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ABSTRACT

The paper investigates the issue of exchange rate convergence in CARICOM dunng the periad
1967 to 1996 as part of the general discussion on CARICOM’s single currency iniriatjve. It
begins with a raview of the oprimum enrrency area literature which is the theoretical genesis of
the exchange raf@ convergence lssne, follawed by a review of the emplrical lerature on
econamic convergence and of CARICOM's attempts at monetary union. Using an empirical test
of convergence developed by Hall, Robenson and Wickens (1952), the study concludes that there
is little evidence of exchange rate convergence in CARICOM, and that CARICOM's approach

to the single currency needs to be raviewed.
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INTRODUCTION

In 1992, the CARICOM Heads of Government decided that the region should move 1owards
monetary imegration.! They argued that monerary integration would provide much needed
exchange rate and price stability, reduced transactions costs in regional trade and economies in
the use of foreign mserves. The ncw regime would thereby stimulate intra-regional trade, capital
flows and invesiment, increase growth and employment and improve balance of payments
performance.  Monesary integration, they argued, wonld enhance economic efficiency and

strengthen the capacity of the yegion 1o compete iniernationally.

However, the anainment of these objectives depends eritically on effective management of the
implementation procesa which must be credible and non-reversible. At the very heart of the
management pracess s the issue of ecc-nmﬁic converéence. Without econormic convergencs,
policy coordination which is the corner stone of monetary integration, becomes extremely

difficult. Lack of convergence wanld threaten stability of the union.

The purpose of the study is to investigate one facet of the convergence issug, i.e., exchange rate
convergence. Given the openness of Caribbean economies, their vulnerability o exchange rate

fluctuations and the variety of exchange rate regimes in the region, the exchange rate issue is

U Alhough monesary integsation may k= many forms, & eonaise essentlaily cither of the catabllshmens of &
single cumency in A reglon or the fixing of exchangs rates among members backed by swranoy convestibility. Bor further
dlsenssion, see Hilaire et al ,"Qprions for Menctary Insegration in the Carlbbean® and D, Worrsll, ¥ The Harmonisation of
Exchange mes in the Commonwealth Cartbbean™ I Caribbesn Memetary Integntian (ede.) T. Farezll o D, Worme)l (1994).




grguably the most eritical and the most difficulr facing the region in the approach to monetary

integration.

The paper is divided ino five sections, A review of the literaturs is preseniad in the first
section. In the second seetiop, the CARICOM approach to monstary integration is discussed.
The thitd section discusses the empirical iests of convergence, The model is presented in the

fourth secrion and estimation and results in the fifth section of the paper.

A. LITERATURE REVIEW

The theoretical genasis af the discussion on manatary integration is the optimum curreney area
Jireranure 1o which a seminal coniribution was that of Mundell (1961). Mundell argued that factor
mobility and particularly Jabour mabiliry within 2 regien is critical 10 suceess in the establishment
of a currency area. Factor mobility would result in reduced dependence on exchange rate
variations for external balance, thus making the area a good candidare for a fixed exchange rate.
An imporiant contribution by Mundell was his conclusion that the optimum curtency aren may

not be the nation state but the region.

Mundell’s copiribution was followed by several ofhers which focussed similarly on 8 specific
attribute for determining the desirability of establishing a currency area, Notable contributions
amaong these were McKinnon (1963) who emphasised the opepness and size of the economy as
important determining foatures and Kenen (1969) who presented the degree of commodity

diversification as the most important factor. Haberler (1970) and Fleming (1971) argued for the



similarity of inflation rates as the decisive factor. Other criteria presented in the literature
included the degree of goods and marker integration (Mundell (1961)); fiscal integration (Kenen
(1969)); the desire for palitical onion (Cohen 1993); the degree of financial integration (Ingram

{1969)); and the degree of policy integration (Haberler (1970)).

Increasingly, howcver, it was recognised that the desirability or non-desirability of a cumency
union depended on the existence of no single factor bur rather the coexisience of several facrors
impacting on the benefits and costs of the union. Bfforts therefare subsequently concentrared on
the definition of those benefits and costs. Often mentioned costs include the loss of the exchange
ale as a policy tool; the loss of monetary policy independence; increased inflation and
vnemployment; the loss of fiscal independence, given the nead to maintain extemal regional
payments equilibrium and the possible dercrioration of the national cconomy as a result of the

acceleration of polarised growtt and develophent in thé region.

Benefits mentioned include the increased mohility of both labour and capital; an increase in the
liquidity value of monsy; the raduetion of exchange rate speculation within the region; the
reduced foreign reserves requirement given the faer thar intraregional rade no longer would
tequire forcign exchange. Advocutes of the cost-henefit approach include Ishiyama (1975) and
Tavlas (1993). However, significant difficulties in quantifying the benefirs and costs of monetary
integration were recognised. Despite this sharicoming, proponents of the cost-henefit approach
ergued that an explicit evaluation of ¢osts and benetits is superor to the single characteristic

approach that dorninated the earlier literatute.
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More recent attempts to develop the literature have incorporated new considerarions such as the
size and correlation of underlying disturbances, the cost of labour mobility, the ime consistency
of policy and rhe impast of éxpectations on exchange rates. In addirion, attemprs have heen
made 1o incorporate the madel into an empirical framework, analysing the impact of some of
the characteristics which have been detailed in the literature. Examples of these include rhe work
by Bayoumi (1994) and of Bayoumni and Prasad (1996). Bayoumi and Prasad (1996) rovicwed
the level of industrial diversification, the sources of shocks and the response of labour mobility
in an empirical framework in the USA and eight countries of the European Union. They
concluded that labour is less mabile in the EU than in the US and thar, as a resule, significant
wage differentials in the EU are likely to persist for some time afer the formarion of the

European Manetary Union.
B. CARICOM’S APPROACH TOQ MONETARY INTEGRATION

The crireria for entry jnte the monelary union were presented in the 1992 report of the Central
Bank Governors. The 3-12-36-13 criteris required that: (i) counsries maintain forgign reserves
equivalent 1o thres months of import cover Tor a period of 12 months; (ii) that the exchange rae
be maintained &t a fixed rara ro the US dallar for 36 consacutive months without exierna) debt
payment arrears; and that (i) the debt service ratio be maintained within  15% of the exporr of
goods and services.® In 1996, it was proposed that the import cover criterion be amended 10

include three months of import cover or B0% of central bank current liabilities, whichever is

? Connsll of CARTCOM Cenmn) Bank Crovernor, Final Bepore of the Tash Feroe on Cunency Conversibilipy and
Bosnomic Convergence, Novesaber 1086, p4-7,




greater. Additionally, it was proposed that the fixed parity vule be amended to include bands of
1.5% on either side of parity for floaters. Fixers must, however, maintain their parity for a

period of 36 months.?

The community envisaged the implementation of 2 monstary union in three stages on the basis
of two groupings, A and B, Caiggory A couniries are the QBCS, Bahamis and Belize, 3ince
these countries had already met the erileria for entry in 1992, their task was simply the
mainienance of macroeconomic stability, Category B countries included all other CARTCOM

members whose task it was to make the appropriate adjustments to satisfy the entry criteria,

The first phase of the monetary integration process was 1o have been concludad in 1996 and was
to have included the OBCS, Belize, The Bahamas, Barbados and Trinidad and Tobago. Thera
was 1o have been a common currency with the exception”of Belize and the Bahamas. The second
stage wus to have covered the periad 1997 10 2000 and was 1o include the following initiatives:
(i) the formation of a Caribbean Moanetary Authority: (i} the isswance and circulation of a
common curreney in the first tier countries excluding the Bahamas; (iii) use of the new currency
in the remaining counrries as & unit of account in the settling of regional transactions; and (iv)
continued adjustment by Jamaica and Guyana ro mesi the criteria for entry into the urton. The
third phase. which was to have begun in the year 2000, had the objective of entering all

CARICOM countries into membership of the Caribbean Mongtary Awthority.* However, with

? 1hid., p.39.

! Tlu Cyribbcan Monpstary Awthoriry would jssue the Caribbean cigrency, be respansibls for regional monesary
policy, the fogional forcign reserves paol and exchonpe rate management, regional coordinatin af economis palley and
?;g;sah;g uup;;vrllm Far & fuller discusslon of the phases, see Caribbean Monetary Integration (eds.) Fasrell and Worrell
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the Floaring of the Trinidadian dollar in 1993, the implementation of Stage T wus suspended. Tt
was subsequently proposed that Barbados, Belize and the OECS form a upion by the end of

1997, This alse was not achieved. CARICOM therafors must reformulate the monetary
integration schedule. More importantly, however, it may have to reformulate its approach to the

pracass of monetary integration,’

C. EMPIRICAL TESTS OF CONVERGENCE

Given the centrality of the convergence issue in the monetary integration debale, atfempts have
been made 1o operationalise the concept empirically. Three noisble anempis are those by
Honohan (1952); Haldane and Hall (1801Y%; and Hall, Robertson and Wickanz (1992). Using an
error correction mechanism, (Honohan (1992)) invesrigated the convergenee of inflation and
interest rates in the rand and franc 2ones in Africa, and found empirical evidence to support his

convergence theory with respect to the two core counrries, 1.0, France and Sonth Aftica.

Haldane and Hall (1991) investigated the velationship berween the US dollar, the Deutschs Mark
and pound sterling between 1976 and 1989. They found thar the pound had converged on the

Deutsche Mark during the period. They concluded that a3 & resulc of this convergence with the

¥ The BU required that membars satisfy four ariteria for enory: () thar the rate of inflatien of tho prospective

member cannmy be within 1.5 parceptage poines of the average of ihn lawast three e in the cammunity; (if) that the
intenos rates on loag wam scourities bo wishin 3 perocniage paints of thas within the foregoing thres membam; (1) that the
exchangs rute of the prospeative meynber be bept within the band of the exchange fare meshanlsm whous sealignmens for
twa yearm: and (iv) that the overall fiscal definis be ant greatey than 3% of ADP and that the ratio af publlo dabt ty GDP be
510t greater than 60%, The satisfaction of theso eriteria was to be achivved in thres phates over approximarsly eight years.
The purpose of the crilerin, os in the CARICOM case, was 1 enfixes economic convergence. By May 1998 when the
sclection was made of comnwies for eniry inte the Buropean Monetary Union, the aforementioned ceonemic indieaross had
converged in the majority of BU member countries.

b,



Ty T,

-

N b

Deutsche Mark, it would be easier for the pound sterling to he a part of the European Monerary

System than would have been the case if the pound sterling weie convergent with the US dollar.

Hall, Robertson and Wickens (1992) broadened the study to include nine Ewuropean Union
purrencies and once again investigated convergence with the Deutsehe Mark and the TS dollar.
They deflned economic convergence between two series as the approximarion 1o a constant of
the difference between the series. In other words, in the limit as time goes to infinity, the
difference betwesn two variables X and Y would equal some constant, «. In stachastic terms this
is expressed us B[hm (a(1)) | ,.}=e. They then want on 1o deseribe two types of convergence:
(i) strong system convergence and (ii) weak system convergence. In the case of strong system
convergenco, all pairs of variables in the syswm have convergad. In the case of weak system

convergence, some pairs have copverged while athers have not.

To aperationalise their concept, Hall et al.{1992) nsed a simple three variable model, including
the Deutsche Mark, the pound sterling and the US dollar. In an attempt 1o determine whether the
Deursche Mark and the pound sterling had converged during 1976 to 1989, they used the mode!

presented below:

(Kppg =~ Kpr) (D = a() + () (Xpy- Xy @+ (D

where Xy, Xy and X, are the logs of the exchange rates of the Deutsche Mark, the pound
sterling and the US dollar respectively, The parameters in the model are time- varying. This

emphasisae their assertian that eanvergence is a process rather than a state. The critical



parameter in the mode] is h(r). The expectation is that this parameter would tend to zero in the
limit if the Deuntsche Mark and the pound srerling have converged. Alternatively, if the Pound
Sterling and the US dollar have converged, this parameter would tend towards one. However,
the copvergence of b() to zero is considered a necessary but not sufficient condition for
convergence hetween the Demtsche Mark and the pound sterling.  They insisted thar for
convergence, both a(t) must tend to a constant and b{t) must tend jowards zero. They also
added rhat cointegration among the variables under consideration (in this case the Deutsche Mark
and the pound sterling) is 8 necessary bur nor sufficient condition for convergence.
Consequently, co-integration among the variables must be investigated prior 10 model esximation.
Hall et al.(1952) intimated that this mode! could be used to investigate the convergence of any

fwo variables,

n. THE MODEL
Following the Hall et al.(1992) model, the study beginy by investigaiing the convergence of
nominal exchange rates in the CARICOM region during the period 1967 to 1994, The model

paed is presented below:

(Xr- ¥eameom) = a(t) + blt) Koy - Eyg) +e;, (2)

where Xpp, Xyg and Xepeon represent the logs of the nominal exchange raies of the Trinidadian

dnllar, the US dollar and individual CARICOM (Barbados, Guyans, Jamsaica, Eastern Caribbsan,



Pahamas, Belize, Suriname) currencies vis-a-vis the SDR® The period used was 1967 to 1996.
All exchange rates are taken from the IMF Financial Statistics. The US dollar i85 used since the
region is generally considered as belonging to the S dollar currency ares. The Trimdadian
dollar is used ag the core CARICOM cunrency. The Trinidadian economy is one of the two
largest ec{;nomies in the region, and its inclusion in the initial srage of the monelary union is
generally seen by the regional authorides as critical for ensuring success, Until 1993, Trinidad

and Tobago had a fixed exchange rate which it began 1o float thereafier.

E. ESTIMATION AND EMPIRICAL RESULTS

Firstly, the variables of the mode! were rested for stationarity. The results are presented
in Table 1. With the exception of the Guyanese exchange rate, the logs of all other exchange
rates are T (1), This resublt in itself sugpests a problem for the region with respect to the
convergence of exchange raes in the move towards monefary integration, and supports the
decision that at loast the Guyaness currenéy b not pan} of the initial phase of the union. The
fact that the remaining currenr.jies are all I[{1) suggests thut they are more readily candidates for
monetaty union. Additionally, co-integration analysis using the Johansen model suggests the
existence of at least one co-imegrating vector smong the (1) CARICOM currencies. The

cointegration analysis was done using RATS, The resulls are presented in Table 2.

®The SPR & & cupency basket compossd of the cumencles of the five TMF members with the largsas portions of
world exports of goods and serviess. The weighs of each susrenay in the baskel reflects both rada performance and e
ameunts of the enrencles held as resayves hy IMF morbers. The basket Is reviewnd every fives years. The exchange e of
natlonn] streencies with the SDR. is detervained by the daily marker rated of the haskes of enrrencics wanslated fnwn 178
dollar amounts(l/$ dollar:SDR exehangs rate) and subsequently convericd into the nationa) cumency at ths exchange rate of
tha US dollar ta the national cuneacy, Sincc 1981, the SDR has comprised the  US dallary, Dewssehe marky Japansse yen;
French frwnz and the Pound siesling. The cument weighs of shese curroncics in the SDR hasker which have aot significantly
Since 1961 whon misy replaced WK shiteen eumrencies that previsusty comprised M basier ave US dollarti9 #); Deumche

mesk(21%); lupansse yon(18%) French frane (11%) and Pound swerling (11%).
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Table 1: Stationarity Tests

Logs of the Exchange Computed ADF Test Computed Perron Statistie’

Rates Statistic

US Dollar* =3.56 r -3.42

Trinidadian Dallar* -2.70 -1.83

Barbadian Dollar* ~4.03 -3.25

Bahamian Dollay* -3.56 -3.43

Belizean Dollar¥ -3.24 -2.62

Guyanes: Dollary* -5.23' _ ~3.32

Jamaican Dollar* -4.55 -0.89

Fasiern Caribbean Dolar* -2.90 -2.57

Surinamese Guilder* -3.59 -4.24
The ADF statistic (1% level of significance) is -2.65  *Variables are 1(1) ** Variable is
|2)

7 Given the swberantial exchapge rats changes during the pevind, It was necessary o supplement the ADR tear with
ests smggested by Perron (1989,1800) for dormmypining =tatonarity in the presence of & stuanial break, In this snedy, his
Addivive-Outlier (AOQ) made! was used. The AQ modsl 1s a two stage mede! for darermining whether a variabls {s smtionary
ar nonsstationwy. The null hypatheatia s thar tha varishle s non-stationary subjecs © a singlo shooldinterventian at a given
time. The aliemative kypathesis is thar the varlable & stationary subject 10 a shifi b the mean after the prvention. (For 5
maors ditailed disevesion, see Charemza and Deadman (1907). The Intarvention daws wsed wers 1984 (US,Bahamas, Belizs,
Bagtern Caribbean, Cluyans end Trinldad); 1983 (Jamaica) and 1994 (Suriname)d. In the sase of the 1S, 1954 reprosented the
culmination of a period of vight menetary palloy in responss w high inflation induced by the oil shocks of 1978 pd 1033,
High intevest rates reaulied in substansial apprecistion of the US dollar. This was in tym reflscled in a substamial
appreciation of the Rahamas, Barbados, Aclize, Bastern Caribbean and Trinidad dollass vis-a-vis the SDR. In the case of
Quyana, 1984 alsa represented the boginning of e précess of exchange rate liberallsation culminasing in the uniflcation of
the official and paralle] sschange vates in 1801, For Jamaicn, 1993 was the beglinlng of a abnilay process with the
sxiohllshmum of dhe parallnl markos in Janary of that yoar. Tn Suriname, the majer shosk 1o \he peahanga v taok plce in
1994 with the floating of the exchangs rate. The critical valuss for the Perven (1980) test for 1983 and 1984 (A=0.6)
inwrventions are -1.62 (lower [imi) and -3.55 (upper Umi) af the 5% love) of significancs. The comesponding it for the
1094 intarveptlon (1=0.93) are -3.25(lawer Hmi) and -3. 12{upper liml)), The lass column of Tabls 1 glves s resubm of the
Parsan st Crivical values were mben from Table 6 of Charemes and Deadmuan (1997). To o largs sxtent, the Berron tests
eorvahorate the veaules of the ADF teaim that all the varisblea are non-staionary. The exesption {s the Surhnamese guildor
which, acrording o the Prrron teat, |s satlanory.
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Table 2: Test of the Numher of Cointegrating Vectors
A Trace(Computed) Ho: r A Max* Trace*
Max(Computed)

152,31 213.09 0 36.36 82,49
2749 60.79 1 30.04 59.46
18.72 33,29 2 23,80 39.89

7.86 14.58 3 ' 17.89 24,31

5.37 6.71 4 L4 12,53

1.34 1,34 5 184 3,84

#*3% eritieal values

To cbrain estimates of a(t) and b(1) in equation {2). the Kalman filter was used®, The Kalman
filter is a recursive algorithm used for the estimation of time-varying paramerers. In this case,

the specfic mode) estimated was the following:

Y, =a(t) +bit) X, +e, ' (3a)
a0 = a{t), + vy, (3h}
b(t) = b(t)., + vy, (3c)
where Y = log Xor-logXoapoon & 0= 1ogXae - logXyg

in equation (2} and ¢, v,, and vy, are normally distributed error terms with zero mean and
constant variance. The error terins are also both serially uncorrelated and independent of each

other.

' In the tjteramare on the Kaknan filter, equation (3a) is referred 1o g3 the Measurement cquation snd equations
(3h) and (3¢) £a st or transition equations with the confficlents of the laner mefmmed 10 as stote varlsbles. For 4 discussion
of the Kalman filtee, see Haldane and Hall (1991); Cishbertson, Hall and Taylor (1992); Doran and Ramballi (19875,
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Unlike the case of Hall, Robartson and Wickens (1992), the estimates of a(t) with the exception
of the Bahamian currency, were all non-stationary. Thus, one of the conditions for convergence
with the Trinidadian dollar was not satisfied. Figures 1, 2 snd 3 helow present graphically the
results with respect to b(r). Estimates of the coefficients a(r) and b(t) are presented in Table 1
of the Appendix. Figure 1 presents the results far the region as a whole while Figures 2 and 3
present the results for sub-groups within the region, speeifically the floaters (Guyana, Jamaica

and Suriname) and fixers (Barbados, Belize, Bahamas, Bastern Caribhean)®.
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. * ot eascof Quyann, the mexisl waa applled w the first differenes of the log of the suchange 1ate alnce
#cording 19 the ADP tect, the lattar is an 1(2) variable, The reeiduals of canation (38) for all sonntrles with the wceprion of
CGuyang and Surfiame are stationary. In the case of Quyana, the non-srathonasivy of the residuels was dug 1o the substantisl
shangas I tha exshange vate in the pont-1084 perind when the process of cachange e lbesalisatlon was inftiatsd. The
t.mb:i:r;ml h“vn;:am of he exchange rate wweads the end of the pariod may also explain the non-sratisnarity of the residnals
in wrinamess case.
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The empirical results are very instrustive. First of all, they show a clear difference between the
fixers and the floaters in she ragion,'" Over the period, the relationship between the exchange
rates of the fixers and the US dollar seems 10 have strengthened while the flouters have gone
their individupl ways. Pacticularly noticesble in Figore 3 is the intensificarion of the relationship
of the fixers with the US dollar especially since 1985 (Figure 2) as a result of the significans
davaluation of the TT dollar. The strengthening of the relationship with the U3 dollar continued
thereafter with the devaluation of the TT dollar by 13.2% in 1988 and subsequent floating in
1993."" Given the desire of the regional authorities 10 include the Trinidadian dollar in the first

phase of the monetary infegration process, the foregoing rosults seem problematic.

An anelysis based on real exchange ratos provides yomewhat different conclusions with respect
1o the convergence issue. The analysis uses real exchange raes for the Bahamas, Barbados,
Guyana, lamaica, Trinldad, Suriname, Dominica, St. Lucia and the US in squarion (2)." Tests
of stationarity indicate that all of the real exchange rates are I(1) variables with the exception of

the real exchange rate of the Guyana dollar which is an T(2) variable (See Table 3). Additionally,

" with reapecs w0 the legsnd for the graphs, 1he prefis “SV* stands for "stmo variable " Aftar this fallow the

{umrars designating the various comonciss: B(Barbados); BH (Bohunas); B BL(Belize)F.ORostem Cariobean); G(Quyana);
J(iamaiza); SU(Swiname}. The suffix SPR2 i common te oll casrensley, and indicsrss thar the cxtimarion & done using the
exchinge rate of the cumenaies vis-a-vis the SPR.

' OF courss, e change in bl is mush mare substantial in the cass of the Belizs and BC dollars than in the pase
af the Bohamas and Bubados dollws which were already closely nligned whih the US dollar afer the realignments in 1976,

1 Real exchange raws were estimated o5 1o produst of the neminal SDR exehangs mtes and the vatio of e indes
of the eapors unit valws =f the Industrialised aoupsries o the sensnnter price indow of the individual CARICOM countrles. Tn
the tage of the US, the indsx of import unit values seplaced the indext of oxpost unit values, Becanss of the ek of dar for

the entire parled, it was necessary o eliminats Belize from chis pant of the anelyals. Addisionally, in the case of ths ORCS
;m;tnhmas, # full data aer was svallable only for 81 Lucis und Daminica. All data were taker o the DMP Pinanslal
titinties.
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as indicated in Table 4, co-integration 1ests using the Johansen model indicate at least three co-

integration vectors,

In all cases, with the exception of the Surinamese exchange rate, (1) is no-stationary.

Table 3: Stationarity Teats for Beal Exchange Rates
Currencles Compuied ADY Samlstls Compursd Perron Statlstic”
IS Dollar* -3.51 -2.98
Trinidad Dollar* -2.89 -3.42
Barbadian Dollar* ' -3.85 -2.|R
Bahunian Dollar -3.54 «3.35
. Quyanase Dollpr#* -4 £i4 1 -2.94
Jamaican Doflar* . =438 313
Surinamase Guilder* -4.402 -5.81
B Daller (Pominice)* -4,04 -3.23
BC Dollar {8t. Lucia)* -3.35 -3.49
The ADF statistic {1%) is -2.65 * Variables are 1{1) ** Varisble is I(2)

¥ The Perron tests uding the same intervention periods &3 before, largely suppont the ABR conshusicn that the
variablkes are non-iaticnary. the exoeptlon keing, s befare, the Surinamese guilder, A3 in the case of Dw nemingd exchangs
ratos, the residuals for the Swriname cquarion am nom-atarionary. The residusl in eguatlen (3a) for all the omher cumencies
ave stvfonary. In the case of the Guyana equation, non-starisnary wsldnals were obnined valng the  fira? erder sutoregresaive
rather than the random walk medal for tha state equation. The antacegresalon cosffickent for bath stas equations wers
staristically significant. For the Guyana equation, the first difference of the Ing of the suchange Tafz was wed,
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Table 4;: Test of the Number of Cnintegrgting Vectors
A Max (Computed) Trace {Compnted) Ho! ¢ 2 Max Trace ®
96.73 2324 | 41,51 117.3
58,83 135.68 i 3h.36 89.37
33.42 76.83 2 30.04 64.74
29,58 43.40 3 23.80 43.84
9.13 13.42 4 17.89 26,70
4.10 424 L 1144 13.3]

#* 544 oritien] values

The estimates of b(r) are presented graphically in Figure 4. The statistical resulis are presented
in Table 2 in the Appendix. While no clear pattern of convergence is evident, Figure 4 suggests
three dislinct phases in the relationship of CARICOM currencies with the Trinidad and US
dollars: (i) the pre oil-hoom period (priar ta 1973); (ii) the oil-boom period (1973 to 1984); and
(iti) the post ail-boom period (1985 onwards). While in the first pericd , the estimates of b(r)
seem centered around ape, indicating a relarively sironger relationship with the US dollar, the
second period begins with a sharp general decling in the estimates of b(t) in 1973/74, ushering
in a period when the estimates of b(r) are closer 1o zero, suggesting a femporary sirengthening
of the relationship with the Trinidad dollar, The Trinidad economy in this period was performing
very well and the currency was relatively stable as compared with the US dollar which had
devalued with the collapse of Bretton Waods and had entered a period of further decline with
the first oil shock, Trade between Trinidad and the rest of CARICOM had risen substantially
as compared with the subsequent period which saw a considerable decline in trade between

Trinidad and the rest of the region. The third period is marked by a weakening of the
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velationship with the Trinidad dollar and a retwn to 2 closer relarionship with the TS dollar.

Apart from the end of the oil-hoom and the devaluation of the Trinidad dollar, anothey

contribptory facior was the process of exchange e liberalisation initiated notably in Jamaica

and Guyana.
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The division of the 1967-94 period into three sub-pariods is instuctive in that it demonsirates
the volnerability of the CARICOM exchange rate regimes to external influghees, and underscores
the difficulties of the rask of monetary convergence. It also shows that perhaps an opportunicy

for monetary integration was lost dusing the oilboom years. In the current Intemational
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economic environment with the dismantling of trade preferences, exchangs rate liberalisation,
increasing international competition and pressiure on major export commodities in a number of
Caribbean countries, the instability in the performance of the exremal sector will make monetary
integration much more diffieult.  Additionally, recent experience suggesis that hinging the
mongetary inregrarion process on a single country, and in this case, the price of a sinple

commodity (oil) is short-sighted.

CARICOM has also decided ta establish a tier system. However, the question ariges as to how
many groupings there should be and which countries shauld he members of those groups, The
analysis of nominal exchange rates suggests that an appropriate approach would be 10 treat the
floaters and the fixers separarely. Figure 2 also suggests that Jamaices and Trinidad may possibly
be in one group, given the fact that b(t) is closest to zero in the Jamaican case. This would join
together the two lurgest econornies in the region followed by the fixers (Hahames, Barbadas,
Belize and she OECS). The third group would include Guyana and Suriname which, however,

may also be treated separately. ™

The real exchange rate analysis suggests a somewhat different grouping. It suggests that
Suriname and possibly the OECS (as suggested by the resuls for Dominica) may be grouped
(3ee Figure 5) ogether with Trinidad. However, given the non-stationarity of the residnals once
#gain in the case of Suriname, too much credence cannot be given to that proposition as regards

Sunname. More impactantly, the analysis refutes the simple categorisation of fixers and floaters

M Given tha non-sationarizy of the residvals in tha case of borth Suringme and Quyans, & would bs incamest o
sauciude with any degres of comainty what the appeopriate granplngs dhould be, based o the nominal exchange rats
mpalyaks,
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suggesied hy the nominal exchange rate analysis. The estimates of b(r) for Guyana, St. Lucia
and Bahamas cluster together in the post 1984 period. and the estimates for Jamaica and

Barbados seem. more closely aligned in the ninetics af least unkil 1995,°

The faregolng analysls is intercsting in that, depending on whather one uses the nominal or resl
exchange rate analysls, the groupings can bhe different, and it does raise the important issue of
which approach fo the application of the exchange rate criterion should be nsed. Clearly, in the

case of a monetary union it is real rather than nominal exchange rates thar are paramount.

Of course, the choice of membership for the varions groups would be further complicated by the
inclusion of the other criteria (debt sesvice ratio, import cover), begging the question 23 to
whether the sequestering of countries info groups is (he best approach. Given the difficultics
in the past with the use of country groups, the hetrer approach may be the abolition of categories
and the use of the emry criteria as the sole dererminant of membership as occurred in the
Ewropean Maonetary Union. In fact, the analysis based on re2al exchange rates seems to suggest
this. This approach wonld avoid prejudging the membership issue. Some may argue that this
approach may lead to the excinsion of some of the largest economies of the region in the initial
stage. However, the issue of critical mass is itself confraversial, especially given the success of
the QECS, the smallest states in the region. In any csse, in the context of a monetary union,

stability may be much more important than size, especially in the initial stages of implementation.

T analysis wing real sxchenge rats suggests, rather inrerosiingly, that individual QRS cotnirics muy be beat
placed I saparate groupe.
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Clearly the rime has come for an intensive rethink of the implementarion process in terms of the

criteria, overall management, strategy and timing.

F. CONCLUBION

The pracass towards monetary integration in the Carihbean 1s in difficolty. Qjven the openness
of Caribb2an economies, the root cause, to some extent, lies in the substantial changes that have
taken place in the world economy (inereasing international competition, loss of preferences,
decline in aid flows ete.) in the ninstizs. The difficulties also reflect the failure 10 adjust in a
timely mananer in the face of fundamental disequilibria, a reflection of weak economic
management- In such an environment, monetary integration will ba difficult, bne not impossible,
if the pracess is more effectively managed. This will likely require much more than economic

monitoring of individual country performance,
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APPENDIX

Table 1: Results for Full Sample Using Nominal Exchange

Rates

Country/Reglon a(y) b(t) R! D.W.
Bahamay 0.01(0.2) 0.99(2.0) 0,99 2.06
Barbados -0.69(1.2) 0.99(2.0) Q.99 2.03
Belize -0.31(2.4) 0.79(8.1) 0.5 .00
Eastern Caribbean -0.56(4.8) 0.76(8.4) 0.89 2.09
Guyana 0.02(0.1) 1.02(6.085) 0.60 203
Jamaica® 1.15(0.2) -0.32(D.1) 0.99 1,89
Suriname -0.47(0.2) -241(1.7) .91 3.11

L sratistics are presented in brackets

Table 2: Results for Full Bample Using Renl Exchange Rates

Country a(x) h(t) R D.W.
Bahamas 0.21(2.2) 0.87(16.0) 0.99 2.35
Barbadaos* -0.22(0.03) 0.68(0.2) 0.99 2.1%
Dominica 0.2(1.0) 0.18(1.3) 0.07 2.01
Guyana -0.06(0.2) 1.10(3.1} 0.38 2.03
Jamaica -‘2'08(4. 1) 1.12(3.2) 0.32 2.12
St. Lucia*' 0.45(0.1) (.67(0.2) 0.96 2414
Suriname 0.08(0.08) 0.16(0.24) | 0.002 1.59

1 staristics are presented in brackets

o WIp the shavementionsd cases, the B? i high but the ¢ satistics are low, evidence of the presance of
m;:kmllmuy. Nevextheless, the estimates of the socfilelmis are used sinea they are sill BLUE. (Sea Gujarasi(10905),
p.325-26).
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