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Trade and Economic Growth in Small Developing Economies:

Lessons for the Caribbean

1. Overview of Trade and Growth in Small Developing Countries

Is there much we can glean from econémic theory,
empirical_analysis énd observation of economic pefformaﬁde about
the trade policies which might best promoté groﬁth in thé
Caribbeané Will Caribbean countries enhance their growth
potential by the usé of policies which ﬁfoﬁote a greater
proportion of Eraded‘adfivit&?:15%E§H3£ matter what commodities
are traded, and dorcéﬁntries need official policies to determine
"~ the compositibn of trade? Are tradeVQeficits‘essential to growth
and is theré a limit on the feasible 'size of the deficit? Should
these issues be examined in the context of individual Stétes'of

at the level of the Caribbean region aé a whole?

rThere is a confusing nﬁmber Qf“theo;etical propositions
about thé'relatiopship between trade and;gréwth, offering a.
varietyrof responses to the guestion yhethér{trade prpmotes
growth, and a welter of policy implications,' Drawing on
Findi;y's.[1984]:comprehensive sur&ey we may first identify the
dynamic Riqardién-view, that trade bgostsrsaving and investment
_:Pxisyipgﬁiggiiqpqme from_fgq%lesg;ggptie;gﬂpo”ppraqu=hw
industrialists, or, more genergliy, from sectors which are less -
competitivg to thgse thatrare more. competitive in international
markets.  In a world of many commodities, many countries, slack
resources, technical change and varying tastes it is difficult to

identify the circumstances which might secure this outcome.




There is-anialtérnative 1éss optiﬁistic model attributed to Lewis
[1961], [1977] which warns of unegual returns from trade to
countries with iow productivitf in the supply of the wage good.
Somé, including Findlay [1982] have-expressed reserva;ions, and
the model has received little empirical attention. Debendéncy
theorists insist that unequalrexchange between developed and
developing countries is inherent in the nature of capitalist
production, or_in the structure of multinational corporations ér
'in international political relationships. The difficulty lies in

demonstrating that the inequality is inevitable.

Neoclassical;theories may be constructed to show how
~trade may accelerate or depress growth,_depending on factor
iﬁtensities, factor supply, thé bias in technical progress and
the elasticities_of demand and supply for the many products
traded around the world. The Harrod Domar class of models may be

5, .|
appiled to" open economles, to derlve a rate of forelgn savings to

natibnalvbutbutiﬁhich is consistent with stable-growth.' Foreign -

savings’wiil‘bé-matdhedrby the trade deficit, which can therefore
be deduced. Yet another school of tﬁoughtﬂis_sceptical of
increased trade dependenée and seeks torpromotergrowth fhrough
trade protection, to profect infant\industry, to overcome obvious
distortions of.the'worldtmarket and to provide éniopportuhity for
domestic firms to learn by dbihg, Then there are the tﬁo—gap and

three-gap models, where growth is limited by the available

a



foreign'eXChapge, domestic saving Qr'domestic absorptive capa-
city. Detractors claim thé:théofy is invalid because changes in
policieé affecting relative pficeé may relieve éhy of the
constfaints, but they neglect the time dimension for such

adjustment.

The theories of tradeiaqd growth seem to fail into three
categories. There aré those that suggest trade enhances growth
potential by alléwinﬁ a country to specialisé in the things it
produces most efficiently, and\to exchange themrfof a wide -
variety of consumption goods, at the same time providing a larger
'surplus fof iﬁVestment. The Ricardian._and nebélassiéal theories
are of this genre. Secondly, there are the-theories thch imply
ﬁhat trade allows the exploitation of the country's human,
natural and finahcial resources for the benefif of larger,
stronger or mﬁre_develéped nations. TﬁerLewis, dependency and
protecﬁibnist theorists are in this camp. Then thexre are those
who believe tha; trade allows a country access to internaﬁional
resourées and knowledge to supply-local deficiencies, thereby
ehhéncing growth prospects. Lewis is also in this camp, along
. with two-gap models and, more recently, open systehs fheories.,
The most signal theoreticalrcontribution'in tﬁé Caribbean in
recent times Has been the stress on the'importance of the supply

from abroad of knowledge and”information-as inputs for growth.

Country size is an important additional -dimension of the

theory as it relates to the Caribbean. The largerla country the
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better the prospect that it may internalise the classical gains
'rfrom trade. But trade is vital to small countries because it is
Bnly by selling aBroad fhat firms may grow large enough'té bene-
fit from economies of scale and have accesé to a diversity of
resoﬁrcés. And only by purchases from-abroéd may the small
cquntry satisfy a deﬁand for an increasing range of sophispicated
consumption goods. This circumstance need not condemn smali
economies to perpetuglly inferior status and welfare. If size is
ignored and classiéal policies applied the small economf may
stagnate, but with studied uée-of appropriate policy growth is

possible.

What may we say about the policies appropriate to small
economies, using the availablé'theory? It will be necessary to
base the discussion on a model which incorporatés specific
institutional-feaﬁures, sincé-not all trade strategies will be
helpful;'in evérﬁ cifcumsﬁéhéé;- iﬁ'ﬁéfﬁicﬁlér;“wé SHall have to
consider the implications of limited capital and labour mobility.
In experimental models based on a north—southrdivision of the
world, Findlay [1984] found that capital mobility depressed

growth in the south, but that labour mobilit& was always benign.

Trade theory in the Caribbean in the post-world-war-II
period first derived from the ideas of Lewis [7 .]. To assure
gains from trade, productivity in agricﬁlture should be raised;
industries were to be encouraged to absorb the labour released by

more productivé agriculture, and to reduce the number of the
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already unempioyed. Foreign,saving'was to be solicited for the
new industry. These polioiesrwere dispiacedrin the 1970s by the
adherents of the'dependeney school who believed thatltradejled to
~exploitation and 1mpoverlshment. Their policy prescription was
for a closed economy, dependlng on the development of -internal
linkages. Recently there has been a return to'open economy
strategies, though their theoretical justificationrstill appears;
confused. 1Insofar as the new strategiesroriginate with the
'recommendations of the World Bank and the IMF, they bear a

' neoc1a551cal stamp (though, we shall argue, neoclass1cal
theorles may be constructed to- suggest a. bias agalnst trade with
the same facility as for trade—supportlng versions). There are
also 1nfant industry arguments for a trade—orlented strategy.
The time may now be r1pe for a more fully artlculated theory of
the link between trade and growth -as it might obtain.in the .
Caribbean; s0 as to determine what policies:best service the -

~ relationship. -

i The small developlng economy w111 not necessarlly beneflt
from promotlng trade. One may write scenarlos where all the
galns from trade are lost to larger, more developed partners and
where domestic skllls, money and natural resources are depleted.
But small countries must trade in order to- enhance mater1a1 well~
belng. Wlth approprlate pollc1es it is p0351ble to av01d
exp101tat10n and realise gains. This w1¢l be the thrust of the

arQUment in the present study. There will be sections devoted to




analysing why the small 9qononyris necessarily opén, how that_
economy may'nevertheless achieve trade indepennence, the role of
economic integration in securing independent trade pnlicies and
growth,<the nature of the foreign e#changerregime_needed for the
same goal, and othef pelicies whinh may enhance prospects of

" growth through trade.

2. Size and the Relative Imporfanée of Trade

Until very recentlywnOSt Caribbean economists viewed the
considerable importance of trade in these economiéérns
undesirable, to be curtailed or reversed in the interests of
growth., The antipathy to high trade ratios wasrlargely grounded
in historical experience. The old mercnntilist*systéﬁ typicai‘bf
much of Caribbean hisnbry‘ratipnalised £rade on tne basis of
surpluses for use in the mother country. ' Colonical inteérests
could be neglected, and there was 1ittlereffort,tb,encourage o
home-grown expertise, diversification and sﬁmpathetic consumption
patterns ;A the'colbniesf The first theories of development in
tne Caribbean neré based on the deveiopment of-expoft
agriculture, which seemed Eo condemn the Car&bbean to be a sourée'
of cheap agricultural labourrin perpetuity. Léwis afgued for
_dben industrialisation but nis stfategy still seemed to be based
on cheap labour and 1imited'retention of surplusés for domestic
inveétment (arguably a miginte;preﬁation; see Findlay [1985]{
p;10). Hencé, in thgrlntg 19605, é majority of economists turned
toward strategies involning less ﬁfade orientation.
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The late 1960s were a—périod when there was considerablé
.ihternatiohal opinion injfavburEOE import-substituting policies
in third wdrld cduntries. Import'substitution was said to offer
'p0391b111t1es for backward and forward linkages, maximising the
domestic splnnoff from every act1v1ty and 1ncrea51ng the
retent1on of earnlngs; Backward llnkages derlved from the basic
materialé and ancilliary services used by new industry and
forward linkages were measufed in terms of fﬁrther elaboration of
Vindustrial optpﬁ#. This integrated produétion syétem was to be
cbmplémenﬁed by‘dbmesticailyﬂoriénted cohsumption patterns, using
p011c1es such as tarlffs, quotas and publlc 1nvestment to guzde
the economy away from trade towards a greater measure of

self—suff;01ency.

'Import substltutlon has rapldly fallén from gface 1n
the 19705, in the Caribbean and elsewhere. The extraordlnary
success of the far eastern 'Gahg'of Fbur?fhas given the lie to-
sceptics of £rade~ofiented.déﬁelopment-strategies for small -
{ecdnomies. -Therconcurrgnt revival of‘the'heoélassical
tradition in economic theory has been used by advocates of free
trade to také the high ground; supported by articulate |
'restatement;of}arguments for trade,liberatidn,by Balassa,

Krueger, Ranis and chers;

However, the neoclassical arguments are no more convincing

'thay than their pfedecessors were twenty yeérs ago. We will




discuss some of their ambiouities. Fortunately, one may
‘support export—led growth without resort to neoclassicism. It
has to be admitted that import substitution strategies for
small nations are weakly based in theoryvand have completely

fallen down on implementation.

{a) Import Substltutlon

The - 1mport substitution strategy placed heavy
emphasis on domestic links in production - suppliers in the
home country would look to purchases from local producers.
However, it turns out that there are very few domestic
linkages of any 1mportance in small economies, whlle there are
very rich possibilities for linkagesrto the international
economy. The catch is that trade linkages require‘oreater
.Sklll and knowledge, and the returns may have to be shared

w1th tradlng partners.
. ]

-5 - - In dimplementihg -import substitution?poiicies a -
majority of deveioping'countries suppianted'private marketing:
arrangements wholesale. 'Free" markets'do not. exist anywhere in
the world: all trading arrangements are conhtrolled by specific
~laws, conventions and habits which may vary tremendously from
place to piace and over time. Where markets are not subject to
intelligent regulation they are invariably exploitative and -
inefficient, poorly informed and manipulated to the unfair
advantage of a few participants; But that does notﬂmean that

markets are always inefficient and that government officials
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'shouldjdétermihe'economic-aIIOCatidn. We neéd a theory of
regulated markeﬁs to provide géhefaliéations about the extent of
interventioh for different,market structures. The widespread use
of_quotaS'(fér imports and foreign exchange, in‘particular) and
'abortive attempts'atrglobal pricercontfols are the prinéipél
1evidence ofrmisguided intervention. Quotas should Be employed
bnly'whére tariffs‘will not‘achiéve phe.same_objective, and
administéfed allocation shouid be seléctive,‘never replacing
-prices‘completeiy; Prices allow freedom of choice and they
distinguish the more enterprising firms from those which eméloy
résourcés which could be put to better use elsewhere, " But théy
have none of these beneficial.effécts in the abSenceloftcareful

regulations and adeduate institutional support.

The protagonists of import substituting'policies
usually attempted to limit freedom of ‘choice in consumption.
ThisrapptoaéhEfs'objéééioﬁésie on ﬁofai;ﬁroﬁnds: :héé Eﬁe'sociefy ‘
given the political leadership a mandate to restrict their
freedom of chdice?-rlt is aiéé a practical.qﬁeétiéﬁ:"cénl
cohsumptién éhqices be restricted so as to enhance piddudtion
7<§£ow£h and raise material well-being? It appears the answer
is no. Atﬁem?ts to restrict ébﬁsumption encourage
rént-seeking; weaken incentives to produce, shield incompetent
firms and pfbéide‘no legal redress against sloppy workmanship

.and service. In any event the diversity of consumption needs




in any society which has risen above subsistence severely
limits the possibilities for import substitution, K in a small

country.

(bf Neoclassical Arguments for Trade Orientation

Theoretically it is simply not true that more trade
will enhanée a small country's grdwth potential, having regard
to changing technologieé, the liﬁitleés variety of forms of
information, myriad information éhannels, shifting cartels and
oligopolies in world trade, a variety of co*operativé
arrangements and guotas véluntary and imposed. By chooéing'
appropriately among these features you may derive any result

‘_you like.

. Neoclassica; arguments for trade orientation remain
vqgueiabout,the:source of comparativeladvantage, but thg basis
;a?parentlyEremainsﬁfacqoq in;ehsity.,ﬂSince_capitaliand
technology are mobile intgrnatiﬁqally yhis,£gduqes_to,é basis
of ‘labour intensity. However, 1abour?is-notlhqmogeneous." To -
some extent labour may be difﬁérentia;ed bf,1eve; of skill,
which can be measured, however inadequately. But even with
the same training and equipment workers from different
cultures and with different_backgrbunds;show differencesrih
productivity which swamp the effects-of;ékill differentials;
To determine comparative advantage implies comparisons of real

unit labour costs {combinations of real wages and productivity),
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but the problems of measurement are formidable. This-diffieuity :
lies behind mueﬁ ofrtheicqqfusien in recommendations on trade '
policy (for examplerthe megniﬁude of devaluation needed to ensure
‘competitiveness). It is also difficult to measure a country's
labeu; ehdowﬁent in terms_of a basket bf different |

productiVities.

Neoclaesical theo:ists are wontrto preﬁend, in the
ﬁaee of all evidence to the centrery, that trade relationships
are not: uneQual._ éithough dependency theorists have failed'to
make a conv1n01ng case for the inevitability of unequal
exchange in’ all circumstances;,; they have. prov1ded a large body of
documentedfcaees1of inequity. ' Lewis makes a cony1n01ng-case
againet‘the drﬁder interpretations of the neoclassical -arguments
for growtli. They presume'that’comﬁetitiVeness may be enhanced by
'sellingrddmestic laboﬁr services more cheaplyrthan?bhefservices
of equallylproductlve workers elsewhere 1. This passes'the -

- benefits “of product1v1ty gains to the .consumers of 1ndustr1a1
countries, "and any stretegyvfounded'on this .premise will :
impoverish the producers, relatively if not -absolutely.,

Neocla551cal theorles share w1th 1mp0rt substltutlon
theorles an 1nab111ty to deal w1th uncertalnty and e;pectatlons,
except in a mechanlcal and unreallstlc fashlon. ThlS allows
" them to relegate to the periphery quest;ons of egchahge rete
uncertaiety, capita1 f1ight and interest_rate volatility, not

to mehtion social and political factors. éven if comparative
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" advantage may -be defined, for some countries their comparative
advantage -may be unattainable because investment is inhibited_
by a goverpment'with poor cleims to political legitimacy or by
‘a history of epparently'capricious exchange .rate and intereet

rate changes. ' _ I

(ci An Alternative Rationale for Trade Orientation'

The Lewis strategy for development deserves

" reconsideration., Admittedly, the attempt to combine improved
agricultural technology, industrialisation led by foreign
capital and meaeures to -slow down population growthghas not
been a conspicuous success in the Caribbean. With ithe help of
Vforeign investment the manufacturing sector did make a major
cootribution'to employment}-but-iterll-Short_of what -was
needed to ebsorb'theysurplus labour force. - The major
contribution to growth'in'the~Caribbean in ‘the -post-war -period
came not’ from agriculture and industry but from'minerals and
‘tourism. - Nevertheless, there seems nothing inherently flawed
in the Lewie-atQUment and it continues to have iﬁtqitive
appeal. The objections which have been advanced based on
_expetience have validity, and they indicate that expeotatione
about the speed of growth and degree of economic independence
should be tempered, but they leave the fdndamentals of the

strategy 1ntact.

One objectlon to the 1ndustr1a115at10n strategy was

i

the relatlvely small contribution to 1nc0me and forelgn
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Vexchange because of the propoftion of ieakages-to total
output. -Clearly the manufaétUQing:seétor could not be the
main source of income growth, unless its e#pansion were
egceptionally'fépid}'_ﬁowever, its contribution to emplojment
wés_disproﬁortionately large, and-labour_ébsofption has proved

" the major contribution of the manufacturing sector.

‘A second criticism has:centréd on the foot-loose
_nature of mbs& fofeign—owned.ménufécturipé'in thé Caribbean.
Since thé Caribbéan7has a,;élativéigrnafrow,feSoﬁrce;baséTand'
a:tinyumarket,rmOSt Secopdéry and tertiary activity is
fésident:by choice rather than necegéity. The ability to
migfate;if ﬁhere is:sqfficient inééntive-is‘ﬁat peéuliaf to
foreign-owned firms. A"thifdjbbjectiﬁn,:that foreignﬂowﬁed
firms do little re—inves;ﬁent ié based on tbe common
assumption;thathcarcigyAof_saving is a brake on investment.

This view will not bear the weight of critical scrutiny.

oo

'ThéiCOmbinétibn'of‘incfeasi%ély productivé
aéficultufé and-méhufactured;éxports,contaihs thgdgeim;bf a
feasiblertrade—orientéd strategy. 'Howéver, it will not
- suffice to pfoduce-food_for the héme marké§.only: export
markets must beifound.to absorb the increasing output which
fewer agricﬁliﬁrél 1abddrers:aré'abié to pfbauce; 'Thé third
plank of tﬁe'étratégy must be théAjudiciaué egploitatioﬁ of

natural_reéoﬁrcéé; iﬁéiu&ing‘ﬁinerais'énd tourism potehtial;

They earn foreign'exchangeito support the investment
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programmes in other sectors and they may provide a cushion of
foreign exchange reserves to improve the insulation of the
economy agaihst-external distufbanées. Population control and
the encouragement of migration arerhelpful_adjuncts to the

strategy.

A trade-qriented strategj opens the economy to
knowlque from the wider world - about products, processes,
markets and technology. Improved knowledge-aﬁd investment in
the human résourcé is ultimately-the key to self-generated
economic growth in small economies. Knowledgeablé people will
be éble-ﬁo ideptify investment opportunitites by virtue of
their familiarity with markets and production processes. They
are less likely tdrfaii‘because theyfﬁﬁdersténd the hazards of
new ventures, and will develop flexibility,'by‘lpékihg'at a
variéty of scenarios and by:deveIOping éohtingéncies.' They
willrbe'mbfe‘adept,é£?bafgéining'and at”Coping“Wifﬁjthe 7
regulations that.govérn all. markets. . They have better:

- understanding of the tools of_market.penetration. It has come
to be accepﬁed thétrgovernment‘cannot diregt ;@e growth of
Caribbean ecoﬁgmies;_initiatives are required in thousands of
different areas of the economy. The largest gains are

realised when ﬁhe ihformation and skills of individuals who are
“in poéitions to take these_initiatives are constantly
renhgnced. The most effective way to achieye Fhis is by

interacting with the rest of the world.
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_(d) A Trade Oriented GrowthrStrategy

- Sﬁall.developinglcountriesgmay secure dependable
growth by the use of anhexport;led:strategy. It provides
foreign exchange to support variety in‘consumption, it
encourages the acqulsltlon of knowledge by 1nten81fy1ng
1nternat10nal contacts and 1t exp101ts 1nternat1onal
_-product1on 1;nkages, which enable the small country to benefit
from'economieS'of'scale. In order to maintain competitiveness
managers must be sk1llfu1 enough to choose products and
‘processes suitable to the economy s 1nst1tut10nal wage. The
wages_blll is the pr1nc1pa1 1nstrument forllmprov1ng materialu

Well—be1ng. The'elasticity of demand for labour must be quite

o hlgh if wage reduction is to 1nduce suff1c1ent add1tlona1

employment to enlarge the wages blll.' Wlth wages everywhere,-
in'tnelcaribbean at levels which are'generally considered at
'or below thé ninimum-reguired for‘a decent standard o% living,
ﬁwage reductlon 1s ‘more’ 11ke1y to result 1n 1ndustr1a1
_d1slocat10n than in substantlal employment galns. Bu51ness;
success depend5~on the ability to choose technologles'which
are prof1tab1e at the 1nst1tut10na1 wage, and to ant1c1pate
changes in products, markets and processes as real wages

1ncrease .

3. Size and Dependency

Th1s sectlon enqu1res w:ether small countries are

neceSSarlly dependent. By'dependency we,meanran'inability to

- =15-




secure improvement in material well being through domestic
decisions. Small countries are very vulnerable to the
vagariés of world trade, butftheir_uqdbstrusiveness can be
madé to work'to-advantage. If'bolicies are implemented
without regard to size economic indépendenée'may be
impossible, but by taking actions to accommodate to their
limitations small economies may provide themselves with sc¢ope

for independent action.

"Small,countries are exposed to the fluctuations of
international commerce which affect all developing gouhtries,
but to a greater degree than for large developing naﬁions,
Where they have not recorded terms of trade losses the
Variance of export prices has been destabilising, and factor
prices have not kept pace with those of the industrial world.
Small nations have Weakrbargainiﬁg power in negotiatiéns among
governments and with international firms. The available
technology is §e1dom geared to their needs, since it is
developed by people,whb do not share their concerns. There is
~an acute brain drain because of the limited scope which the
local economy can offer to first—rate minds. It is often
difficult to establish and maintain up—to—date informapion
systems. It is more difficult to reach é scale of operétions
where the firm begins to reap ecdnomies, because that involves
the demandihg business of_expofting; E%ceptnfqr a-few éréés

of great geopolitical importance small countries suffer from
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politicai;neoieot thch'furtherldiminisheertheir ihterhational
bargaihing power. R o | 6
On,the other hand, the trade policiee of small
econom1es are unllkely to 1nv1te retallatlon, and a small
sllce of any major export market will be sufflclent to ‘provide
a‘considerable.boost to output. A few major successes can -
_quickly;show ub as a faster overall growth rate. Internal
commun1cat1ons are less costly per caplta, and 1t is cheaper
to prov1de the 1nfrastructure to spread galns from economic
growth throughout the communlty. If they can arrange joint
‘p051t10ns small countrles may achleve dlsproportlonate voice

in the 1nternat10na1 communlty where representatlon is

I e -t

1nvar1ab1y on a natlonal ba51s. Good leadershlp may achleve
notable économic success in small economy, but poor government‘
i .

may ‘be more harmful than for 1arger countrles.

R RS PR R R E A e T i
Small countrlesgmust accept that trade will-be - very

1arge in. relatlon to GDP- and:that growth will depend on: the
expansion. of exports. - If -they are to gain:economic o
. independenoeatheyrmustlsearch'out policies_which give local
decision'makers greater,influenoe.onuthe export sectors and
resiliehce.io-the-face of woridltraderfluctuations. :

- Deliberate_policies should be uhoertaken to foster a
VQVariety,of eroorts,r=1t is:etili‘tyoioally-the oaee'that the

" small country specialises in the -export of one or two
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commodities. Because of'fhe-imporgancg of trade,.
diversification is especially désirable as a cushion against
“the vagaries of any one markéﬁ. Diversificatién is also
especially difficult for small countries to achieve, more
because of their limited export marketing skills than on
account of their narrow resource base. In addition, expo?t
growth may be made more resilient by building loyalﬁy to the
country‘s‘products and establishing a durable présence in’

specialised markets. -

| Thesé policies requre-fhe éﬁpport of high powered
info;mation systems, and théy cén be implemented onlf By
knowledgeable managers. The g;éatesg emphésis should‘be
placed on the_devélqﬁmentVOf inforﬁéfion and’communica%ipnsf

§

they are the means to relieving many of the constraints on

rsmall-economiés. éwéll informed_agent_for aAsmall nation i$
ﬁuch bettef ablé ;6 secufe‘a faﬁourable contragt,rto unéover a
firm potentiélrmarkét,'tO'find-a way around. technical barriers
and to identify apprépriate technologies. Equal emphasis must
be placed on ‘developing human potential, se as to augmentrthe
supply of skillful_managers;r International standards iﬁ'

education, encouragement of overseas travel and migration and

'support for intellectual pursuits ' make important contributions

to an enlightened productive citizenry.

" ‘The small country must‘also provide itself with good

insurance policies, the most crucial being-arhealthy'reserVe-
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of foreign exchange to cushion the impact;of'balance of
payments fluctuations. Ample_reserves improve‘the country's
credit worthiness, giﬁing an aéditienai balance ef-paymentS’
cushion. Fiscal deficits should be small enough. to leave free
resources in the financiel system, so thet government- may-
moderate the effects of eeonomie fluctueiions by evening out

expenditures somewhat without calling on the Central Bank.

Small ecqnomiee should target-expenditure growth on
the meéium:term prospects for exports, using cOnservatiye
estimates of market potential. Foreign reserves and fiscal
policies should be designed with therworst-case scehario in
:mlnd, so that there is- enough 1nsurance to cover this
eventual;ty. It should then be pOSSlble to av01d abrupt
destabilisipng shifts.in policy and to adapt.to changes in
foreigh markets for'geode,.serviqesrand_fiqance{ The small
netion‘alsdzneedsuco;ope;étive arrangements,withjneighbgurs-
and ethere who. share itsaiptereSts, at;ehe 1eve1 of the ﬁirm,i,

the sector and the nation.

A small country ﬁay secure its economic indepehdence
by controlling the pace of export-led growth in a world of
larger neighbours withrvolatile echomic'fortunes;rlIt'
requires able,_wellfinformed managers, and,a'divere%fied
basket of exports, containing some high}y differentiated items

' for which the country has beceme well—knoﬁn, ‘The balance of

payments and,public-policy must be geared to providing ample
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foreign reserves, and a network of international agreements,
Lt . . . :
with neighbours, other small countries and others who share

particular interests should be maintained.

4. The Economic Community

v

Those who believe that small size condemns a country
to economic subservience seeithe creatianof an economic
community as essential‘for development. Since we insist that
small nations may indeed chart their own economic course we do
not ascribe”to'eCOnoﬁic-integration éuch a central role. A
grOupiné of'counffies as small as those 'in thé Caribbean’
hardly gains ‘in size on the world scene, compared to
individual members, and will be subject to most of the same
size disabilitiés."Furthermore, integration will bé to no -
avail if individual countries ‘do not develop the human
resburce, give'priority to information-systéms and ‘manage
expendifﬁrés”iﬁ'éiconservativé manner. However, with good
policy régiﬁesriﬁtégrafidh can enhance growth prospects,
provided-there,are safeguards against uneven distributicn of

gains and losses.

'ClaésiéhljcQStéms unibn thebry, based 6niPareto
optimality, does not offér a strong argument for economic
union in the Caribbean. Because of weak ébmblementaritiés
there is'hot much'écépe féf'Pareto—optimai trade creation;

most intrafregiohal'trade is diversion, which reduces welfare
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according to the Pareto criterion. The union would
noneétheless be beneficial if it ‘sérved to improve income
distribution, but it is not clear that it would necessarily do

SO.

The-argument for the creation oOf Caricdﬁ was
therefqre based heavily on the potential economies -of scale
and the need té rnurturée infant industry. ‘Once we?accépt:the
need for an expoftiof{eniéd gfowth‘strategy the economies-df
scéle which;mayrbéfobtaihed in industries producing ‘for the

regional market are seen to be of trivial importance. '

V-Tﬁe éédnbmic'community is ﬁoré'important as an
incubator for new industries which gre.botential exportérs
ocutside the Caribpean{ Many gigms'néed to be proteqted until
their_outppﬁ grows to a level whe;e thgy begin to experi%nce
, scaleggconomié5.5.¥deal%y, suppogtéfor'infant:anusgry m}ght 
be.in’the_ﬁormrqf-aﬂs@bsidy,;bﬁt'?or:budgetaty ;gésons,';‘
protective tariffs are usually .preferred. Within the
community'a larger variety of processes might be gncouraged in
this way. .There has been some academic sceptiqism about the
need_for infant industry protection. If firms'expect'to.ber_.
profifable why would they not absorb the learning posté; to be -
' se# of f égaihst future profits? However, in an uncertain
world only large corpéﬁétions can contemplate this kind of risk

without the benefit of official assistance. 'Furthermore,
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official action may foster the growth of industrial centres,

where individual firms may benefit from external economies.

The firms established'in_the embryoﬁic industrial
sector must eventually be competitive at world market prices.
There is the risk of encouraging activities which are not
eompetitive} under the protective shelier.. In principle, the
official support-shoulq be temporary; however, it is often
difficult to-remove tariffs, especially if they are set at a
high level. It is therefore ad&isable to allow only moderate
tariff protection, which will probably be_insufficient to -
encourage marginally competitive activities, even if the
tariff is not discontinued.

1

Thevecoﬁoﬁie community was expected to promote growth
through joint production, combining imports and processes from
dlfferent member states. The removal of 1ntra-reg10na1 tariffs
does not offer much stlmulus in thls‘dlrectlon(31nce most of the
materials which might be used in jdint pfocessingiare‘éfreédyk
allowed duty free accéss under inéenti%e'legielétion, whatever
their origin. The establishment of the community does not make
joint production more prefitable than it would be without the

union.

Joint marketing efforts offer greater potential for
developing new custom and firming up existing markets. They

' have been badly underutilised, perhaps because naticnal firms
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and organisations have failed to understand that they can be

designed to complement national marketing efforts.

There are also SignifiCén£ gains to be made by sharing
the talents of the citizens ofrmemper countries. This occurs
independently'bf official policiéé,'to'some extent. But a more
enlightened policy of freer movement of people within tﬁe
community would greatly enhance the potential.

.'The community may help to increase the influence of
Sméillnations in tréde negotiationé; The commuﬁity oqgﬁt to be
able to field a ﬁore skillful,'knowledgeable team than any of
its members. The compleméntarity which is é diSadvantage for
trade within the-régidn is,réflected in a deéree of hoﬁﬁgeneity

which helps make joint negotiation effective.

Thé econﬁmic unidn was also intended to increase the
rénge;of_items;exportedrand-thhs_to increasé the resilienée of
foréign—éarnings’tq externalrshoéks. " However, this is tb.all.
members' advantage only if there are-effecﬁive mechanismé to
. transfer income from those who gain to those who lose.
Furthermore, there must be safeguards to protect the gains;bf
‘ smaller members in the event of losses by their largerxr 7-
partnérs.r With-countriés =10 diSﬁarate in Siée as those of
- Caricom the greater diversity 6f eiports of thé community is

probably anradvahtagé only for smaller members.
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In sum, Eheréconomic communiﬁy may‘help fo'enhance
the economic indépendencé of its members by acﬁing'as an |
incubator for manufacturing that is potentially competitive on
world markets, by encouraging joint marketing arrangements, by
undertaking joint negotiation,-by pooling human resources and
by carefully thdught out mechanisms . to take advantage of
increased divefsity of éxports. However, memﬁer éountries'
prospects foriself—sustained growth depend principally on
domeétic poiicy, and £he‘community‘will succeed énly if there

are strong safeguérds to ar}est_the sprgad of reperéuégions
from the misfortunesrdf members Whosé ééonomiCS'carry
suBstantial weight. | |

5. The Exchange Rate Regime: ' Current Account Policies for
‘Growth and Stabilisation

The'management of the exchange rate is perhaps the most
warmly debated issue in-traderpolicy.r'The Caribbhean. has
witnessed a rahge{bf'foreign exchange regimes in the pasf ten -
Years;'from complete rationing and foreigh exchange budgetting
to experiments with_maﬁaged,floéting.r'There has been a weélth
)of argument about therimpact of the exchange rate regime on
countries' growth. There is as yet no consensus about the
kind of regime which encourages growth, nor has it been
determined whether growth~and stabilisation are compatible

-objectives.

The options open to foreign exchange managers depend on

the adequacy of the country's foreign reserves. If reserves are
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ample it is possible to suppéit'e fixed raté without rationing
and without an dnbfficiairmétket rate which is heavily depre~
~ciated. Where there is an excess- demand for foreign exchange
the offical rate must be altered in line w1th the excess demand
or rationing must‘be 1ntroduced79r there must be a comb1nat10n

of the two.

If.the:authofities try to takercare of.e large foreign
exchange def1c1ency by deprec1at1ng the OfflClal rate only, the
extent of devaluatlon may be so large as to destablllse
expectations and.setrln train unpredlcatable reactloes.
Moreover, it is all but impossible to measure the excess
demand, and various elements of the priVaterseeterfhold widely
'differing views as to.its mégnitUde. In these circumstances
there is the risk of overshooting,'either by making too large
a devaluation to begih with, or Because the initial move fails
to coﬁviece the"hafkeﬁfana'further‘déprééiatien?is_neceSsary.

L N -
' s 0 F o

Re;iqging‘is usually‘thekresort of these Wheifear-ia;ge
devalua;ions, but foreign exchange budget?ng is_virtually_:
impossible to administer. The information reguirements are
staggering e quantities, qualities and idehtities.ofvthousands_
ofritems-with innumerab1e_dses'from many seurces egl need to be
ordered in priority, witﬁ allocaﬁiens to be spaced over the year
and divided among applicants;‘delivery times mdst be allowed for
and payments monitored. Thersystem gives attractive ineentives
to rent-seekers, legal and illegalf aﬁd is always accompanied by
unoffical markets.r -
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A combination. of some rationing with_a depfeciated
exchange rate-may be the best,answer. -In addition, the
o_authorities might sanetggn;an'unofgigel market if it‘developsr
and provide it with reliable information on the prices at
which foreign exchange is being bought and sold. The
particular COmbination of'devaluation:end rationing must
depend on the magnitude of excess demand and arrears of
payment. It depends also on the proportlon of foreign
receipts whlch are pald dlrectly go government account
(royalties, sales of export marketlng boards, etc): the

greater the proportion the more scope for ratlonlng.

The official exohangeirate ought to be set at a level
whichrincreasesrthe.snpply of foreign eXchange from;exports over
a sustained period. It is.expected that devaluation will lower
the local costs .and increase_the:profitebility of exports, .
attracting'nerinvestment such that export volumes will rise to
exceed the rate of devaluation. (If the countryrdevalues py
210% exports must rise by more than 10% if there is to be a
foreign!eRChénge“gain;j Efforts have been made to resolve the
issue'by’appealing to‘éﬁideﬁbe, but thé‘effects appear.only in
the medium term,}and,since the rest of the:economy is not
standing still it is very diffficult to infer the magnitude of
the effeéts.r Implementing a devaluation strategy for growth
'a1s0-inv01ves the projection of,cost structures for-products
whioh arelhoped for'but not.yet_in'produétion and estimates of
the impact'of-new technology.; In addition, the effects of
'devaluationron iocal production eosts must-be-neutralised.

-26—



A devaluation aisohhas the_effect of reducing the -

‘excess demand for foreign exchangerhy making imports moxe
expensive; This is a more reliable response, easier to 1dent1fy
and measure because its 1mpact is fairly 1mmed1ate. As |
devaluation generates 1nflat10n and a fall in real 1ncome in the
short run there is an additlonal damper on import spendlng. The
devaluation ch01ce depends on how 1t may be combined with fiscal
and monetary policies, and alternatives for stimulating exports

3

and cutting imports.

Exchange rates fixed in terms of one majoxr currency are
usually preferred hy smali countries, It the numeraire
"currency is the dominant currency in foreign transactions,the
fixed rate may form an anchor for exnectatlons, essential for
orderly exchange rate management. In these 01rcumstances the
beneflt from the use of currency baskets (to be dlscussed

i

shortly) is usually not c0n51dered worth the complex1ty of

i
thelr 1mplementatlon._

Economists haye a bias,towards‘the usewof currency
baskets, but nobody elseicares much for them.. They ayeragethe
impact-ofrexchange rate changes on the prices of imports and/or
exports, according to their welghts in total trade. Sincei_
1mport sources may be sw1tched according to exchange rate
movements the use ‘of the currency basket does not make any
'difference to the.level of 1mports. When world exchange rates-
are volatile the use ot_a'basket redistributes 1ncome among
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exporters.r in conparison with the effects of a single currency
peg. For relatively modest exchange rate fluctuations;the
1ncone d1str1but10n effects are negllglble. If international
exchange rates are very volatile we need to know whether their
1mpact on 1ncome d1str1butlon 1nh1b1ts growth and dlmlnlshes
welfare in the longerrterm. Unless they do it will not be
worthwhile to institute a-basket, with the inherent danger of
destabilising exchange raterexpectatiOns,rin order'to alter the

distribution of income.

The exchange rate may have to be changed in line with
indicators'of economic performance in order to establish a
cred1ble rate, 1f there is a large excess demand for foreign
exchange. Poss1ble targets for the exchange rate 1nc1ude an

&

adequate supply of forelgn exchange on the official market, a

' target growth rate of exports and to contain the dlfferentlal

between local and forelgn rates of 1nf1at1on."‘”

The currenc1es of Western Hemlsphere countries tend to

'be stable only when thelr value in terms of US dollars is not

expected'to alter. No exchange rate strategy can be sustalned

'unless it fulfils this criterion. Experlence plays a crltlcal

EH

role in determining expectations, so the best strategy for those
countries which have maintained a fixed peg to the US dollar is

to maintain that rate unchanged and to adjust spending and

'output by f1scal and monetary pollc1es. Once the country

embarks on actlve exchange rate policies a variety of 5001al,
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political and economic circumstanCés cause expectations to alter

in unanticipated ways.

Alﬁhough large fiuctﬁations émohg major currencies
impose income redistribution Qithin the small economy it is best
to-compensate by the ﬁse,of fiscal measures rather than by
altering tﬁe exchange rate. Fiscal'combenéation involves a
deliberate:decision,which can be brought to bear when income
distribution shifts sufficiently to warfant action. Moreoever,
compensation-cén be applied selectiﬁely, depending on whether
'thé losers have high priority ih_the country's growth strategy.

The use of a currency basket offers none of these advantages.

A‘éomﬁdh exchaﬁge raﬁe sﬁrategy for tﬁeléariﬁom région
‘would foster trade émong mémbers_by eiiminéting one source of
:uncertainty, but intra-regional trade is of little iMportancé
for countries' long term growth, and there are other sources of
uncertainty (such as diffefential ratés;of inflation) which
trﬁﬁers pﬁsf live with.“;i 5oin£Astra£é;y:is féaéible for
edonomies of éoﬁparablersize and Eoﬁpéfabié ébonomié :
performahce, provided income transféf-ﬁéchanism and safeguards

are in place, but it is not beneficial otherwise.

The nanagement of the demand and supply of foreign
exchange has important implications for the evolution of trade

patterns and the growth potential of the economy. Policies should
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provide for the 1§ng term growth of exports; along with tﬁé
stabilisation of income énd spending. The choice of exchange
management policy is governed by the initial condition of

foreign exchange reserve adeduacy, the country's international
credit worthiness and the expected value of local currency in
terms of US dollars (compared to the existing value). Guidelines

for'selecting among the possible choices might be to:

(a) stay with a US dollar link (fbr small nations in the
western hemisphere) unless the’expected value of 10§a1
currency (ih'US dollars) is not the same as its current
value; use fiscal and monetary policies to stimuiate,
gxports, contain imports and compensate for exchange

rate fluctuation.:

" If there is persistent excess demand for- foreign exchange and

peoplé expect the currency to depreciate: Co 't

H

(b) ,sénction uncfficial markets as they develop and provide
fbr_ﬁhe certification of foreign exchange dealers (to
protect Lhe-pubiic) and establish reliable information

_ . , _ .
about prices in the foreign currency market;

(c) 1limit official foreign currency rationing to as short a
list of items as possible so as to avoid administrative

overload; - , .t
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(d) use indicators to alter official rates to ensure an

adequate supply of foreign exchange for official sale.

DeLisle Worréll

....31.—




