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THE EXCHANGE RATE:
AN IMPORTANT POLICY TOOL FOR THE CARIBBEAN

INTRODUCTION

In response te both immediate and predictable long-
term balance-of-payments problems, the Caribbean countries with
independent central banks haves relied by and large on expenditure-
switching devices. Wtih their severe unemplayment problams, the
reluctance to deploy expenditurs-reducing policies is understandable.
However, while switching devices such as tariffs, import restric-~
tiens and exchgnge cortrals hava beesn used as a matter of course,
the exchange rats as a policy tool has beer rescrisd to only
sparingly and undur exceptional circumstances. Ffdrihermore,
article 43 of the tresty creating the Caribbesn Common Markzt, by
accestiing the goel of suchonge rate stability tetween member curr-
tc extire-regicnal currcnciee may be lass Freguent tiharn in the cesk,
while an agresd-upen sebt of regional parities is wmaintained indef-

f number of explanatians can ke advancec fer the unwilling-

=

reseg cof the Ceritbean states fo utilise the exchange Tate to cam-
plemert cr substitute For the ather, sesmingly mcrs accaptabla,
switcning devices. The first cf thsss explanatians is concerned

~paywents prablems fzclng
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Cuyana, Jamaicz znd Trinidad and Tobago. Each country has incresasco
its rasarvss while {inancing larger and larger curront account
daefigits. If this is cansidered a nealchy staite af affaizs than
eacn country is lively to see little need for using the exchange
rate, € tgol which has come tao be associated with ssvere balance-
cf-payments croklems. Instead, trade resiricticns and tariffs ara
used mainly as protactive rether than adjustment dsvicses while
exchange controls, intsnded for balance-cf-payments ressans, pro-
vice a check cn capital aqutflows.

Thé sacond sat of explanations is concsrned with the telief
that altesrnative switiching cevices are superior to sxchanage rats

changes. The tariff, besides praducing revenue, has the morit



of being specific which makes it possible to exempt such items

as Food, capital goads, ray materials and at ths same time zllouws
the imposition of high and variable ratss of tax on cammodities
considered less essential. In effect; tariffs permit a country

to have a different sxchange rate for each commodity. Beans, guatas
and cantrols are often preferred ta both tariffs and exchanue rate
changes bscause they have an immediats impact on the economy and,
lixe tariffs, they are specific. Furthermore, with guantitative
estrictions o1 major items the effect on the balance~of-paynments,
at lesast cn the import side, is planned and known with & Pair degrae
of certainty. GCn the cther hand, with price changes induced by
tariffs or the exchango rate,estimates af the effects are aftcn
difficult to prepare and are, in any case, subjsct to significant
errcrs. Ferhaps a further advantege offered by changes in tariffs
and cuantitative rostricticns is their greater acceptability by
the puklic, partly bucauss such pclicies do not represent depear-
tures from existing practices

Thirdly, ths reluctance to use bLhe exchenge rats nay be due
to a fear of its advarses effscts on wagos, prices, and capital

mcvements as well as of its lack of effectivensss in promoting

7 the kind of gcods that less developed couniries
produce. Devaluatlion ie supposed toc maks domestically produced
gcods relativaly cheapsr but if the import content of domestic

qQoode is high and/er i

-y

ages responc guiecxkly to the devaluation
then the releative price advantage will be reduced, thus wiping

oLt same af the gains fror the devaluatian @hile unleashing infla-
tionary forces in the economy. 1In the Caritbean, whers the impart
content of the domestic market basket as wesll as of domestically
produced manufactured goods is high znd where the labour upnions
are strong,; & country whick devalues is likely to fear its suscep-
tihiiity tg such inflationary erasion. On the axport side, the
supposed beneficial effects of a dovaluaticn will depend upen

(2) tha prica-elasticity of thoe supply of sxports, (b) the extent

tc which domesiic demand for the experi goods rises and (c) tre



gxtant tc which the costs cf production rise. [t may be argued
that due to the likslihcod of one ar all of these factors being
unfaveurable In less developed cauntries, the sxport promatian
advantages Lo oc derived from exchanqe rabta changss will not be
large. Finally, a devaluation may generatc expectations of a
further devaluation which, in turn, may have adverse effects on
capital flows as both foreigners and residsnts perceilve an exchange
risk in holding the currency of the davaluinc country.

The Fourth set of explanations is concerned with the bkenafits
cf unified exchangs rates between members aof 2 common marxet,

benefits wnich may be lost if each country were alicwed to chenge
ite exchange rate st will, & fixed and unchanging tate of exchangs
betwsen two countrias will simolify all trensactions involving
foreign exchangs, thus facilitating trade betweer member countries.
Exchangse rete unificaticn is thought to be perticularly important
in reducing the risic inveolved in investment in common-market-

bzsad industries. The argument hera is that if a member country

is alligwed to devalue, this is taniamount tc e subsidy on its
exports and a tariff eon its imperts which would ereate disruption
in the competing incustries in partner states.2 It is Further
argued that a2 consaqusnece of exchancge raits unificatiorn will ne a
menay capitel and by implicetiaon physical

and humsn capitel, permitting the unian as & whcelc to mave closern
te the frontier of its productlon gassibiiilty curve. It is
pcssibie ts alge arocus thet the stacility of a curzrency ie in

part a function of the magnitude of hard
(gaelc ingluded) that ths country issving the curreney holds, In

a situaticn wherc ths reserves are pcolecd, thess stability geins
may agcrue iLf the curranciss of the states are freely canvartibie
with eozch cthner and iF their poiicies wiih rTaspect ta ather forcaign

i e

iform, 1In this cassa,

0

currencies are jocintly {formulated to bg u

thes razei cf the world msy use the asum of their foreign axchangs

w

gaesats in appgreising the stabhility of thsir currenciss, meiking each

currancy morc stable than it weuld ecthsrwisc bs.
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Tha primary purpase of this paper is to argue that despite
these considerationsg policy-maiers have underastimated the use-
fulnees of unilateral exchange rate changes in restoring balance
anrct also in promoting integration.

THE DEFICIT

Tac guceesticn of wherae to draw the lins tc determine a surplus
G i

[N

ar deficit in tha oalance-af-payments has heer widely discussed,
Rlthough nc consensus exists, Lhe view szems te Le that the line

should be drawn somcuwhers between cuUrrent account plus long-term

ct

fous

private cepital and current account plus 2ll cepital Lransaciions.

T

It ia gur canterntion, however, that in a small developing cauniry
& coficit shoulc "consist in an excess of real expenditure over

. 3 - . ; P .
real Incomc". Thug the carrecticn of a doficit reguires real

national income {outpul) and real national cxpenditure to he braught

[

intc sguality. figwecd in this faashicn 2z balance-af-payments sur-

a

plus cr cificit must bs primarily a curront account appraisal,
espgecially wken thc agpralsal 1s tag run cver accounts for ssverel
ysars. This 1s not to argue that capitel trarcsactions are unim-
portant. Orn the certrery, it ie ohvicus thet without tho borrow-

nd officigl, deficits cn currant

]
m
-

irg cf capital, both privats

y to

accaunt cannoct ke sustained. Howsver, for & small countr

exnect caplital inflows €9 continus %o bridge the gep bDestwsen

)

ovtput and sxpenditures For a long period aof tims is unreaiistic.
Teble 1 Lolow reveals the currert account deficits for

Jemaica, Trinided and Guyena. Jamsica heas shown a current

account daficit for cvery year sincs 1966, Exc2pt for the vaar

1968 Trinidad has also snown current acecount deficits throughout

the period, The sizc of the dsficit in 197Z for cotin Jamaice

b
|

and Trinidad was five times as large as in 1966, indicating ths
repic rete at which the situeticn was worsening. Although Guyana
e2lso showaed 2 current acccunt deficit for zech year, the sizs af
the deficit was smaller in 1972 than in 15¢€&.

In daciding whctner or not exchange rote variation shouvkid

n

e a part of the regular box of Sgols uced to feocstar sxpenditurs



Table 1

vDeficit on Current Account

JAMAICA TRINIDAD CLUYNAMNA
Millian 2,3 ¥Millions TT % Millionz Cuy.¢
19656 $ 30.1 9 62.4 § 41,0
&7 535.% 25.0 40.5
&8 Ba.2 -32.58 23.0
&% 103.C2 36,4 21.58
70 12%.2 ig1,1 35.4
71 14,1 256.1 1.4
72 157.¢ 309.7 1e.0
Sources: Statistical Abstraci--Jamaice
Statistical Digest——Trinidad
Banrk of Guyana Ainnual Reports

i

switching it is important First of aill to idaentify tha naturce aof the
cdeficit or surpius., A Psitock'™ deficit derives from decisicne to

glter the composition of the communiiy's

jul

ssgts by substituting

fareign sgcuritles ar goocds for domesiic dritd as8seLs.,
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A "flgeM deflcit arises from spending in excsse af regeipts.
f “egtgck® daficlit is ncrmally not ccntincous and strong specfic

ccrtrels are gonorally us

[{}]

d to stop the scbstitution while society
triee to changs thne conditiaons thet leo fto the stoexk daficit.” A
claser cxamingticn of ting details banind Tabls L revzals that

categorics iliwg food impcocrts and non-durakbles zecount for signi-

lﬂ

Ficant gcrticms af toe imports. This woeld indicate that the

spending in axcoss of receipts Ls pazt aof the "narmal® Flou of
trade anc daes nct represznt gecisians to alter the compositiaon

of the communizy's asssts., Each deficit, i~ othor wozds, 15 a
MPlow" defleit. A primarily "flow" deficit g nct corrocctec by,
for example, the wing af restrictivs measuras on capital mave-

rn Jamaice but roouires significant ozpan-

bae

merts rocently imposed

diture switching. As wo argue selow, this expenditure swictehing

should, in the Tirst inetance,; te across ihg board and scccindly,

be supported where necessary by specific measures to restrict

the inflow and encouracas tho exporis cf pariicular commoditiss.
Thet the successive current acvount deficits shown in

Takle 1 wcre Hflow" daficits and pointad to the naed te intreducs



deficic ggwbating policies cannot, we thinik, be denied. It

ig instructive, howsver, ta note that the formal identification
of a surplus or a dsfigcit in the Caribbean Community countriss
appears to follow the officizl seitlements balance position.

Tha Bank of SJamaica, faor example, despite steady increases in
Current fAccount Dsficits, could siate that "the Balance of Pay-
ments for 1570 incicete(d) an overall surplus of 2 520.9m."5
because Jamzica's cesh rascrves increased in 1970. Furthermcre,
the implications of the Following Bank of Jameica statement--
"197i was & good ysar for Jamaica's overall bslence af Payments'"--
and the timing of policy decisions designed tou effoct changes

in the dalance of fayments suggest tnet the officiel scitlemants
Balance view is used as the policy guide., Wwe suspect that the
reluctance t0 uUse exchange rate veriation with any cdagree of
regularity tc combat deficits inm the Balance of Payments rasts

ir part on this cfficial settlemants view which suggests thet

n

Jemaice, Trinidad and Cuyana have been exgerisncing periacdic

surplusss = izficits rather than on-going deficits.
urpluses and caficit | i g def

3

The cancept of an increass in foreigeo exchange ressrvas

C

nayments surpius derives from
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a ourely oash flsw approacn whore scch incrteascs, whethsr aobtained
ity +transacticne, are tarmcd & surplus,
signifying that a country's holdings of Yintsrnational cash" have

increassd. The

=

islegding implicatiaons cf tris view ars high-
lightad whur it is realissd that a surplus may be obtained by

gcocvernment oorrcwing to steve of ¥ a balance-c

=
[

~payments crisis

if the berrcuwing in a particuler year excesds the deficit sum

(.

of currcnt acecunt plus private c

nital.

m

Fcr Trinidad, ths oil honanza has for the time being made
irraievant imuch of this discussiaon on methods of dealing with
balance-cf~payments problems. Thz increased oil revenuss should
praduce a dramatic turn around in Trinided's balancz on current
gccaunt. EBut fer ccuntrios like Jamaica, the ircrcases in ths
prics of cil have caught them in balance-of-gpayments situatiaons

whicn wars &l

i

eady Gsterioreting. Table 1 peointed to lamaica's

&



on=-gaing "Flow" cdeficit with the gap beiween imports and exparts
growing wider each year. Ffurther evicence af this already in-
creasing deficit dependency is provided by the ratioc .of net ooods
and services to G.0.P.

Table 2

Miilions af J 5

Yaur apa Mgt Goods & Servicas NES/CoPE
196% E66.5 114.% 13,2
974 & 145.4 14.%
10¢:.2 155 .6 15.0
72 1.57.5 1g0.2 16.1

Sgurce: Adepied fram Statisticel Abstract, 1972,

nis rztio is & raouch measdre of Jamaica's relative dopen-
crazign goods &nd serviges. Ibks growih indicaisd that
the imnalance in her payments positicr was increasing. The im-

plicaticn of Tabiec X and 2 is that foxr Jemaicez tha deficit was

r

bath an-going and growing in magnitude relative to the grouws!
of the economy svzn befors the acdvent of tne cil crisis. The

cil crisis has grcatly exacerosted tne ratz of detericraticn and
forcsd the government tc uncertakes retioning dovices as wgll as

mezsures to rascell privately owned forsigrn assets i~ crder teo

rotzct cr egnhance tne Ceriral Bank's iiguidity position,

Tre casc Far ine sxchangs rets cver cther switching devices
is pesed primartily on its effects on the export-graoducing soctor
arnd seccndarily on botn the costs essociated with long-term

quantitative measuros, The casc is strongor For a non-

-

plarnaed zconomy. with. sxill srcortages than For an cconomy

withn doteiled pioe nc an adundarc sapply

cf sxiiled manpower. This does not. mean,hcuwever, that the exchangs
rate Is ths correci tool fer cusry typs af balence-of~payments
Froblem; mor doss its uss preclude the deplcyment of other devices.
fi visw that is currently popuiar in the Caribbean is that
forcign exchancs is @ national recsource te ke carefully husbanded.
1f, however, oru's currency is generally overveluad ths effect af

the avervaluaticn iz similar ve e tex con gxperts., In the loezl



currency the expuortar receives less dallars than he would have
received had the currency been appropriately devalued. Taxing
exports that earn foreign exchange hardly seems a rational poligy
for countrios that perenially rum deficits an currcent account.
The implication of this reluctaencs to use axchange rate variation
as a policy tool is highlightad by the current insbility of coun-
trics like Jamaica to producs agricultural products so, as ta gbtain
the gains from the nrosont imcreose in werld pricaes for prinary
producta, Tre leng periocd of low arices discouragud producticn
and inhibitoed thoe duesire tao Increasc oxport scles. in the period
1964=1937% .fer cxampic, the average srice of Jamaica's main agri-

cultural exports increessec only minimzlly.
Tebls 3

-

Avcerage Price of Jamzica's Exports

Sugsr Aum Moilasces Bananas Dimartao
(per taon) {per ton} (per ton {per ton) (oer con)
1964 i $4,00 4 1.64 g 17.84 & £€6.32 % .52
&5 73 .66 2,20 9.30 51,14 .58
€& 2i.44 1,35 11,20 3,30 A2
&7 2o .E2 1,02 21.5 55.96 .62
&d 08,52 1,282 20.5% 940.0% .55
€9 94,92 1,12 15.37 £2.40 .58
7C S%.02 1,13 17.0u £6.,12 .54
1 203,41 1.35 16,30 $3.15 .71
72 122,83 1.82 16.50 G7.37 .71
Sourca: 2?9:72F Jamaica, Salence of Baymente of Jamaica, 1971
ivrZ.

Wwithout in anywasy bypassing the argumsnt that stops shauld

)

ct

have Lbeen taiken tc obtain bcltier overseas prices for
commoditice it should have oeen obvious thet an increass in fForaign
exchangs earnings wss necessary and that if the currency was avar-
vaiued the exportar was boing encouraged not to nroduce. The

fie fail ip th

ol
|}

disincentive to axport is further demonstrated by
volume af cxgorts ovsr the periocd which resulted in Jamaice on
occesion not tsing able to Fulfill her “guota"™ let alons try to
gxpand ths voluma of her axports. The disincentive effects of

the implicit tex on cxports 1s even mare serious when it ig reelissad

that tho high zates cf unemployment in the Caribbkean msan that it



Tabla 4

Volume of Selscted Exports: Jamaica

Sugar Rum Molagses Bananas Pimentao
tons {0D0) gals{000) tons {DO0) tons (0QO0) 1bs {0DD)
1966 408 2383 143 200 5291
e7 535 2042 120 is0 4267
a8 383 975 145 153 5030
£9 274 1926 133 151 7225
70 333 i384 124 134 4928
71 299 1791 106 126 4203
72 27¢ 1577 43 127 4551
Source: éaiggga off Payments of Jamaica, Banx of Jamaica, 1970

is hignly dosirable that the oxport industries that are devcloped
have & high lakour content in the valus of their output. Jemaica's
agricultural cxgorts claarly catisfy this critarion.

The above discussion 0n sxports has focused an the agricultural
sgctor but if the goal of industrial diversification is ta be
achievoc then manufactured exports must also incrgase. Tho
supposen lowsr wage rates in Jamaica and ather Carifom countries
should perrnit them to competz with the developed countries ewvsn

whon faced with Zawer oroductivizy and transportation caosts far

certain inputs. Howsver, wage ratos have been growing rapidiy

as Table 5 belcw shaws in the case of Jamaica.,

Tabl 5

fverage Wage Incroeases In Parcentages: Janaica

1764 1559 1970 1971 972
Manuifecturing 12.7 13,1 18.1 1E.4 17.6
Commarcc 9.9 13.4 i9.¢ 14,8 15.9

Souvrce:  Zank of Jamaica, Annual Reports.

Trnossz wege incruemses raflect a number of vnderlying forces in

tne economy., For ogur purpases, howcver, it ig sufficient to

note that the pressurz on wages in the Ceribbean due in part to

ul unione and the gross inequities in income

distribution will conzinue and, if anything, is liksly to ovscalata.

-n

These wagc ipcreases in tho face of a reluctance to vary the
exchange retazs have eroded ano will conti-uec to crode opur ability

to export aur labour surplus emitddied in sur export oraduocts.
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_Be?oreudiscussing the queétion of general versus specific
expenditufe switching it. is perhaps important to dismiss tha
ﬁft-repeated afgument:that devéluatinﬁ-nannnt-help Lhe Cafibbadn.
The ‘arqument on the éxpurt sida is as Follaws. .Exﬁorta are
defermined_largnly by agraaﬁeﬁt and the price to the Foreigﬁar—_
is,Fiked in its Fnreignrcurrenqy-uaiue. A devaluation will thets-
- fore affect neither the agrecment par the price the foreignar
" pays. 0On the impoﬁt side it is arqued that the ifports are nec-
essities and therefore & devaluation will sqrué merely to inérease
prices. In other wurds, the_argﬁment as stated would leave recsipté
Véndiexbéﬁditurearin foreign sxchange unchanged becaﬁse thé qﬁantiti;s
 bought from and sold to fpreignefé are not expected to Chaﬁgé. It
is; hauwaver, mofe acburat¢ tD_thiﬁk of th& démaﬁd for Caribbean
éxpdits-as'baing inFiniﬁeiy'eléstic over the relevant range; that
is, at tha_preﬁéiliﬁg price small countries like Jamaica can in-
 Creése7th&ir sales oversazs with no decline in {ha price Df'sxports;
_?He,fact'that they cénnpt Fill their QUotas demonstrates that it
is saFé:tb assume that at the pravailing pricé they can incr;asu
sales. It is cloar, tharefofe, that if the gquantity available for
Vexport responds to a dsvaluation thenrthe balance of paymentsrmﬁsﬁ
improve @8 long as import and expprt prices in foreign currency
are independent of the deuéluatian-andreuen iF'tﬁe demand for |
imports doss not fall.

The crucial:empificél quéstinn is whether -the subply of exports
‘will respond to price inpcreases. “The evidsnce in Tables 3 and 4
sugéests that when axport-griceé raemain stable while gther prices
are rising, guantity supplied Fallsiﬁhich in affact means that the
—éupply curve is pdsitiuely'sioﬁad in the range of ralative pricss
obtéihiﬁg aver the past several years, If the supply curve does
haue—some eiééticity-ﬁheﬁrthe usa of priée davices tb gencourage
exports cannot be deniad_giuen'tﬁat tﬁe démahdrcﬁrﬁe for these
exports is inFinitely_élaétic. Ubuioqsly tﬁé sUppiy curve is likély
o Decamﬁrédmplgtely unclestic at-some.stage aéiall avaitable man-

power and lapd is used up but in the lower ranges the implication



=11-

for balancevof;payﬁents pufpsSu;er an elastic supply curve is-that

thefa must be an exchange fate_which.pfouidas-sufficiant foreign ex-
Chéngerrecéipts to'méet,argiush impcft_bill. DOne objection that can’
be'raiscd_againstrthe argumant -made abuve is that a deualuation af f-
fects,all domeétic'pricos so thersa is'no-guarantce that it will raise

the relative orice availsble to-thz exporter. However, our argument

'is valid so leong as the inércase in the price paid to the cxporter

V]

isrgreéter—than Ehe increasé in the general luuél of. prices. Turn-

ingrthis.argumung arqunﬁ, nowaver, points teo the superiority of the

uxbhanga fatq cver tha gunsrally accéptedrswitChiné deuiccs.- To the
extent that taﬁiFFs, quotas and Eans-raiaa doméstic'priccs.they

lower the rclative arice paid to the exporter while with an exchange

rate chznge tha wast thét can happen is that the relative price
paid‘ta the axpofter'fcmains the sams.

In addiEiDn to theif effoct on expofts, devices that work
primérily'bn tho impart,siﬂe-ﬁaue a number of .other disaduanﬁages;
-the ma jor ona éF which is their possibls émplaymentmreducing effact.
The Caribbéénrbognfries hava sgccessfull? éncourég;d tha astablish-
ment of a ﬁumberﬂaf import-substituting industfies; Has£ of fhese:
industriaé-héué-a high ihport content in ﬁhat ih_qrder-to bparéte-
they -must Dbﬁain rau materials,_éapital goodsrand sparc parks
" from abfdad. Regardloss of mhéﬁher such industries are exeﬁpted,

- the ihitial iﬁpact of larpe-scaele guantitative fBStriCtiDhsran
imports is 1ikély ta ba Qhﬁartainty on thes part of all importers.
if, as a resuit @F‘this,rihvantories of prddUctiue matérials

~ares run down and orders for future needs are not placed, the

[

_measures would_haue-an-employment-:educing effect. I tha
measures cause delays and¢ shortages of ABcossaryritems on a
cantinuing basis thg'émp;uyment_in import-substicuting industiries
is almost certain to fail. The major benefit to be derived from
Va loné—term stra£egyrbased on thg use. of tariffs to prdmata import
substitutaé is_unlikcly torbé a large,raduqfibn.in Fﬁture Fareién
exchanqao éxpanditufés bucausz of the high.impmﬁt content of such

industries. Clearly, such industrices have important employment

& t _- L o —-PAayme 'lt- il '...'.b' -
cffects but from the balance-af-payments point of view crezte

)

“orobleme. If it is necessary to impose high tariffs on a



"

"obvious bub i

With devaluation, however, it is also possible to insulats the

“12-

number of intermediate goods, then one must hape that the new rates

will not be affective in reducing guantitiss bought because this

would tend to signify a fall in ermployment if domestic substitutes

-are not available.

* We havs stressod that the expenditure switching policy of

exchange rats variation cannot be ruled out. It should also ba

stressed that at thae broad macro level it matters not whether

expgnditure switching is obtained by exchange rats variatica or hy

spacific tariffs, quotas and bans. This point is bettaer appre-

ciatad by Fdrmally de?iningthe'balénce as B =Y - £ ghera Y is

rfeal incomes and E real axpenditurs. . Iif £ 5 Y a deficit sxists and
the impact an the deficit from changing £ is independsnt a2t the
macro level of tha measures used to change C. This is not of course

to say that thare are not significant differences stemming From

-the particular measures used to affact E.

Tho first and most obvious difference is at the incaows

distritution levszl. e rscognise that the moru goneral impact

of exchange rate dovaluation makes it incviteble that one of its

o
T

immediate first zound affescts is to csuse prics incroases on

imported'it&ms impartant to-thc?lnw incoma earnefsroF the society.
Similarly a devaluation will benefit both workers and ownccs
in export industrizs. That tariffs, bans, exchanﬁé control
and:quotas haué income distribution effects is, however, also

- one wishes te insulate a particulaf ﬁruduct ?éom

thesc uffects, one need not impose the control on that produc

vt

.

product by granting a2 subsidy. ‘In any evant, the need to mavu

_toward a morc aguitebis distribution is of such importance and so-

difFicult fhaﬁrspecifié pﬁligiés designed te narrow the incame
diFPurences dru-néhussayy.

fhe belicf that general price increases naturally stem from
a'davaluétién,in open ecconomies like Jamaica is wideapreadrand
largely'frqe., Yhat is npot readily appreciated, hoﬁeuef, is that

all other expenditurs switching pelicies also either gznerats
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The evidsnce above suggests tha:naed for an on-going .
reakignment of the rates 6F'excﬁange} Both Gu?aha énd_Jamaicﬁ
hayériﬁ the recent past used the éxchanga-#ate tooig Howsver,
the forcas ganerat;ng ﬁhe'naad for exchanga rafé—raalignmentsu-
wage rate increases, sluggish uxpert prices, etc.--aro of 2
structural naturc, making an on-going realignmént:necesaary.?
The-genefaliiy of the exchange rate tool should be viewed as
. an advantage espeéially in the Cari&béen‘becauée it does hat
require difficult rationihg devices necessary-For:quantitatiue
rusbricﬁicns ar detailaed ﬁnﬁmodity—by—cnmmaaity calculations

- necassary for the imposition of tarciffs.

m
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EXCHANGE RAT AT

B ]

0N AND THE CARIBAEAH COMMUNITY

. The hrﬂuwbnts thus ré“ have beon primarily with rcFerunce_
to chO nLud far adaotl'lk a posiﬁiue exchangﬁ-rate,strategy with
respact to the,rest of ths world. As ﬁiscussad in the intrbduction,
'humeuér;'there is also the guestion aF;exchange ratc sirategy
within %he Caribbean,tcﬁmunity. |

This guestion-is pr abably being BUDLde currentlj as  while

Articls 43'spcaks of the goal of maintaining fFixed or relatively

F‘xcd aarlty b“tucun To glonal currencises the reality is Lthat with
d

the 3awa1can dollar tie

to the U.5. dollar and the other curranciss
to sterling the goal of a fixad parity is deily, if not hourly,
being violeicd. Exchange rate strategy fFor a Common farkst is

" a diFFiculﬁ problam, however, and as outlinad in the introduction

Ul

many buwerltﬂ are supposuﬁ ta Flam from exchango rate unification.
As we appra*se the =zcdvantages which 1lou Ffrom the adopu10n
aof exchange rate unification, it is important,tu distinguish

between advantages that accrus from convertibilify and edvantagss -

that eaccrusg frem g Tixed and unchanging rats of exchangs bastuween

" the curraencies.

-Th& increass in tho flow of trade, the greater mobility of
'Factoru of production and tnﬂ added stability of each af the
'currencies,are mada possible by a significant degree of converti-

Bility. A decline in convertibility or the introductian of exchange
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control invariably means an.iﬁcraase'in'buraéucratic red tape
coupled with a limitatioﬁ 0# an ggtfight ban on certain’transﬁcf
tions. ;n the event thaﬁ of exchange limitétioné baing imﬁnsed,
the fFlow of tradae and-the-mobility of factors arguments are no
lengar strang. The supposed stqbility.gains aroe alsn-wiped out
since without conuartibiliﬁy the separate curroncios of tﬁe rggion-
will af nacessity be viewad as indepehdent-units. Finally, if
,exchange race'uniﬁicaﬁidn iﬁtrdducesithé possibility of EXDhange
and quantitative restr ctions affecting member couniries, the
risksiinuolued'\n inve scment n 1ndust;1&s do;tgﬂed to serva ths
Carltnm marcket may ue1l be 1ncrbased thus negatlng any aduanﬁages
“that are derlued from malntalnlng a fixed relationship bstween the
exchange rates,

,Pfoﬁbhgnts of stable or uniﬁiéd'exchangs rates recognise
the uang rs af quantitatiue restrigﬁions on goods praduécd within
the urion and of -cxchange controls but thsy argue that bhe likeli-
Vhood_af such mzasures being introduced is vary low becausé a
camman mérkgt traaty usﬁally ensuras cuﬁ:ent accﬁunt convertibil-
ity, bans quaﬁtitétiua reéﬁrictions on regional tradec and permwna
'capital—accpunt coque:t1b1llcy under all put tnﬂ most abnormal
cifcumstancas.  In other words), in the face of a balance-of-
paymen£s dissquilibzium 2 member country wmu;d:resuré to aléér—
natiua_nea;ur 36 in order to restore external haléhce. Tt is
worth noting thét.the traéty cstablis shing the Caribbuoan Comnon
Market guaféﬁtees current account convertibility and frgadam of
payﬁents on- capit al transactions "necessary EQ further the ab jac~-
fiués;o?rthe COMMmaen markﬁt"f Furthermore,'lu bang guantitative
restricticns on the import af gﬁods ai-common market origin
"upléss such restrictions arg necessary Far balance of paymznts
reasons. | | p

TheleQalistic argumant presentqdrin_ihe last paragraph
ngeds'fo be,CDnsidared in an econaomic satting. ﬁaiﬁtéining a
'significant degrze of cnnunrtlb1llty at unchqnoed exchang rates
requires thét the overall prlca—lcvels in tie menboer countries do

‘not diverge significantly from each other. This is unlika zly,
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however, as both internal and external forces operate differently
in .the respective.CariCom countries. If the differspces parsist
and.grow, CariCom countries will-be. in scrious imbalance with

respect to each othor.

Table &
' consumer Prices .( 1964 =.100)
: Jamaiga Trinidad & Tobagu © Guyana
1965 . - 104.3 102.6 _ 103.0
66 106.8 . 1D6.8 © o 105.1
67 110.0 Codmea - 108.3
68 116.5 - 118.0 o 11l.6
5 123.8 12100 113,10
70 135.9 . 124.1 . 1156.9
71 144.9 © - 12B.4 ' 119.3
72 ©osg.sle) '140,7(3)'7  172.3(8)

(a) second quarter

" Source: Intsrnational F!nanc1al Statiskics,I.M, F., Mov.1972

The table abova points to significant differences in the
rates of change of consumer orices among Guyana, Trinidad and
Jamaica., If thesa differences continue to grow antd no exchange

rats adjusments wers parmitted 2 serious imbalance could develop.

This probiem is further cdnglic rted within Cﬂrlcom by Lhc overall

Vimportance'to SORY counﬁr igs of trada wluﬂ parrner .countriss.
In Barbados; FDr exanmpla, exuorts to CariCom countries in 1970'

consiitutad OVET 2:_-,U of tne cabal exports of Harbados. Trinidad

on the Dther-hand,-au rﬂueﬂlvd ihe table below,has a growing
surnlus with respect to all ather,CariCsm countries.

able 7

. Belancc of Trade with Respect to 211 CariCem Countries

Trade Surplus

1965 -3 2,40

66 : 1.23

67 - 2.89

68 - 5.70

R 69 - . §.93
o 70 9,72

Sourcez:  Overseas Trade Report of Trinidad and Tobaga
In the absance of madium term financing and exchangs rate

variation ths policy options open to a country facing a serious
T ! ; =Y 8]
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imbalénce,apa éxbhaﬁge,cuntrdl,,trade'restrictinns and ménetary
and F;scal-polipy'changus. If the'tarms—of the tﬁeaty are to be
_breserued; howeuer; only'monétafy and fiscal pelicy changes--
axpenditu;é.ruducing policiés~-will ba permittéd. However,
Céritom'gouefnmantg,ras-afgued_aboue, are unliks ly Lo undertake
duFlatiuﬁary manetary and Fiscal pollcy changes given the hlgh
rabc of ungnployment in the. region.

Undur thesa circumsta 's, tha'sitﬁatiun of 2 sorious im-
balanci willfl“éd ta the impnsiﬁiuh‘n? exchange and trade resiric-
tions if thae exchanga rata-is to be maintained.r Thusa restrictions
‘need not be imposed on transactions Qith partner status,: ff,
howeuer,'é'cuuhtry unilaterally &héngeé the levels and types of
EESﬁfiCtidﬂS'it imposas agaihét the restjof tHa world, thz common-
"market is reduéed to a fres trade arza., [t would be nacassaryrto
'rclmpasc customs barrisrs W1Lh1n the union tao aUDld imports from

the rast of the world ﬂvad1ng the restrictions or special tarlffs

-y

bylgntering the de icit country bthrough fhe doﬁrs of the pafthér
statos. | ' | |

-Euen-ﬁhdpgh thae rules pfohibit,actions to reduce imporis
from the regiﬁn,'undér certain circumstances a member country may
be laft @ith ng Dptinn but to do so. If countries aro pnuantéd,
Erdm breaking the rules Dpenly,-they mayrdu so discretely thfouéh'
such measures:as administratiue'deiays in grénting approval fFor.
licenneswta import and setting up of state iﬁport monaopoliss .
mhi@h refuse to place importrﬁfdars for non—essentiai commoditiss
-régardlessrqf their place.of'crigiﬁ.

I 5uch-measufes are to bDe avoided while keeping the exchangs
rates stable, other'tyhes of policing'méasufés may be neéeséary.
_1Ear example, iFia country ‘wishes te pursue its cun brand of
socialism ar promote development thfougﬁ-iﬁ?lation the rest of the
union will be guick to brlng prcssure to bear upon the individual-
istic cnuntry if its policies LHrLat en Glth the exchange fata

Vor'the econaomic unian. IF tHu courtry succumbs, national sovereigniy

iw sacrificed at the altar of unified exchange rates. If it doas
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not succumb, fﬁa'felationsﬁips will becoﬁe strained, threatening
the,exisﬁence of raginnél coaoperation and integration, Tha
VCariEbuan union, étill_in-its Formative stages; may be unable to
'Qithstaﬁd these kinds of prassurss. As there are differences in
the damestic atﬁitudésrand policies oF'Cériﬁ'san gouarnments;

the ‘danger is by nu‘means{hypatheticai.

Hnébhar argumnnt_aéaingt aruniFied axchangé ratd# gystem is
that it tends to intensify ragional inequalitiasrhecaqse membar
coyntries arerunébla to réalign_their-éurrendiés ralatiué to the
currancips af their fellow memhérs.g A realignment becames nec-
ossary in the absenca SF accamudating,}abaur flows and of éccep—
_table'?iscal_measdrgs to aid the less developed regions within
cha_union. | -

Cleariy,_iﬁ,the more deuelﬁﬁad members p;buide adeguate
suﬁsidies af'tranéféré to fherlass deuelop@d bountfies in ?hé
renion, the probleh of inequalities:can ba soluud. However, in
the absence af such measures the léss-deugloped countries, tiéd
by a system-of unified egchanga-fates and ﬁommon protecgtian, arca
likely to demand the fighf to imposa_t:ade‘restrictions or intarnal
tariffs so as to mzintain or increaée]thgir shars of tha gaiﬂs-
Fram:intagpqtiqn. In other udrds, in—nrdér to incroase i{s
éxpartérth thé ragion and fq attract new investors, a le;s deuél-_

L
oped country would nasd to devalue with respeect to membor curren-

—i

cigs regardless g whethef;it has a balance-éF—payments pfoble@,
but i¥ fhis aﬁehue.is not upsn.énd othar options are-closad, the
leés deualoged cauntry is likely tp-mithdraw from the union wunless
it Cah iﬁstitutc a system of nDn-tgrifF barrieré and subsidies
against'mumber éuﬁntfies mithnut thair knowledge.

In the context of the European unian it has bgen argued that
exchangurrate unification, by @éncouraging the ﬁobility Dé capital,
méy ﬁroﬁfde a sethioﬂ fo# the prﬂﬁ}em of regianalzinequalities.
Capitel would flow into dépressud arcas whiero wages arc usually
lbwi thus reducing the,nued For_trénsFers on a government~to-

governmont basis. However, in unians of less developed countrics
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rprpfifs,ére'usqally higher in the richer countries where wages:
are highy' This létﬁar situatibn already exists in CariCom and
a_grbup'of feginnal lassrdaueluped countries haué been formally.
Vrecognisad;f Apparently, humgyer, no attempt-has beon made to
determine the éppropriatu rate of exchaﬁge betwaen these countries .
and-the devélqped cdﬁht:ias_uf the rggian and one gets the
impression that the rates determined by traditiopal links to
sterling are somehow deemed pptimai.--

ﬂhofher raasan for_”peruersu”'cépitai-flows ma?rhe Ehe
pru@autipna;y mdtiue[' If one curcency is knomﬁ:to'be ﬁstronger“,
iﬁdiuidualérand Firms in the coﬁmon market will tond to siore up
mealth'in.the'fstfcngér" Currgncy rzgardless of whether exchange
rates aré'fixﬂd and-capiﬁal mobility:is assuraed, The effect is
thét_ths strothr CQUTTE@NCY Qrows stfdnger., These two consider;
ations:suggesﬁ that on balance there wolld be an outflow Df-
“ Funds From thérlcss devolopzd to the more develaped cnuntriés_in
the region if capital mobiligy were fn be permitted.

Giuéh a cummon-ﬁrotactiue policy, possibly é Common*s?t of .
Fiscal ihcuétiuas, free tréde within the regibn and'unified'-
exchange rates,_thé less ﬂeUeLoped countries; in view of their
aconomic size and cconomic backﬁardness, will stroany'reSent
their inéhi}ity to be competitive with their partners in estab- -
lishing néwfindustries even if the more developed countriss pro-
vide sams kind OF'aid.,-In order to encourage investment in localr
industries, they may rasort t0 quaﬁtitativa and other resﬁriétions-
S on tfédé whethurrlor nﬁt,sﬂch rastrictions are permittéd oy the
agreament; For axaﬁplu,,inrthe Caribbean we méy see a freaquent
,use'a?‘quéntitatiue restriétimné (which are permitted only For
'baiaﬁceiaf—paymeﬁts reasoﬁs) to provide aextra protection for
dnmeétié industries. - | |

In éur_uiem, a restriﬁtion;F:eé,region with tha possibility
nF_éxchange_rate:changas pfouides a greatar'sqope-for develop-
-_menﬁ than- a fegipn-characteriséd by exchange rate stability and

restrictions on regionel trade. Under Fixed exchange rates,
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promﬁt.ﬁauntrics:inta intfdducing édch resctrictions while the
-ability to vary the_excﬁange;rate is likely to obviate the naed
Fof_theée méasureé. A positive aspect of reguléted exchange rater
variation on an individual basis is-that it may allow the loss
daueluﬁéd countrios to Dhtain tﬁeif fair share of the gaiﬁs from
integration, ;educingrthe need for aid or compensation from the
-more developed counéries.
- CONCLUST.LON

. The_:eqtral thrust of dur arguments is that cxchange ratc
variation is-an impoprtant policy tool, _Hé Fur%her argue Lhat
the conditions under which the exchange ratz should be varied

should not'be linmited to situations of critical shortagus of-

©

beeign'reserues. Sn the cpntrary.it is the state of th
Currentiﬂccount_that shoUla be uséd'as the 5aéis Forrdete;mining-
éxchangu réte variations.. Continuous current account deficits—--
continuous for as ligtle aé:tﬁa or three yzars---are signéls that
‘the existing ratez raquifés examination.

- The arguﬁent that exbhange rate variation cannot be halp?ul
to the Eaﬁibbeaﬁ'is shdwnrfo be deficient énd;in'the liéht af
available evidenco the elasticity conditions for an improﬁeﬁent
in the-balance of peayments éré clearly satisfigd.

7 I? exchange rate uafiation is accepted as a. "normal® taol
thaen the-mdssiue,”onca and for all"'deuaiuation.apprnach should
be discarded in ?audur of smaller, mnrerprompt'and more freqguent
chahgés in axchange rates. . This would allow for 2 more gradual
ad justment by the producaréiof,éxpﬁrés and Llmport éubstitutgs
and at thé samg tlmg serva tq'inFDrm them thatrtheir returns
in local currency will be protected from international financial
conditions.

'Exbﬁange,rgta parity based éimply anriraditiunalrlinks
with sterling shoﬁld bé discardad. ;This isg ?érticularlyrtrua
for ﬁhé—defiﬁed'less deuelnbed countries of fhe'regidn as Lhey

become Fully independent and intreoduce theoir own currencics.
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In addition thargroming imporéanée of intra CariCom trade,
particulafly Fmr'somé gountries, means that continued differences
in thé rates of change'in-prices will begin to éffect ﬁha-direc—
fign of trade and the'locatiah of new'indﬁstries as Tirms fespond-

,fn the relative price ﬁiffgfenéas. Exchangoe réte changes can
be used to neutralise such develgpments if necessafy.

Thus Faf we have arguad the case Far a more positive exchange
rateruériation stratégy. Exchange ratg vériaticﬁ'as nosad, however,

~ is not cosﬁ;eés.ahd there are many,occaéions'whcn it will be - -
impolitic or impractical to vary the rates. In that cuvent the:
appropriate exchange rate should be calculated and like a shadow

-price used as a planningitd@l.

The principie DF-B shadaw e%changc rato is no. differsnt Trom

a shédaw trénsfé:,price within a firm sincc thé'miSElchatiUn from
a failurc to plan; using méaﬁingfui_relatiue prices, now rosounds .
throughout the erntire sconamy. Shadom-exchange :dées,-for exahple,
'mDuld serusrta dramatisa the real value dF total imports as well
-as idanﬁify;to planners and othars ths height of'tariFFsior'subf_

7 éidies that may be introduced in liou of exchéngé rate variation.
In. the cass UF'agricultural GXporis disdussad-ébdue, for example,
the availability anrd use o?jshadom exchango fates would have
dramafised tha'néadrto aann'?ﬁraign axchange sven From the sale
ofrag:icu;tural prorte'at what some rsgafdad as depriessed prices.

" Shadow exchange raﬁus are difficult to dsterminc and thoir
development for Carilom apbntries forms a part of the larger

exereise of which this study is a preliminary statemunt.
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