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Monetary and Fisesl Management under o Floxiile Bachango Rate Regime:
The Jamsican Eaperience.

: Abswract

The paper reviews the eanguet of fisesl and monstary pelicy la Jamales after the wove
1o g floating exchange rate regive. Tn the firat seetion, g sovies of benchmarks are used
to sec whether there iz evidence o supperi the commenty held view that a fiexible
exchange rate regime encourages the authorities to beloss disciplined in their approach
to fiscal and monefary management . It was found that the Jamaican egperitnce
provided mised signzl a9 to motter of the exehange rate reglme and disciphine in the
conduet of policy. The exchange rate regime seemed to have allowed the menstary
authorities to place tsas emphasis on controlling the money supply ang ta rely more on
the Interesi rate instrament for stabilization purpose. The second rection of the paper,
is devoted to an empirical tnvestigation of the patential cosgs, which might have beeu
imposed ou the econcmy, arizing frawi the monstary policy cembiastion of high interest
rates and rapld growth in the monmey sitpply. It was concluded, that to the extent to
which the flexible exchange vate regime allowed the authorities to exerviseless restraint
vu the growth in the monsy supaly, the economy might have incurrsd higher costs,
than would hsve been the ease with 5 fixed exchange rate regime.

Introduction.

In this peper attention will be directed to an examination of the implicaticns for the conduct
af monetaty and fiscal policy of the decision taken by the Govermnment of Jamaica in 1983 to move
from a fixed Lo 4 Bexble exchange rate regime with the introduction of ae auetion syatem, The
traditional view was that a flaxible exchange rate systera was not suitable for a small open economy,
such ag Jamaica. Given the thinness of the macker, a flexible exchange rate system would result in
groat instability in the rate. The decade of the eighties witnasagd a change in attitude rowards the
question of the suitabiiity of 3 fiexible exchange rate regime for developing countries(Quirk, et al.,
1987). This, wasin past, indicative ulthe growth in importance atached (0 economic apenness and,
specifically, a dynamic export ssctor for small developing countries. It was believed that in many
countries the export sector was undermined by an overvglued exchange rate. This overvaluation
resultad from a reluctauce on the part of governments operating under a fixed exchange rate regime
to devalue the currency. By adopting a flexible exchange rate system which would allow the rate tp
more directly reflect market trends, curtency avervaluation could be avoided and a government would
not have to be concerned with the political ¢osts associated with a devaluaﬁon decision (Edwards,
1996, Colling, 1996).
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The issue as to the suitability of 2 particular repime has more recently centred on the role
of the regime in encouraging governments 10 exercise discipline in the conduct of monetary and fiseal
policy. The poor economic performance of many coustries over the past two decades has often bean
linked tb excestive fiscal deficits and growth in the monay supply.  Under s fixed exchange rate
regime, the impact on aggregate demand of expansionary fiscal and monetary policy would likely
lemd tv 8 weakening in the country's balance of payments position and & run on reserves.
Recognition of their limited ability to support the rate along with the desire to avoid 2 devaluation
decision, wonld encolirage governments to xercise a grester measure of restraint in their conduct
of poliy. |

On thae other hand, under a flaxible or managed exchange rate regime the government could
simply allow the cxchange rate 1o depreciate. However, exchange raic depreciation, m small open
sconomies will lead to higher inflation and &n appreciation in the real exchangs rate. Such sn
appreciation, by weaking the competitive position of exporters &nd producers of import competing
goods, would have s negative impact on incoms. A fixed exchange rate vegime is then ssen as
providing the appropriate nominal auchor for pramoting a greater measura of discipline in the conduct
of policy(Corden,1994).

Critics of the nominal anchor approach have pointed out that operating under a fixed
exchange rate regime does not precinde the possibility of periodie adjustment in the exchange rate.
Such an adjustment in the rate will be adopted on those occasions when. for example, the
gavernment concludes that the it i3 less costly to 4djust the rate than 16 pursue monetary policies
consistent with supporting an unchanged exchange rate.  Neveithelews, given thar there is
frequently a high political cost incurred whea the exchangs rate is devalued, governments tend to
delay the decision to devalue. A fixed exchange vate regime, rather thaa prometing discipine in
the conduet of policy, is as likely to result in & succession of financial crises; followed by devaluations
(Aghevli, Khan and Monteil, 1991} _

The major itsues would thon gppear to be the following: Given that an esomony will be
subject to periodic internal and externgl shocks, a government comumitted to maintaining & given
exchange rate, would have to rely, completely, on the use of monetary and fiscal policy to cushion
the impact of the shocks. On the other hand, under a flexible exchange rate regime, the adjustment
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might be brought about with & depresiation i the exchange rate and less monetary and fiscal restraint,
At the same time, the authorities in small opsa economies are very much cognizant of the facs that
depreciation in the exchange rate has the potentisl for selting off an inflationary spiral.

In this paper we will examine the way in which the Jamaican government balanced these
concerns over the post 1983 period. The paper wxll be orgapized as foltows. In the first section a
review will be conducted of the canduct of monetary and fiseal policy over the periad. In the second
section there will be an assessment of the potentisl impact on the Jamaican economy of the greater
degros of flemibility permitted in monetary mansgenwnm associated with the flexibls exchange rate
Tegime.

Ascessment of Figeal and Monetary Discipline

The concept of a government exercising fiscal discipline, rests on the notion that thers i< an
upper limit to the amount of govemment éxpenditure which can be supported by taxation and
borrowing, without undermining tho performance of the economy. A decision as 1o whether
discipline is being exercised is usually arrived at with reference to such indicators as the ratio of debt
or the deficit to GDP. These ratios wll he used in this study. However, inatead of relying exclusivaly
on arbitrary values, such as the 60 percent and 3 percent, rétios of debt and deficit to GDP adopted
by the European Community in setting eligibility criteria for panicipating in the common currency,
egual attention will be dirested sowards examining tronds in the ratios over the periud.

Jamaica, had by the early eighties fallen into the category of the heavily indebted developing
country with an external debt to GDP ratio well in excags of 100 percent. At the beginming of the
period under review, the ratic of total dsbt to GDP was around 200 percent. By the cnd of the
period, a5 indicated in Table 1, the ratio had fillen by more than 50 percent, largely due to the
declina in the external debt ratio. The daclme in the external debt ratio was, in large measusv, B
reflection on the fact that country had effactively reached the limits of its external borrowing
capability.

The averall decline in the deibt/GDP ratio can he linked to the fact, thatin all but three years
between 1984 and 1995, the government operated with & fiscal surplus.  There wes an annual
average fiscal surplus of 3 percent of GDP between 1990 and 1993, This trend was revarged in the
12t three years of the petiod with defleits in the 7 to 8 percent range of GDP. This can be attributed
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to the finsncial obligations undertaken by ihs gevernment in respouse to the crlsls in the cOuNLY's
finaneial sector and led to & mgjor increase in the internal debt to GDP ratio.

Table 1.
Jamaica: Piscal Indicators
Percent GDP

Internsl External Total Delcit/
Year Debt Dabt Debt Surplus
1984 60.0 132.3 192.3 -54
1985 . 58.3 167.4 2226 -38B
1986 44,1 141.5 1856 0.7
1987 48.6 132.4 181.0 1.5
19838 , 483 112.9 161.2 -3.6
1989 39.1 98,0 138.0 3.
1000 30.5 o7 12B.2 2.6
1091 216 110.1 131.7 4.5
1992 237 109.9 133.6 41
1983 224 9.1 111.8 34
1994 295 87.2 1167 314
16495 273 64.4 91.7 2.1
1996 354 34.6 90.0 -6.8
1997 424 : 49 8 912 ~ 8.4

1998 49.1 492 983 -1.7

Source: Rank of Jamaica, Statistical Diges., Monthly.

The significant reduction in the debt/GDP ratio, and the number of years when the
povernment operated with surpluses, wounld suggest that the government exercised 2 great roeasure
of fiscal restraint during the period.  However, the trends in the internal debt ratio since 1991 might
lead one tb temper such a conclusion. The internal debt ratio rose by over 60 percent between 1991
and 1996, before the onsst of the crisis in the financial sector.

Evidence of monetary discipline might be evaluated on the basis of such indicators as the
growth in the money supply and nominal and real lending rates. This i based on the principle that a
primary objective of a central pank shonid be that of maint2ining price stability.  Tn an open
vounonty, such as Juuaive, (he cuunky's inllytion rate will also be influenced by the rate ofinflation
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it its major trading partners. Accordingly, the qucesse realized by the sentrel bank in achicving its
goal of price stahility will be agseseed by examining trends in the rate of inflation, as well as the
differential between the domestic inflation rate and that of its trading partners.  In this instance,
since the United States is the country's mejor trading pariner, attention will be directed 1o the
differetial in the Jamaican and Urited States inflation rates.

The mongtary policy indicators, as well ar changes in tha exchangs vate, are set out in Table
2. It would seem that Centiral Bank, in all but the last two years of'the periad covered, adopted
a rather 1ex approach 10 managemern of the money supply. ‘Yhe mozney supply grew at an annual
average rate of 32.8 percent betwean 1984 and 1996,  Wominal leading rates remained High
throughout the period and resl lepding rates were, also ,very high in !l but four years. The rate of
inflation was high in most years. From 1990 to 1598, there war a significant increass in the entiual
rate of growth of the money supply, a widening of the inflation differential and large annual
deprecietions in the exchangg rate.

Giiven that the rate of inflation increased and the inflation differential widened over the period,
the Bank of Jamaica fhiled to realize a major centval bank objective, that of maintaining price
gtability. The large annual increage in the money supply would appear to be indicative of 1 lack of
discipline in monetary management.  On the other hand, lending rates in nominal and rzal terms
were very ligh.  The Bauk of Jamaica's forvign Habilltes excesded its heldings of foreign assers up
to the end of 1993,  If the country had been operating under a fixed exchange regima and had
adopted the same approach to manelary mansgement, the periad would have been marked by a
succession of exchange rate crises and foreed devaluations. Given the high political osts
associated with & government having 10 take explicit responsibility for currency devaluation, it might
be argued that had the country besn operating under a fised exchunge rate regime, an effort might
have been made at an earlier stage to limit tha rate of grawth of the money supply.
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Jamaica; Monetary Policy Ingisgfofs & Exchange Rate Changes
o {Psrc.ent)- o B
Nominal Real
Inflation® Lending Lending
Inflation | Differsntial | Rare® | Rate’
27.7 234 15.3 -9.6
259 2.3 220 .31
15.0 13.1 284 116
6.6 29 252 174
83 43 249 153
144 96 264 04
22,0 16.6 345 10.2
51.1 46.9 358 -10.3
772 742 53.5 “133 |
2.1 19.1 515 | 241
35.0 32.4 62.3 20.2
199 721 50.3 25.4 6.6
26.4 2.5 58,0 25.0 iz |
9.7 7.4 453 125 | -39 "
86| _70 | 417 | 305 3__1___ﬂ

Money
Yea Supply*
1984 144
1985 19.6
| 1086 37,6
| 1087 168
J1oms | 493
1980 -538
Fl 1990 283
1991 © 95.3
1982 49.8
1993 40.0
1004 | 137
1995 41.9
1996 256
| 1597 19
| 1998 58
1M,

2 The rate of inflasion in Jarmaica - the rate of inflation in the United Btates
3. Average annval lending sata of the curamercial banke hased on end of quarter rates.
4. Reglrgte= (1.4, - 1, where % is the average annuel rate of inflation.

(1+n)

5. Based on averags annual average J3/USE

Source: Bank of Jarnajen: Statistical Digy,), Monthty.
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The Economic Consequences of the Baak of Jamaica's Monetary Manggemant

Although Jamaics. aperated under a flexible exchangs rate regime, the level and stability of
the exchange rate remained 2 matter of major concern throwghout the padod.  The anthorities were
very conscious of the fact that it wonld he diffculr to eantro) inflation with gignificent ratcs of
depreciation in the exchange rate. Given the direct link between meney supply growth and the rate
of inflation, If 3 central bank pursues & policy of relative monetary ease, it will cleacly have to rely
more heavily on other inastruments of policy in an effort to offtet the impact of monetary expansion
on the ezchangs rase, the rate of inflation and the balance of payments, The Bank of Jamaica relied
heavily on the interest rete instrumsnt during the period of major expension in the monasy supply
beginning in 1991. Real and nominal lending rates, as shown in Tabls 2, were very high. In
asseszing the implications of the approach 10 monetary management adopted by the Bank of Jamaica
during this period, the following questions arise. Did the high rates of ngth of the money supply
and high rates of interest on balance have & net positive or negative impact on the ¢conomy.

Several empirica!l investigations, based on a model developed hy T.ucas(1973) bave been
canducted on the relationship betwsen changes in the money supply and changes in output in
develuping countrivs.  The Lucas hyporhesis was that only unanvicipated changes in the money
supply could cause output to deviate from its natural level in the short run, The findings from these
studies have not unambiguously supported or rejected the Luces hypothesis, Hansen(1980), for
example, using a variant of the Lucas model, inveatigated the impact of changes in the manay supply
on output for five Latin American countries, The rednced form output equations estimated by

Hansea were as follows,
Yymeyt M ta(time) +aY,, tu @)

where Y, and M,, represented the log of reat output and the money supply, respectively. The
cquation embodied the Lucas proposition that income growth in time period § will 1eflect the
underlying natural rate and growth in the money supply, which might embody an unoxpected
element. Ho found that a small but significant relationship existed between changes in output and
- unexpested changes in the money supply. Unexpected changes in the money supply was defined as
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the difference berween the actual changs in the money supply and the rate of inflation in the previous
perind.

Qdedalun(1993) applied the model to & broader ooss section of developing countries. He
found swpport for the Lucas hypothesis in the case of the more advanced developing countries, but
not in the case of the less advanced developing countries. An epplication of the Hensen model to &
subget of CARICOM economies covaring a pariad from 1976 to 1090, found no signifieans short -
run relationship betwesn changss in the money supply and outpui{Bemmeit, 1994).

L apite of the absence of svidencs of ¢ direct link betwsen changes in the money supply and
output in the short - run, there still remains the possibility of indirect linkages. [Excessive monetary
creation in an open economy operating under a flexible exchange rate regime could affect the
econamy in the following ways. Firgt, the potential inflationary impact of the increases in the money
supply could lead to expenditure switching, lowering the demand for domestic goods. Second, the
expendituey switching, given it impact on the balance of payments, would resulf in a depreciation
of the exchange rate. This in turn would secslerate the rate of inflation.  The Bank of Jamaica, a8
indicated attempted to dampen the inflatinnacy pressires by maintaining high positive real rates of
interest. Such an initiative on the part of & central bank is often justified on the grounds that i both
encoursges savings and Jeads jo greater efficiency in the aliocation of savings(McKinnon, 1973). On
the other hand, the cos inising vffect of high interest rates could reduce investment activity. - Tothe
gxtant that the positive real rates of interast helped to contain the inflationacy pressures, the
depreciation in the exchange rate would work to offset the impact of inflation on aparegate demand.
The relationship between changes in the exchange rate and the real rate of interest on income might
be expressed as fellows; '

DY, = (¥ Ri) @

The relationship between changes in the exchange rate and the level of the real interest rate onincome
could be either positive or negative. The squation was estimated by ordinary least squares using
annual data for the periad ﬁ'ﬁm 1984 1o 1098. The results are reported helow, the t values are iu
parentheges.
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DY, = 0.078 - 0.041DX,, -0.150DX,,., - OCO00R, ,
(351} (120  (-3.07) (=276

R'=049, R’,;~0335 DW =09
where DY, and D, are the logs of the first difference of real GDP and the nomina! exchange rate,
respectively and Ri the average res! lending rate.  The results indicate that dapreciations in the
exchange rate had a significant negative impact on income with & one year lag. The coefficient for
the real intereat rate was significant and negative but had = valus not significantly different from zero

One would expect that the negative impact of depreciations in the exchange rate would be
transmitted 1o the evonomy through its impact an exports and imports. It is generally acknowledged
that the export sactor plays a major role in the determination of income. In order to gain further
insights into the impact of the performance of the sector on the seomomy during this pardod we
regressed varations in GDP agginst variations in exparts and detived the following results.

DY, = 0.002 +0,225DX,
0349 (4.32)

R? =059, ®%,=056, DW.= 163

where DY, and DX, are the logs of the first difference of real GDP and sxports, respectively. These
results indicate that well over one half of the aanual variation in real GDP could be linked to
vatiativng in export sales,

All of the variables, asjudged by the augmented Dickey Fuller test were integrated of'the first
order. The | statistics are reported in Table 3

To what extent were these annual variations in export salos linked fo annual changes in the
exchange rate?  If nominal changes in the exchangs rate reflected real changes in the exchange
raie one would expect a nominal depreciation to have a positive impact on exports.  Qn the other
hend, the opposite would be true if there was an Inverse relationship between nominal and real
movements in the exchange fato. Thiz wonld likely ba the cage if a nominal exchange rate

depreciation led to an increase in the rate of inflation and ultimately an appreciation in the exchange
rate. Several empirical studies suggest that a fallwre on the part of governnents in developing
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. Table 3
Dickey - Fuller t - statistic
 Test atisiic
DYt -4.58
DX friiy bl 3.20
Ri =337
DX, - 4.58
Critical values
1% -3,43
5 -2.86

couniries to adopt sufficient resiraint in the conduct of monetery and fiscal policy in a period
following a devaluation or depreciation in the sxchange rate results, quickly, in a real exchange rate
appraciation(see, for example, Edwards,1989)

Anp egtimare was made of the impast of movements (o the vsclistige meie on expuits teprsEmng
changes in exports against changes in the exchange rate with a one and two year lag, The results are
reparted below

DX, = 0081 - 0321DX,,., *0.125D%.. .
(231) (-2.84) (1.10)

R? =040; Riy=030, DW=136

The results suggest that a nominal depreciation in the exchange rate would be associated with a
dedline m expolt sales in the following year. There would be a pasitive inipact in tho seeond yoar,
however the coefficient was not Statistically significant.  The indirect link betwesn changes in the
money supply and output might then be through the way in which 1he increases in the mongy supply
gffect the rate of inflation and the real exchange rate and exports,

The post 1990 period was associated with generaliy high retes of inflation and economic

stognotion, In o small open econoiy. such as Jamaics operating under a flesdble exchange rate
regime, the principal determinants of the inflation rate are the rate of depieciation in the exchange
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rate, the growth in the supply of money and forelgn rates of inflation. Tn the post 1991 period, the
inflation rate in the country's major trading pariner, the Iinited States remained low and Sollowed a
declining wwend. Consequently, it was not a significent contributor to the high rates of inflation
experiensed by the country in that period, In additior 1o the rale of exchange rate depreciation and
manetary growth, a question might be raised as 1o the role of high interest rate on the rate of inflation
expasienced by the country in that period. The relationship between these factors and tha rate of
inflation might be expressed az follows.

DP,~ f(M,, Kraie 1) 4)

Increases in the imerest rate eculd bear an inverse relationship 1o the rate of inflation o the extent
to which it reduced the level of borrowing and spending. Alternatively, there could he & diract
ralationship, given the cost raising effect of higher rates.  Equation 5, was estimated by ordinary
leaat equares using quorterly data covering the peciod from quaria 4 1991 1o quarter 4 1998, All
the varigbles, with the exception of the monsy supply, ad judged by the augmented Dickey - Fuller
test were stationary. The money supply variable was intagrated of the first order. The results are
reported in Table ¢

The coefficients for the intersst rate and lagged exchange rate varighles were both
highly significant. Increas=s in interest rates helped to aceclerate rather than dampen the 1uis of
inflation. A 10 percentage point increass in the 1ending rats would lead to an increase of glmost 2
percentage points in the rare of inflation. 1t appears that the increases in interest rates worked
to increasa rather than moderate the rate of inflation.

The interest rate instnunent was also usad to relieve presaure on the balance of payments and
the exchange rate by dsmpening borrowing and spending. At this stage attention will be directed to
the extent to which incresses in interest rates worked to offvet increases in the money supply mnd belp
stabilize the exchange rate, The immediate and delayed impact of changes in the money supply and
interest rates on the exchange rate could be represented as follows,

DXrate= B, -+ B,M, + B.DM, . + B, DI, + B,DL,, (3)
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Table 4
Estimatas from Equation 4,
Dependent Variable 1P, The inflation rate

Explanuivry Variable Coefilcient T stasistic

Constant ' 0.191 8.02

DM, 0.063 139

DJ, 0.207 380
DX ey | 0,191 4.00
R?= 0,82, R?, = 0.80; D.W.1.76
Variable ADF t - stat

DB, S =458 '

DM, -3.38

nr, -3,59

DX 475

DP,, DM, and DI ave the log of the flest dilferenues of the consumer price index, money supply and
the end of quarier average commercial bank lending rate. DXrate,, is the log of the first difference
of the end of quarter exchange rate lagged one quarter.

The following results were derived

DX, ~-0.001 + 0.101M, +0.238M,;, / 0.505DL - 0.30DL,
(-0.02) (1L4)  (1.83) (3.57) (-2.17

R*=053  R%;=045 DW.~251

Tha regults, indicsta that the initial conacquenco of an increase in the nominal lending

rate wonid be a depreciation in ths exchange rate.  This would be followed by an appreciation in the



13

rate beginning in the second quarter.  An increase in the monsy supply would Jead to an immerdiate
depreciation in the exchange rate.  The impact of & money supply increase on the erchange rate
would overwhelm the interest rate effoct.  For example, a 10 percentage point incresse in the real
interest rate would regult in & 3 percentage point appreciation in the exchange fete in the second
quarter. An equivaient increase in the mouney supply would have led to a 2 percentage point
depraciation in the firet quarter followed by an additional 2 parcentages point depreciation in the
second quarter. The combined effects of rapid increasesin the maney supply end high interest rates,
on balancs appeared to contriute to a depreciztion, rather than a stabilizavion of the oxchange rate,
Given the strong impact of exchange rate depraciation on the rate of inflation, this more than likely
jave riss 10 4 sequence in which a nominal depreciation was quickly followed by a real appreciation.
This helps explain the abserved negative relationship between lagged changes in the exchange raté
angd changes in GDP between 1984 and 1988. In summary, the Bank of Jamaica's mategy,
particularly in the post 1991 petiad, of high interest rates and large inereases in the moncy supply,
mtight on balance have been more costly than beneficial to the country's aconomy.

The very large increases in the money supply and depreciation in the exchange rate, which
accnrred after 1990, appears to bave had a negative impact on exports and incoms.  The major
portion of Jamaican exports consist of products, such as bauxite and alumins, sugar and bananas,
Sales of these products would not he affected in a significant manner by changes in the exchange
rate. On the other hand, the non - traditional exports, pritarily manufactured products, were,
potentially, more likely to be affected by changes in the sxchange rate. "{his would ba the cass when
a nominal depreciation in the exchangs rate resnited a real depreciation.  However, as indicated
ahove, a depreciation in the exchange rate had & major impact on the rate of inflation leading to
situation in which & nominal depreciation was ynlikely to result in a sustained renl depreciation. In
addition, producers of non ~ traditional exports could also be nafavourably affected by the Bank of
Ismaica's high interest rate policy.

The United States was a major market for the couniry’s non traditional exports. That
goonomy experiended a growth rate of unprecadented duration during the decade of the ninetics.

The following model was used to agseas the implications of the nominal depreciationsin the exchange
rate, high interest rates and the high US growth rate on non - traditional exports.
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DX, = {DX.., DI, USGDF) . (6)

The equation was astimated by ordinery least squares covering & period from the third quarter of
1992 to the first quarter of 1998. The procedure employed various lagged values for the variahles.
The resulta are reported in Table 5.

The rate of growth in the United Staies did not have a consistent positive impect on the non -
iraditional exports. Thers was & significam positive relationship only in the casa of a two quarter lag.
The estimates invelving a three quarter lag for the variables were the only ones where all the

_ooefficients wers statigtically significant. i shows that two thirds of the positiva impact of an
exchange rate deprecistion on non traditionsl exports would have been offset by the increases in the
rate of interest.  The US growth rate had a nepative impact, however the coetficient was onjy
signhificant at the 10 percent level. '

Table 5
Bstimates of Lagged Impact of Changes in the Exchange Rate, Lending Rate and
US GDP on Non - Traditional Exports

DX, = 0070 - 0.420DX,,, + 0.125DL, -4.761USGDF,
(117 (-0.99) (031)  (-0.84)

R:= 012, Riz=-0.02; DW. =276

DX, = -0.097 - 0.025DX,,, + 0333DL, + 11,767USGDP,,
-172)  {Q.086) (0.96) (2.23)

RE=022, RiYy=010; DW=282

D-.xm = 0-063 + G.QQSDer.: - 0694DI‘_3 - 7-438USGDP1_3
(122) (2.97) (-2.16) (- 1.54)

R = 033 R,=023 DW. =241
DX, = 0041 -0.112DX,., - 000D, - 198BUSGDP,,

(0.67)  (-0.45) (- 0.03) -0.37)
R® =002% R%;=-014, DW.=2.77

TOTAL P.18 .
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Conclusions

The fiscal and monetasy policy indicators in the period after the move to & flaating exchange
rate regime, do not provide 8 clear signal as to the effect of the move on the exercize of restraint in
the conduct of policy. On the fiscal side, when one employs commonly used indicators, such asthe
ratio nf ﬂ-:é debt and dedirit to GDP, the government would scem to have exercised considerable
restraint in most years,  Onthe other hand , the growth in the level of internal debt would
l2ad one to temper such a conclusion.

In the case of manetary policy, the large 8xprusion in the money supply would appear io
indicste that the Bark of Jamaice purtued a policy of monetary ease. However, the bank strategy
of working to maintain very high rates of interest is indicative of its interpat in exercising control on

the level of aggregate demand.
Although the country wag officially on a flexible exchange rate standard, the importance

attached to exchange rate stability meant that concems gbout the exchange rate played a prominent
role in the conduct of macroeconomic policy. The only difference which the choicz of exchange rate
regime might have had, in so far as monetary ﬁolicy was concerned, was with respeet to the manner
in which policy instrumenis ware used. T£'the country had bean operating under 2 fixed exchange rate
ragime, it might have, ar an earlier stage, attemtpted to impose rigid [mite on growth in the money
supply, rather than relying on raising interest rates, in an effort 1o stebilize the econemy,

The impact of the policy mix of rapid growth in the money supply and high interest rates, on
the exchange rate and the rate of inflation, appears to have imposad a high cost on the economy.

The effort of the Bank of Jamaica, sincs 1996, to concentrate on exercising rigid controls on the
mivnwiay base and the money supply seems reflective of an ecceptance of the fact tha,t_ such an

approach will impose a smaller cost on the economy.
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