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The early successes of the monetarist revolution in economic
theory were confined primarily to tre analysis of monetary equilibrium
tn the context of a closed economy. In recent years, however, exten—
ston of the main ideas to the analysis of open economies has brought
writh 1t a fundamental reinterpretation of the nature of internaticnal
equilibrium. There has been a revival of interest in the monetary
nature of balance-of-paymente disequilibria, and an accompanying
restoration to tne jorefront of‘balance—ofhpayments aﬁalysis, the
classical emphasis on conditions For monetary equilibrium in a grow—
ing world economy. Portfolio choice considerat;ons have become
formally incorporated into the theory of internatioral adjustment,
and the rate of domestic credit ewpansion has become the central
theoretical relationship avound whichk to organise thought concerning

the conduct of balance-cf-paymente policy.

Yot these advances in payments theory and policy have not
been accompanied by any alterations in the methodology of balance~of-
payments accournting, nor have publisned analyses of balance-of-payments
performance in the region been couched in a modern theoretical idiom.
Pronouncements on the balance—of-payments remain precccuptied with
the behaviour of the current account and income—sxpenditure rela—
tionships. They direct attention to the components of aggregate
demand; prominence is given to the effects of relative price changes

on international trade flows, and the importance of foretgn invesiment

£ 5] O p o570 prOp S TRy ST G cu:,LJ,m:'é;)Qié;}uc:eg /‘?;754
/



tn finaneing imbalances 1§ stressed, Constderations of portfolio
equilibrium are ignored, the monetary implications of disequilibrium
behquiour overlooked, and balance-of-payments deficits and surpluses

treated as if they represented restdual onws.1

Tn this paper, we offer an alternative interpretation of
tie balance-of~payments performance of the Commonwealth Caribbean
countrizg over the past twenty years. Our analysis emphasises the
monetary nature of balance~of-payments outcomes, and hence <s in the
tradition Degun by Hume [8] , but given its modern treatment in the
work of Polak [17} , Mundell [14, 15] , Johnson [10] and their
asscetates [7]. Section I provides the theoretical frame-work for
our discusston by summarising some of the main analytical proposi-
ttons of the monetary approach to balance-cf-payments analystis,
using a very simple model of the world economy to eapture the essence
of monetarist conclusions about the forces influencing international
reserve flows. Section II reports some statistical tests to determine
tne empirical relevance of this approach to the case of the
Conmonwealth Caribbean countries. Specifically, we demongtrate the
validity of monetarist assumptions about real world behaviour in the
Caribbean context, and determine the relationship between the
balance~of-payments and the rate of domestic credit expansion.

Section III summarises our results and discusses some implications

of our analysis for the formulation of public policy in the region.



The basic analytical proposition of the monetary approach to
balance-of-payments theory and policy is that balance-of-paymente
defieits or surpluses, and exchange rate movements in a world of
flexible exchange vates, both reflect a condition of stock disequi-
librium in the market for money. In principle, such a disequilibpium
could be produced either by parametric shifts <in the demand.fhnction
for money, or by autonomous changes in the quantity of money supplied.
The monetary approach hovever, followg the modern quantity theory in
asserting the empirical stability of the demand function for money.
Fortunately, ertensive empirical analysis over the past twenty years
has demonstrated very conclusively, that the stable demand fimetion
for money postulated by Hume and the modern monetarists, does indeed
exlst for a large number of countries, with different <nstitutronal
framevorks, over different historical periods, and, which s more,
its characteristics are independent of the method by which changes

in the money supply are generated.

Givern a stable demand function for money, disequilibrium
in the market for money could be produced only by variations in the
quantity of money supplied. In any country, the nominal stock of
money can be defined as betng equal to the swm of the cowntry's net
hoZ&ings ef foreign exchange reserves, and the level of eredit
extended by the banking system to domestic borrowers: this is the

well--known monetary survey identity.s Period to pertod changes in



the mongy supply can therefore be written as the sum of its two
source components viz

A’Q = AR+ AD
The change in the foreign source component AR ig by definition equal
to the balance-of-payments. As such, unless the level of domestic
eredit outstanding aluways varies systematically so as to offset
movements in reserves, the balance-of-payments will always have a
primarvy impact on the money supply. Reserve inflows will increase

the money supply and reserve ouiflows reduce it.

The mornetary approach however gives prominence to the
behaviour of the domestic source component AD, and does so for two
tmportant reqsons. In the first vlace, 1t is the deecision variable
of monetary poliey. Although reserve flows could be influenced

directly by actions of the policy authorities (e.g. through changes
in the level of overseas borrowing and lending), by and large, the
dominant monetary policy instrument directly under the control of
the authorities is the level of domestic eredit and its rate of
echarge 1.e. the rate of domestic credit expansion. Secondly, and
far more important, in terms of full-equilibrium comparative
statics, reserve flows are completely endogenous. As the analysis
will show, movements in preserves are a passive concomitant qf‘moneé'
supply changes, beting merely a part of the adjustment mechanism by

which a disparity between the extsting stock of money and the demand

for it is corrected.



o

Suppcse, jor ewvample, that from a statz of Ffull mulii-
market equilibrium there was an increase in the money supply of some
country, say Country 4. Residents ir 4 would now Ffind that their
actual money notdings ars in excess of the desired levels, and
accordingly, would make some adjustments in an effort to restore
portfolic equiliirium. Thz cract process by which they do so
remaing a matier of corntrovcrsy, and the empirieal evidence on the
question seems open to clizrnaiive interpretations. Most economisgts

-
however would agrez that restdenis in A would alter the stream of
theiy exrardiiure~ and »n:oeizts by rumiing down their excoss cash
kalancec throvnh the ~urchase of rzoal ard financial assets. And,

» I ~

whieh 15 the crucizl curgicorsiion For Dalance—cf-payments analysis,
the mankets in wnich trnece transaciions couid take place are not
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the trnzrecced demarnd jor nerwmoney essets i A will normally serve to
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inerezse the level of ncwinal inmeome. But if we assumed either that
output and crplogment tond Us yull-cmployment levels, or alternatively,
in the spociai ecse of less—developed couniries, that structural
rigidities, markel umbalances aid production botilenecks preclude
output incraases, then the effect of the increased aggregate demand
would bz to creaie pressurzs for the prices of real and finaneial
assets in A to ricz tn tke shori-run, relaiive to prices 7n the rest

of the world. As such residenic in A would be encouraged to reduce

their purchcces cnd increase their sales in home markets, while at
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the same tims, vesidente in the rezt of the world would be
egncouraged to reduce their purchases from and inerease their acles to,
Country A. In fact, in classiecal aralysis, it was these divergent
movements in national price levels which gave rise to equilibrating
changes in trade flows, with consequential changes in the balance-

of-payments and national money supplies.

The monetary approach however mphasises these relative
price adjustments, and asserts instead the essential unity of the
world's commodity and security markets. fhis 8 an heroic assump-

ton, for if true, it would imply that the output, price, and
interest-rate changes which classical analysis holds necessary for
the restoration of monetary equilibrium arz not really needed. Money
flows themselves will suffice. UNevertheless, modern monetarists find
much justification for the assumptiak: At one level of analysis, it
8 argued that as a purely empirical matter, there ig a demonstrable
Long—run tendency towards purchastng-pover—-parity among countirres.
Over long periods of time, changes in exchange rateg tend to offset
changes in relative price levels, and there is now abundant evidence
that over the long-rm, price movements around the world have been
charactertsed more by their parvallelism than by their divergence
{137, [21]. The monetarists contend that since under a system of
fixed exchange rates, price levels and interest rates must in the
long-run move rigidly in line with onz another, balance-of-payments
analysis should accordingly focus attention on the long—run equili-

brium price relatiosnhips and assume perfect commodity arbitrage.




But going further, it is asserted that even in the short-

run, these relative priece adjustments ave unlikely. Because there

are high elasticities of substitution among countries for most
tradecble goods and financial assets, and because world markets are
highly <integrated, a sinagle price must necessarily prevail in all
markets for goods and assets that are close substitutes for one
another. In the short run, the forces of competition will serve to
quickly and directly eliminate changes in relative prices, and 1t
ig these attempts tc arbitrage potential inter-cowitry price and
interest-rate differentials that are the driving foree leading to
the reduction of money balances and the associated temporary

balance-of-payments deficit.

The adjustments described above will be captured in the
balance-of-paymente statistics as an overall deficit in the trade
and eapital accounts. The defieit represents an exchange of money
balances by residents of country A for goods arnd assets supplied by
the rest of the world. The foreign recipients of these balances will
surrender them at their own Central Bank for domestic currency, and
the Central Banks abroad will in turn vedeem them in country A for
primary reserve assets. Stnee these reserve assets are one component
of the money supply, the end result of this chain of transactions s
the restoration of monetary equilibrium in country A through the

reduction of the money supply back tovards its original level, albeit

with an increase in the money supply of the world as a whole.



In swmmary then, the essence of the monatary approach to
balance-of-payments analysis is the proposition that the transactions
reported in balance—of-paymenis staiistics reflect in the aggregate,
portfolio deciaicne by domestie and foreign ecoromic units to remove
disparities between actual and desired money holdings. Anmy recorded
deficit or surplus (or exchange rate change in a world of flexible
exchange rates) represents g phase in this automatic adjusiment pro-
cess, and mnust therefore be trarnstent in nature unless stock
disequilibrium is continually being recreated through domestic credit
policy. Over time, continuous Tncreases in the level of real output
will ereate a demand for a growing stock ¢f real and therefore of
nominal money balances. This may produce a continuous flow
disequilibrzum, but a balance-of-payments defictt will emerge only
tf domestic credit expands at a rate sufficiently more rapid than

~ R . 4
that of output at congtant prices.

These conclusions can be derived move formally from the

follewing simple two-country, one commodity model of the world

gconomy:'s
My = KPy ; M*, = K* P* p* (1)
P = P#q (2)
;MS=R+D;M‘*S=R*+D* (3)
My = Mg s My = M"’S (4)
=R =H=B = ~gH* = —qi* = ~qipt (5)

FE =Py ~H; E*=P*yt-pgt {6}



- — 1 . gE o= % - gk
H=a (MD P!S) s i B (ﬁffD h‘s) (7}

where a dot over a variable trdicates its rate of charge, an asterisk
indicates variables for the rest of the world, and

My = desired level of nominal money balances

k = desired ratio of money to income

P = domestic price leval

y = the level of real cutput

|
7 = domestic currency price of foreirgn exchange
Mg = nominal quantity of money

D = demestic source component of the money supply

R = international source component of the momey supply

U
1

trade-balance surplus or defictit
E = degived level of nominal expenditure
# = flow demand for mongy

a, b= domestic and foretgn rates of adjustment of
actual to desired nominal money balances.

Equattions (1) describe the demand funetion for money. They
are written in Cambridge cash-balances form, and are assumed to
embody the neutrality assumptions of classical monetary analystis.

The level of real output 1s exogenous to the system, gtven by the
general equilibrium of the commodity markets. ALl prices are assumed
completely flexible, and k, the velocity relaﬁionship 18 assumed to

be an empirically stable behavioural parameter. Equation (2) reflects

the assumption of perfect commodity avbiirage, ensuring that in the

absence of barriers to trade, a single price would previal in
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integrated world markets. Equations (3) give the moneiary survey

identity defining the money supply in terms of its two source comro-

t~d

e

nents, and equations (4) provide the condition for equilibrium in

the money market,

The remaining equations dyncmise the system. Equation (§)
deseribes the automatic adjusiment process; since we assume that the
mongtary authority abstains from changing the level of domestic
eredit except as it 1s necessary to maintain a fized ewxchange rate,
the rate of increase in the money supply is given by the balance-
of~payments (definitionally equivalent to the change in the
country's stock of reserves), and the equation spells out the
feedback mechanism from the balance—of-payments onto the domestic
money supply. Equations (8) show the interactior between the money
market equilibrium and the real sectors of the economy, while
equations (7) definz the flow demand for money as the difference

betweegn the desired and actual stocks of money held by the community.

This gimple gemeral equilibrium model <z sufficient to

teld all the baste analytical propositions of the monetary approach ——
that changes in the exchange ratz will not sysiematically alter

the structure of relative prices between domestic and foreign goods
and will have only a transitory effect on the balance-of-payments,

that monetary policy can have no lasting effeet on the general
equilibrium of-tke reql economy under fimed exchange rates, and that

a country'’s paymenta position ts determined fundamentally by the

nature of the equilibrium in the mavket fFfor money. It must be



...11...

contrasted with traditional models for balance~of-payments analysis
which make changes tn the terms of trade a significant element in the
adjugtment process, which implicitly assume that the monetary authori-
ties ean sterilise the tmpact on the domeatic money supply of
regserve flows arising from payments imbalances, and which aceord to
Foreign repercussions the status of ‘second-order effects” influenc-
ing the magnitude but not the divsetion of disturbances and policies

in the domestic economy.

The model could be brought closer to conformity with the
real world by externding <t in several ways. The classical supply
Furnction of real output embodied in equation (1) could be replaced
by an elastic supply function, making the level of real output an
endogenously determined vavriable. The spectrum of financial asgets
could be broadened to include bonds or other itypes of interest—
bearing securitieg, thus transforming the money-market equilibrium
into one that incorporates all financial assets. And the high
degres of aggregation employed in equation (2) could be relaxed to
allow for the existence of traded and non~traded goods. Although
these extenstons and refinements will naturally introduce some
qualifications of the monetarist comclusions, none of them will
alter the basic qualitative result — the balance-of-rayments will
rematn dependent on the state of equilibrium in the market for

money .
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tantpulation of the gimple monetary model described above
would make clear the critical role played by stability of the demand
function for momey in deriving the main analytical eonclusions of
the monetary approach. That assumption 1g empirically testable, so
before we examine the accuracy ci the model's predictions in the
Cartbbean context, we should first determine whather the a priori
empirical presumptions of the monetarists can in fact be supported
by the available statistical evidence. Unfbrtunateiy, empirieal
work on the demand Ffunetion for monzy in the region is scant. The
only extensive study reported in the literature has been that of
Bourne [2], but even then Bourne confined his attention to Jamaican
data, and his study did not directly consider the question of stabi-
Lity in monetary velocity. M2 report some new results here, drawing

heavily on an unpublished man§$cript of this author [18].

4 behovioural relationship is said to be empirically stable
if 1t can be relied on to generate empirically consistent yelations
which remain the same from time to time. Formally, the parameter
estimates should be independent of the sample period employed, and
the ability of the regression equation to prediet out-of-sample
performance should be consistently good. We use both methods here,
following a test suggested by Chow [4] to determine whether the
regression coefficients in our estimated relationship are sensitive

to changes in the somple peéiod and the sample size.
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The availability of data has forced us to limit our enquiry
to Guyana, Jamatca and Trinidad and Tobago over the peviod 1953-74.
Data was drawn primarily from various issuzs of International
Pinancial Statistics. Money is defined broadly to include time and
savings deposits (lines 34 and 35 IFS), the inccme variable is Gross
National Product at curvent mavket prices (line 99a IFS), and it is
assumed that the opportunity coats of holding cash balances can be
represented by the Treasury Bill Rate for Jamaica, the Britigh Bill
Rate for Guyana and Trinidad and Tobago. The appendiz to this paper
summartses 12 regressions run over the sample pertod for the three
territories involved.s The sample was broken at a priori chosen
points and the parameter estimates acrosg the various sample periods
tested for consistency. Test A considers whether the demand function
for money changed between the two time periods, while Test B deter-—
mines the stability of the regression coefficients as the sample

gize 1ncreqses.

The results of these Chow tzsts are summarised in Table I
which compares the theoreiical value of F0.05 with our calculated

F—l”a'f:’l:ﬁ .



TABLE I: CHOW TESTS FOF MONETARY STABILITY

|
TERRITORY p-grarrsTre | To.0s | mEsurr
{
CUYARZ
TEST 4 0.62 3.48 | STABLE
TEST B 0.74 3.48 | STABLE
JAMATCA
TEST 4 1.20 5.11 | smaBLE
TEST B 1.67 3.11 | sramie
TRINIDAD 4ND
TOBAGO
72T A 4.43 3,11 | uNSTABLE
TEST B 1.98 3.11 | smprz

The table shows that in all three territories we can firmly reject
the hypothesis that the demand funetion for money is sensitive to

changes in the sample size. For Jamaica and Guyana, we can also

reject the hypothesis that the function is sengitive to changes in
the sample period, but 1t appears that in Trinidad and Tobago, the
demand function for money changed between 1954—64 and 1964-74., Ve
suspect however that this perverse result is traceable (data limi-
tations agide) to misspecification of the function i{tself. In the
later pericd, there is noticeable positive autocorrelation in the

reatduals, and our prozy for the opportunity cost of holding money
tg never statiastically significant. Experiments with other specifi-

cations of the demand junction were equally inconclusive. We

therefore wish to reserve judgement on the stability of demand for
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money relations in Trintdad and Tobago, while accepting the validity

of the monetarist assumpiions in the case of Gupana and Jamatea.

One further vreliminary point. The assumption of perfect
commodity arbitrage in world markets implies that under fixed sxchange
rates, the rate of inflation in the region will be exogenously deter-
mined since these territcries are far itoo small to have any noticeable
Tmpact on world prices. We ran a regression using annual rates of
ehange in the Jamaican consumer price index as tha dependent varia-
ble on the armual rate of inflation in the 0.E.C.D. countries as a
proxy for changes in the world price Ievel.? Our estimated coeffi-
etent on the rate of world inflation was significantly different
from its hypothesised value of unity. However, a one-standard-error
ceonfidence region for the bounds of that estimate did include unity.
We should therefore note that although perfect commodity arbitrage
18 not vitally necessary to establish the monetarist results, we
could nct firmly reject the monetarist presumption that the region

18 but a small part of an integrated world eeonomy.g

We turm now to an empirical test of the monetarist predic-

tions. We assume that the demand for money can be written as

_ a .B
My=Py i (1)

the supply of money is given by

M,

ir

=R +D (2)

and the money market equilibrium condition is

Moo= A
HD 1-5’3 : (3)



Substituting equations (1) and (2) into (3), differentiating logarith-
mically and collecting terme yields

B
R+DdlogR=dlogP+adlogy +8dlogi+R+Ddlogh

(4)
This equation s estimated in the form
J

R D
R+0dlogR = a, + aId log P+ agd log y + agd log i +ay [R+Dd log D]

oy

+ g rt))

where e 1s the stochastie disturbance.

The estimated coefficients ays g and a, represent
respectively, the price -, income -, and interest—elasticities of the
domestic demand for money. The standard homogeneity postulate of
monetary theory tmplies that ay should be pogitive and equal to unity.
Pregvious empirical work on the demand for money suggests that a,
should be pogitive and in the neighbourhood of unity, while ay should
be a small negative number. The monetary approach predicts that the
esgimated value of the coeffictent on domestic eredit expanaion
R + D d log D should be - 1, Z.a. a §1 increase in domestic credit

would lead, ceteris paribus, to a $1 decline in international

reserves [11].

We estimated this equation for Jamateca using yearly obser-
vations over the period 1953~74. Our results are swmmarised in

Table II.
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TABLE IT: INTERNATIONAL RESERVE FLOWS IN JAMALICY
2, 2y P a3 %y % |p.w | S.E.E
- -— a0 - s —
1953-74 | ~7.292 | 1.214 | 1.086 | ~0.432 | ~0.870 |\ ool ot o o
(0.555) | (0.15¢47)|(0.142) | (0.089)| (0.022)
- - - - A
1963-60 | ~7.749 | 1.600 | 0.871 | ~0.132 | ~1.062 |\ ool 2 a2l 5 pasa
(4.48) | (1.232) |(0.242)| (0.139)| (0.102)
1962-70 { ~8.520 | 1.545 | 0.976 | =0.122 | ~0.878 | o oo | o] ool
(0.671) | (0.505) | (0.358) | (0.143)| (0.053)

Thres equations ars reported: one for the entire sample and two for
sub-pertods, the sample brokem by the year in which the Central Bank
of Jamaiea was established.y The results conform closely to our
expectations. The hign R2 show that therz is little unexplained
variation in our specification of the reserve Fflow equatiorn, and
autocorrelation in the restduals cannot be detected, In all three
periods, the income-elasticity of the demand for money was of the
right sign, statietically stgnificant, and within one standard-error
of its hypothesised value of unity., The price elasticity was also
of the right—-sign, close to unity, but was rnot significant in the
pertod 1953-80. The interest—elasticity had reasonable valuecs and

was of the right sign, but was not significant in the sub-pericds of

our sample.

Our main interest however is in the value of the coeffi—

cient on the rate of domestic credit expansion. In all three
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equations, this coeffieient is highly significant and is of the
expected sign. It is within one-standard error of its hypothesisad
value for the period 1953-60, but falls just short of unity for

both the period 1362-71 and the sample period taken as a whole.
These results are to be expected for in the later period there were
two minor forces at work helping to absorb any excess supply of
mongy. Our model containg the implicit assumption that the restora~
tion of portfolio equilibrium takes place within a single time-period,
in our case, one year. Thig assumption is unduly restrictive, for
obvtously it takes time for holders of money balances to become
aware of changed economic circumstgrces. In the later period not
only may there have been slower adjustment in the presence of dis-
turbed foreign exchange-market conditions, changes in effective
exchange rates themselves also made for a less than proportionate

decline in international reservz flous.,

It was not possible to estimate an identical equation for
Guyana and Trinidad and Tobago. /A long enough series on domestic
output at constant pricezs is not available for both territorizs, and
in Caribbean—type economies, we consider it methodolegically improper
to deflate domestic output series with consumer price indices. Ve
therefore made use of the homogeneity postulate, and assumed that
the demand for nominal money balances can be written as a function
of the level of nominal income. The reserve flow equation wvas then

egstimated in the form

R D
R+Ddlog R = a, + a, d log y + a, d log 1 + a; R+D dlogD+e
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Those estimates are given in Table IIT. Once again, the

ABLE ITI: IHTERNATIONAL RESERVE -FLOWS IF GUYANA AND TRINIDA

TERRITORY 4o a4 %y a3 2| ow sz
GUYATA
1956-74 ~3.551 | 1.201 | ~0.295 | -0.802

0.954 | 1.26| 0.1464
(0.355) | (0.208)| (0.214) | (0.059)

TRINIDLAD AND
TOBAGC

1963-74 ~2.4280 1.990 | -0.096 | —0.975
(1.01) (0.284)| (0.232) |(-0.041)

0.977 | 0.55) 0.2271

raesult conform to exzpectations. The explanatory power of the equations
g quite good, although there is some positive autocorrelation in the
residuals. All the coefficients have the expected sign and are of
reasonable magnitude. The coefficient on the rate of domestic cradit
expansion in Trinidad and Tobago ts within one~standard error of its
hypothesised value of unity, while for Guyana, extensive foreign
exchange controle together with the same considerations mentioned

above for Jamaica, combined to produce an estimate just short of unity.
IIT
Taken as a vhole, our results strongly suggest that inter—

national reserve flows in the Commonwealth Caribbean countries in

the past two decades have broadly been in comformity with the



pattern implied by the monetary approach to the balance-of-payments.
Our findings contradict the traditional Xeynesian presumptions that
output increases will generate reserve outflows by increasing imports
and that increases in domestic interest rates will generate reserve
inflows by attracting intermational capital. The monztarist predic-
tions that reserve ceccumulation is positively related to the rate of
growth of both domestie output and domestic prices, and negatively
corrvelated with the rate of domestic credit empansion are strongly
supported by the empirical evidence. The simple monetary model des-
ertbed above captures a significant portion of the systematic factors
tnvolved in determining international reserve flows in the region and
suggests that it 1is a useful framework for analysing balance-of-
payments phenomena.

Some “mportant impliecations for policy Follow directly
from these conclusions: Piret, our model’s emphasis on the endo-
geneity of the money supply in an open economy, and the requirements
for money-merket equilibrium in stock rather than flow terms, together
rule our monetary policy as an effective instrument of economic
etabilisation policy. Under a system of fiwmed exchange rates, and
in the absence of restrictions on trade and paymentas, national money
authorities do not exercise meantngful conirol over a country's
money supply. Any attempt Dy the authoritiezs to pursue domastic
objectives by thering the domestic sourca component of the money
supply will be inevitably frustrated by an offsetting change in the

foreign source component through international resgerve flows. There
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g only one lavel of the stock of money compatible with payments
equilibrium; and the monetary mechanism will ensure that the money

stock converges on that equilibrium leval [19].

Second, because of the model’s prediction that all payments
tmbalances are strictly mongtary phenomena, 1t should be clear that
ecnventional balance-of-payments policies — Import restrictions,
export subsidies, emchange controls, changes in tariffs, devaluation
ete. — will affeet the balance-of-payments only if they altar the
demand for money relative to its supply. Moreover, whkatever such
these policies may have, their effects will be purely transitory,
lasting only unitil monetary equilibrium is restored through reserve
flows. As such, whenever a country finds itself in a state of
ehronie disequilibrium on external account, the only possible long-

run remedy 15 a reduction in the rate of domestic credit expansion.

Thirvd, the monzlary approach emphasises that not only are
exchange rate changes ineffective for the achievement of payments
equilibrium, they are also unnecessary. Any disturbance that moves a
country auay from balance-of-payments equilibrium will bz automatically
followed by offsetting reserve flows. There is nc nesd to make
external balance an explicii objective of national economic policy;
the monetary mechanism will ensure that payments imbalances are
eliminated even under conditions of fiwed exchange rates. And going
further, such a regime would produce a world welfare optimum, for

only fixed exchange rates would make possible the international
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pooling of risk and bestow the efficiency advantages associated with

. , , 9
the existence of intermational money.

Finally, the monetary approach in regarding the relationship
between the atock demand for and supply of money as the critical deter-
minant of the balance-of-payments, contends that the traditional
emphasts on the level of particular sub-accounts in the balance-of-
payments {gof minoy analytical and policy relevance. Since it s
primarily through their effects on the domestic money supply that
tnternational transactions have any impact on domestic economic aoti—
vity, the eruecial balance-of-payments concept 1is that which capturss
all transactions reflecting the adjustment of actual money holdings
to their desired levels. Yet this balance is not currently reported
in the offieial statistics. This weakness in the methodology of
contemporary balance-of-payments accounting nct only makes more dif-
freult the problems of balance—-of-payments diagnosis, 1t coniributes
stgnificantly tc the choice of inappropriate cures, as the tmplica-
tions for domestic activity of disequilibrium in particular

sub—aceounts are grossly overstated.



APPENDIX:  DEMAND FOR MOWEY EQUATICHS, 1954-74

e

g Equation a, aq ag aq R, S.E.E.

¥ GUYANA

B, 1957-74 -0.33 0.083 -0.245 1.046  0.995 0.0440
(-0.74) {0.555) (~1.234) (1.086)

‘2., 1967-68 0.224 0.00674 -0.207 1.03¢6 0.872 0.0572

' (0.192)  (0.0205)  (-1.444) (6.149)

3., 1967-74 ~0.625 -0.131 -0,129 1.234 0.995 0.0327
(-0.135} (-0.602)} (-1.989) (7.510)

4., 185770 -0.0780  +0.0444 -0.,170 1.045 0.991 0.0457
(6.1012) (0.1870) (1.666) (8.130)

JAMATCA

5. 1954-74 ~-1.851 0.6865 -0.308 0.568 0.992  0.0773
(~1.720) (1.708) {(—1,33) (2.116)

6. 1854-64 -3.882 1.026 -0.387 -0.057 0.95¢  0.0841
(-1.812) (1.998) (-1.234) (-0,114)

7. 1864-74 ~1.187 0.5108 ~0.2724 0.6838 0.990 0.0817
{=1.033) (1,107) {1.260) (2.150)

8. 1954~69 -4,781 1.676 -0.408 -0.0714 0.986  0.0706
(-3.002) (2,960) (~2.346) (-0.1893)

TRINIDAD AND
TOBAGO

9. 1954~74 -0.4058 0.0438 -0.0887 1.085 0.986 0.0793
(-1.208) {(0.2538) (-1.074) (6.658)

0,  1954-64 -0, 00676 1,241 ~0.0464 ~0.5570 0.990  0.02966
(-0.0305) (§.536) (-1.237) (~2.200)

1. 1864-74 -1.832 §.3783 -(.0814 0.8869 0.985 0.0765
(-1.893) (1.249) (0.521) (4.290)

2. 1954-89 0.2134 0.4458 -0.0408 J.44536 0.966  0.0697
(0.0588) (1.505) (0.500) {1.242)

N.B. The equation form is log M, = a, * a, log Y + a, log r + Ay log Mt-} + e,

Ihanbers in parentheses are standard errors of the coefficients.
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