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External Debt, Capital Flight and Stabilization Poliey. The Experiences of
Barbados, Guyana, Jamaica and Trinidad and Tobago.

introduction

This paper examines two 1issues. The first concerns the role played by
capital flight in the growth of the external debt of the four major CARICOM
countries since the mid seventies. The second concerns an evaluation of the
potential effectiveness, in the Caribbean context, of the policy initlatives
which are usually recommended to help curb capital flight.

Since the mid seventies there have been significant increases in the levels
of public and publicly guaranteed external debt of the four major Commonwealth
Caribbean countries, Barbados, Guyana, Jamalca and Trinldad and Tobago. At the
end of 1976 such debt for Barbados was insignificant, amounting to US $31
million. However, by the end of 1985 the debt stood at US $460 miilion.
Similar debt for Guyana rose from US $296 million at the end of 1975 to US $693
million by the end of 1983. The Jamalcan debt increased from US $993 million at
the end of 1976 to US $3,499 million at the end of 1985. The debt for Trinidad
and Tobago which amounted to US $106 million at the end of 1976 had risen to US
$1408 million at the end of 1984.

These broadly similar developmenta in terms of external indebtedness took
place against a background of quite dissimilar developments in their respective
gconomiea, Both CGuyana and Jamaica experienced protracted payments difficulties
and economic stagnation during the decade of 1975 to 1985. The Barbadian
economy, on the other hand, performed very well during the period from 1976 to
1980, recording annual average real growth rates of GDP in excess of U percent.
Negative real growth was recorded in 1981 and 1982, Positive real growth

returned in 1983 and the 1984 growth rate of 3.5 percent began to approach the
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rates of the late seventies. The economy of Trinidad and Tobago, stimulated by

the boom in earnings from the petroleum sector, expanded at an annual average

‘rate of almost 6 percent between 1975 and 1982, The cecllapse in petroleum

prices after 1982 led directly to a major downturn in the performance of the

- economy .

Guyana, Jamalica and Trinidad and Tobago operated rigid exchange control
regimes throughout the period. At the same time there were frequent allegations
concerning 1illegal eapital outflows from these three countries. Barbados
operated a far less restrictive exchange control regime. MNevertheless, there
appeared to be no officlial concern with the issue of caplital flight.

The first section of the paper will be concerned with estimating capital

flight from the four countries. In pursuit of this objective an estimation.

procedure waa adopted which was derived from basic balance of payments
accounting principles. Given these eatimates consideration will be glven Lo the
implications of the potential contribution of capital flight to growth in
external indebtedness, In addition, it might also be possible, given the
differences in the exchange control regime operated by Barbados as opposed to
the other three countries, to galn Iinsights into the relationship between
exchange controls and capital flight.

The second section of the paper is devoted to an analysis of the policy
initiatives which are usually recommended to discourage capital flight.
Specific attention will be directed towards an assessment of those policies
which are designed to enhance the rate of return on domestic financial assets.
In Caribbean economies the principal financial assets are bank balances.
Consequently, our efforts in this regard will be directed towards estimating the

demand for money narrowly and broadly defined, in the four countries.
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Estimating Capltal Flight

A popular method of estimating capital flight from developing countries is
to‘eombine reported estimates of short term private capital outflows with that
of errors and omissions. This method is based on the assumption that errors and
omissions reflect unrecorded short term capital transactions. Moreover,
deficienciea in accounting procedures sometimes result in errors and omiassions
amounting to a significant percentage of the balance on burrent account. In
essence, capltal flight 1s presumed to be reflected in shert term capital
movements.

A more comprehensive method which has been used, incorporating both long
and short term movements, involves subtracting from changes in gross external
indebtedness the current account deficit and changes in the forelign assets of.
the central bank and commercial banks!. Data limitations precluded the use of
this method. The method which was ultimately employed bears some similarity to
the one just desecribed. It attempts to arrive at estimates of capital flight by
determining discrepancies bvetween external financing requirements, as reflected
in the balance of payments and changes in gross external debt. A deflclt or
surplus on the current account and private capital transactions must be off set
by a decrease or increase 1Iin international reserves and, or, an increase or
decrease in public debt. Hence capltal flight will be held to have occurreé’w
when the increase in public debt 1ia more than can be accounted for by the
deficit on current account and private capital transactions, as well as, changes“
in official reserves. Capital flight would also have occurred if a surplus on

current account and private capital transactions 1is not éccounted for by an

X R

Increase in offieial reserves and or a reduction in external public debt. j%

Estimates of eapital flight for the four countrles covering various time
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periods since the mid seventles are reported in Table 1, Barbados, as reported
earlier, was the country which operated the least rigid exchange control regime.
Between 1977 and 1980; when the economy was growing rapldly there were, as
reported in the Table, unrecorded capital inflows amounting to US $88 million.
During this period there was alsc minimal growth in the external public debt.
The economic performance of the country declined significantly in the post 1980
period. Between 1981 énd 1985 unrecorded capital outflows amounted to US $132.2
miliion. At the same time the level of external public indebtedneas rose by US
$379 million. This then meant that capital flight offset 35 percent of the
growth in the external public debt in that period. The Barbadlan experience
over the 1977/85 period appears to be in keeping with what one would normally
expect. In a booming economy one would expect capital to be repatriated to take.
advantage of attractive investment opportunities. Such was the situation
between_1977 and 1980. 1In a declining economy the reverse would be true. There
would be an incentive to seek more attractive external investment opportunities.
This would exacerbate the weak. internal economie situation and work to offset
some of the potential beneficial effects of the public borrowing.

Guyana, unlike Barbados, has experienced economic stagnation since the mid
seventies. Between 1976 and 1984 unrecorded capltal outflows were estimated to
amount to US $228 million. This represented 59 percent of the cumulative change
.in grods external debt of the country over that period. There are certain
aspecta of the Guvanese experience over this perilod which‘are noteworthy. The
government after 1980, experienced great difficulty in securing external loans.
The growth in external public debt between 1981 and 1984 was less than 50
percent of that during the period from 1976 to 1980. The latter period was

~one durling which the country was at a virtual impasse in its dealings with the
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Table 1

Estimates of Capital Outflows: Barbados, Guyana, Jamaica, Trinidad and Totago
US$M

Cumulative Balance

Cumilative Change on Current Account Estimated
and Private Capital Capital

Cumridative Change
in Gross External
Time Public and Publicly in

Estimated Capital
Cutfiows as a
Percentage of Change

.

Country Pericd (Raranteed Debt External Reserves Transactions Outflons in Gross External
Debt

Barbados 1977-1985 L128.7 140,8 - 213.8 by 10.3
1977-1980 50.1 6.5 - T12.7 - 88.1%
1981-1985 378.6 5.3 =171 .1 132.2 34.9

Guyarna 1976~-1984 387.0 - 845.3 -1004.4 27.9 58.9
1976-1980 270.7 - 261.9 - 4h6.2 8.4 - 31.9
1981-1984 116.3 - 583.4 = 558.2 141.5 121.7

Jamaica  1977-1985 2506.5 = 517.5 -2517.6 506.4 20.2
1977-1980 874.3 - 377.0 - 808.8 2 5 50.6
1981-1983 1400..1 ~ 293.6 -1310.6 383.1 27.4
1984 - 5.3 225.7 - 171.3 - 402, 3%

_ 1985 237.4 - T2.6 - 226.9 83.1 5.0

y%pimmw
Tobago 1976-1984 1248.9 532.8 343.2 1059.3 8.8

1976-1980 he2.5 1985.6 1814.8 291.7 63.1
1981-1984 786.4 -1452.8 ~1471.6 T67.6 97.6

¥Capital inflows

Sources

Central Bank of Barbados, Amuml Statistical Di

gest, Annual Repart, Balance of Payments of Barbsdos; Bank of Guyana,

Arnual Repart; Bank of Jamaica, Amual Repart, Statistical Digest Manthly; Central Bank of Trinidad and Tobago, Anmmual

¢ @%eg

Report, Quarterly Statistical Digest; International Manetary Find, International Financial Statistics
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International Monetary Fund and hence faced great difficulty in securing
external financing. Between 1976 and 1980, as reported in the Table, unrecorded
capital outflows of US $86.4 million represented 32 percent of the cumulative
increase in external public debt for the period. Between 1981 and 1985 there
was a 64 percent increase in capital outflows at a time when the growth in
external borrowing was only 43 percent that 'of the earlier period. The end
result was that unrecorded outflows were 21 percent greater than the increase in
public external debt. Capital flight was clearly an important factor in the
country's payments crises during the period since the mid seventies. The.
experience 13 also in Keeping with the conventional arguments concerning the
limited effectiveness of exchange control regimes in preventing 1llegal capital
outflows?.

The information in the Table 1indicates that there were subsmﬂmiél
unrecorded capital outflows from Jamaica. Between 1977 and 1985 these outflows
vwere estimated to amount to US $506.4 million, which represented 20.2 percent of
the cumulative increase in gross external publlc dept for the period. It 1ia

intereating however, to sxamine developments in Jamaica over a number of sub

periods, which were associated with either changes in government or changes in

economic policy. The period from 1977 to 1980 covers the second term of the
Manley government, Thiz was a period during which there was a conaiderable
degree of animosity toward the government expressed by the bu&nmss and
professional classes in the country. It waé also a period of éevere economic
decline. 1In this climate one would expect capital flight. Capital flight was
estimated to amount to US $482,5 million, representing 50.6 percent of the
growth in external debt for that period. There was a change in government in

1980. The new Seaga government Iinitially .enjoyed the strong support of the
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the buslness sector. At the same time, a major effort was initiated hoth
demestically and internationally to promote investment., It might be argued that
developments of the late seventles gave rilse to a permanent change in the
attitude of the country's wealth holders as to the appropriate distribution of
holdings between domestic and foreign assets. Hence the ceontinued outflows
after 1981 reflected an effort on the part of those who had not previously
realized their desired distribution to achieve their targets as quickly as
possible.

The substantial inflows 1n 1984, a year during which exchange rate
depreciation and interest rate increases would work to enhance the rate of
return on domestic asget, appears to De consistent with orthodox theory?.
However, the reversal of the trend in 1985, in the face of a continued decline.
ln the exchange rate and further lncreases in interest rates casts some doubts
on the gtgnifioance attached to the role of the rate of return on domestic
asaets relative vto foreign assets In contributing to capital flight. One might
surmise that a basic loss of confidence in the abllity of the government to
manage the economy :effectively would offset the impact of efforts to manipulate
the rate of return on domestic assets by changlng lnterest rates and exchange
rates.,

In the case of Trinidad and Tobago the estimated unrecorded capital outflow
between 1976 and 1984 exceeded US $1 billion. This was more than twice the
camount  estimated -to have left Jamalea over a. comparable time period. In the

‘périod between 1976 -and 1980 when thé econcmy of the country experilenced rapid
growth reflecting the‘boom in the petroleum sector, capital outflows amounted to
U8 $291.7 million. This represented 63 percent of the growth in external public

. debt during ‘that period. What!might. account for such napitaljflight'in~ther -




;11981,andf1983lare somewhat more-difficult.-ta:rationalize. --Thi

. early:stage of a government whichs at -the;b
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business and professional classes which the previoua goverument had alienated.
Of equal if not greater Ilmportance to its proapects for iniltiating economie
recovery, vas the strong engorsement it received from the then new Republican
administration in the United 3tates. The government experlenced little
difficulty 1n raising external funds. In the three year pericd from 1981
through 1983 an additional US $1.4 billion was ralsed. This represented a 60
percent increase over the amount ralsed from 1977 to 1980. However, unrecorded
capital outflows during this period, as reported in the Table, amounted to US
$383.1 million. There was then only a rather modest decline in capital flight
a3 the estimated outflow amounted to, approximately, 87 percent of the outflows
for the earlier period.

The 1984/85 péri&d wags assoclated with radiecal changes in the
adminilstration of exchange rate and monetary policies. The exchange auction was

associated with a massive depreciation of the'exchange rate. At the Same time

© the :application of highly restrictive monetary measures gave rise to dramatic

increases in interest rates. In 1984 there was virtually no additional external

borrowing by the public sector. -At the same tlme there was a massive unrecorded

-reapital cinflow exoeéding US $400 million. - However, in 1985, even -though  the

policies Iintroduced in 1984 were applied with increased stringency there was,

once again, a substantial outflow of US $83.1 million, representing 35 percent

of the growth in external public debt in that year.
The flight of capital from the country-.between 1977 and 1980 is consiStéqt_r;f,

with what one would expect In a situation-where influentlal :members of :the

community had lost confidence in the government. The continued outflows between

was . intoithe -

tine, had consldera
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context of a buoyant economic situation? This might be attributed to a
combination of limited domestic absorptive éapaeity along with the malntenance
of fairly rigid exchange controls.

Between 1981 and 1984 capital flight was estimated to be US $767.6 million,
more than twice that of the earllier period. This was the period during which
the economy had to adjust to the slump in the global market for petroleum.
Massive balance of payments deficits accompanied by reserve losses were
experienced from 1982 through to 1984, ihe government attempted to stem the
reserve loases by introducing more stringent exchange controls at the end of
1983. The new EC-0 system was designed to place the government in a position
where it would be able to monitor more closely the uses of foreign exchange. In
aﬁdition, it would enable the Central Bank to play an active role in the
allocation of foreign exchange. This 'would come about from the authority which
the regulations provided in allowing the Bank to establish ceilings for the
amount of foreign exchange which would be allocated in support of specifiled
activities.

Estimated capital flight virtually offset the cumulative change in gross
external public debt between 1981 and 1984. These outflows are in keeping with
what one might expect in a declining economy. In addition, the possibility of
an official devaluation of the currency in the face of the deteriorating
international payment position of the country would alsoc have provided a further
incentive for such outflows.

In summary, it doea appear that for each of the four countries growth in
external indebtedness wWas associated with capital f;ight of significant
proportions. This was particularly true in the case of Barbados and Trinidad

and Tobago in the post 1981 period. The experiences of Guyana and Jamalca from



Page 10

the mid seventies was characterized by both growth in external debt and capital
flight. It 1s not possible to eatablish a direct causal relationship between
the two phenomena in any of the countries., Given the magnitude of the outflows
cne might draw the following tentative conclusiona. The levels of *foreign
borrowing by all countries, in the absence of such capital flight, would have
resulted in the achievement of higher levels of economic growth, This
conclusion rests on the basic proposition that, specifically, in the cases of
Guyana and Jamaica, the foreign exchange shortage which severely constrained
economic activity would have been lessened. On a more general basis, there
would have been the potential for an overall higher level of investment activity
in all countries. Alternatively, it might be argued that there would have been
less foreign borrowing in the absence of such capltal flight. Consequently,.
although in the case of Guyana and Jamaica, economic performance over the decade
might not have been markedly different from that which occurred, there would not
be the problem of coping with the debt burden.

Stabllization Policies and Capital Flight

In this section we will treat capital flight as reflecting a decision on
the part of residents of a country to substitute foreign monetary and non-
monetary assets for domeatic monetary assets. Currency Substitution over a
particular time period might be largely determined by non-economic
considerations such as, a general lack of confidence Iin thelgovernment of the
day by wealth holders. One might argue that non economic considerations will
likely, in varying degree, play a role in the currency substitution decisions of
wealth holders in developing countries. However, perceived deficiencies in the
administration of economic policy would normally be a major determinant in the

formulation of attitudes towards government. Consequently, what might be deemed
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to be decisions based on non-economic factors might reflect an entrenchment of
attitudes based on past economic decisions of government. This could give rise
to a situation where individuals might not react in the normal way to certain
policy initiatives. Studies which have been conducted on currency substitution
in developing countries have tried to account for the phenomenon by emphasing
the importance of such factors as, negative real rates of intereat and over
valued exchange rates, in making forelgn assets attractive. The conclusiocn lis
usually drawn that a change In policles geared towards the realization and
maintenance of positive }eal interest rates, and exchiange rates which more
accurately reflect purchasing power parities, would discourage substitution.
This approach does not take into consideration the potential significance of non
economic factors in delaying changes 1n behaviour and the consequent potential
limited short term effectiveness of such policies. In what follows, an attempt
will bé made to determine the extent to which non economic consideration might
limit the effectiveness with which orthodox policies, of the type described,
might be applied in these four Carlbbean countries.

Capital flight reflects a declsion to substitute foreign financial assets
for domestic financial assets. Attention will be directed towards the
determinants of demand for domestic financlal assets. Since money balances
comprise the major portion of financial asset holdings, we will be concerned
with the determinants of the demand for money. Quarterly money demand functions
were estimated for each of the four countries. The perlods covered for Barbados
and Jamalca were the second quarter of 1977 through the fourth quarter of 1985.
Guyana and Trinidad and Tobago from the second quarter of 1977 through the third
and fourth quarters, respectively of 1984. Since My Incorporates a variety of

interest earning deposlts, the demand for Mp goyld be thought of as represeﬁting\
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a demand for domestic financial assets. Nevertheless, for comparative purposes,
estimates were made for both My and Mo, The demand for domestlc monetary assets
would be directly related to income as well as the yield on such assets In a
closed economy. In an open economy one would also have to incorporate the yield
on forelgn financlal assets. The yield on foreign asasets will depend in part on
interest rates in foreign financial centres, as well as, expected changes in the
exchange rate. Consequently, foreign interest rates and expected depreclation
in the exchange rates are used, in addition to income and domestic interest
ratea, as independent varlables, in currency substitution studies,

Data limitatlons necessitated certain changes in our choice of independent
variables. Norie of the countries published quarterly estimates of National
Income or Grosa Domestic Product. It was then necessary to find an income.
proxy. The avallability of quarterly esatimatesa of export saies and the close
correlation between changes in exports and income in such open economies led us
to conclude that exports would be a suitable proxy. Since our concern 1s with
the demand for real money balances, this raised the matter of selecting an
appropriate deflator for exports. Indices of export unit wvalues would have been
ldeal deflators. However, a quarterly serles was not availlable from the IMF
publication, International Financial Statiatics, on which we had to rely. As a
result, we used as a deflator, the US wholesale price index. The premium or
discount on the 90 day forward rate has been used as an indicator of expected
changes 1in the exchange rate in currency substitution studies involving
developed countries*. In the Latin American studies various proxies have been
employed, such as, differences between offiecial and real exchange rates and
differences between changes 1in domestic and foreign price indices and black

market exchange rates®. In this study we employ changes in the domestic rate of
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inflation for the same reason that a proxy for expected devaluation was used in
other studies. Inflatlion lowers the value of domestie financial assets and, as
a result, encourages capltal flight. Furthermore, glven that most domestle
products are substitutes for foreign products, as well as, a general public
preference for foreign products, an increase 1n the rate of inflation would
encourage residents of these Caribbean countries to make a greater effort tb
secure foreign exchange to support thelr general spending.

The following equation was estimated for each of the countries for My and
Mo,

Ln M/P = By + BqLn Exp + Bp Ln R + B3LnRyg + ByInFL + Bg Ln M/P-q
In keeping with the tradition when using quarterly data the lagged dependent
variable was included. This variable was highly significant In all casea. The
normal expectation would be that for My, Bq and Bg would be positive and By, B3
and By would be negative. In the case of My we would expect By, Bz, and Bg to
be positive and B3 and By to be negative, Low values for Bp and Bg, the
coefficients for the rate of return variables, or more specifically, the
coefficients of elasticity, would suggest that rates of return are not lmportant
determinants of capital flight. Moreover, if the coefficients of elasticity for
the rate of return variables and the income proxy are low {and, or,
insignificant), this might be indicative of the fact that traditional economic
considerations did not play an important role in capital flight.

Table 2 reports various money demand equations for Barbados. Regressions 1
and 2 are for real Mq. In regression 1 the éoefficients for the rate of return
variables, inflation and the lagged dependent variable are all significant, The
coeffiaient for %the export variable, the income proxy, is marginally

significant, and, in addition, has the wrong sign. The coefficlent for the US



Regression Estimation

Table 2

Barbados Demand far Money 1977 (2) to 1985 (4)

Technique c InEXP  LrRB LoRUS INFLB Lr/P_y ARy 2 H

(i) LoMI/P CORC 1.84 -0.0k -0.07 0.1 -1.55 0.68 -0.18 .58 0. 44
(2.54) (-1.57) (-2.67) (2.07) {-2.59) (4.40) (-0.92)

(ii) LeMI/P  OLS 1.08 -0.06 -0.04 -1,23 0.86 .58 -0.25
(1.77) (-1.%) (-1.36) (-2.10) (7.15)

(iii) LeMp/P  OLS 1.13 -0.01 -0.02 0.03 -0.93 0.84 JTU ~0.87
{1.38) {(1.91)  (-1.32) (1.48) (-3.85) {6.29)

(iv) LoMp/P (S 0.63 -0.02 -0.01 -0.83 0.9 .73 0.06
{0.83) (-1.39) (0.72) (=3.50) (7.56)

%1 °3eg



Guyzna Demand far Money 1977 (3) to 1984 (3)

Table 3

Regression Estimation
Technique c LEXP  LrRG LoRUS - INFLG LoM/P_y ARy R2 H

(1) LnMI/P oS 1.81 0.20 -0.04 -0.17 -1.63 0.59 86 -0.72
(1.32)  (2.61) (-0.27) (==2.24) (-2.38) (3.66)

(ii) LM/ OLS 2.4 0.11 -0.21 -1.78 - 0.57 .84 0.22
(1.68)  (1.57)  (-1.35) (-2.40) (3.23)

(iii) LeMp/P  QORC 0.7 0.06 0.09 -0.10 -1.08 0.8 -0. 44 81 0.58
(0.88)  (2.18) (1.93)  (-3.38) (-3.83) (8.33)  (=2.24)

(iv) LeMp/P  OS 0.78 0.05 0.02 -1.1 0.8 LT -1.7
(0.63) (1.24) (0.14) (-3.59) (5.37)

GT ®8eg



Regression Estimation

Table 4

Jamaica: Demand far Money 1977 (2) to 1985 (4)

Technique C LnEXP LrRJ LnRUS INFLJ Lri/P_ R H

(1) LMI/P oLs 0.92 0.01 -0.02 0.10 -1.62 0.88 .84 -0.22
(0.86) (0.09) (-0.19) (-1.29) (-3.36) (6.14)

(ii) InMI/P  OLS 0.14 -0.03 0.19 -1.68 1.00 ! -0.28
{0.16) (-0.31) (0.18) (=3.47) . (9.25)

(iii) /P  OS 0.61 —-0.04 0.01 -0.02 -1.19 0.9 .3 0.77
(0.80) {-0.67) (0.22) (-0.47) (-4.67) (12.67)

(iv) LoMp/P S 0.36 -0.03 0.17 -1.20 0.97 R 0.62
{0.66) (~0.63) (0.33) (-4.78) (19.60)

9T ®3eq



Regression Estimation

Table 5

Trinidad/Tobagp: Demand far Money 1977 (2) to 1984 (4)

Technique C LEXP  LoRT  LRTD  INRUS  INFLT LWP_ ARy iZ H
(1) LoMLP OORC 1.10 0.05 -0.36 -0.06 -1.76 0.87 -0.34 B 0.68
(0.97)  (1.20)  (-1.69) (-1.34)  (-2.57) (8.8)  (-1.76)
(i1) LMI/P*  OiS 1.37 0.03  -0.27 2.3 0.8 2 -1.30
(1.8 (0.62)  (-1.40) (-3.11) (7.54)
(iii) LeMy/P  QORC -0. 94 0.10 -0.13 -1.83 1.08 -0.1 .8 0.83
(-1.70)  (3.05) (-1.62) (-2.68) 89 (2.22)
(iv) LiMo/P S 1.19 -0.01 -0.11 0.01 ~0.% 0.87 .% 0.31
- (1.75)  (-0.47)  (-1.05) 0.31) (-2.78) (15.63)
(v) Lp/P*  AS .26 -0.01 -0.14 -0.97 0.88 B 0.22
(2.07) (-0.54) (-1.67) (-3.10) (17.94)
{vi) LiMp/P  QORC 0.78 0.01 -0.05 -0.88 0.89 0.09 .5 -0.12
(1.32)  (0.22) (-0.61) (-2.55) (11.68) (0.48)

¥ 1976 (2) TO 1984 (B)

LT @8eg
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interest rate also has the wrong sign. The values of the coeffiglents for the‘
income proxy and rate of return varlables are all extremely low. It would
appear that the significant determinant of demand for M1 is the rate of
inflation. A one percent increase in the rate of inflation would be assoclated
wiih a 1.5 percent decrease in demand for real M4. Regression 2 which omits the
US interest rate, highlights, to an even greater degree the importance of the
inflation variable. Regressions 3 and U are for real Mo. In this instance,
only the coefficients for the inflation rate and lagged dependent variable are
of significance. The values of the coefficients for the rate of return
variables and for exports have the wrong signs and are not signifieantly
different from zero. In all four regressionsa, the value of the Durbin H
statistic, the statistic for serial correlation in a model with a lagged
dependent variable does not reveal the presence of first order auto correlation.

Table 3 reports the results of estimates of demand for real M1 and My for
Guyana. The findings are similar to those reported for Barbados with the rate
of inflation being the most important determinant of demand for My and Ma.
Although most of the coefficients in regressions 1 and 3, which incorporate the
US interest rate are significant and have the right sign, the elasticity
coefficients are extremely low., The H statistic doss not reveal the presence of
first order autocorrelation.

Tables 4 and 5 report the estimates of the determinants of the demand for
real money balanées for Jamaica and Trinldad and Tobago, respectively. In the
case of Jamaica, apart from the coefficlent for the lagged dependent varlable,
only the coefficient for inflation is of statistical significance and of'

meaningful value. The estimated values of the export coefficients are not

significantly different from zero. The values of the Durbin H statistic does
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not reveal the presence of first order serial correlation 1in any of the
equations.

The results reported in Table 5 for Trinidad and Tobago underscore to an
even greater degree the importance of inflation as a determinant of the demand
for Mq. In the three My regressions the lowest value estimated for the’
inflation coefficient was 1.76. The two domestic interest rates used, the
treasury bill rate, RT and the welghted average deposit rate, RTd, were both of
marginal statistical significance. The coefficient for the US interest rate wés
not of statistical significance in any of the equations and had estimated values
which were not significantly different from zero. The estimated values of the.
coefflelents for exports, the income proxy, was in most instances very close to
Zero.

Let us now turn to consider the potential implications of these findings
for the sultability of the polices which are usually proposed to curb capital
flight, in the context of these Caribbean economies. The low interest
elasticities of demand for money balances suggest that even dramatic Increases
in interest rates would have a limited impact on such demand. In addition, the
extremely low values of the coefficients for the income proxy, especially for
Mo, suggests that domestlc money balances are considered inferior goods.
Consequently, a call for interest rate increases to help astablish a more
competitive relationship between domestic and international interest rates would
then likely be of limited effectiveness in the short run.

The rate of inflation was found, 1n all instances, to be a highly
significant determinant of demand for real money balances. As indicated
earlier, the rate of inflation plays a role similar to that of an expected

devaluation in that it undermines the capital value of domestic assets and thus
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encourages capital flight. In addition, since a great many domestic products
are simple replicas of imports, inflation provides én incentive for holding
'f‘or‘eign currency balances to finance spending. In Caribbean economles, where
the size of the tradeable goods sector is large relative to the overall economy,
governments are constrained in pursuing inflationary policles by the
availabllity of international reserves. Consequently, with the exception of
Trinidad and Tobago, between 1976 and 1982, when it experienced dramatic
increases in its international reserves, inflationary trends in the region wWere
largely determined by external developments. These were, for example, the
direct and indirect effects of the oil price increases during the seventies. In
addition, in the case of Jamaica, the devaluations of the currency over the
periods between 1977 and 1979 and from 1983 through the end of 1985 were
assocliated with major price increases.

This raises the question as to the suitability of that other majér element
in the standard set of poliey initiatives recommended for dealing with capital
' flight, exchange rate depreclation. A devaluation, given the openness of these
economies, will have an impact on the price level,'but‘not, on the rate of
inflation. However, in most instances a major devaluatlion 13 recommended. The
immediate negative consequences of such a devaluation on lower income groups
usually generates considerable resistance to such a policy initiative. In
recent years, a number of countries have used exchange auctions as a means
gpreading out over time the impact of a major realignment of their exchange
rates. Since such auctions involive an open ended downward movement of rates the
lmpact on the economy is not a once and for all change in the price level but a
change in the rate of inflation. Given the significance of inflation as a

determinant of the demand for money in the Caribbean, it would seem that




[

LN

Page 21

depreclation of the exchange rate by means of an auction would not dis&ourage
capltal flight.

In summary, the findings from the study indicate, that for the period
cavered, the rates of return on financial assets did not play an important role
in contributing to capital flight. It would appear that 1t ls the retention of
agset values which 1s of significance to individuals. These findings lend
support to the notion that noneconomic considerations, which might be summarized
as a lack of confidence in governments Lo manage the ecohomy effectively, were
the main determinants of capital flight. Since such government deflclences are
based on a perceived record of failure over time, a simple initiatlon of policy

changes 1s not likely to have a meaningful impact on public behaviour in the

short run. Policy initiatives, such as, increases in Interest rates and,

currency devaluation are expected Lo impose coasta on an economy. Such coata cail
be justified to the extent that the desired poliéy objective, 1n this instanc¢s &
raversal of capital outflowsa, 13 realized. However, our findings suggest that
wnile the economy is certain to bear the adjustment costs in the short run, tha

ultimate poliey objective is not likely to be realized.

"
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RB

RUS

INFLB

RG

INFLG

RJ

INFLJ

RT

RTD

INFLT
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Appendix

Data Definitions

90 day Treasury Bill rate, Barbados

90 day Treasury Bill rate, United States

Log CPIg ~ Log CPIg.q (CPI 1980 = 100)

90 day Treasury Bill rate, Guyana

LogCPIg - LogCPIg-q (CPI 1980 = 100}

90 day Treasury Bill rate, Jamaica

LogCPIy - LogCPIy.q (CPI 1975 = 100)

90 day Treasury Bill rate, Trinidad/Tobago
Weightea average deposit rate, Trinidad/Tobago

LogCPIm - LogCPIT.q (CPI 1975 = 100)

oy .
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