can buy or sell exactly the amount of RBF
Notes it wishes. Finally, by size is meant
thar OMO can be conducred on any
scale,  These three strengths of OMO

make it the best ool of RBF for the day-

to-day conduct of monetary policy.

So whar is rthis short-term inrerest rate

that the RBF influences?




What is the Policy
Indicator Rate?

indicaror rare

he paolicy
establishes the RBF%
operating  objective  for
monetary policy implemenration. In this
regard, the RBF uses the 91-day RBF
Maotes rate as a benchmark tw signal its
policy intentions. This shore-term rate is
uscd because the RBF can easily influence
it through OMO. The RBF's policy
indicator rate is quite similar 1o that of
many other countries such as the

Overnight Cash Rate in Australia or the

USA Federal Funds rate.

When the actual 91-day RBF Notes rate
is nor aligned ro the policy indicaror rate,
the Bank exerts pressure either by rhe sale
or purchase of small amounts of RBF
Notes in the marker, By maintaining
continuous pressure, the RBF is able o

influcnce interest rates up or down,
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How does the RBF Decide
on When and How Much
RBF Notes to Issue?

he RBF conducts OMO
maintain the acrual 91-day
RBF Maotes rate ar the policy
indicator rare. If there is a gap berween
the two, the RBF will sell or buy RBF
Motes to influence liquidity. The aim of
OMO is to bring supply and demand for
[unds in the marker into balance with the

policy indicator rare,

The gap berween the acrual 91-day rare
and the indicator rate is a funcrion of
liquidity. Hence, the decision 1o issue or

buy bacl RBF Notes occurs when:

i) The acrual 91-day rare is
markedly away from the policy
indicator rate; and/or

(it} Liquidiry forecast indicare thar
the actual rate may deviate from

the policy indicarar rare,

Before deciding how much RBF Notes 1o

sell, proper analysis is done o predice
where the market is and where it may be
moving. The amount of RBF Notes and
the rates ar which to accept such renders
is therelore very crucial as it signals the
Bank’s intentions to the marker. The
guiding principle in accepting RBF Nores
is 1o issue Notes until our policy indicaror

rate is achieved,

Once the 91-day rate has reached the
indicaror rare, small amounts of Nores are
floated on a periodic basis to test the
market. Consistency in the Bank's signals

to the marker is very imporant for

credibility and efficiency.

The sale and purchase of RBF MNotes ta
steer the marker rate rowards the policy
indicaror rate is a rrial and error process.
There 15 no precision in this operation
particularly in a small, less developed
market like Fiji. Judgment very much

plays a big part in such an operation,




How does Monetary
Policy Affect the

Economy?

t may be asked how monerary policy
can be effective in the management
af the economy as a whole when it
operates through such a shori-term
interest rate.  In practice, the policy
indicator rate has a strong influence an
other interest rates, which in turn affects

the wider economy.

Under the current monetary policy
framework, there are three main stages of
how

monetary

policy

the

economy, particularly commercial bank

o affect other inrerest rares in

lending and deposit rates. Commercial
banks' deposit rates gers influenced, as
banks have to match the interest rate they
pay on deposits with the interest rate on
RBF MNotes. otherwise there may be an

outflow of deposits or vice versa.

Their lending rate gers affecred because
the cost on deposits are now altered due

to the change in the policy indicator rate.

The Transmision of Monctary Policy

atfects

LOWER MONEY
MARKET RATES

CCONOMIE —
activiey

and

LOWER DEPOSIT
WATES

LEMER LERGING
RATES

—_—

inflarion.
In the first
stage,
changes in
the policy
indicaror

rate  tend




In addition, changes in the policy
indicator rate results in an auwtomaric
change in the interest rate on funds
borrowed from the RBE I the policy
indicaror rate is raised, it becomes more
expensive 1o borrow from the RBF and
cheaper if it is reduced. Hence, if banks’
cost of borrowing increases, they would
want to offsct this by increasing their

lending rate,

In the sccond stage of the transmission,
changes in commercial bank interest rates
will lead 1o changes in bank credit and

ECONOMIC ACTIvIry.

This occurs in a number of ways through

changes in savings and expenditure

patterns of individuals, and investment

behaviour of businesses. Higher interest
rates raise the cost of borrowing to
finance t‘xl‘.'r‘rH..'I'iIl.IIt'. .-'Jl.||¢'|'r1;|li1.-'r|].-', [Ht']r
increase the incentive to save or o delay

spending.

Finu”y. t.‘.||;|r1gt:x. in economic activity
arising from the shift in spending
behaviour of individuals and businesses

and

emplayment, Demand for cermin goods

affect  prices, foreign reserves
relative to others may see prices of those
poads rise, An increase in the demand for
imported goods may see foreign reserves
fall while investment in a facrory thar
exports items may result in an increase in

foreign reserves,




When and Why does
the RBF Change the
Policy Indicator Rate?

he policy indicator rate is used

as an indicaror for  policy

intentions and is set in line with
the Bank’s monerary policy stance.  1f,
based on the outook of the economy, in
particular that
of prices and
level of foreign
reserves, rhe
policy
indicator rate is
deemed to be
no longer
appropriate;
the RBF adjusts the rate accordingly.

An increase in the policy indicaror rate is
referred to as a tghtening of monetary
pelicy and is normally undertaken when
there are threats thart prices may rise much
higher than desired. Monetary policy
may also be tightened if foreign reserves

are under pressure and likely ro fall below

what is considered adequate.  On the
other hand, the RBF may reduce the
policy indicaror rate to ease monetary
policy when there is no threar of price

increases and when foreipn reserves are

very healthy.

The exact
size of the
increases
ar
decreases
]. in the
| :
. ..| policy
~ indicator
rate made by the RBF depends on a
nurmber of factors and judgment, What
is clear is the direction of change (i.e. w0
increase or decrease the policy indicator
rate), Open marker operations are then
conducted m either rise or lower the
actual interest rate on the 91-day RBF

Maotes to the level of the policy indicator

rate.



Operational Procedures
for Open Market

Operations

nce a decision 15 made o sell

RBF Nates, market

participants are informed via
email and fax. In addicion. an
advertisemenr is placed in rthe daily
newspaper on the first business day of the
week, The advertisement coning the
tender and sertlement procedures. The
RBFs dealing routine is well known w

the marker.

Apart fram rhe issue and redemprion of
RBF Naotes, there are other Factors that
influence liquidity.  The Financial
Marlcets Department prepares a daily
liquidity forecast.  This forecast details
expected inflows and ourflows of funds to

and from the system. There are two main

types af Mows:

(i) Government related
transacrions; and
(i) RBF's foreign exchange and

domestic  rransacricns.

Tenders for RBF Notes are currendy open
on Tuesdays and Thursdays becween 900
am and 11.00 am. Two aurhorised
signatorics open the tender box and the
bids are sorted by marurity dates and in
ascending percentage yield order.  The
bids are evaluated in relation to the policy
indicator rate and the liquidicy level.
Senior staff of the Financial Markers
Department makes the decision on which

tenders to accept and reject.

Afrer the allorments have been made,
investors are informed over the relephone
of the oumcome of the ender. Writren
confirmations of the results are followed
up.  Successtul investors are required to
sertle their payments on the same day thar
the tenders are closed. Tender results are
also posted on the Bank’s website an a
weekly basis.  Cerrificates  of  their
investments are provided o investors

within 7 days.




Who Bears the
Cost of Monetary
Policy?

onetary policy implementation does not come free. There is a cost
associated with the sale and purchase of RBF Notes and this is borne by
the RBE This cost is the interest that the RBF has to pay on all the RBF

Motes 1ssued.




Coordination with
Government and Other

Stakeholders

t is important to note that monetary
policy is not the anly force affecring
employment, output and prices. For
example,  Governments  budgetary
palicies influence the economy through
changes in rax and spending programs.
Shifts  in

confidence and a variery of other marker

business and consumer
forces also affect saving and spending
plans of businesses and houscholds. For
small open economies like us, natural
disasters and commodity prices for sugar
or gold can cause disruptions in output
Shifts in

international trade rules and regulations

supply and the economy.

and in economic policies abroad can also

affect our economy.

The RBF recognises thar Government's
financing policy is fundamenrally linked
to monetary policy. Monetary and fiscal
palicy coordination in Fiji is underpinned
by the common objective of the RBF and
right

environment to improve the standard of

Government ol creating  the

living for its citizens. Although, the

Ministry of Finance and Narional
Planning is largely responsible  for
formularing and implementing fiscal
policy for the nation, at many stages of
the policy formulation, input is sought
the Bank.  This
harmonisation of policies is enacted in
the RBF Act and is effecred through a
number of commirrees such as the
and Debr Policy

Committees, which is represented by

from Reserve

Macroeconomic

bath institutions.

Apart from Government, the RBF has
consuleative meetings and  discussians
with major srakeholders such as from the
retail, manufacturing, wourism, sugar and
mining sectors. These meetings help the
RBF to learn how the industries are
performing and have a bewer [feel of
rthe

Therefore, in making decisions relaring to

where economy  is  heading,
maonetary policy, the RBF ensures that
interests of all stakcholders are addressed,

making its policy more effective,




How do we Judge

the Success o
Monetary Policy?

policy indicaror rate and how it was amained. More imporrandy, the success of

Tl'u;-: perlormance of monetary policy is judged not on the achievernent of the

monetary policy is based on the achievement of the two objectives of low
inflation and a comfortable level of foreign reserves, which lays the pladorm for policies
thar resulr in improved standard of living for all Fiji's citizens,

In this respect. data reveals chat Fiji has had relatively low inflation and foreign reserves
has been maintained ar comforrable levels.




"OF « FLJIL

RESERVE BANK OF FIJI

The grear double-hulled, ocean-going cances (drua) of the
ancient Fijians were remarkable craft capable of long voyages.
The ragaga (pronounced “ranganga”) or masthead, was crucial for
holding in place the sails, woven from the leaves of the pandanus tree.
[t was the tagaga which enabled the navigators o keep their drua

sailing rowards rheir destinatians.

For the Reserve Bank of Fiji. a logo based on the tagaga masthead,
symbolises the Bank’s role in contributing towards a sure and

steacy course for Fiji's economy,





