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The Cambio-SysTeh of an lIndependent Exchange Rate Float:

The Case of Guyana by Clive Thomas (with Research

Assistance form Rajendra Rampersaud}
This paper reports on research to date on the
operations of the cambio-system of foreign exchange

management in Guyana, |t Is part of a larger study on
"financial distortions and financlal policy"™ in the

Caribbean, being jointly undertaken by Claremont Kirton

and Clive Thomas, under joint {SER, UWl -_IDS, UG,
sponsorship. The work reported on is still at a

preliminary stage, malnly because of the recency of the
[ntroduction of the cambio-system and the severe difficulties
encountered abia in data collection. The latter has been
particularly severe (n the area of complementary macro-
economic and monetary data In monthly series, and in a
form useful for econometric and other quantitative analysis.
As readers would observe In going through the paper, we have
in some Instances farmulated models and derlved the
equations to be estimated, but these have not yet been
completed. The justification for such a preliminary study
is the keen reglonal interest exhibited in The innovative
character of the system and the exceptional economic |
circumstances under which it has been introduced,

The first section of the paper is introductory and
seeks to locate the cambio~sys+em in Its |ocal and inter-
national contexts. The second section outlines the
mechanisms and operations of the system and introduces the
main statistical series acquired to date. The third section
looks at the theoretical and analytical rationale for the

system and seeks to evaluate this. [+ is in this section
that the data handicap is most acutely felt. The final

section concludes with some proposals for pollicy reform.

¥ Mr. Rampersaud has recently joined the Staff of the IDS and
was made principally responsible for the collection of the
statistical data. He is preparing an independent study re-
viewlng Guyana's performance under its Economic Recovery

Programme for the RPMS,



| . Introduction

The cambio-system is the second major initlative
in the region to develop a market determined exchange rate
system, the first being the auction - system in Jamaica,

The origins of this injtiative lie in both external and
internal developments. Externally, the cambio system falls
in the class of [argely {MF - inspired 'mechanisms of
Independent Inter-bank floats, of relatlvely recent vintage.
As recently as 1984, in the IMF house journal, (Finance

and Development) one of its staffers reported as orthodoxy,

based on a sample survey of 33 countries (including Guyanal)
that:
"in practice therefore, the effective

choice for ministates may be a flixed or

a managed exchange rate system" (galbis
|984, P. 38).

The standard recommendation then was The former when the

authoritles were pursuing sound credit management, and the

latter otherwise. The rate when fixed was also best fixed
in relatlon to a "basket of currencies", variously conceived,.

Despite the aone, during the decade of the [980s,
approximately 19 developling countrlies had elther adopted
floating rates or other independent Interbank - Type foreign
exchange markets. Indeed between (982 and [986 it was
reported that there were 23 shifts from currency pegs to
more flexible forms of managed or [ndependent floats and
only six shiffs in the reverse direction, to more Inflexible
systems, By 1986 as many as 28 deQeIoping countries had
managed or Independent floats. Since ‘then, however, Ten,

have moved from more flexible systems to pegs and only four
from pegs. to more flexible systems (IMF, 1989),
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We may conclude therefore that if the cambio-system
reflects [MF views of an appropriate exchange rate mechanism,
+hen {ts introduction has come at a tlime when practice seems
to be tempering other countries embrace of free market
determined exchange rate systems and encouraging a shift
back to the orthodoxy expressed in the 1984 article mentioned
above, of a system of managed flexibifity. Many of the
changes in.the flexible direction reported by the IMF have

been in the context of Fund programs where balance of pay-
ments disequilibria have been acute; the external reserves

crunch has been intense; black-markets, speculation and
other negative developments have made The existing officlal
exchange rate Indefensible; and the external arrears
situation was very bad. As we shall 'see next, in Guyana

all these conditions existed, leaving the authorities with

[ittle or .no room for maqﬁ?@vre.

These deVeIopmen+s In favour of Independent floats .
in developing countries are [inked fto broader global tfrends
favouring liberalization and market determination of

economic processes. The speclific choice of the cambio form
of independent exchange rate management In Guyana, we believe

has much to do with widely expressed reservations of the

other alternative - the Jamaican-type auction system.

Internally, "a unique combinatlion of economic pathologies"

had emerged: Immiserizing growth, depopulation, persistent
and acute balance of payments deficits in fthe context of

absolute declines in the current values of exports and

imports; sustalned deterioration of physical plant and
economic and social infrastructure, capital flight and

currency substiftution, all in combination with what is
perhaps the world's largest per capita external debt.

These economlc circumstances plus the authorities record
of managing adjustment over fhe past decade and a half

appear to us to have given considerable leverage to The
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IMF and other supporting countries and instltutions to

press Guyana to pursue the "free markel optlon", making the
cambio-system, somewhat of a reluctant choice. Whether so or
not, in any event These economlic circumstances have a great
bearing on the later analysis, For the rest of this section,
therefore, we shall briefly elaborate on the "economic
pathologies" summarized in the fIrst part of this paragraph
taking the opportunity to introduce some key statistical

series,

The detalls of this picture are summarized in the
statistical series presented in Tables { -|0. The data in
Table 1 show That in 1989 +the value of real GDP was less
than three-quarters of what it was in 1976. Between the eve
of independence (1965) and the oil| period crisis (1973)
the rate of growth of real GDP was approxlimately 2.9 per
cent per annum. Between 1973 and 1980 the rate had declined
to approximately one per cent by annum. For the period 1980
- 1987 growth was negative at minus 2.7%. The annual growth
rates of GDP in 1988 and 1989 were -2.9%, and -3.3% respectively.
The per capita level of real GDP in.[989. was approximately
71 per cent of the level attained in 1976. This very weak
growth performance is mirrored in the behaviour of electricity
and oil utilization which are fthe principal forms of energizing
production in the economy. Electriclty output in 1989 was only

{180 million kilowatt hours, that Is, approxlmately 46 percent
of The output produced in 1976, The volume of oll imported in
1988 was 2.5 million barrels of refined equivalent. This

was approximately two-thirds of the volume imported in 1976.
Behind the negative growth since (980 lies a severe crisis

of production and producTiQiTy brought on by a host of
managerial, technical, labour, organisational, and financial
problems. The trend in the physical output for the country's
three main products shown in Tabie.Z reQea[s this situation.
Comparing the avefage output for the period 1988 - 89 with that
of 1970, we find that sugar output in the latter périod Was

only equal to 54 per cent of the ear]ier level, for rice the ratio
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TABLE 1

ECT2D GROWTH STATISTICS

Col. 1 Col. 2 Col. 3 Col. 4 Col. 5
Year Real GIP Heal GDP Hlectricity Imports of
i (@otal) (Eer Capita) Oubtput Refined 0il
i (3 million) (3 Guyana) (Mn. Kilowatt (*000 Barrels)
g (Guyana) Hours) :
i
i
1976 1066 1432 392 3965
1977 1CCO 1353 336 4260
1978 S5 1325 £0G 4590
1979 g76 13C1 407 41CC
1880 cg2 1305 241 AZ47
1581 889 1286 424 1452
1082 886 1161 339 2840
1983 BG4 1035 224 2604
ic84 821 1317 236 2650
1985 829 1108 230 2660
1686 832 1106 226 2500
1887 835 1087 215 2518
ic88 813 1073 218 2504
1589 786 1020 180 No&,
Hote: GDP a7 fzctor cost.
Source: Varicus Goverment of Cuyans, IME, IBAD and IADB Heports
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was 85%, for dried bauxite 41%, and for calcined bauxite
50 per cent. |In addition, the alumina plant has remained
closed since [983,

, Selected external statistics are shown In Table 3
and these confirm the indications cited above. Thus if +he

averages of the periods [988 - 89 and 1980 - 8| are compared,
we find that both the absolute value of merchandize exports and
imports had declined (by 46 and 45 per cent respectively).

In addition the merchandize and current account balances were
in deficit; the latter ranging in size from 21 per cent of GDF
in 1984 to 44 per cent in [989. The trend in The terms of
trade also shows a decline, thereby reinforcing the negative
aspects of the production and productivity crisis. Thus the
?efms of trade In the period 1988 - 89 was about 20 per cenft
below that of the base year [977, and |4 per cent below that
of 1980.

Selected public sector statistics are shown In Table 4
While these reveal high levels of government revenue and

expenditure relative to GOP, for almost the entire period

government was dissaving on current account; this ranged from
- || per cent of GOP in 1980 to =37 per cent in 1984. Only
in 1989 was fthere a small current account surplus of one

per cent of GBP, The overail accounts were, however, In

deficit for the entire peried, ranging from the high of - 32
per cent in 1984 to -28 per cent In [989. The internal
publicdebt naturally grew at a rapld rate. This peaked at

376 per cent of GDP in 1983, [n [989 this was stTili at

219 per cent of GDP in 1989, At one stage the debt situation

had generated such a serious cash-flow problem for the

government, that debt repayments exceed tax revenue collections.
This led to a major re-scheduling of the internal debt. The
data also reveal one aspect of the contraction of the public
sector occasioned by the difficult fiscal circumstances. This
Is shown in the employment data, Between 1980 and 1989 errall

public sector employment fell by 32 per cent. The fall in central

government employment was even sharper (48 per cent). |n
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TABIR 4

GUYANAs SEURCTED GOVERNMENT STATISTICE

Ttem 1980 [1g81 1982 1983 1984 1985 1988 1987 1988 1989
1o Current Revarme
(as ;4 of GDP) 30 35 38 39 38 40 43 48 55} &9
2. Current Eyxpen~
diture {as ;
of GOP) 41 50 53 66 5 58 36 75 &0 ¢ 68
3. Current Savings E
{as % of GDP) ~41 15 -15 27 37 18 3 27 7 |+
Ao Capital Bxpen- ,
diture (as 3 |
of GDP) 22 25 23 19 18 18 28 22 3% [ 4
i
5 Ov:‘?ra,ll Deficit i
(~} or Surplus :
(+) ~32 -39 ~38 46 52 ~34 -40 -9 38 |-28
6. Internal Fublic i
Debt@as a 5 of ;
&he) 123 135 221 318 376 532 235 279 277 219
7. HRiblic Sector
Employment, of
which, 08,848 [86,226 [77,527 175,006 {73,258 |75,947 [74,048 174,573 |68,322 156,928
{Centwral Govern- 1 . i ) o " Jims o P o
ment) (12,0003](29,981)i(27,502 )28 ,096 .}.28,686 }((28,686 1128 ,650 1275417 ;[(24,;:91%22?0;-—

Hota 1.

Hote 2.

ChP ig ot factor cost

Tn 1988 znd 1989 there were significant

capital revenue itens.

Source .

:  Govermnment of

Guiyans.,

TP, IDRD and IADD Reportis,




addition the build up of arrears and serious declines in foreign
exchange Inflows |ed to the drastic curtailment of public
sector investment activity, uncompensated for by external

capital inflows.

Table 5 shows data on money supply and credit.

Between [980 and 1989 the total money suppiy grew by the

staggering factor of [0. Between 1988 and [989 alone it grew
by 60 per cent. The increase In the “narrow" money supply

was even larger than the total money supply, rising from

G$323 miljion in 1980 to G$5.5 billion in 1989, an increase of
t7 tTimes, The quasi money grew by a more moderate factor of
6. Domestic credit froem the banking system patterned Thisg
development. [t increased from approximately G$t.5 bllllon In
1980 to G$24.6 billion in 1989. [t should be noted Tthat only
a small fraction of this was credit extended to the private
sector, in 1989 fhe fractlon was ten per cent of the total.
This is in keepiﬁg with the miniaturizing of the privats
sector which has been occurring since the early 1970s. At
its peak the government's cialmed to own or control 80 per cent

of the national economy.

These remarkable circumstances are further highlighted
in the external debt statistics presented in Table 6. These show
the stock of external debt ocutstanding in 1989 at USH1.9 billion,
which yields one of the highest per caplita external debt levels

in the world, for countries with a significant external debt.

The value of the external debt in 1989 equailed 540 per cent of
current GNP, This can be ccmpared with a ratio

of [40 per cent in 1980 and a peak fevel of 678 per cent attained
in 1987, As a percentage of the export of goods and services

the debt peaked (n [989 at 734 per cent. Turning to its
composition we find that longer term debt® averaged about 60 per
cent of the total In 1989, while arrears on this debt peaked

at one billlon US dollars in 1988, Due to re-schedulings this
was brought down to US$431 miflion in 1989,



PERIOL ERDED TODAL MOHEY SUPPLY | HARROW NMONT QUAST HMONEY DOMESTIC CREDIT*
~of which
(private secior)

1980 850 T 323 ‘~ 527 1462 { 197)
1981 997 ‘ 352 645 1812 ( 263)
1982 1269 | 457 853 2495 ( 318)
1983 1534 f 508 1026 3192 ( 382)
1984 1816 | 621 1195 4438 ( 465)
1985 2170 | 740 1430 5387 ( 521)
1986 2615 | 885 1730 : 6391 { 672)
1987 3843 1287 ‘ 2556 8247 ( 975)
1988 5416 | 1981 | 3435 13200 (1592)
1989 8667 5542 i 3125 24610 (2573)

Source: Government of Guyana, Bank of Guyana Bulletin, December 198G

Nete : * = Domestic credit of the Banking System i.e., commercial and central banks




PUBLIC AWD

PUBLICLY

AT oy H I‘r""l"';'l‘ "'l'-r"'}":‘l RO i)
GUARANT B0 SA0NANAT, DEBT

s T Tt i i, B

, | _ _ f 1
1880 13981 1982 ;16871 1984 1885 14986 1887 1988 1989
é o

1. Total Lebt Stecks | 767 847 | 931 1181 1243 1453 0 1583 1678 1647 | 1848 .
& ‘f
2. Long—term webi 571 636 &'75 693 - o674 T53 826 01§ <05 118y
. Short—term Sebt 110 109 158 369 488 12t 657 546 533 Vaea
3 _ o N ;
4, 1.0 Cradit 36 Gg o8 89 sE 51 150 1ie 11 e
5. Totael sxternal ! : j :
—ebt, # of 7 ‘ ' > ; '

~ gxports of 187 228 349 522 504 554 | 04l 583, 624 T34

Focds and

services

140

218

278

()
~J
o

522

5. Acwemrs on Sebt - 34 126 270 432 645 | 731 - 921 1031 | 431
1 |
) ;
i Source:  World Bank oebit Lables, 1880/1050
i
ote ¢ 1 -~ Prelimincxy

-
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Finally Table 7 shows selected price statistics.
There we find evidence of exceptionally high Inflation rates.
The urban consumer price index grew by a factor of 9 between
(980 and 1989. [n 1989, the year of a major devaluation of
the Guyana dollar, when the exchange rate moved from G$10 to
US$T to G$33 +o $1US the urban consumer price index is
estimated tTo have risen by nearly 90 per cent. lIndeed in

July of that year the government "suspended" the compilation and

publication of The consumer price index. The figure cited

for 1989 is an estimate based on partial indicators. The
movement of the implicit GDP deflater mirrors These

inflationary developments as this index rose from 68 In [980

to 379 in 1989, Thedata on interest rates show that these were
generally stable between 1980 and 1988. They were increased
dramatically in 1989 at the start of the governments Economic
Recovery Programme (ERP) which Is discussed later. Thus the
Treasury Bill rate ftrebled in (989, the discount rate grew

by a factor of 2.5, and the increase in the prime lending rate
was just marginally below this. Wage data in the form of

the official minimum wage are shown in this table also,.
Movements in This minimum wage are significant, becuase it is
conservatively estimated that about 25 - 30 per cent of wage
workers receive this sum or |ess. The treénd shows That the
minimum wage increased by a factor of 3 between {980 and [989.
By any standards this is indeed a very small increase compared
to the rise of the urban consumer price index by a factor 9

over the same period. The reduced real income at +the disposal
of a large sector of the population underscores The immiserizing

growth conditions referred to sariler.

The above analysis i1s based on the official recorded
data. There has been over the period under consideration a
rapid rise In the parallel/informal/blackmarket sectors in
Guyana. Thomas (1989) estimated the size of the black market

as an average of The years [982~1986 using five measures.
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These results are summarized in Table 8 below ;

Table 8§

L e R I e I T T T S A S . D s R e )

Period Parallel! Economy as a % of Official

[982-86 39; 61; 69; 59; 68

The significant growth of the paraliel economy is intimately
cennected to the equally significant development of blackmarkets
for foreign currency, the eradication of which [s one of the
principal reasons for the introduction of the cambio-system
of foreign exchange management we are reporting on.

This review will end by brief reference to two very
important phenomena which should be seen as closely refated to the
picture emerging from the data cited. One Is that The economic
crisis which as was indicated i(s rooted in a crisis of production
and productivity has itself been compounded by a remarkable
disintegration of the social as well as economic infra-structure
of the country. This is revealed in the parlous state of the
roads, sea defences, electricity supply, health, education,
public communication, pure water, telecommunication, soccial
we|fare, housing and sanitation services. Secondly, the
stagnating * eccnomy,evident from the declines in output and
negative real growlh, has been accompanled by extremely high
rates of Inflation, This stagflationary feature ot economlic
performance since [980 seems to have been worsened in recent
months, particularly because of the devaluatlion of April [989
and more recently in June [99C, and the failure to date of the
government'!s economlc recovery programme to generate any

significant growth in real cutput. For the entire pertod under
consideration here, fthere has never been any estimates of income
~ distribution. This makes it difficul+ to +race the impact

of this crisis on different groups and strata, Recently,
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however, circunmstantial evidence seems To suggest a dramatic
broadening of the base of pauperization in the economy and &

rapid increase In the categories of "vulnerable" sectors of

the population. Recently, Boyd has valiantly attempted to
make a very rough estimate of Income distribution for 1988

based on extremely [imited data, and using a method requiring

some truly "heroic assumptions", For whal they are worth +this

estimate is shown in Table 9 below:

Table 9

Estimated [ncome Distribution In Guyana [988

e M ey e e e e mE el e e v vt T km mme Al ey Aw P fem o P e MA el A e e e e e S UM LR W e e el e e e

Share Total Income Average lIncome Household Average
% Per Quintile Per Household income
(G$ miftllon) (Gper annum) (G) per week)
Lowest 20% 7.5 216.8 7,805 150.10
Second Quintiie 1.7 338,2 12,176 234,15
Third Quintile 15,7 453 .9 16,341 314,25
Fourth Quintile 21.7 627.3 22,583 434 .29
Highest 20% 45,4 1254.6 5,167 §68.60
_ Population _ 150000 _

Note: Number of household = Housshold Size 57 138,889

Source: Boyd ([990)
These data have to be ssen in light of The following
comparisons between the minimum wage and selected commodity

prices, shown in Table (0 below:

Table [0

._..-_..‘__._....._..u.__....____._..-_—-_._.._......-_.____._..._._...-._..—.......-.._._.\H_,_.._.

Daily . 1P
eriod Minimum Titb. 1lb. Ilb. 1Ib. tgal. 1Pk. Coocking
erio Wage. Cheese Beef Chicken Fish Rice Beans oil $1Us
October $4%.04 180.00 50.00 62.00 45.00 5200 5000 26.00 50

1990



The analysls of 1This section highlights tThe broader
external and Internal contexts which have occasioned the
introduction of the cambio system and which will confinue for some
time to come to cendition i1s operations and provide the criteria
for evaluating its effectiveness. In Tthe next section we examine
the institutional mechanisms and operaticns of the system

since its introduction.
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2. Mechanisms and Operatlons

Prior to the introduction of the cambios, a multiple
exchange rate system exlsted In Guyana. The two key rates

were, the cfficial one and the parallel/blackmarket/street
rate. For a short while, a third key rate existed when the
commercial banks were alliowed {n January |987 to purchase
forelign currency at street rates. This was aboldished in April
1989, when the government devalued and claimed [t had
unified the exchange rate. Changes In the offlclal rale slnce
[975 are detalled in Table 11. The annual average index of
changes in the official market rate since 1980 was earlier
presented In Table 7. Slince 1975, 16 changes In the rate have
been recorded, thirteen of them being within the range of
G$2.55 to G$4.40 for one US dollar. The last three changes
took the Guyana doilar to 10, 33, and 45 dollars for one US
dollar., Estimated changes in the parallel/street/blackmarket
rate, for the period since 198f are shown in Table (2.

Apart from these two rates, Thomas, (1989), reported five other

rates in operation; these, however,covered a relatively smaller

range of fransactions. in theory the official rate was and
indeed is stTill| supposed to be determined in relation to a basket
of currencies, as indicated in the Note to Table I1. In

practice +this has not been followed and the US dollar has been
used as the interventisn currency.

The camblo system started operation in March [990 as the
government's ERP programme referred to earlier; developed
momentum. lts objectives are threefold, namely, to facifITaTe
stabilization of the economy; to enhance the adjustment process
through providing the "right" price incentives for demand and
supply response in the traded and non-traded sectors; and to
facilitate the absorptlion of the parallel economy by tThe

official economy. Space does not permit a detailed

review of the ERP, but the camblo system cannot be fulfy

understood without reference to it. Interested readers can find

reviews of certain aspects of it in (Thomas, 1990 a, 1990 b, [990Q c,)

and the Commonwealth Advisory Group (1989}, The philosophy



Table 11

CHANGES OCCURRING IN THE OFFICIAL CENTRAL BANK

Vel w ot et R L A e fda G M AR Mk MR R e ma e ir m o L M e RAn i A e Tl WH ot R e P

9 October [975 ~ 1 June [98] - 2.55
- 3.00% 198
- 3.00% [982
2 June {98[ .- 10 January [984 - 3,00% 1983
11 January 1984 - 5 October 1984 - 3.75
6 October [984 -~ 12 October (984 - 4.12
13 October [984 - |9 October 1984 - 4,15
20 October 1984 - 26 October 1984 ¥ 4.25
27 October (984 - 21 December [984 - 4,15
22 December 1984 - 18 January 1985 - 4,25% (984
19 January 198% - 8 March 1985 - 4.30
9 March 1985 - 29 March 1985 - 4.45
30 March [985 - 16 August - 4.30
17 August 1985 - 11 April 986 - 4.15% 1985
tZ April (986 - 9 November 1986 - 4.30
10 November - {5 January 1987 - 4,40% (986
16 January (987 ~ 31 March [989 - 10.00% 1987
[O.00% |988
April 1989 ' l - 33,00% 1989
15 June 1990 - 45,00
Source: Bank of Guvyana
Note: (1) Prior to 9 October 1975, the Guyana dollar was

Sterling linked, From then on to (981 it was
linked to the US dollar. Freom (98] it was |inked

+o a basket of currencies (sterling, French franc,
German mark, Japanese yen and Dutfch guitlder)

i.e.the currencies of its major trading partners
and sources of loans, expressed in USS.

(2) Asterisk(¥*) refers to end of year rates for
{981~199Q,



Yoom

1981
1982
1983
1984
1935
1986
1907
1904
1969
1990

Note:
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of the ERP is not dlssimilar from other such programmes
promoted by the |IMF in developlng countries. Basically i¥T
attempts to introduce economic measures to correct the
disequilibria in The ecconomy, initially through austerity
policies which force the government fto [Ive within its means,
(through eliminating fiscal deficits), and the country as

a whole also to live within 1ts meansd{by the elimination of the
balance of payments deficit and external arrears, and the
reduction cf the external debt to manageable proportions).
These are supported by broader measures aimed at ecocnomic
liberalization, market deregulation, divestment, privatization,
the development of a regime of real interest rates, and as

the case under consideration also reminds us, frequent exchange

rate changes,

{n support of this program, an enhanced structural
adjustment facility and a stand-by agreement were entered

into with the IMF in July 1990, Under the former, the
government is to recieve credits fto the tune of 81.5 million SDRs,

and from the [atter +the sum of 49.5 million SDRs. In

additlon, an innovative Support Group facility was created
earlier, in which a group of countries pledged approximately
US$!1.9 billion to Guyana over the 3 year program period,

This allows for the re-schedullng of approximately US${ billion
of arrears, the supply of balance of payments support funds,

and the financing of certain categories of commodity import-
atlion, e.g. ofl. Under the IMF agreement the usual performance
targets are set for the Bank of Guyana in relation to its
holdings of net foreign assets, net domestic assets, and gross
international reserves. Targets are also set for the public
sector in relation to its net borrowing, ‘the reduction of
external payments arrears, and the incurring of external debt.
The package also placed policy probibitions on further restrictions
on current external payments and transfers, multiple exchange
rate practices, and the introduction of import restrictions

for balance of payments purposes. Appendix | provides a

summary of fthe major policies to be put in place, arising from
negotiations with the I[MF.
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[0 Movemboer 9849, 1he Dealors In Yﬁrolgh Currency
(Licensing) BIl| was passed to permit The establishmen! of
the cambio system. This began operallion In March 1990. A
major Intent of the bill was to legalize the blackmarket

for foreign currency. This was done by permifting the legal
buying and selling of foreign currencies by both bank and
non~bank dealers so appro&ed by the Minlster of Finance, and
threatening sanctlons for dealers who continued to operate I(n
the "street", The Act requires dealers to submit regular reports
on their activities, and it also prohibits them from engaging
in ofther banking functions, such as lendling, borrowing or
accepting deposits in foreign currencles. Banks which become
authorized dealers under this leglislation, are required fo
establish separaie units or divisions for this purpose and
to maintain separate accounting and record keeping systems.
Under the Act any holder of foreign currency can seil to
any authorized dealer, and simllarly any authorized dealer
can sell to any customer, such foreign currency as is in its
possession, at rates agreed to by the seller and buyer.
Dealers are required to display thir buying and selling rates,
and the practice is Tthat daily rates are published in the press
and radio. At this stage [t should be noted, however, that the
advertized rates are coften not The rates at which ftrading
actualtly takes place. The Act excludes certain payments and
receipfs of foreign exchange from passing through tThe camblos.
On the receipts side, +heselinpfude earnings from sugar,
molasses, paddy, rice, bauxite and related products, and
telecommunications services. On ‘the payments side these
include purchases of petroleum products, wheat, sugar, rice
and medical assistance. In additlion, special provisions for

transactions in Caricom currencies have been put in place.

I+ is worth noting at this point, that
at the time of the introducticon of fhe cambios, exchange
control was suspended for the basic travel allowance, as well

as for certain minor items of expenditure, such as payments for

correspondence courses, pericdicals, magazines and subscriptions



to professional bodies, clubs, etc. A number of items were

also removed from the list of prohlbited imports and in place

of these consumption taxes and import duties are levied.

Certain exemptions from the payment of import duties and

consumption taxes were also removed, e.g. imports of agri-

cultural, forestry and mining equipment. Finally, an exporft

duty of one per cent is now levied on certain exports.
5 banks and
Returns tc date show that the banks control

largest share of The market.

19 non-
by far the

The major currencies traded

Currently there are 24 dealers,
banks,
in
are the US and Canadian dollars, and pound sterling.
22 veeks of operation up to August 18, 1990, the total

In the
value of

purchases for each currency was US329.6 million,
and pound sterlting 1.7 million.

Can.$1.2 million;
The US dollar therefore accounted

Ta {13 below

ible 1

for about 90 per cent of all purchases.

summarizes the basic distribution.

[N -

Cembio Transactiong

Viclue of Troncantions] Value of Transaetions| Volue of Trouscotions|de. of

Up %o Aug.10, 1990 Up o Aug.i8, 1990 Up to Aug,18, 1990 deadomrs
Them { BUS Million i Canadian Million. L Sterling Million up bo A

Barehanes waleg| Furchiooos Saleg| Rurchanen Sales| 18,1200
Banks 24413 25405 L1.04 0,97 La30 L5 5
o -
Banls 5450 Dol 0,20 0,18 0.71 0,29 in
Potal 29.63 2856 1.24 1.7 167 La54 24
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The data snow that the reported turnover of funds is

high, wiTh sales avaeraging 96 per cent of purchases over the
first 22 weeks. Projected purchases of currencies have been

annualized on Two bases; first on the basis of the average

to date being sustained, and then secondly on the basis of

the last week in July, which was taken as the most representative
week. These project annual purchases of all currencies to be the
equivalent of about US$80 million, and US$76 million respectively.
These figures can be compared with an estimated blackmarket

size of USH4C ~ US$H100, million reported by Thomas ([989)

for the year 1986. In the course of our research, discussions
with knowledgeable persons suggest that significant under
reporting exists, Estimates of the markeT size which have

been cited are close to that of Thomas' later estimate for

[989 of US$250 million (Thomas {990a). The internal

evidence in the reported data seems to confirm the view of a u/
significant undac=reporting by the private dealers operating on
their own account or from small businesses. It is widely
belleved That many ot these are using the cover of their
dealerships to accumulate foreign currency on their own account

and not to "oil the wheels of industry and commerce" generally,

as was The original intention. Indeed, several of the present
dealers were well known blackmarket/parallel/street market
fraders of the eariier periods. Weekly returns of many of fhis

type of dealer show a ftrading status in which their opening and
closing balances are very small. It is not surprising Therefore,
that in discussions the view has been strongl|y expressed thatl the
official reports of the non-bank dealers on the valtue of their
fransactions represents only tThe "Tip of fthe iceberg” of actual
transactions., Some of these do not even pass through tThe-
dealership. To date These allegations have not been made against
The bank dealers., Of passing Interest is the continuing

phenomenon of street trading, sometimes at rates marked down

from the cambio rates! QOur expectations are (and There is evidence

that this is already taking place) that this phenomenon

will disappear as Transactors move along the learning
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curve. There {s clearly no rational reason for selling

currency in a regular way in illegal markets, at rates

below the legal ones,

Available data Indicate that The five banks account for

about 85 per cent of the purchases of ali currencies. Because
of the significant under~reporting just discussed, The banks
position as presented in Table 13 is a disteorted one,
Nevertheless, it is worth noting that the largest dealer is in

fact a bank which alone acccunts for about 40 per cent of all
purchases, and just under half of all purchases by The bank
deaters. The concentration of the reported business among

the banks is therefore further reinforced by the concentration
within the banking category. Overall, the [eading one-third

of the dealers account for over 92 per cent of all transactions.
Before leaving this review [T should be observed that the

annual licensing fee which the dealers have to pay(approximately
$300US) is an insignificant fraction of The projected annual

value of transactians.
Table 14 below shows the distribulion of transactions

by value and transactor, for the week ending July 27, the
representative week. There it can be seen that public sector

participation in the system is negiibible. However, in The week
ending August [8, the latest for which we have detailed date, public
sector agencies bought Just over |5 per cent of the US dollars and
(g per cent of the & sterling. The reason why the data for this
week nhave not been used as representative of any patterns will be
discussed later,

Table |4

g P g [ o T ity SRR, Gyndippur R o i [

Distribution by Transactor: Week Ending Jujy,1990

[tem Purchases From (%of Total) Sales To %of Total)

| $uUs $Can. £ $US $Can, &

Individuals 60 98 77 73 77 956

Private Business 32 | 272 23 ey -

Public Sector 9 - - 4 - 4
[

Note: ~ means neglibible
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Within the private sector, the Transactions of private

individuals far out welgh those of private businesses category.
Whether this has arisen because of the way in which The data

are categorized is not known. |If, however, it cannot be
explained in this way then a possibie linkage “to -

"capital flight" may be evidence ' here,

Before turning to the time series data on the cambio exchange
rates, we should note the spread between the buying and selling
rates shown In Table |5, These reveal that for the samp|e week,
the spreads between the highestT and lowest rates are very wide

indeed., In our view it would be unrealistic to expect that these can

Tab[e‘ 15

E R = =L R ) - e A A et e e e e AR S R it e e e e B e a - —— .t

Highest Average Rate: . Lowest Average Rate:
Purchase (Sales) | Purchase {(Sales)
$US $Can. sterling $US $Can, sterdling
83,00 66 .47 139,40 71.80 51.20 [01.80
(84.00) (68.,00) (142.42) (73.40)(52,20) (102.80)

Note: Guyana doliars per unit of foreign currency. The
highest and lowest average rates are those among
the 24 dealers for the week in question.

be sustalined in practice, because of the huge profits to be made
in round~tripping. The explanation seems to be that the reported
rates are not The effective rates at which transactions are 'indeed
concluded. The data nevertheless show that the spreads between
buying and selling rates among al|l the dealers range between G$0.5
and G$7.40 . For the banks, however, which are the major dealers,

tThe spread is usually only one to one and a half Guyana dollars,

The last week for which we have data (August [8) coincides with a
wel| publicized and concerted effort by many of the dealers to
appreciate the Guyana dol|ar. As we shal| see this effort quickly

collapsed. This period is referred to in the text as the
"August hiccup". Table |6 shows the spread of average rate in
that week,



Table 16 j

Spread of Averare Rates (Wsek ending Aumat 18, 1990)

Highest Average Rale: Parchases(Sales) | Lowest Average Rate: Purchases(Sales)!|

A

$Us % Can. £ Sterling Bus § Can. | £ Sterling
85.00(88.0) 70,00(72.00}| 151.70(157.00) 55.00(55.20)| 40.00(42.00) 65;06(85.5q

Notes “This week io affccid by vhat 1o Lhomed dn the text the Aot hicouph
Tetey whon the bonks sow-dhit to ruide the market o o substantial
approciation of ihe Guryana dollar.

Table |5~shows the weekly and monthly average rates for the

p——_ s = e

US dollar in all the cambios from the inception and up to September,
{9, 1990.The trend in these data is clearly revealed in Diagramst. .
The weekly rates were computed from 124 .daily observations of working
days in a Monday to Friday week. The monthly rates were obtained
from the same sampie. From the data we can observe a very

distinct trend in tThe rapid depreciation of the Guyana
dollar. Between Week 1 and Week 27 The amount of Guyana donars
required to purchase one dollar US rose by 56 per cent. Within

This overall and dominant trend there were, however, four sub-
periods which should be observed. After the establishment of

the cambios, by the. second week of operation the Guyana dollar has
depreciated by about 7 per cent only to rise by 5 per cent in the
third week to G$57.09 for one US. |f this first sub-period is
treated as Tthe establishment phase, we observe in the next period
that the exchange rate uniformly depreciated between Week 3 and Week
21, when the exchange rate peaked at $85.23 for one US dollar. The
depreciation of the exchange rate in The ftwo weeks jeading up o
Week 21 was quite rapid,'a?eraging more than one percentage point

per working day.
In the third period, some of the major dealers "decideg"

that This rate of deprec{a+ion was Too rapid and after meeting they
announced a trading rate of G$55 o one US doljar for Week 22. This

rate did not survive the week. |[|fs implementation would have resulted
in substantial capital losses for those institutions which had bought

at the previous much higher rates. The decision taken by the dealers
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also ignored the fundamental disequilibrium in the demand and

supply.-..of foreign exchange in the economy. The week in which
the dealers sought fto enforce The new rate, | have labelled

the MAugust hiccup¥in that week the rate "fell" from the peak
of 6$8%.23 to G$63.20 for one doljar US, l.e. an appreciation of

26 per cent. |t was reported fto us that during this week very
few transactions did in fact take place at the advertized rate, In

confrast to the "offlcial™ stance of the dealers. By week 23 the
rate had depreciated by 29 per cent tTo $6%81.29 to one US, and

Table 17

D B e il ™" T . Ry~ 4 ) —+

. overall .
Overall Cambio Overall Cambig - Cambio

Pariod Rates Period Rates Period Rate
Week 1 55.88 Week 15 67.99 Month of March

" 2 59.99 " 16 68.96 ton o April 57.93

" 3 57.09 " 17 69.88 "oonm May 59.96

n 4 57.55 n |8 71.94 oo June 65.26

" 5 57.70 n |9 76.75 o July 73.23

n 6 58.24 " 20 84,15 "o Augush 78,753

n 7 58,70 n 21 85,23 toom Sapt 85,92

n 8 59,11 n 22 63,20

n 9 59,88 n 23 81.29

" 10 60,54 " 24 B82.56

L 61.44 " 25 84.09

"o12 62.78 n 26 86.22

"o13 64 .46 n 27 87.25

" 14 66.,.50

Note *= part of month

Number of observations: 124; begining March 19,1990 and end

[9/9/1990.

Weekly Rate = Average of all cambios for all working days in

Monday to Friday week.

Monthly Rate = Average of all cambios for all working days in

Month. . o
Arithmetic Mean = 69.34
Range: Mimimum = 55,88 Maximum

Variance =115,99. Standard Deviation

87.
|0.

I

1l

a

a

25
17
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has continued the pattern of.a uniform depreciation. Recent

data obtained from the nine dealers whose rates are advertized in

the daily press show average rates of Guyana dollars per US
dollar of G 89.50, G$90.00,respectively for the two weeks
ending Qctober 5,

When the data are presented as monthly averages the
overall trend of a depreciating exchange rate is quite noticeable

(Table 16). In effect tTherefore,the Ausust "hiccup™ was definitely

a very transitory phenomenon.
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3. Rationale and £valuation

The core of the ratlonale for the cambic-system of
foreign exchange management is derived from three major
areas of the neo-classical theory of foreign exchange and

monetary management in developing open economies. These are:

~ The determination of the parallel/blackmarket/
sTreet exchange rate behaviour and its likely
efficiency as a resource allocator using the
Efficient Market Hypothesis (EMH) test;

- +the effectiveness of devaluation as an external
and internal adjustment instrument; and as an
extension of this,

- the effectiveness of flexible, market determined
exchange rates in achieving exfternal and infernal
balance.

We shall consider each of these briefly and evaluate their

efficacy In the context of Guyana.

Tl Ml e e o B 4 4 U e e e e wm TR e s ma e e Rt e 4 et K e e e e

This sub-section introduces the model of the cambio
rate determination and the equation to be used for estimating
purposes, when the data become available.

in an earlier study of The foreign exchange rate black
market In Guyana, Thomas reported that the neo-classical
model of the street, paraliel or blackmarket rate determination
sought to bring within a single framework, phenomena which
were previously studied separately, under the rubric of
smuggling » rent-seeking and blackmarkets. The existence of
foreign exchange restrictions was seen as a necessary condltion
for the emergerice of foreign currency blackmarkets.(Thomas,[989).
Thereafter, the analysis followed the requlrements for
optimlization If The Importer and exporter were constralned by
the scarcity of foreign exchange, its administrative allocation,
the benefits and risks of smuggling goods, and the benefits
and risks of dealing in black currency markets. There Thomas
reported +that this approcach was plausible only if perverse

conditions in the foreign exchange market did not exist, SO as
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tTo ensure the intersectlon of the demand and supply
curves for foreign exchange,and that parametric shifts in
+hese curves did not occur in the absence of market stabl|ity,

after policy varlables were introduced. He also pointed out
that the role of expectations, The behaviour of econcmic

actors, and the policies pursued by the authorities were also
to be "appropriate", if this model was to hold. In the .
context of The "economic pathclogies" [isted in Guyana, it

was doubtful,he argued, if these conditions for market stabilify
would prevail.

Following Culbertson we propase to develop a simple
model of the determination of the cambio rate (Culbertsan,[989).
In this model we shall assume that the cambio rate has in
effect Y"replaced" the previous blackmarket/street rate. As was
mentioned ear{ier, this is not strictly true, for although the
cambic rate is the street rate, and despite the considerable
official tolerance exhibited in recent times, another "street®
rate persists, sometimes irrationally beiow the "officlal”
camblo street rate! This phenomenon can eilther be dismlssed
as a quirk, or the price existing treated as a percentage
mark-up or mark-down on the cambio rate. I[n principie it does

not seem to validate the premises of the model outlined below.

In The model the demand for foreign exchange in tThe

cambio, De  can be seen as a function of the cambio exchange

rate iftself, and the equilibrium exchange rate Ry, i.e., tThe
rate which would clear the market in a sustained manner. For
convenlence this equilibrium rate can be ianterpreted as

reflecting the purchasing power parityof the Guyana dollar,
and following Cutbertson this can be proxied by the ratio of

domestic to foreign prices.

The economic rationale for the above can be seen in

the simple case of a supply and demand schedule for foreign
exchange, when domestic (nflation proceeds at a faster pace

Than world prices. ln that situation, ceterus paribus, the

equilibrium rate would depreciate, so that as in Fig.[, the
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Fig. 1 THE EQuittBRIUAM ound BLack AR
| _HATRS Wit LnFLATON

@) -
Gaans § 5 dollars | s

In. The diagram aboVe the supply and demand schedules
shift to the left and right respectively to reflect

domestic inflation in excess of world infiation, iIn
the absence of any devaluation. E is the original

"equilibrium" rate and E! the new one. AT the official

rate 813 O$ foreign exchange was originally supplied
"leading"™ To a blackmarket rate B. With the official

rate still R, only 00' of foreign exchange can now be

supplied, "leading"to a new blackmarket rate Bl. 1The
proportionate increase in the blackmarket rate BB is

greater than that of the equilibrium rate _EE'. 77|

fact the proportionate increases in fthe TwoOEaTes will
only be equal if fthere is a devaluation proportionate to
the excess of domestic inflation over world inflation.

This would leave the supply of foreign exchange un-
changed at 00 so that the blackmarkel rate is now B"
instead of B'. The size of the blackmarket premium

also depends on the extent to which R overvalues the
domestic currency and the costs of fransactions in The
blackmarket.
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supply schedule for foreign exchange shifts to The loflfl,
therefore resulting In the fixed official exchange rate intersectling

the new schedule at a lower quantity-of foreign exchange,
if, as we assume there is no devaluatlion of the official

rate. The prior equilibrium rate would depreciate by the
extent of the lIncrease in fthe raftio of home to world prices
but the street rate would depreciate by more since the
unchanged official rate generates a smaller value of foreign
exchange for distribution, thereby raising the premium cn the
street rate.

We therefore have as the demand function:

D = f (Rc, Re) D R R (1)

where R, is The cambio rate and R, the equllibrium rate.

In the model the supply of foreign exchange to the cambio would
depend on the following:

- the official exchange rate R since it is at this

rate most of the major foreign exchange sectors earn;

- ‘the equilibrium rate (as determined by the home to

fbreign price ratio indicated abovel;

- the size of the premium between the official and
t+he cambio rate, RC/R; and,
- the level of reserve holdings by the Bank of

Guyana, L. (When the Central Bank bullds up reserves
the supply of forelgn exchange dlminlishes and vice-
versa, assuming of course that this is notf done

thraough the cambios. |f It is done through then,
then the supply of foreign exchange can be ‘treated
as the supply aQailabIe'To economic agents other

than the foreign exchange reserQe’au+hori+y).
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The supply function S, s therefore:

S = g (R )Re’RC/R , L) . e ) (2)
Expressing all variables In [og form we have
D = ap In Ro + a, fn Rg N (3)
S = b1\ln R + b2 in Re + b3,!n (Rc" Re) + b4,ln LoLooe (4)

Since In equillbrium D = Swe can set relations (3) and (4)
equal To one and other and solve for R

C
b, - b b, - a ' b
RC=J S nr+ 2 2[nge+ 4 In L .... (5)
a, - b3 aq - b3 ay - b3

Following Culbertson, expectations about the coefficients would
be as follows:

-  the demand for forelgn exchange In the cambio will

evolve negatively with the cambic rate and positively with the
equilibrium rate;

- the supply of foreign exchange to the cambio will be

positively related to both the official rate and the size of the
cambio rate premium, and negatively to the equilibrium rate and
the level of reserves. {n other words,the higher domestic
inflation rate leads to overvaluation of the currency at the
official rate and a reduction therefore of the quantity of
foreign exchange earned.

The expected signs of the coefficients would therefore be as

follows;

a, < 0 b1 > 0
a2>0 b2<0
bz >0
| S ]
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The expected slgns of the composite coefficients would then be as

follows:

The estimating equation to be used [s gliven in (6) below:
[n RCT:QE In Re-l-‘f‘QjZ [n RJ[-'*‘QS [n L_l.+u_]. PR (6)

The Camblo rate, Ryt (as the dependent variable) is a series of

monthly/quarterly obsetrvations of the rate and assumed to have
replaced the earlier street rate before Its Iintroduction. The
equilibrium rate, Ryt Is the parity exchange rate as measured
by tThe ratio of the Guyana consumer price Index to The US
consumer price index. The offlcial exchange rate in the series
is gigen as Ry and L, [s a measure of officlal International

reserves, in US dollars.

We‘anficipafe certain difficulties with the application

of this model. These are:

~ the multiplicity of rates existing In Guyana, and
already hinted at;

- +the existence of negative international reserves,

so that changes in L do nat really impact on tThe
availability of foreign reserves;

- the consumer price index being widely recognized
as a very lnaccurate measure of price changes in
Guyana, The dis-continuation of the calculation
of This Index after its dramatic rise following
on the devaluation of April 1989 and the avallabiflity

since then of only partial indicators;
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- government control of 80 per cent of the economy so
That markets are notT reaily significant as a fTrading

context for the official rate or indeed in being
+he contextual frame for assel choices;

~ the internal crisis leading to destabilizing
expectations and market disintegration; and

- varying degrees of intensity in the policing of
the blackmarket for goods and currency, which is
not catered for at all in this model,

in relation to the “efficiency" indicator we test the
weak form hypothesis of the efficient market and the associated
random walk tests of rational expectations theory. {(Maikie|, 1989},
In this analysis an eftficient market Is one which faithiully
mirrors the available set of Information, that is all historical
price information and current expectations about the future price
of the Guyana dollar. The only events which can alter These prices
are unanticipated randoml|y available "news", as it (s termed in
foreign exchange market analysis. |+ follows therefore, that no
dealer in the market, can through "technical analysis" of the
already known{ find an inﬁesTmen+ strategy which earns super-
normal profits., Prices in the cambio will in this sense he
efficlent. The future course of camblo price developments wl]l
follow a “random walk"™ away from current prices. The latter will
therefore be the best, unbiased predictor of the former. This
proposition will be fested by regressing the log of the current
period cambio rate on that of the preVious perlod (month or
week!) As EMH analysis points out if the cambio rate is an
unbiased forecast of the rate in the subsequent period then the
intercept In equation (7) below should not differ from zero, the
b coefficlent should not differ significantly from unity, ahd

the errors Uy will be randomly distributed about a mean of zeéro,

so that the residuals or errors from the estimated equation
should not be sertally correlated.
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n Rep = atb In R (7)

ll. Devaluation and Tthe Balance of Payments

et e i Rt At T R e A L e ik e et ma il S e L e T En A et e e — e ———

As an adjustment device, the central premise of the
cambio system is that changes [n the exchange rate will lead,
more or less smoothly and efficiently, to the baslic objectives of
exchange rate policy in Guyana. While these objectlves can be
summarized as development of +he economy as a whole, the neo-
classical consensus is that the proximate objectives are:
internal balance, external balance and micro-economic efficiency
"(Collier and Joshi, 1989), Because the exchange rate directly
Influences the general price leve| and the relative price of

major sectors, and indirectly atfects the level of aggregatle
activity, the objectives of Internal balance are measured In

relation to target employment, output (income) and inflation

levels based on national trade-off preferences. Given that trade
restriciions are not being used as a balance of payments corrective
mechanism and given also the inherifed levels of external debt,

arrears, the time profile for repayment, the possibilities of
rescheduling etc.,, external balance [s measured in terms of a

target fevel of sustainable current account deflcits (consistent with

a realistic projection of capital inflows over the medium term).

In the longrun this means that the net balance on current account
should equal the interest on net forelign debt. Filnally, micro

efficiency is the measure of the extent 1o which the exchange

rate Improves or worsens resource allocation. The rate itself
affects the degree of uncertainty among economic actors and the
extent of trade and payments restrictlions required to support
sconomic activity so thatiits micro influences are felt both on
the demand and the supply side in a wide variety of markets.

The nominal exchange rate mediates the real exchange rate,
which in turn reflects two price relations, namely, that

between tradeables produced at home and abroad {(measured in a

common currency) and also That between non-tradeables and
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tradeables in the domestic economy. Because of the price-
takling structure of 'tho Guyanese economy, the latter price
refation is particularly relevant. |t is in effect The

key price in determing resource allocation between Traded and
non-traded goods and among traded goods also. The former
relation ls of course one measure of the International
competitiveness of domestically produced traded goods.
Estimates of the distribution between the traded and non-

traded sectors are given in Table1g below:

Table 18

= I R AR A A e e e — o m e = ot r et  Vw re e e B e ek SR mar e e e e -

1983 1984 (985 1986 |987 1988 1989
Traded Sector 37 39 40 40 39 36 40
Non-~Traded Sector 53 61 60 60 61 = 64 60

Sources: Gevernment of Guyana. Own estimate for [989,.

When appropriate weights are applied we have the real

and nominal effective exchange rates. Indices of these were
referred to earlier in Table 7.

A survey of the [iterature suggests that for

devaluation to be efficient in improving the balance of payments
of Guyana a humber of key conditions have to be met:

a) The smaller the rise In the price of non-traded
goods the more effective will be the price
signals of the devaluation;

b) There is a critical [ink between devaluation and
Iinflation stemming from the high Import-

dependence of Guyana-type economles., This
dependence transmits to the general price level,

(as cost inflation) higher import prices in
domestic prices. The weaker therefore, is This
transmission mechanism the less the undermining
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of the import-substitfution and export-
competilTive gains of devaluation.

In price taking economies, the export elasticity

of demand and Tthe elasticity of import supply are
not particularly significant to the outcome of a
devaluation. The two critical elasticities are the
price-elasticity of export supply and the price

elasticity of demand for imports. Because of tThe
famous Marshall - lerner condition, the former must

be significantly positive if the supply of traded
goodslis to respond to the price advantages
initially created by the devaluatlion, and the latter
also significantly positive if the demand for
imports 1s to decline favourably. Generally, the
weaker the elasticities the greater the difficultlies
and the larger must be the rate movements if there
is to be an improvement in the demand and suppiy
responses. Large rate movements however threaten
specufative disruptions, increase uncertainty

and often stimulate capital filght as a risk -
avolding reaction.

the above key conditions hold, along with such others

as appropriate monetary and flscal policies, It is expected that

devaluation would, inter - alia

redistribute income to fraditional exporters,
stimulating their revival, thereby increasing
garnings of foreign exchange;

encourage expansion of activity by non-Ttraditional
gxporters;

discourage Iimports and encourage impcrt-replacement
activity;

create competition for domestic producers (if the

devaluation is accompanied with Import liberalization)
and so improve resource aflocation at the micro level;

drive down the real cost of labour (if wage Increases
do not keep pace with the devaluation) and so
stimulate capital inflows., Already the "minimum
wage'" in Guyana, which is the largest single wage
category in the work force (about 30 per cent of

the workforce recleve this wage or less) is the
equivalent of only US0.40 per day.
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Evaluating these proﬁosifions from a Guyana
perspective raises a number of serious reservations
are mentioned here, but space does not permit the full

treatment of all or any of these.

1. Gajadar in his doctoral thesis reports the results
of his econometric work as follows: "the results suggest that
international inflation or international inflation plus

exchange rate movements and labour cost are Important

factors influencing inflation” (Gajadar, (989,P215), He

goes on to point out that "the level of significance of the
{abour cost variable suggests that its effect on the inflationary
nrocess ls not as strong as one would have expected" (bid

P.215. Summarizing his results on export elasticity estimates

he notes in a recent paper that "the elasticlty estimates for
exports suggests that supply response is low in the short run,
but higher In the long run for most variables except price',

(Gajadar 1990, P.25) He stresses as a result the need to pay
particuiar attention to supply conditions and response, claiming

that "the justification of this approach rests on The inelastlc
response of exports to price! ibid P.25, ’

The above is not surprising given the well known
rigidities in the input-output structures of Guyana's
enterprises; a situation made worse by the acute and pr tracted
production crisis noted earlier.

2. Import elasticities have not been estimated. Generally
this has been due to the unavailability of appropriate volume
data. However, it is widely recognized that in the Guyana
type economy import demand s Inelastic for all the

major categories: consumer goods, intermediate goods, {(raw
materials and fuels}, capital goods (including spare parts).
Recent Trends in the economy, especially the sharp depletion

of the capital stock, including the staggering deterioration

of the social and physical Infrastructures and falling real

incomes mean that pressure 1o sustain, and indeed expand
current import levels is enormous lIndeed.
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3. A price expectancy pattern has also developed during the
crisis In which higher prices stimulate demand in an effort

to prevent paying higher prices later. This is true for botTh
household and firms. Associated with This [s also The

expectation that the exchange rate is nowhere near {fs True
value so that confidence In holding on to local currency and

local assets not easily converted into foreign income is also
low.

4, Also, as a result of secularly declining real incomes
and high levels of migration, remittances in cash and kind

play an unprecedented role in the budgets of households and
small enterprises. This creates its own preference for the
exchange rate to continue its depreciation, because of money-
lilusion, since it affects the cost of~living also. This makes
it very difficult for the authorities to affect absorption by
tThese sectors, through macro policies, when compared other

more traditional economles where wage income and returns on

financial savings account for almost all of the earnings of
labour.

5. This problem facing macro policies in Guyana,along
with the price-taking structure of the economy, is made more
acute by the reality that the ftruly effective zone of macro
policy influence is inthenon-~tradeable sectors, and this

zone is further limited since the estimates of this sector
which were cited earlier include such sub-sectors as, government,
~construction, electricity, transport and communications, where
the role of fuel, transport and labour is very significant.
This means that the "non-traded"sector is still strongly
linked to world prices. A good example of this is elecfricity
generation where with the breakdown of the public utilities
private importation of domestic power supply systems Is a
significant area of foreign exchange expenditure. This is in
addition to the purchase of fuel. Thus while the importance
of appropriate macro-management fo reinforce policies of
changing exchange ratesis recognized, the scope for this Is
quite |imited indeed, since the questlon can be genuinely

raised, is there a non-traded goods sector in Guyana?
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6. in the simple two - goods model! of traded and non-
traded goods the efficiency of devaluation as a policy

instrument in altering their relative prices depends upon
whether prices of non-tradeables are flexlible, wage and
inflation rate increases are contalhed fo within the

proportions set by the devaluation, and there Is no money
{lluslon in the commodity and factor markets where excess

demand appears. |f these conditlons hold then devaluation leads

to an Impact effect improvement of the trade balance., The
eventual outcome is then dependent on what happens to the real

effective exchange rate, and this would follow the course of
policies put In place by the authorities. While the emphasls

has been on the overall macro policies, e.g. the size of
devaluation, etc., the point has been also made that the

methods used by the authorities to achleve particular objectives
are also independently signiflcant, even in cases when the
objectives are met. Thus In erasing a fiscal deficit Khan and
Lizondo (1987} show that in This two sector model, increasing
taxes Is less favourable than cutting expenditures, while cutting
expenditures on ftradeables is more efficient than similar cuts in
non-tradeables. Generalizing this point to a reail world
multi-sector economy in the predicament of Guyana, compounds

the difficulties of the use of devaluation as a tool of
adjustment, |t does not make 1t less complex, as the theory
promises, because of the reliance [t places on market prices

as the corrective mechanism,

7. Another crucial issue is the income disfribution effect
of devaluation. Clearly, some sectors would gain and others
lose after a devaluation, and among the projected galners it is
typical to cite the traded goods sector, the private sector, and
owners of capital and-awmong the projected [osers it (s typlical
to cite labour, the non-traded sectors and the public sector.
The final outcome, however, 1s not determined in the economic
arena alone. {f fthis is recognized thenthe need for conscious
social and political choices still exists. Leaving these to

the market, would in itself be a political and social policy

cholice. The market does not create, without deliberate political

and social intent, a dynamic balance between the public and

private sectors, or between Inward and outward growth, or
between growth and equity. The presumed simplicity of the
devaluation tool is therefore more apparent than real. Proof
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of this can be seen in the fong history of industrial and labour
conflicts following on past devaluations In Guyana.

8. Finally, the claim has been made that devaluation has
helped the government's budget. It is true that the increase
in the domestic currency value of imports and exports expands
the tax base, reduces the leve| of required transfers to

financially strapped parastatals, and Increases the domestic

currency values of capital inflows., On the other hand, however,
the domestic currency value of debt servicing has increased as
well as the Import expenditure of the government. The full
effect cannot be theorized from a priori analysis. An

empirical determination is necessary. [t should also be
recaognlzed that even aftter this has been done, The lssue would
still remain; Is devaluation the most efficient mechanism for

achieving this, particularly when a variely of other alternatives
exist?

In conclusion of this analysis one general observatlion
should be noted., Every point made so far Is |inked to two
basic considerations. The first of these is whether or not
appropriate macro and monetary policies are in place after
devaluation has been made. Because the analysis is premised
on this, we can take the case for and against devaluation by
itself, only a |Imited distance. The second consideration is the
large body of evidence supporting the view tThat major systemic
economic disorders persist in the economy of Guyana. This
situatlon means that devaluation is not expected to correct
a simple balance of payments problem, as the theory expects,
but in fact to contribute significantly to the solution of a
chronic production crisis marked by exceptionally acute
shortages of foreign exchange. Without substantial capital
inflows, it would be incorrect to assume Thal devaluation can
contribute to this, without itself leading To even further
decfines in real Income, the destruction of much of the
domestic industry which has remained behind protective walls

in such an era,and the disintegration of the state apparatus

as we know it, Moreover,the production crisis has been
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associated with market disintegration, there being no
"relaxed" markets in Guyana. Indeed evidence already
suggests that exchange price increases may not reduce demand
and stimulate supply increases ianhe way orthodox theory
pre-- supposes, but a sort of "reverse" expendlfure swiftching

has occurred in certain contexts, e.g. when Imports become
cheaper after devaluation than domestic production, because
domestic production has a high import content and productivity
has been negatively influenced by fthe long experiences of the
production crisis (the case of the local chicken industry is a
good example). This suggests fthat policies addressed to the
conditions of domestic supply needs prior implementation to

make Itpossible for appropriate market responses to exist.
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||| The Modsl

As reported,empirical work has already been done on
export supply elasticities, and the elasticity pessimlism of
+his work has been cited above. The other area of neo-
classical tests of the efficacy of devaluation, is the
monetary model developed by Johnson ([972, [976) and Mundel
{ Yand worked on empiricaily by Connelly and Taylor,

(1976, 1979) and Asheghian ([1985, [988), The model tested
by us follows Asheghian ([988), The money demand function is:

DM =pr LN (l)
where V is the fractlon of the real value of permanent [ncome
y which people wish to hold in the form of cash balances.
Domestic prices = p.

The supply of money Sy,is defined as currency plus

demand deposits and is equal to International reserves,

R held by the banking system and domestic credit C. Thus

S5y = R+ C e (2)

The purchasing power parity Is given as:

P = EP¥ cerna (3}

where P¥ world price and E = +the official exchange
rate,

Permanent I[ncome valued at world prices is given as:
Y = P*y (4)

[n equilibrium the demand for money equals +The supply, thus

Op = S, . (5)
Substituting equations (3) and (5) into (1) gives us:

Sm = NEPXy L (6)
and,substituting (6) Intoc (2) we get:

R + € = VEP*y (7))
Substituting (4) into (7) we also get:

R + C - VEY e (8)

cr R = VEY - C (..., (9)
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Netl changes In International reserves defines the balance of

payments B, so that AR = B8,

We therefore rewrite (9} as follows

B = V A(EY) - 2&C Ceses (10)
Since S, = VEY, we can divide both sides by Sgand get:
A
- AR DY DY AE-— saco (L
S E Y Y E Si
Le‘i‘Tlng _A_I = a ,we ge'i':
Y
B_ . C\E'Fa AL a=~ AC ceves o (12)
0 = E Sm

which can be simplified to

B adiva)y AE L4 . A4S A S '

Sm E Sm
| we assume devaluation causes no change in the rate of
growth permanent income valued at world prices, so that a in
the period before devaluation t+ - 1 Is the same in the
period after devaluation, T, the improvement in the balance
of payments as aproportion of the money supply 1is usually

presented as:

+ + T-1 T -1

B AE A E A C A C :
S = (1 + a} (.,__.T— " P } o= (—-—'— - ""_—_: ) PP {14)
with a in equation (13) now being zero In equation (14).

[f there is no prior change in tThe exchange rate In an earlier

period then AET-1 reduces to zero and equatlon ([4) can be

reduced to
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LN AEh, _ach  ach

st ET S -1

) Ce e (15)

Iin this relation the improvement in the balance of payments

is presented as a function of the money stock and exchange

rate. The equation which we therefore propose to estimate
is:
A vop oSt oacml (s )
S ET gt gt-1
m M
In the above equation e is the coefficient associated

with the rate of growth of devaluation and £ the coefficient
which s associated with the rate of growth of domestic

credit, and u Is the error term.
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iv. Market Determined Rates as an Adjustment Mechanism
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The models of exchange rate behaviour and the effect of
devaluation on the balance of payments come together fto yield
an important part of the rationale for the more general
proposition That a system cof flexible or flbaTing exchange

rates, which are market determined, is Tthe best exchange

rate policy in the Guyanese economy. The other elements of
t+he rationale are those directly linked to the neo-classical
_propositions about the efficacy of floating rates. In this

sub-section we look al the main applicable arguments for and
against the system and then briefly relate these to certaln

areas of experlence in other areas of the worid where such

practices have been pursued,.

i) Applicable arguments for:

My survey of the local, regional and international
| iterature suggests that there are ten major arguments which
might be advanced in favour of an independent market
determined rate. These are presented below in a highly
condensed and serlal form:

a) 1t would efiminate the observed weaknesses of past

policies, where exchange rate changes have .-been delavyed,
substantial over-valuation tolerated, and when rate changes

are made These are "inappropriate" in size, timing and
sequencing.

b) An independent float would inter alia achieve the
following:

- a rapild reduction in any over-valuation implici+
in the existing rate;

~ be more sensitive to differential changes in the
rate of inflation in Guyana and abroad;

- ensure greater continuity in efforts to correct the
balance of payments disequilibrium, and;

- would be better situated than in any oTher system
tTo reflect long run trends in the demand and
supply for forelgn exchangeiinthe economy

as a whole, including specifically the non-
reporting, under-recorded parallel sectors;
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- would end the unofficial, illiclit character of

the previously existing blackmarkets for foreign
currency. ' '

c) It makes balance of payments correction easier, and
in this regard is closely linked to the arguments of The
previous sub-section.

d) 1+ would Insulate the economy from external shocks
better than in the pre-existing system.

e) As an extension of (d) i+ would also permit

greater aufonomy in formulating and impkemenfihg monetary
and fiscal policles.

) In doing the above, [T would free scarce management
resources in The public sector for other tasks.

g) t¥ would simplify and permit greater consistency
in pricing policies since if wouid replace The -practice of taxes
and subsidies on exports and imports as a balance of payments
corrective device. : , '

.h) As an extension of (g) it would facilitate the
[iberalization of external trade ‘and payments in Guyana,
Indeed (' mighf_even be=argued that Its effectiveness Is

conditional on such libaralization!

i) [t would reduce the need to hold large reserves

because of quicker and smocther balance of payments adjustment,

.a result imp[ici+ to the eaflier argumenTs'above.

o j5 Last, but by no means [east, it would reduce the
poli+icai costs To The authorities In managing the exchange
rate. The system does not lay the responsibility for rate
changes on the authorities, as it would appear to reside in
the "invisible" hand of the markeft.

i) Applfcable arqguments against:

Thgre are four major arguments which can be advanced
against the system, all derivative of the pecufiar economic
conditions of Guyana. First, disorder{y markets have prevaifed

everywhere, and offen (n extreme form. This suggests that apart

. fromw??s’(ongfun trend, a market determined rate would be
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unstable, Evidence of this has already been alluded to in

Section 2. Regular variability of the exchange rate, let
alone Instability, Is enough to discourage trade, create
uncertainty, add toc the risks of investment, as well as

encourage speculation. In Guyana instabllity also complicates

macroeconomic management and generates general! price

instability, because of the significant role world prices
already play in domestic inflation. Tt would also make the
impact of exogenocus shocks on the economy, even sTronger. [n

sum, a flexible rate would not make for easier monetary
policy and macro-economic management. The presumed autonomy

which this system confers to the authorities is Illusory
in the Guyana context.

Secondly, a sine qua non for an efficient float is a
strong Institutional base in the foreign exchange market; an

important aspect of this being the development of forward
markets. |n Guyana this does not exist and theburden is

therefore put on the float itself to encourage the

institutionalization requirements for Ilts effective operation.
The instablllty of the exchange rate, the failure of the system
to fully exploit arbitrage gains, untidy cross rates between
currencies, and even the "lrrational" persistence of a black~

markeT rate all testify to serious institutional deficiencles.

Thirdly, if exchange rate instability persists as a

marked feature of the system two systemic degenerations become
inevitable. One is the infamous sequence of exchange rate
depreciation - inflation - speculation - capital flight -
devaluation. The other is That the exchange rate becomes

dis - joined fﬁwm the real operations of the economy and the

market develops asia market for itself with all the casino-
type qualities evident in other countries at this stage of

degeneration.
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Finally, in so far as the currencies In which the
external debt and arrears of Guyana are held, do not match the
currencies in which forei gn exchange is generated through
flows which enter into the official systems, and these currencies
themselves are floating, both the complications and the cost
of deb¥ management can be increased. The force of This
consideration lies In the extraordinary levels of The extornal

debt and arrears, now in the process of drastic re-scheduling.

itiMhat does experience tells us?

Experience with floating rates around the world suggest
a number of Important cautions. One Is that as UNCTAD(|986)
reports even In Industrialized countries with fully developed
capital markets, the authorities have had more, not less
intfervention of both the sterilizling and non-sterilizing
varieties since floating. Secondly, as the UNCTAD study
further reports: "the weighted average month -to -month percentage
changes of the nominal and real effective exchange rates of seven
major industrial countries were respectively about six and Three

times greater during [973-1983 than during 1961-]1970"(ibid P.6.)

Exchange rate volatility increased in the first half of the
{880s, and by 1989 the IMF was reporting that : "fthe experience

with floating the major currencies has shown considerable
variability of both [ong and short run exchange rates .....
changes in the average annual nominal effective exchange rate

of the USA were almost nine times greater under floating rates
than during thelast decade of adjustable par values and about

four times greater in real effective terms "(IMF [989,P.5)
As Mc Kinnon remarks "relative to profit margins on investment

in any one natlional currency, exchange rate changes
have been very large: | per cent a day, 5 per cent in a month,

and 20 per cent in a year are commonplace" (McKinnon, [988,P.85).
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This evidence of volatility indicates that the need for reserves
and financial mechanisms to access these has increased in the
period of floating rates and not reduced even in industrialized
countries, in contradiction to the theoretical case for floating
rates,

Thirdly, the evidence also shows that the mis-match
in the currency composition of debt and currency earnings
referred to earlier has been both frequent and significant.
(UNCTAD, 1986, P.20-22).

Fourthly, statistical tests show that highly developed

as they are, forward markels are nol efficient, [.e. unblased
predictors of future spot rates. Prediction errors are

systematically related to the information available when
forward rates, are set. (ibid, P.27-29) McKinnon has also
observed that among the smaller Indspendent floaters like

Britain and Austrailia fluctuations have not been correctly
anticipated by the market. Citing (Frenke! and Mussa, 1980)

he points out fthat these are not refiected “either in interest

rate defferentials across countries nor In forward premia

or discounts in The exchange markets" (Mc Kinnon, 1988,P.85}.

A fifth observation [s that where developed foreign
exchange markets exist flow demands are secondary o pofTu
folio fTransactions in stocks. The former are based on current
and capital account iransactions which are based on exchanges
of goods and services. Emphasis on the [atter make the casino
element of these markets preponderant and in this regard
similar to equity and bond markets. The bossibiliTy of a dis~
Juncture between exchange rate behaviour and real exchanges
in goods and services in Guyana,which was hinted at in the
previous sectlon, has in fact been very common elsewhere.

Such a development, of course, adds to the potential

volatility of the exchange rate.
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Finally, the evidence on price hehaviour is note-
worthy. The prices of internatlonally traded manufactures
have been reflatively sticky in comparison to exchange rate
changes. The argument has been advanced in relation to
the United States that because exbhange rate fluctuations
have not been offset by the much smalfer long run differences
in domestic inflation abrupt changes in international
competitiveness occurs.’(LeQich,’lQBG)

Dispite this sobering experience of floating exchange

rates Iin industrialized countries, as we saw earller,

optimism regarding the efficlency of unrestricted financlal
~markets remalns strong, and in some Influentlal quarters

this has been elevated to pure dogma. When This occurs In The
major financial cenfres and in particularly the reserve
currency countries, |itfle choice is left for other
industrialized countries but to follow suit. When this happens
the pressures devef{op even more strongly for the developing
countries to follow suit. Those in as vulnerable and exposed a
sttuation as that in which Guyana now finds {tself, really

have [ittle choice open tTo them,



V. Conclusion and Evaluation

A number of general polints can be made in conclusion
of this section. Taking into account the pattems of past
development and the real circumstances of Guyana foday, Thg
operations of the Cambio cannot be completely isolated -/
from the larger framework of the ERP programme. Taking
that programme as a whole, however, and the exchange rate
policies of It poses a number of real difficulties of both
a developmental and adjustment/stabilization kind. One of
these is that the deflationary nature of the package could
drive the domestic entrepreneurial class to ruin. Thus
in Guyana, real incomes are falling because of higher
import prices and general Inflation; the cost of borrowing
Is unprecedentedly high because of the more than trebling of
interest rates; and the onset of sudden "compet|{tion"
following on import iiberalization measures have all favoured
major deflationary dislocations. AT the same Time export
earnings are declining for unrelated (exogenous) reasons
and related (endogenous) reasons, e.g9. strikes. Governmen?
real revenues and expenditure do not keep pace with i¥s
requirements and essential public service inputs (health,
education, sea-defences etc.) are declining. Al!l this have
{ed to falling morale, a reduction in social cohesion,
increased conflict over the distribution of the burden of
adjustment, a dramatic increase in the range and numbers
of the vulnerable in the society, and a spread of the
process of pauperization from tradiftional locations
(unemployed, disabled, small landless peasants, isolated
communities) to non-traditional areas (public employees,
security personnel, Teaching and health workers, young
couples, etc.) Complementing these are the extraordinarily

difficult production conditlons prevailing in Guyana and the
inevitably slow response of output to changes in incentives,
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This political - economlc - financial model suggests that
the cambio and related ERP measures may not only fali to:
- correct the balance of payments;
~ stabilize the exchange rate at a sustainable
level ;

- stimulate a switch to export supply expansion;

- reduce the rate of inflation;

- restore confidence, reduce speculation and
capital flight;
- generate international credit worthiness,
but, instead might contrarily generate a perverse
cycle of stagflation and depreciation, which
is already a marked feature of the system, as

noted in the review of the economy in Section 2.

The response of the authorities to this development will
be key to the overall resulis. 1f the authorities acT
"appropiately" some damage limitatlon is possibie. However,
to date the social amelioration measures fthey have attempted
have been marginal and no significant improvement in the quallty
of public management has been attained. The fllght of qualified
personnel| has continued unabated, and the demoralization of
many of the remaining managers in the public and private sectors
is still a widely acknowledged problem to be overcome. There is
Therefore, a rea{ possibifity that fhe negaTIVe'pO{iTical—
economic -~ financial cycle could be reinforced by a reduced
willingness of the authorities fo resist inappropriate manetary
policies, particularly if the proximate effects of thls manifest
themselves in the cambio-system and so their continued direct
responsibility for exchange rate policy Is not as obvious to the
population at large as before. This possibility is directly
linked to The other attitude which the literature on floating

rates wﬁdely recognizes, that is under a floating system, the

pelitical risks to the authorities of a depreciating exchange
rate are more often than not, reduced.



There i{s a school of fhought in Guyana which argues

that the falling realrinqomes'of the perverse cycle outllned

aboveplace a céiling on the demand for foreign exchange and

therefore an inescapable brake on speculation. While falling

real incomes In a defléTionary sltuation does constitute a

brake on the growth of demand;iT should~a[so be repognizéd that

_rémiTTances In cash and kind pféy’a major WidesPread role-in the
‘“qupprémenfafion of domestic purchasing power. To the extent

that this Is frue, the brake on demand is reduced, both in |

relation to the supplementation of purchasing power and In the

. form it ftakes. Because rémiTTances are in foreign currency,
domestic recipients would benefit from and indeed might even
- welcome (because of money illusion) the depreciation of the
focal currency. Jf'fhe,&a{ue"of remifttances -sent are fixed
in foreign currency because It comes out of the income of non-
“residents, then the value of remittances will nof be reduced
by the extent of.the falling exchange rate. In this type of
sifuaTion, a deprecliating exchange rate may be sustained for far

fonger Than is supposed. Addi%ionally, there is the

* . __conslderation too that !fTThe'sTock‘of domestic assets and
" stored income which wants to be repatriated is large, this

would give considerable.momentum *fo exchange rate declines,

even if real incomes of househol@ers are generally in decline
also. | '

The overall evaluation of Thfs‘system"Therefore is that
the exchange rate system 1in place in Guyana leaves considerable

doubt about its effectiveness. Our own preferences are‘fof an
alternative approach alonQTTHe [ines of a more managed flexibiflty
so as To ensUre that market [iberalization of the rate proceeds
as closely hs-possible in tandem with the removal of‘resfric+ions
én output and fhe_imprermehT of choices.fof demanders. The
‘caufion expressed here ébou# the float has been echoed many times,
even from "Impeccable" IMF sources. In his review of the ‘
" global exchange rate system, Goldsteln reported that even
fhouéh floéfing rates have not led fo a‘sysfem~Wide collapse of

trade and payments, nor reduced- anti-inflationary resolVe among
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the major actors, nor indeed worsened employment prospects,
they have nevertheless: "not provided complete or even good
insulatlon agalinst all types of external disturbances;{nor]
eliminated or even significantly reduced the demand for
international resef&es; wnor] encouraged enough stabalizing
speculation fo keep real exchange rate movements within
narrow bands corresponding to permanent changes In the Terms
of trade". (Goldstein, 1984,P.3.)



4. Proposals for Reform

In a recent survey of exchange rate policy in

developing countries, it was reported that "there are

practically no examples of developing countries which have
floated successfully and independentiy on a sustained

basis" (Collier and Joshi, (989, Pl03). Recent experience

in Jamaica with the auction system confirms this view in the
Caribbean region. The experience of the developed countries,
which we cited earlier, also raises considerable doubt about
successful independent floats there,despite their highly
sophisticated economies and market systems. Meanwhile, the
limited experience with The cambioc sysftem in Guyana already
indicates thal improvements and reforms are required. Before
proceeding to out!ine our recommendations, [+ is appropriate
for us to underscore the premiseson which these are made -
even at the risk of some repetition of points made earlier

in tThe Text.

Seven major premises underline our proposals. The

first is our belief that as presently organized, fhe cambio-
system Is feeding a perverse cycle of depreciation - inflation

- depreciation, and not resoclving it, as [s intended. This is
mainly due to the failure to address successfully the major
systemic disorders of the economy. Their prior correction
remains, in our view, a prerequisite for any sustained
independent float. Second, while we recognize that there

are certain inevitable social costs associated with adjustment,
the cambio system seems to be exacerbating these. We refer
here principally +o three categories of social costs, namely,
the recession-type costs, (associated with the system's

deffaTionary impact on output, income, consumption, and
exployment); the allocative-type costs, (associated with shifts
in production and consumption); and the policy error-type costs,

(which can be incurred at every stage of public policy, from
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conception to detailed execution).

Third, while we readily concede that the previous
(and present) official exchange rate {s overvalued, Tthat The
authorities past record of exchange rate management leaves
a lot to be desired, and that flexibliity in exchange rate
policy are all essential for any forward movement, we never-
Theless believe, that there are intermediate positions

between The situation as existed, and what Is in effecT a
precipitate attempt to opsrate on independent float. In

other words, while there is in ftheory an adjustment possibility
inherent in exchange rate movements, the actual achievement

of this is dependent on the concrete context in which This
policy instrument is used.

Fourth, we have already adverted to the [imited
scope for macroeconomic management brought on by the supply
9&5+or+ions and consequent inelasticities of output, tThe
extensive size of the underground economy, and the limited
size of the effective non-traded sectors. To these we would
add that the small home market makes the economy susceptible
to the behaviour of one or two J|arge buyers or sellers of
its produce thereby making even more redundant the traditional
micro-macro differentiation. Thls |imited scope raises the
cost to the authoritlies of the surrender of the exchange rate
instrument.

Fifth, whatever are the theoretical merits or de-
merits of the cambio -~ system, the actual practice of it,
although limited, has already highlighted certain institutional,
organizational and operational deficiencies e.g. the absence
of forward rates, the persistence of unexploited arbitrage
gains, deception, non-reporting, etc.. These should be remedied.

Sixth, the +iming of The introduction of the system
has created additional difficulties for |t. The cambio

commenced cperation on the eve of general elections and at a

period of seasonal low in foreign exchange inflows.
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Fina[lx, The cambio-system has not made possible

the absorption of the parallel economy info the official
economy, to the extent the authorities anticipated. The

reason is that very high rates of Income, consumption,

- and import taxes still provide strong incentives to avoid
the official economy. |In addition the accumulated sfock

of domestic assets seeking capital flight alsoc remains
large, and holders of this stock may well|l find the cambios
convenient legal vehicles for currency substitution. The
serious implication of this situation i{s that the share of
the foreign exchange market held and declared by the
cambios, is critical for determining how close the official

and cambio rates are to the market clearing rate.
Hased on these premises, The following ten major

recommendations are advanced:

(i) The basic reform proposed i{s for the creation
of an exchange rafte system, intermediate between that of
an inflexlible exchange rate system and a pure independent
float, The proposal is for a discretionary float based on
pegging the Guyana dollar to a meaningful basket of currencies.
in This system the authorities would change the nominal exchange
rate from time to time, as required fo keep the real effective
exchange rate within previously agreed target zones designed
for its medium to [ong term evolutlion. These zones would be
arrived at affer "technical analysis" done in consuitation
with the IMF, whose responsibility it Is to oversee the
evolution of foreign exchange rate practices. Within the
agread target zones, buyers and selfers would be free to
determine the day-To-day exchange rates. The system should be
designed to reduce specualtion induced changes in Tthe exchange
rate, to be responsive to differential changes in domestic,

and world rates of inflation, and it should alsoc be linked to

the currencies of Guyana's trading partners In such a way
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smooth out the disjuncture between short-run and long-run
equf!ibrium exchange rates, 1f an efficient forward exchange
markets exists. As this does not exist in Guyana, deliberate
public Jjudgement by the authorities, open to public scrutiny,
s the only oTher alternative which can promote the general

interest.

(iii) The third proposal is for a drastic improvement
in the information set which the authorities is making
available to the public at large. Under any exchange rate
system with a significant market element, the efficiency of
that system is constrained by the information set available
to buyers and sellers in it. The cambio-system operates in
a context where no-information, mis-Information, and
dis-information are widespread. Without accurate and up-to-
date information consumers cannot be expected to act as a

check on collusion or the exercise of monoply power by the

dealers. Yet the present system is premised on "consumer
soverelignity" being the ultimate check. [T is for this
reason that the "August hiccup” referred to earlier and

the untrusting attitude of the dsajers to the market as an
efficient mechanism i{s so significant. Regular and up-to-
date publlic information on the day-to-day operation of the

system is needed to keep decision-makers and actors in The
system informed,

(iv) Complementing full disclosure (s the further
requirement that regardless of the system finally agreed on it

is important that directives given by the "authorities" should
be unamblguous, specific, in writing for a definite period of
+1me, and made public. Experience elsewhere testifies to the

importance of this. Not only does It avoid disputes and minimize

conflict of interest, but it also reduces fThe possibility
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that [+ can offset fluctuations in indlividual rates.

Explicit provision should also be made for tThe system to be
more responsive To exogenous shocks, by making clear
provisiaon for this. |In addition to the above, two parameters
would circumscribe the authorities! discretion. One is,

from the Inception of the system, a precise specification of

The discretionary rules and powers with which the system
will evolve, (as well as the modalitles for amending these

should it become necessary) should be made. Secondly, the
rules and powers of the authorities should be such as fo
provide an explicit guarantee that the rate would be changed
as often as is necessary to keep tthe evolution of the real
exchange rate on target. Provision should be made for changes
of greater or smaller magnitude in response {to such factors as
exogenous shocks, and also To compel the authorities to
respond Through monetary and fiscal pollcies to differentials
in the ratesof domestic and world inflation. Again, [MF
consultation is Important to secure the acceptability of the
system and to ensure that the authorities would honour their
policy obligations.

With such a system in operation, foreign exchange
dealers would be gulded on how the authorities would [ike to
see the system evolve., This would then permit them to make a
"tfechnical analysis" of the authorities actions in realtion
to their targels and objectives, as well as their own market

operations, before investment s undertaken.

(i1) The operation of the system as outlined above

facilitates a resolution of the choice as to whether the
target equilibrium rate to be pursued should be a long run or
short term rate. The present system does not make it clear.,

The proposal above, however, has ‘the advantage of clearly

establishing the latter as the market clearing rate and the
former as the rate which would faclilitate growth, structural

differentiation and the redistributicen of production, assets

and income. An independent fioat can only be expected to
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of Individuals and enterprises profltecring from inslde

knowledge,

(v) The fifth recommendation is for the Central
Bank to be made the designated authorlty for regulating the

operations of the cambios and not the Ministry of Finance as

the present Act requires. To facilitate this the Bank of
Guyana should be re-organized so that i+s autonomy and

independent sphere of policy making In This and other areas

are made unambiguously clear.

(iv) The sixth recommendation is that the reformed

Central Bank should Intervene to keep the float clean, within

the targel zones. Such intervention should be principally by
way of purchase and sale of foreign currencles and not by
directive or other administrative action. |In order to keep the
float clean, the authorities will be expected to stabilize

or lean against pericdic unsustainable rate movements in either
direction; for example seasonal mermenTs in the inflows and
outflows of foreign exchange, or lumpy transactions passing
through the system.

It is anticlpated that this recommendation should

" help to enhance the status of the Central Bank as an active
reguiatory authority in a system still basically one of a
market float. This recommendation contradicts the expectations
of the framers of the present system, that its efficient
working has to be premised on the "surrender" of the exchange
rate as a policy Instrument. While some theorists would argue
+hat such "surrender" could be offset by appropriate financial
and fiscal policles, In the context of Guyana this {s not as

yet a real possibility. The tight integration of the Guyana
economy into the world economy, without adequate buffers and

policy instruments, is made worse where a pure independent fioat
exists, as this fetters and does not enlarge the scope for

public policy.
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(vii) The seventh recommendatlion is a call for more

competition among the dealers. While our own preference would

_ be for the dealers fo be confined to banks and non-bank

financial intemediaries, *the reality is that the present

arrangements are otherwise, and should remain so in order

to avoid unnecessary disruption. AT this stage, the best way

forward therefore, wouldbe to seek fo Increase the degree of

competition in The‘sysfem Through expanding the range of non-
bank dealers by encouraging NGOs, leading and répuTabIe
cooperatives, credif unions, accountancy firms efc., to
participate In the system. Increased numbers would help to
dilute the Influence on the market of any Individual non-bank

dealer and increase the |ikelihood of "good faith" operations.

__Xviii) The eight proposal is simple and straightforward.

[T is a call for decentralization of the activities of the

cambios. These are excessively concentrated in Georgetown,
although a Qery high proportion of the foreign exchange emanates
from (and is used in), *the bofder'fowns, the hinferiand goid
mining areas; and from remittances received by population

concentrations along the coastal, riverain, and bauxife-mining
areas.

:(jx) A ninth recommendation Is for clearer and more
automatically applied rules pertaining to the pricing of

commodities and services for customs and excise purposes.

"(x) The authorities have conveyed the impression,
eQen if unintentionally, that the cambio system is a temporary
arrangement made necessary by thelr "temporary" inability to
confain The paraflel economy. This outlook encourages

opportunism and specualtion among dealers. This perception of

a temporary arrangement reinforces the negative impression
created by The absence of a clear picture of how the authorities

hope to see the exchange rate evolve. For fThese reasons, we

believe that an important priorifty is for the long run evelution
of the system to be clearly arfticulated by the authorities and
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debated. Our proposals are to be seen as a contribution to this

important process.

n conclusion it is imperative that it should not be
presumed that if the foreign exchange passes Through the

cambios and not the streets, ipso facto,it 1s more efficiently

allocated. Per contra, if the combios pursue certain street

functions (e.g. capital f|lght, currency substifution) under
legal protection, their economic consequence is no different,
except that the costs of policing might be reduced. But
these costs can just as easlly be avoided 1f the simple
objective is "o let the street have its own way". Thus,
whife there [s need to deveiop the market element in foreign
exchange defermination, we ha?e to recognlize that without
certvain institutional, tegal, structural, organizational and
operational guidelines, tThe "market™ which is created will

not necessarily perform as an efficient allocator of resources.
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3.Limit scope of enterprises ! Tmp zove whe efficlency | 4.3?;1:13::;?? fear coxporate Improve the efficlency
s and finane and finencial performance
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T SR A

3.8trengthen mvtﬁvt oenal
arrangsments for preject.
execnticn,

5.Improve externsl aid

Support exp
aebivities,

-I-o

D“ove in uew—mm isterial -
coordination in project pre-
paxat Lu. n and monitoring,

bot oo ot e v e e -p.&...—...-.-.-.—-

Objectives StraJce e'y and T*’feasu'r'es Objectives
J.TIEERTY PUBLIC : 2 Review and restruoture P
 ITVESTMENT PROGRAM ' -:,'" investment progran in 'I;he K
1+Complate ongoing high G aihs ‘ cXightof & le Fin S L I, o
sComplete ongoing high Renabilitate bagic infra-~ Fightiof avallable financing, ‘Behabilibete basic' infras
priovity investment. el i e - > LR
structare in main pro- RN ; structarein main pro-
al +, : -

uchive seetors., .

Sup poxt export t~oriented
activities. ‘

rrs el it st st v o e e b ettt i b e e e e e i s e

coordiration. 3
; 3 - ‘
L R MONETARY POLICY i
P 1.The Back of Cuyana will 2.Government will reduce
! largely abstain from provi : I excess Tignidity by incrsas- !
{ providing credit to the Pargue monatary and - ! ing raserve regulremeants and } Pursue monetary and cwedit
! oublic gsechors. eredit policies consistent converting short-tem . policies consisitent with
: 3 Bstablish conditions that ;_;_i‘jfne oragrom's in- Tveasur{{r bil_ls into med hunwe l*c‘ne ?r?g?:‘am'spiﬂﬂa*aifn

would allow for positive Flatim azud balance of LoTm deu?.nta:es, P and balance of nzimeants

real intersst rates I paynents targets. 4 JFos ter cnmpe u:u::_cm in the ”ﬁﬁf?e.ts" -

‘ Tinancial system. -
T, HOOES . POLICY , , , ' "
1 Gencral wage 1‘“‘c“e ses to | S 2. Herit increases to den ui or:. .

be kept brﬂ aw the projectedl Incresse employment I peoductivity inecrease and Increase employment

rate of lation in 19‘?63/ : I overall fingncial situstion . '

89 and s .,.11 not sxcead the i “of public sectov A

srojected rate of inf 1s,ti on o SN

in 1920-21. I Protect externsl Protect axderngl *
H . . 1 Competitiveness ‘ i Gompetitivensess
{ 591'11;11 excep's:_ow of some ! L ST

nioni worlems , ¢ =tio
" :.i’l be froaly aebermincd. i i
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Strptegy and Measures Objec tives Strategy =nd Measures Cbhjiectives

TR AT 4 o~ o i
M ELTERW AL DEBY POLICTIRS i
atz with exiternal 2.Govt. will not contract or Yormalize finzacial
agsistance 31l externzl maractize any nan—con~ ‘”“if“ T E e
i R i . 1 . relaticns with external
I arresars o guhlic and ! cessional loan with a 33 tors
I s . craditor g
pablicly marantsed matarity less tnan 10 years = il
Al sr i 4 i 130114
{ . . .. Ll 1 TEry L3mine o . . ' ,
L __debt, - 5 iHaintain vinble external (it . faited Maintain visble extermal
3e Improve overall smteraazl P - excastions), i s H
. o dabi pocition. c dabt position, H
debi mans{ansht, N 1
i 1 T
H.30CIAL TMPAUT GR PROGRY !
! l.Provide income supplezents r
! +0 retirad persons with no . , " i . L i
g ;pc “q‘; {dmeliorate burden of i Ameliorate turden of )
scurse of income oxr } . . ) )
5 L g . fediustient on the more i sdjustment on the more
desendant on fived income ! , - I p . -
e gans ions lvilnerable seguents of ! - vulnerable sements of
e =t the nomlation. . : the population.
3.Bztablish skill ftraining I 4.Develop "input fTor work" or

"food for work" programs.

SeExpand pilot prosrams for
gocial feading,
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