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gg_ﬂnelysis;gg the Jamaican Foreign Exchange Auction

1.  INTRODUCTION

In Novembef ofj1983, the Government of Jemaica decided to abandon the
fixed-exehange rate,etanda;d and-introdueed_an auction system for the
&etermination of:therexchange raee. The'pfimary neason for the intro~r
“duction of the auction was to'eufbﬁthe'growth of black;market'treding in
-rforeign exehange, It was expected that thie system weuld stem the leak-
age of fofeién exehange to the black market by generating exchange rates
- which would be dlrectly competltlve with the black market rate.?

The growth in the 1evel of black market transactlons over the previ-
oes decade had; undoubtedly, compounded the economic problems faced by
the country, which Were, in large part, ‘due to a severe scarcity of for-
'- e1gn exchange.: Curblng the leakage of - foremgn exchange would however,

-not resglve’ the problem of - scarclty. Thlslproblem could only be re«'
~ solved through a,structural ad justment bf-the-eeenomy,'which;would7fe—
'suit in an expansion and diversification of its exports and a more ef=-
feceiver,eiploitatien _of opportunities for . replacing impofts with
7domeetic products. . The auction could make a positive contribution te
such developments by helpihg to ease the process of exchange rate ad-
juetment in phe face of changing external andginternalrconditiops.-4This
-would work to'neduce'the tendency tewards-overvaluaﬁiOn of'the~cerrency
inhebent;in;mpstffixed;exchaﬁge rate standards operatedrbyedeveloping
'c-ountr-i-es . | | | |
-Since eﬁe auetienfﬁasrintroduced; the eurreney has depreeiated iﬁ

value by more than 100 percent.® The rapid rate of depreciation of the
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currency resulted in the gofernment employing its iﬁstrumente of macro:
economicepolicy-to try to_Stabilize the exchange rate{-rSpecificaily,
emphasis was placed.on curbing aggregate demand. Consequently, the auc- -
tion has neﬁ; as ﬁignt have been expeeﬁed, ailowed the government_greet—

er'freedom'te pursue its developmeetal objectives by relieving it of re-

1sponeibility for exchange rate management.

In this,paper an analytieal'framewerk,will be developed which'will be
used to demonstrate why the auctlon systenm would 1nev1tab1y lead to a

rapld,depre¢1atlon of the currency. It will also be argued that the'

.comblnatlon of the unlque structural characterlstlcs of the Jamalcan
. economy and other exogeneous developments, such as, the collapse of the
bauxite industry, meant that thelauetion_could not contribute to the

- necessary structural adjustments in the economy.

2. QPERATING FEATURES OF THE EYCHANGE AUCTIONS

_ Each bank'iwas initially required to supply ‘to the auction, at each

daiiy.seesien,,the equivalent of 25 percent of ‘its foreign exchange pur-

chases of the previous day. Bidding by ﬁhe_banks-was to be conducted

within a prescribed band set fortnightly by ‘the Bankrof Jamaica. The

mid point of the band was_to‘be adjhsted fortnightly en the baeis of the

'weighted average of .the average rates for spot‘fransaetions during the

previous;fortnight.a
Foreign exchange was to beeallocated'as folldws. _If the bank that
bid'the'highéstrprice, offered to buy an amount equal to or more than

the quantity of foreign exchange available, that entire day's allotment

would go to the bank in question. If two or more banks bid the same
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high pfice, then the allocation would be-in nfopdrtion to the amount
_each hank had'eontributed to the-auctionrrohis pfoeedure would be con-
_tlnued until all foreign exchange was exhausted. In ocase the total
.'amount for whlch the banks tendered bids was less than the amount availe-
able, the Bank of Jamaica would purehase the remaining exchange at the
lowest bld tendered on that day s auetion. 'No trading would occur if
;all banks had identical bids on any given day; The'Bank of‘Jamaica,
" also, reserved the righteto tender bids for purchase ap any of the daily
auctions.'- | | |

Therpriee_at whi.ch the-succeseful banks would make settlement would
be the banke' bid pfice. The price naid to'the banks eupplying the exv
rrchange was to be the weighted.aﬁerage priee efhthe suecessfui bids; The
';commerclal banks' buylng rate on the subsequent tradlng day- would be set
| at the lowest bld prlee Wthh cleared the market.

The system was amended in Mﬂrch 1984 5 At that tlne the commercial
-banks were requlred to_purehase'foreagn currency ‘as agents of the_Bank
of Jamaiearand.snnrender the-entire proceede:of their-purchases fohthat
institutionQG'AUchions were te be held twice:weekly and they were now
open to participants from the publie and. private eectors.. Each bid had
to be'accompanied by a local'curfency depesit'to cover the value of the
bid- The actual:anount which a,suecessfui'hidder'ﬁould pay for foneign
- exchange would -be the lowest prlce withln the band at which foreign ex- -
change was sold. =Thls ‘meant, that unllke the lnltlal system, all-suec~
cessful bldders at the auctlon would pay the same price for foreign ex-

_ change° In November 1984, there was & further adsustment in the system.

The Bank of Jamaica dlscontlnued,the practlce‘of setting bandS'W1th1n
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which participants had to bid. Individuals were free to bid at any
price they chose. 1In addition, suéCessful bidders would‘have to pay the

‘price at which they had bid and not the clearing rate.-

3. A MODEL OF THE EXCHANGE AUCTION

.Given'the operating rules of-the auctipﬁ, aﬁy pérticipant biddiné for
foreign,e:chénge wogld have previously incurred a debt in foreign'éuf;
rency;' The vélue of bids would be determined.by the-s;ze of contractual
payments for cémmodity iﬁporté, income payments to foreigners and debt
service oﬁligaﬁiéns. .Since the exchange‘rate dirgétly detenmines the
dome$tic c@st-of ény-foréign payment,-a deciéion on the part-of individ=-
uals torinCug a given level bf fo}eign ﬁéymeﬂt obligations,would be
based'Sniexbéctatibns'offwhat tﬁe exphange-rate would be at the time
payment had to be made.r If at the timé of payment, the iﬁdividual's-bid
'13 not satlsfled at hls expected rate, he would ‘have to declde whether
ﬁo re—enter a subsequent auctlon with the same bid, or;raise the bid to
increase his qﬁan@es of sﬁccéss.' |

' Itrmight ﬁhen be coﬁclﬁded that there will bera-diScrete time inter-
val over which there ‘will be a- predetermlned demand for foreign exchange"
which w111 be 1ndependent of the level of the exchange rate. To the ex-
" tent that the-actual'amount'paid-fdr foreignlexchange exceeded the eX=
—pected:améunt,Vthis-might have an influence on the size of the_foreigﬁ
-paynment obligationé»én iﬁdividual'would.be'willingutb aCcept infsome"fué
ture ﬁeridd. ThlS, in turn, Would be determlned by the extent to which

the addltional costs Were actually borne by the 1nd1v1dual.




The amount of foreign exphénge available for auction would be deter-
mined by-expdrts of goods and services, excludingrbauxite and alumina,

foreign exchange brought in by the bauxite/alumina companies to cover

L

ilocal operating costs, therbauxite levy, direct foreign investment and
fbreign borrdwing.. The size of thése inflows in any period would clear-
ly be dé#erminéd By.decisioné téken in an éarlier period. Given the eX-
- dstence of alblack market, a,distigction-must be drawn between'therpo-,
tential suppiy and the actgal supply-ﬁf foreign”exchapge., The poteqtial
supply would be baSé_d on the factors. listéd above and could be take_n tao
be predetefmined over a discfete time iﬁﬁervai.. Tﬁe actual amount would
differ from'thé_potential amoﬁnt depending on the size of the Black WAL~
ket premium and associated léékagez of fﬁnda’ from the official mahket.
'V'The-sizé of this_ﬁremiuﬁ would be determined by the amount by which the
'demand'for'foréign exchangeréxgeedéd_potential,supply over 3 discréﬁe
périod.and“whéther the auction gﬁnerated'péiees which-truly refleeted

‘the scarcity‘véiue,offforeign exchange,i |
Our,ﬁodel,ié'thensbaéed_on the assumption that there will be a pre-
rdétermined_demapd for foreién éﬁchange, wnich wiil extend over éeVeral
auctions. It will be assumed that at each'éudtion there will be an au-
tonomous demand for foreign exchange, which will be a fixed portion of
‘that periods4predetermineq demaﬁd. At'any:auq;ion the amount ofwfgreign
'exchaﬁge fo£ which.bids‘would be made-wouldrconsist of,;n'autonomous
component, és well as, any unsatisfied deménds{from pnevious*éuehions.
The-amounfréf fofeign éxchangé availab;e atwany auction wQuld be fixed

‘portion of the predetermined potential sﬁpply;
. The relationships might be expréssed aS‘fOllOWS::

far = F Qy SR - e

Ji=1




Qi =-:Qda +B ' ' ' - (2

'QST_- .Z QSi ' - 7 ‘ ‘ (3)
i=1 : , _
Qi = ™gp , ‘ SO
 Qgp 2 Qg7 o | ) | (5)
where QdT':;Predétermined cumulative demand for foreign exchange over N

~auctions in period T.

The amdunt bid at each auction in periqd Ta 7

[
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The autonomous demand assumed td;be a fixed pdbtion of total
demané for period T.
B = Thg unsatisfied‘demand for féréign exchange from previﬁus'
--auctiqns4 i | |
’ QSTrz The cumqlative supply'of foreign exchaﬁge over N auctioﬁs in
?§EPiod'Tf | |
:QS-~=lTﬁe amount of foreign egchange offered at each auction._

Qg, = The predetermined potential supply of foreign exchange.

B If QdT'> st the following generaiizations might now be drawn. At each'
auction the unsatisfied demand,'B,.ﬁill grow relative to total demand,

Qy;

it As the -level of unsatisfied demand rises, the . auction will work to

:aecelerate'the_raﬁe:of,eurrehey.devaluation for the following reaséns.
"First ofrall,~participahts.in an.auction will~fiew‘the c¢learing rate es-~
tablished at a previous auction as the effective floor price for the
current auction. Secondly, they would aiso likely conclude that a fail.-

ure to'secure_ﬁhé required foreign exchangs at'the_earliest possible




auetion would_likely exposelthem;to even higher prices for foreign ex- .
change. Conseﬁuently, bidding at higher pfices migﬁt be adeepted as a
loss minimization strategy. |

Let,ﬁs now turn to a consideration of yﬁetherréuf assumptions con-

-—.cerning'the‘deménd and supply relationships'énd the Bidding'process-were
in.faéﬁ'reflected in ‘the actual performance of the auction. Data was
~collected for-éz auctions, sﬁarting-with'the:auction qf July 3, 1984 and

ending with the auction of February 28, 1985.

The fiﬁst is;ué'to which attention'was diﬂeéted.was‘whether there was
any;evidgnce to support the ﬁroposition that there would be a predeter-
mined demand for foréign exchange.extending over sevéral-aﬁctionéa If

rthére was}evidgnce that:over'seve;al auctions the aﬁtonomous or nét_bid
'réméiﬁéd relativelj:unchanged;'this ﬁould lend support to the pfesump-
tioqtbf‘a pfédetérmined:deﬁandg It was then necessary to establish-
:.rUles which wogldlmake it possiﬁlg to deterﬁine'what Qéytion §f the to-
tal'amount bid ab.any auctioﬁ representéd unéatisfied;bids from previoﬁs
.auction;. At aﬁyrguction somelbids would not beréatisfied, eiéher be=

. cause-df an.insufficiency of funds br_beeause'the bid was disqualifiéd.
Disqualification éoﬁla be'relatéd-td the faét that a bid was noﬁ_sup—
portéd-by the'necgssafy dchmentation. ﬁt Virtually everj auction some
‘bids were unsatisfied; Howéver, in the immediately following augtion
the total-amoﬁnt bid did not alway% increaée;"ﬂtiothep times, the in—i
'terauctionwchangéé seemed at varianceawith-the-PEported,leveljof,ynsa-
tisfied bids. As a-result,'thé fol;owing rulés were adopted in an éff
- fort to‘identify:the portion of the total émouqt-bid at ény auction

which represented arrears, or unsatisfied bids, from previous auctions.




) 1. 1If the incfease in the value of bidé aﬁ an auction was equal to
or greater than the value of Unsaﬁisfied bidé from fhe previous auction,
it was as;;ﬁed-that the t;;;1-valu§ of.a;rears from the pfevious-auction-
was reflected in the bid.

2. If the increase in the value of bids is less than the &alué of
écgumglaﬁgdfarrears from the preceding auction it was assumed that only
50 percent of ‘the value of accumulated'arrears was reflected in the to-
tal amouﬁt bid, ‘ | | |

3. If the total value of bids at an auction is'less than that of.the;
préceding.auction gnd the decline is equal to or gréater than the value
'of arrears, iﬁ'was aséumed that unsatisfied'hidders from previous-aﬁo-
tions did not participate in that ;uction.

b, If tﬁere.wag a-decline-in t;e value of the total amount bid ovéf
rtwo_df;more aﬁétions_wﬁile'theré_were cutstanding arreﬁrs, it was as=-
sumed that 5D'p§réent df-thervélue df—these.arreérs were included in*tﬁe-
‘amount bid,at the_latesﬁ‘auction, -Ihis rule was;applied,,subject;to-thé
constrainﬁ,ithatithe'amount of the bid assﬁmed*to*reflect arrears could
- nﬁt exceed-tﬁat of a pre%ious auction. -

5f If £here_was'é cyelical variation in the value of total bids over
several éuctioné it was assumed fhat these vériations represénted in ex~
act. value changes inrthe Qalue_of arrears included}ip the total bid.

6. It was assumed ﬁha£ bids rejected at any.au0£ion would be resub-
_mitted after.a 1apée cfjone auction. |

In fablé‘1 is set out the total amounté bid and estimates of arrears

and net bids based on the rules outlined above for the 62 auctions. The

super scripts over the values shown for arrears indicated which of the




Table 1

Total Demand and Estimated Net Demand for Foréign Exchange

$US Million

»

5.0

1.6

Auction Total . Net [ Auction ’ Total Net
Date Bid Arrears Bid Date Bid - | Arrears Bid
July 3| 3.4 | 0.0 | 3.4 | November 1°| 14.2 8.92 | 5.3
3.1 0.0 | 3.1 16.5 10.52 | 6.0
10 | 4.0 ] 0.4l |36 8 | 15.7 | 10.5% | 5.2
12| 3.3} 0.0° |33 13| 18.8| 13.6% | 5.2
17 | 3.8 | o05° |33 15 | 20.1 | 15.5% | 4.6
19| 3.0 ] 0.0 |30 20 | 19.0 | 15.5% | 3.5
26 | s.0o | 1.0t | 4.0 22 | 187 | 1s.5% | 3.2
26 | 4.5 | 077 |38 27 | 20.1.| 16.9% | 3.2
3| 3.9 | 0.7 a2 29 | 4.8 | o0.0° | 4.8
" August 2 4.8 1.017 3.8 | December 4 6.7 1.8 4.9
9l 76 | 2.0t [ s.e 6 | 5.1 | 1.3* | 3.8
16| 6.7 | 1.6% | 5.1 13| 9.0 3.5% |55
16 | 5.7 | 1.6% | 4.1 18 | '11.0 6.30 | 4.7
21 . 7.5 | 2.9% | 46| - 20| 6.1 | 0.7° | 5.4
23 | 6.5 | 1.5 | 5.0 | January 10.6 6.32 | 4.3
28| 7.0 | 3.5 |35 g ] 1.5 ] 5.9° | 4.6
30| sia.| 2.9% | 2.5 w0 | 7.7 | eat
september 4. | 4.0 | 1.9% |2.1 17 | 7.8 | 6n1f | 17
o 5.7 1.52 | 4.2 22 | - 7.5 6.1 | 1.4
11| 8.3 | 408 | 4.3 26 | 9.0 5.77 | 3.3
13| 7.4 | 2.9% | 4.3 29| 8.6 s5.7% | 2.9
18 | 10.8 | 6.3 |4 31| 6.8 3.9° | 2.9
20| 9.3 ] s5.8% | 3.5 February 5 | g2 | 6.3 | 2.9
25 | s.0 | 0.0° | 5.0 7| 7.3 4.6° | 2.9
27 | 3.9 | 1.1% | 2.8 12 | 9.3 6.4° | 2.9
 October 45 | 212 | 2.4 | 6.9 |  4.0° | 2.9
45 | 128 | a3 19| 9.5 | 6.6 | 2.9
9| 5.6 | 1.8° | 3.8 26 | eir | 30t |57
11| 6.7 | 212 | s6 28 | 6.4 2.7% | 3.7
18 | 7.8 | 3.87 | 4.0
23] 9.3 | 4.1% |52
25 { 11.0 5.8° 5.2 |
0 | 12,4 | 7.47

Accumulated arrears removed from the Auction.




rules-ﬁere'applied;tp_aetermine'the value of unéétisfied bids from pre-
VVious'auctidﬁs. Iﬁ-most cases; Beéause of the frequency of rejection,
Ehe rule-indiéatéd-was aﬁplied in'cbnjunction:with rulerﬁ. During fhe
period covered ﬁhere'weré two occasions'yheﬁ acéﬁmulated arrears were
removed'frbm,the_auction. The first wés after fhe;auction of September
.20-énd,theisecond-af§er the éueti§n of ﬁovember'ET. There were seven
*periods;’epcompassiﬁg:four‘or*ﬁore consecﬁtive-auctions; where'theipro—
eedureladopted'yielded estimates of_net bids, which Here-very close in
value. These periods are'idénﬁified:in Table 2 and inéiude 48 of the 62
auctions held in the period under sfﬁdﬁ. In each of these periods, the
absolute differéntial in the amounts bid over consecutive éuctions, with
. one exceptibg, nevér-exceeded $J ﬁillion. in most instances the -auction
' té aﬁctién:far;aﬁion'ﬁas less;than;half a million dollars. It can_alsé
be Seeh f#oﬁithertébierthat in éll the periods thé standafd deviation of .
;he‘estimated-neﬁ:bids-was, at -a maximum,-12 percent of the'mean,valug"
for the particulaf'period. This lends fairly strong.support to the
' propositianfhat‘theferwould be -an autonomous demand fér'foreigdlexu
change whiéhrwouid‘be a constant portion-of a'predegermined demand for
foreign exéhangel |

Evidence froﬁ the.auctions,,aiso support the proﬁosition that there
was a predetermined,supply of foreign exéhange extending 0ver'several
auctions. Ih'Table 3,.is‘rep§rted the amognts-of fhnds proviéed at each
- auction,- as well as, the qhanges,in,aﬁounts:from,the iﬁmediately preegd-
ing auction. There were £ive consecutive éuctiqns in September and
eleven consecutive éuetidns'from October 23_to‘Noveﬁber 27, when thé'

amount supplied,remained unchanged at %2 million. Apart from those
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US$ Millions

Table 2

Periods witﬂ'COnstant Values of HNet Bilds

Range of Bids

" No.

January 24 ~ February 19

3.3

0.4

: Max. Inter _

Period ‘Hih.“ Max. Auqtions AugtionlDifferential“ ﬂgan‘ .U o/Mean % .
July 3 - Augﬁétxz 3.0‘.“4.0 '10--‘ 1.0 E'3;-.45 .32 9.2
: Augusi‘gA-'Augusﬁiza' a1 s | s 1.0 4,88 | .50 | - 10.2
Septemﬁer é." September 20 3.5 ‘ &;5“ .5' 1.0 4,20 ;37'ﬁ 8.8
October 4 - October 18 ‘3.3  4.6 4 ‘0.8 3.92 '.47 12.0
‘0c£ober.23:- November 15 4.6 6.0 8 0.8 5.21 | .36 6.9
ﬁovembe; 29 - "jlaﬁuary 8 3.8 5.5 8 ' 1.1A 4,75 | .52 10.9
2.9 ,8 3.95 | .13 b4




Table 3

Amount of Foreign Exchange Supplied Per Auction

USS Millions

Auction - ) Toﬁa‘l A Previous ] 'Auc_tion " Total A Previous
Date Supply Auction Date Supply -Auction -
July 31 3. 0 November 1 | 2.0 0.0
3.5 0.5 6 | 2.0 0.0
10 | 3.5 0.0 8| 2:0 0.0
12 | 3.5 0.0 13 2.0 0.0
17 | 3.2 ~0.3 150 2.0 0.0
19°] 2.5 —0.7 20 | 2.0 0.0
24 | 3.5 1.0 2 | 2:0. 0.0
26 | 3.7 0.2 27 | 2.0 0.0
| 31| 4.0 0.3 291 3.0 1.0
August 2| 3.0 -1.0 | Decémber 4 | 3.0 0.0
" o1 4.5 | 1.5 4.0 1.0
WL k0| -0.s 13 | 2.0 2.0
16 | 2.5 -1.5 18 | 2.0 0.0
21| - 6.4 | . 3.9 L 20| 2.5 0.5
53| a5 | -1.9 January 4.7 2.2
) 28 | 3.0 Tens | 3.0 ~1.7
| 30 | 4.2 1.2 10| 2.5 -0.5
‘September 4 | 5.0 0.8 17| 2.0 0.5
6| 2.0 -3.0 22 | 2.5 0.5
11 | 3.0 1.0 24 3.0 0.5
13 | .2.0 - -1.0 29 3.0 0.0
C18 ] 2.0 0.0 | 31| . 2.2 -0.8
20{ 2.0 0.0 February 5 | 3.5 1.3
25 | 2.0 0.0 71 3.5 0.0
27 | 2.0 0.0 12 | 4.0 0.5
‘October  2°| ‘3.8 1.8 14 2.5 -1.5
| sl 2.0 -1.8 19 | 7.0 4.5
9| 3.0 | 1.0 26 | 7.0 0.0
1] 2.0 -1.0. 28 | 3.0 4.0
18 3.0 | 1.0
23 | 2.0 -1.0
25| 2.0 0.0
30 | 2.0 0.0




_periocds where the absolute amount of foreign exchange supplied remained
unchanged ovef several auctions, ;there were three discrete extended

'periods when the interauction'changes,in funds supplied netted out to

Zero. ' In Table 4 we have.ldentlfled 31x dlscrete perlods, encompassing

55 auct:.ons, where it would seem that there was a predetermined -amount
of foreign exchange avallable. | |

. The periods ideﬁtified'as ‘being asSociated'withta'predetermined sup-
: ﬁly of foreign_exchangg'do ﬁot précisely_coiﬁcide in;terms of startiﬁg
ﬁoint and dgrétion in all instances witﬁ those-periods ident;fied as
héving a'pfedetérmined demand. waever, six_of-the:seven periods iden-
tifiedfas'having a ppqdetérmined-demahd, fall within periods when the
. supply ofxforeign exchange was predetermingd._rlntali of thesé peridas'
therinterauctipn changésrin-sﬁppiy_nettéd'qutrto zZero.
| it ﬁas';rguéd thaﬁ-ifrin'apylperiéd therdeﬁand for foreign exchange,
whichrwould be predetermined,rexéeeded the éupply; atreach successive.
 auctioA,7the lévei of-unSatisfied bids would'rise feiativelto £hé‘total
émount bid.;'Tﬁis would contribute to an acceleraﬁion iﬁ-the rate of de- -
valuation of the currenc?._-In the period when bidding was réstficted to
presecribed Eands, this argument woﬁld bé suppéfted if there was evidence
of a conéenﬁratibn'of bids towards the band ceilings and frequent upward
revisions iﬁ the bands. |

The pattern of bidding is.reported in Table 5. In the month of July,
'-ﬁhe?émount_of1fqpéign-exchange supplied,was-gble:to'sétisfy,;on<averagé,
88 percent-of demand,at the hiné auctionsrbeld. Given thé appfoximate
- jbalance Betweeﬁ,supply and demand, it was not surprising to'fihd that iﬁ
six of ningraﬁctiOns held in-that mbﬁth,-the.cléaring'raue was at the

floor of the prescribed band.

=13 -




Table 4

Periods with Stable Supplies of Foreign Exchange

USs Millions

" Ho.

2.81

o ' . Supply Range : . 'NetAIﬂter.
Period Auctions | Min. LMag.‘ Mean Audction Change g
July 3 - August 2 10 | 25 40 | 3.3 0.0 0.40
August @ - September 11 BT “"2;5' 6.4 - | 3.91 0.0 .25
;Septéﬁﬁér 13 - September 27 5 2}0 l2.dr Z{b 0.0 | 0.0
October 2 - October 23 6 2.0 3.8 ‘2.63 0.0 - 0.69
October 25 ~ November 27 10 2.0 - 2.0 2.0 | 0;0 0.0
‘ﬂoveﬁbeg 29'— January 31 14 2,0 4.7 0.2 0.75




Percent

Table 5

Pattern of 3idding and Percentage of Bids Satisfied

78.9

) Above Above -
] Ahove Previous : ' . Above "~ . | Previcus
-Auction Band At Band | Clearing | % Total Auction Band At Band | Clearing | % Toral
Date Mid=-Point |Ceiling Rate Sarisfied " Date Mig-Point | Ceiling Rate Satisfied
Tuly 3 47.6 39.4 | 73.3 88.2 | November 1 |.. 98.4 95.0 | . 0.02 16.1
5 30.3 36.3 |- 70.5 .|  100.0 6 98.7 98.5 0.02 12.1
‘10 19.3 10.8 | 64.4 87.5 “ 8l B33 80.7 | 83.3 12.7
12 22:2. 22.2 | 82.9 100.0 13 | 100.0 | 100.0 0.02 10.6
17 25.6 .| 24.6 75.3 - 84.2 15 99.4 99.4 D.pa 10.0
19 32,7 30.4 | 88.9 - 83.3 20 | 75.3 74.2- | 5.8 10.5
24 | 49.6 36-2 | 90.8 70.0 211 997 | 9.1 | -0.0° 10.7°
26 | 55.8 47.4 63.4" 82.2 27 100.0 100.0 -0.08 10.0
31 52,2 39.2 | 68.6 100.0 29 N/A WA 61.9 62.5
July Av. 37.3 | 312 88.4 - | NovemberAw:*{ 94.4 1 | 93.4 1.3
Avgust 2 48,7 | 317 | 84.7 62.5 | December 4 | N/A N/A 34.8 - | - 44.8
3 89.6 3.6 | 76.6 59.2 T 6 N/ /A 55.5 78.4
14 9.7 | -56.7 | 8.4 59.7 13 | wa /a 90.3 22.2
16 100.0 97.2 | 99.3 43.9 8 | WA N/A- | 69.6 18.2
21 95.8 | 89.2 0.08 85.3 , 0 | wa N/A 58.3 41,0
© 23 7.8 | 55.3 | B6.4 ' 69.2 | December. Av.’ 40.9
28 99.0 85:6 | 94.9 429 | January 3 N/A N/a - | 19.8 44.3
_ 30 | 97.7. ] 93.9 0.02 77.8 8 | wa N/A | 49.2 28.6
August Av. 87.8 | 67.4 62.6 10 N/A /A 46.0° | 32.5
. September & 88.6 B2.5 | .0.02 | .85.0 17| w/A /A 53.7 .| 25.6
' 6 86:8 | 763 | 93.9 5.1 22 wa | wa | ss.s 33.3
11 | 94.9 94.3 | 0.08 | . 36.1 24| WA N/A | 535 33.3
13 97.2 9.7 | o0.08 | 27.0 g N/A N/A 61.4 34.9
18l | 0.9 47.2 | SL.5 18.5 31 N/A /A 73.3 32.4
20 95.4 95.0 | " 0.92 22.0 | January Av. | 33.1
25 88.3. 88.3. | 88.3 40.0 | February 5 N/A N/ 85.5 38.0
27 96,2 89.5 0.02 | 51.3 7 N/A N/A 92.3 48.0
September. Av. 87.3 | 83.5 - 39.4 12 N/A §/a 92.6 43.0
October - 2 | 916 76.1 0.02 84.0 14 /A N/a | 87.5 36.2,
4 90.4 | 80.7 | 93.9 TR 19 N/A N/A 72.9 73.7
9 '86.2 - | 60.0 [ 0.0% 53.6 .26 N/A N/ 3%.7 80.5
11 85.4 62.6 0.02 29.9 28 _W/A N/a | 55.1 46.9
18l | s2.0 | 3.0 | s2.0 38.5 | February Av. ' ‘ 52,3
23 | - 82.7 56.7 | 59.9 21.5 '
25 | 9.6 88.3 | 0.02 | 18.2
301 48.0 38.7 | 48.0 16.1
- October Av, 62.5 ~ 38.3

‘Upward Tevisiom in the band.

Previous clearing rate at band ceiling.

Excludes auction of November 29.:




In August,itbe funds provided were able to satisfy only 63 percent of

demand . In'six-df.éight auctions held during that month, in excess of -

50 percent'of the value of total bids was at the prescribed price ceil-

ing,-' The tendgncy:.fowards a conecentration of ﬁids towards the band
celling became'even more pronounced, as the shortagerof‘foreign eichange
becéme;méfe,se#ere. In September.ahd Optober;.bnly 39 percent and 38
bercenb,*rsSpectifely, of bids.werg satisfied and thiSAdeeliﬁed to 11
péfdent in Novembef. From mid September to the end of_Noﬁember, a peri=-
od during wpich'éorauctioﬁs-were held, theré Wwere fiv; upward reviSionsr

in the preseribed bands. 1In each instance, there was a massive concen=

. tration of bids at the band ceiling in tﬁo or three auctions after the

" revision.

In,the'case‘ofgthe.21"auctions, for which we have data, after the

setting of bands was discontinued,lthe continued ekcess demand for for= .

eign'exchangé'ﬁés'beflected‘in arconcentrétién:of bids at rates in ex-
éess of.the cleéfihg rate.dfrthe ﬁrevibus,auction. There were only five-
éccasions when‘léssfthén 50 percent-of bidsiwere at:fates higher than
the clearing,raté of—the;previQUS aﬁction;

The next métter_for which empirical verification was sought conecerned

whether variations in the c¢learing rate could be linked directly to the

percentage bf'bids,satisfied at a previous auction. Over the 62 auc-

tions in our sample, there were 32 occasions when the clearing rate

}depreciated;apd 9 occasions when it appreciated. An. effort was made to-

determine the-étrength of the relationship between changes in the clear-

ing rate and the'peréentage'of.bids satisgfied by estimating the follow-
ing equaztion.
.logY;= &zr_ﬁlogxt;1
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. Where Y isr the elearing rate- end,Xt_.]- r-epresents_the percentage o-f‘ sat-
isfied'bidsflegged one auction. Employing DLS the initial regreesion
covering theﬁentire sample peniod,did not yield'meaningful results.
' Since the auction rules were adgusted at the end of November, 1t was de=
_ﬂlded to re-eetlmate the equatlon for two dlscrete perlods, The flrst,?
ﬁencompassed_HT aucﬁlons-stapting with that,of July 3 -and ending with
that ef'ﬂovember_ET. The reeﬁlts are reported'belew

logf = 1.701 ~ 0.071 TogX,_, -

(47 369) (- 7 40) , D.W. = 2.183

Since thls was a perlod when blddlng was constrained w1th1n preseribed
bands, the equatlon was re-estimated - employlng a technlque ‘appropriate
_'where there are llmltatlons on varlatlons 1n the. value of the dependent
_vapiable. rThe'results, based-qn-a maximum likelihbod,technique, are.re;
pertedrbelew;‘f

1ogz = 1.780 - 0.003 logX, .’

- - 52.55) (~11.78)
It is ¢lear that fer this period changes in the‘percentage'of bids safa-
isfied was an important determinant of changes in thercleariﬁg rate,

Efforts to estimate the.equaﬁiOn for the period from November-29 to

Febfuary 28 did not Yield meaningful results. 'If wouldraepear that ex-
' pectatlons of contlnued forelgn exchange shortages was the pr1n01pal de-
terminant of changes .in-the prate. -There were varlatlons}in,thefpercent~
age of bids satlsfied, however’, the clearing r'ater_depr-eeieted siv:-eedily.

- The rate of'change was elearly independent of these variations.

- 17 -




Y

‘4. THE IMPACT OF THE AUCTION ON RESOURCE ALLOCATION -

In view of‘thg fact that the auctiqh was introduced at' a time of for- °
eign exnhahgé shortagé our aﬁalysis in the pre?ious section suggests
‘that there would be an. 1mmed1ate rapid devaluatlon of the currency. In
principle, thls early devaluatlon should have prov;ded an incentive for
pr'oducers to dir"ect more resources towards eXpor.ts ‘and the- production of
-goods for the home market, which economized on the use of 1mported in-
puts. The steady devaluatlon of the currency 1ndlcates that the auction
.has,ﬁ;t made a smgnlflcant contribution towards'deallng-w1th the basie
factors béhind,the SQarcitf of foreign Qxchange.

There arelcertain struétural characteristiés éf-the Jamaican econoﬁy
which wouldkfgnd torweaken the poéential impact of currency devaluation
- én resource allqéatioﬁ. ?he leading traditional exportsg sueﬁ-as alumi-
na, andxsil;ga_rf., 'afrerl-ar'i'ced ;ini-:e-rpatidr_lally. In a‘c_iditioh, with the excep-
tipﬁ qf-doméstic'food prpdﬁctiqn, allrother'productidﬁ activities in-
-volve a:vépy_high'import'gontent. As-a result the cost raising‘effecﬁ
of currehcy deﬁa;ﬁation would undermine any potentiél édvantage whiph
might arise ffom,a‘lower-external value:for the currency. 1In the case
_ 6f;the internatibnalxy priced commodities, the benefits of increased
earnings in iocal qubrencj would also be modified bf the higher cogts.7
Fufthgrmo:e, théré wWere a number‘of exogeneous developments, which not
.oﬁly had: a direct negative. impact on the'coﬁntry's international pay-
‘ments, But,{wheh.éémbinéd with.thé aforementioned.structural_factdrs;
further un&ermined any poteﬁtial benefiéial effects of ﬁhé auction. The
'-prinéipal éxogeneéus deVelopments were the sharp.decline in the bauxite/

alumina industry and the IMF poliéy directives, which the government was

..-18..




forced to pursue in order to secure balancé df:payments support from
that agencry.;' |

The decline in the bauxite/alumina iﬁdustry can be traced to éhe,gen- .
erél state of rdepr:ess:i-.on in +the -international mar‘kgt. for aluminium.
This sector had been ﬁhé principal contributor to the country's foreign
exchéngé‘earnihgé aqd.consequeﬁtly, the.réductioﬁ1in earﬁings associated
with its Aecl-ine,c'oulq not be. easily offset.in tHe -short term. Given
the way in which thé~auction was structﬁréd this logs of foreign ex-
change would:noﬁ onl&'cqntribute to additional shorﬁageg and downward
ﬁressure oﬁ ﬁhe exehange rate,_but would also likelj generate expecta-
tions of an'inévifab;e continued devaluatibn of the currency.

'Apart ffoﬁ the impactrof the‘sé;torsdgciine on the country'é foreign
.ethangg-eé%nings, iﬁ,aléo had an-imbortant impact on'the'gofernment{s
f'iscal boéitiqﬁ. _Thisiﬁbok piéce at a time when the governmeht had .come
: tb_aﬁ agreemént1§ithfthe IMFito pﬁrsua pbliéies,éf monetafjrandifiséal
, restraiht,:,Lésing‘awméjor'source cf revenue, at S;time when- it ﬁas-re-

-quired tormeet,spECific_targets with respect to thé-fiscal deficit and
7 bdrrowiﬁg ffdmrthe_ﬁanking system, meant ﬁhat even more restraint had to
-berappiied ;n order_to reach the targets. Moreover, given the lgvel of
external ert_of-the-cehtral épvernmentrand thé’foreigh exchange re-
quireménts '-‘-for'r'rthe opé'r‘ation of the public utilities, the level ,of.‘ the
‘exchange rate had an important direct impagt on the goﬁernments'fiscél
position. fStébiiizatiqnhofathe,éxchangewrdtefthénubeéame:aqmajor;gov—
ernment objective; in tﬁg absehee of abaﬁdoning the-auétion; such:sta-
bilizatioﬁ ébul& only be achieﬁed througﬁ applying rigid controls on the

growth of aggrégate demand.
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Intfoducing the auction at a time when the bauXipe/alumina industry,
the:singlelmost imﬁorﬁaﬁt contributor to ﬁhe cquntryfs foreign ekchange
earnings, was;in a severe state offdepression and given the other fac-
tors cited abﬁ}e,_could onlj sefve to limit any potential for stbuctural
,Jadjﬁstmenﬁ. Between'ig?? and - 1983, the bauxite/ﬁlumina Andustry eoﬁ—
tributed betwéen'#4 and'57-pereenf'§f ihe_ﬁqﬁntry’s foreign exchange
earnings from é#quts of goods and services..-However, in 1983,'f6reign
exﬁhange iﬁfloﬁs associatedrﬁith the operatioh of-th§t sector amoﬁnted
to Only-SQ perdent of ‘that contributed in‘1980.8 Aithoﬁgh there wéé some
imprpvement iﬁ béuxite exﬁorfs in11984, they. were still beibw that of
1980. Moreover; aluming exports in that year amouﬁted to oniy 60 per-
éent'of thervaluéfof exports'in"{QBD.g In addition, 1984 witnessed'the'
,wiﬁh&réwal oszeyﬁoids,fr&n operations in_ﬁhe;country. -This ﬁas fél—
1dwéd_by Fhe,déciSion ofrAlcéa-in-Febrﬁary.df-iQBB;;to discontinueEOpér—
ations. However; their operations were subsequéntly'taken'over by the
'governmenﬁ, with Algoa conducting oberations ﬁnderra'managemenﬁ con~-
tradt. | | | |

Giﬁen the imbaét of all of theéé developﬁents on the supply of f§r-
Veign exchaﬁge;‘déwnward ﬁovements in'thereichange rate was unavoidable.
Thergsvernmént, given its fiscél’problems, reécted by employing dem;nd
" management to ease the pressure_on'the exchange rate. Starting in 1984,
ﬁhe_govehnment;bursued an igereasingiy restrictive monetary policy in an.
'effoft{ﬁo-curb1demand. _This approach néflected the;governﬁentJS'view:
thaﬁraccess-ﬁo,bank:crédit was»ét the'ﬁasis pfAthe exchangejrate prob-
1em.10 Iheré hafe been dramaﬁic'increases,in interest rates, as well as,
in césﬁr reserves and liquid asset reaquirements for the coﬁmercial

banks;11
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These,measures Were, however, dealing only with the symptoms-rathér
than the fundahental causes of the problem. Increasing the cost and re-
'“duqing'access £§ prédiﬁ, made it more difficult fdr investors ﬁo engaée

in the new export aétivities, which were_essehtial if'the country was
~ever ﬁo éscape"the;foreign exchange conétraint. Indeed, the cost of
bredit, eomﬁined with the cos£ raising_efféct of thé;devaluétioﬁs-on
,-prodpction, discouraged all'types of'productive actifity.jz'The failure
- to-deveiop nev exports meant that there were_constént:shértages of for- '
'eién éxehahgé and - downward préssureron ‘the exchange'raté. This, in
ﬁurn,_eﬁcouraged thergovernment to éﬁply even more sévere restyictions

in an effdrt to stabilize the rate.

5. ALTERNATIVES To THE EXCHANGE AUCTION =~ ,
"ffhe Jamaidan‘econoﬁylcannot red@cé'ité-ﬁeavy‘dépendence on imported
inpuﬁs in the‘shqr£ term. There are aiso; no signé,:that,there-will‘be
' an;earlﬁ méjor récateryrin £he'bauxife/alumina industry. Given the
likelihood of argoﬁtinued scafcity of foreignrexchange'over'én indefi-
ﬁite'period, thé quntry requires- an éxchange raté systen which embbdies‘
£hé following qhafactéristics. It . should be suffiqiently flexiﬁle to
help ma;ntain aﬁ éppropriate international valﬁe'for the currency;'whiCh
‘would be consispént;with encquraging the devélopment of exports. _At the
-samentime;'iﬁ;shoﬁid also be structured to avoid the destabilizing ef=
'&feéts;ofxuncentaintiesisurrounding the'ofdériof;magnitude*df:chénge;in
the exchange rate-frdmrperiod to period. :

Thé most effective‘waj §f aéhieving'this goal would seem £o rest in

the introduction of a crawling peg system. .There are two variants of
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thé éystem whiéh have been-useq; .There is the éo'called "agtive! crawl,
where the goVerﬁment announces in ad§anc§ thé rate at whiehrthe éurrency
will be devaluéd oﬁef several months in the future. The altern;tive is
what ié knoﬁn as‘tﬁe “decision variaht"_crawl,,where'the authorities:ad-
just‘the réte,on_fhe bﬁsis of their own subjectivg,judgement aé to the
.ﬁiming and amount of:the reguired change.13 The latter variént would
lclearly be:pfeferable.in the Jamaican context, Since it would leave‘thg
government With a greater.degree‘offflexibility in its management of the
econbmy; Moreover, there ié substantiai'évidence to,suggest that fhé
system'madé aVpoéitivencpntriﬁution to the success achieved by countries
_Sﬁch aserazil and tolombia in expanding and diversiffingitheir eX-
" ports. tH | |

 The establi;ﬁmgng'dffthis'tYPQVOf=excﬁange'rate regime wduldrreéuirer
- a feintrqductidﬁ of formal-conﬁrols,—such:as iﬁpobt 1icénses, to guide
 ;§he alldcatidn.ﬁfrfﬁreign exchange. Thé_nominal allocational neutrality =
 :of.theJauCtion-syStéﬁ.is freduéﬁtly cited to be oné of its major assets.
.However,_the aﬁcéion-system has replaced'SElective allocation wiﬁh gen-'
eralrdéﬁand managéﬁeﬁt. It_wouid éeem ﬁé_be mqstrunlikely, that the
costs—oflselectiveLintefvention aould be greafér tﬁan the éosté associ-

- ate¢ with the application'of exﬁra'ofdipariiy restrictive monetar& poli~
cieé duringrthe'éourse.of-IQBM,aﬁd 1985. Moreovér, the Jamaican auction
~does “not function'in'the manner of a true auction. A-true auction en-
- sures thatfa;écafce'commodity wil;jgb-to the}partidipant whe-will put it
to ité most producﬁivé use. To that extent an auCtion is a highlﬁ effi=

- clent means Qf éliocabing-a spérce resource. The Jaiaican auction pre-

vents individuals from bidding for foreign exchange prior to undertaking
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-albaymént Obligation-in fOréign curfency; ConSéquently, moét partici-
-pants in the auctlons are 11kely to con31st of those who are able to
pass on unexpected costs assoclated w1th the - purchase of forelgn eX~

~change. Ihe.ability to. pass on ‘such costs will be~determined by the
) cohpetitionrwhich such individuals would facé in marketing*their'prdd-
ucts. Exporters, who have Lo .face 1nternat10nal competltlon, could not
_,assume that they could easily pass-on‘any addltlonal COStSAaTlSIng from
' thglr hav;ng:to pay higher than ant131pated priceq fog foreign exchange.
On-the other'hand, distribﬁtors of imported consumer products would. be
- in a much strbngéf position to make such price adjustments. The Jamai-
ﬁan.auetioﬁ, as currently stfuctured would-seem to_embody an anti export
biag and, in light:bf the counthy}s econoﬁio problems, it is-annineffi-

" eient sYstem,fob-allécating scarce. foreign exchange..
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10.
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12.

NOTES -

See Mlnlstry of Finance and Planning, Mlnlstrx‘Pap r No. 43, Novem~

ber 1983, paragraph 9

- At the initial -auction the rate was J$3.15 = $1 US. By October

24th, 1985fthe rate was J$6.40 = $1 US.

The operating features outlined in this section were derived from
the Bank of Jamaica News Release January 16, 1984,

The initiel'band was J$3.00 - J$3.30 to $1 US.

Bank of Jamaica, News Release, March 16, 1984.

~ The' Bank of Jamaica would subtract from the foreign exchange sup-
. plied by the commercial banks an amount of funds to help meet offi-

cial debt service and other public sector external payments obliga-
tions. 1In addition, at each auction, a certain percentage of the
pool of foreign -exchange would be set aside to satisfy demands for
educational, health and travel allowances. This would be allocated
on a pro-rated basis among .the banks. :

The exception would be the bauxite/alumina industry. Since the
firms in that sector have to bring in funds to cover local operat-

“ing costs, the devaluatlons .would aetually lower their operaling

costs.

These estimates were based on information contained in the Foreign

" Exchange Budget. See Bank of Jamaica, Report and Statement of Ac-~
'.courts,-Annual. S '

See. Bank of Jamaica, Balance of Payments of Jamalca, 1981 and Re-
port and Statement of Accounts, 1964.

This view was repeated in several Bank of Jamaica publications.

See for example Report and Statement of Accounts 1984, p. 2, and An

Overview of the Jamalcan Economy ‘in the First Quarter of 1985, p.
3- , )

The prime lending rate rose from 13% in4Januafy'1984;t0f23%rin
April .of - 1985. Cash reserves requirements were .increased from 5%

" in February of 1984 to 20% in July of 1985. Liquid asset require-

ments were increased from 36% in February of 1984 to 48% in April
of 1985. See Bank of Jamaica, Statistical Digest, July 1985, Ap-
pendix II. : : ' . '

Real GDP was estimated to have expanded by 0.5 percent in 1984,
The manufacturing sector registered a decline of 5.5 percent, the
bauxite/alumina industry also declined by 277 percent. Non-tradi-
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 tional exports which would be the key element in measuring the ex-

tent to which progress was being made in the direction of structur-
al adjustment declined by 13.4 percent in 1984. The only sector
which showed strong growth was the domestic agricultural sector.

Bank of Jamalca, Report and Statement of Accounts 1984, pp. 4 and
8.

e

R. McKinnon, PMonetary Contrbl and the Crawling Peg," in J. Wil-
liamson (ed.) _Exchange Rate Rules. The MacMillan Press Ltd., Lon-
don, 1981,

See K. Lendt dr.,'"The Brazilian.uzyerlence with the Crawling Peg,"
and M. Urrutia, "Experience with the Crawling Pet in Colombiz," in

Willlamson, op. cit.
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