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Review of Economy

Overview
The Barbadian economy continued to expand in the

first nine months of 2004, as real gross domestic product
grew by approximately 3.1%, following a 1.6% increase in
the corresponding period of 2003.  The expansion was mainly
driven by a bumper tourist season, which saw record arriv-
als of both long-stay and cruise visitors.  However, higher
tourism receipts and improved export earnings were over-
shadowed by a rising import bill, as reflected in a widening
external current account deficit.  In the absence of suffi-
cient capital and financial inflows, this deficit was financed
from the net international reserves (NIR), which conse-
quently registered a significant decline.  Excess liquidity in
the financial system tightened, amid signs of a reversal in
the dual trend of mounting deposits and flat credit that had
contributed to the build-up of liquidity in the previous two
years.  Government issued securities to finance most of its
fiscal deficit, which continued to narrow due to cutbacks in
on-budget capital expenditure and increased revenues.

Output in the traded sectors rose by an estimated 3.6%,
as the exceptional tourism outturn eclipsed poor performances
in agriculture and manufacturing.  Growth in the non-traded
sectors, at around 2.9%, was relatively modest in compari-
son, yet more broadbased, drawing on contributions from

the transportation, storage and communications and whole-
sale and retail trade sectors, as well as business and other
services.  With economic activity expanding in both the traded
and non-traded sectors, the average unemployment rate for
the period slipped back into single digits for the first time in
three years, while a modest increase in prices was recorded.

The strengthening economic activity also boosted
merchandise imports, which outweighed exports of goods
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Real GDP Growth Rate
(January - September)

and services, especially during the third quarter.  As a result,
the external current account deficit widened substantially.
On the other hand, the capital account surplus was halved
due to lower public and private inflows.  In addition, there
were significant outflows of approximately $65.0 million for
overseas investment under the Second-Tier Reserves
programme1, which was nearly double the $36.9 million in-
vested in the same period of 2003.  Together, these develop-
ments led to a $210.8 million slide in the NIR, the largest-
ever reserve loss in the space of nine months.  Consequently,
the liquid foreign assets of the monetary authorities were

1 The Second-Tier Reserves programme was instituted in July 2002.  Under
this system, certain entities are allowed to invest funds overseas with the
approval of the Central Bank on the condition that such funds would be
repatriated on request.  These funds may be sourced either directly from the
foreign exchange market or from the reserves of the Central Bank.  As at
the end of September 2004, cumulative overseas investments under the
programme amounted to BDS$149.2 million.

Change in Net International Reserves
(January - September)
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down to approximately $1.3 billion at the end of September
2004, providing reserve cover for 27.6 weeks of imports,
compared with 36.1 weeks at the end of September 2003
and 35.2 weeks at year-end 2003.

Mirroring the deterioration in the NIR, liquidity in the
domestic banking system tightened somewhat.  The 3.9 per-
centage point reduction in the excess cash ratio reflected a
pick-up in commercial bank credit and a fall-off in deposits
in the third quarter.

Issuance of additional treasury bills by Government

2004.  Value-added in the tourism industry therefore grew
by an estimated 9.6%, marking the second consecutive ex-
pansion and the largest in a decade.

The number of long-stay tourists rose by 6.2% during
the nine-month period, having increased by 6.9% in the com-
parable period of 2003.  Over 70% came from Barbados'
traditional core markets - the UK, Canada and the US -
while the emerging CARICOM market continued to gain
market share, accounting for nearly 20% of visitors.  The
UK was the top performer, advancing by 9.4%, or 13,753
persons.  Visitors from the Canadian and CARICOM mar-
kets increased at roughly the same rate in percentage terms
(8.2%), but in absolute terms CARICOM outperformed
Canada by a margin of 3,000-plus persons, despite a fall-off
in arrivals from Trinidad and Tobago. Arrivals from Conti-
nental Europe were up 6.4% overall, notwithstanding an 8.6%
contraction in the German market, whereas US tourists were
up by just 1.4%.  There were fewer travellers to Barbados
from other markets, which collectively declined by 7.4%.

during the third quarter added to the total stock of domestic
debt, which was Government's main source of financing
during the review period.  In effect, after recording a fiscal
surplus during the first six months, the central government
incurred a sizeable deficit in the third quarter.  Neverthe-
less, the overall fiscal deficit for the nine months under re-
view shrank by over 40%, as Government continued to scale
back its on-budget capital expenditure, while tax revenues
were supported by the firming economy.

Production, Prices and Employment

Tourism
Barbados welcomed a record number of long-stay and

cruise visitors to its shores between January and September

Overall Fiscal Balance
(January - September)

Long-Stay Tourist Arrivals
Percentage Changes
(January - September)

On a quarter-by-quarter basis, the overall long-stay
outturn was mainly attributable to an 11.5% spike in the first
quarter.  However, the third quarter figures were also sig-
nificant (particularly for the UK), with September up 10.8%,
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due in part to the diversion of vacationers to Barbados from
hurricane-ravaged Grenada.

The success of land-based tourism was well supported
throughout the period by a dynamic cruise performance.  Six
major cruise liners made Barbados their homeport during
the winter season, while two new vessels docked in the sum-
mer months2, replacing three ships that were removed from
the schedule.  The new additions had a larger carrying ca-
pacity and made far more calls than the ones that they re-
placed. As a result, the Bridgetown port recorded a 25.4%
expansion in cruise-ship calls between January and Sep-
tember, while the growth in cruise passengers was upwards
of 30% in each quarter, fuelling an impressive 32.5% in-
crease in the headcount for the year to September.  This
contrasted sharply with growth of just 2.4% in the compa-
rable period of 2003.

tries in the 'other manufacturing' category3 registered a 3.3%
fall-off in activity.  Together, these two categories account
for nearly 40% of all manufacturing output and therefore
these declines weighed heavily on the overall outcome.
However, this was more or less balanced out by significant
upturns in the smaller categories of electronics (up 18.4%),
chemicals (up 19.1%) and non-metallic mineral products (up
5.4%).

Manufacturing
The first three quarters of 2004 saw an extension of

the flat trend in manufacturing activity observed during the
previous two years.  This was the net result of mixed per-
formances from the various manufacturing sub-sectors.  In
the food processing industry (previously a key growth area),
production levels were down by around 3.0%, while indus-

Cruise Passenger Arrivals
Percentage Changes
(January - September)

Manufacturing Output
(January - September)

Agriculture and Fishing
Output in non-sugar agriculture and fishing is estimated

to have fallen by approximately 7.2% over the nine months,
after increasing by 3.0% in the same period of 2003.  The
fishing industry registered a steep decline of 22.8% in fish
catches, which was partly due to reef damage caused by
Hurricane Ivan.  In addition, there was a 7.2% decrease in
milk production, reflecting the general downtrend in the in-
dustry since the first quarter of 2002.  In contrast, chicken
production rose by an estimated 5.7%, as the strengthening
of economic activity and the decline in fish catches stimu-
lated greater demand.

2 The winter season runs from October to April, while the summer season
spans the period from May to September.
3 The 'Other Manufacturing' category includes the production of
fabricated metals, machinery and transport equipment, as well as printing.
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International Business and Financial Services
The number of new licences issued to international

business and financial entities between January and Sep-
tember 2004 amounted to 264, some 27 more than in the
corresponding period of 2003.  Of the new licensees, 209
were International Business Companies (IBCs), up from 203
in the previous year, while 41 were Societies with Restricted
Liability (SRLs), which was double the average level of
approvals for the previous three years.  In addition, eleven
Exempt Insurance Companies, one Exempt Insurance Man-
agement Company and two offshore banks were licensed
during the period.

Non-traded Sectors
The outturn in the non-traded sectors was led by the

transport, storage and communications industries, which rose
by around 5.0% during the review period, compared with
3.8% and 1.5% in the comparable periods of 2002 and 2003.
Telecommunications liberalisation accounted for stepped-up
activity in cellular business, while transport and storage ac-
tivity was up in response to the surge in imports.  Business
and other services, wholesale and retail trade and electric-
ity, gas and water production went up by 3.1%, 2.8% and
2.4%, respectively, in line with economic growth.

Following a lull in activity in the first half, the con-
struction industry posted growth of 5.0% in the third quar-
ter, resulting in a net increase of just under 1.0% for the first
nine months. New private residential and commercial build-
ing, coupled with ongoing public sector projects, underpinned
this third-quarter recovery. The resultant heightening of de-
mand for construction materials was associated with in-
creased quarrying output, which offset lower oil production,
leading to a 4.6% spurt in mining and quarrying activity for
the July-to-September period. Therefore, despite recording
negligible movement in the first six months, value-added in
mining and quarrying grew by 1.2% in the year to Septem-
ber.

Prices and Employment
With greater economic activity, the average unem-

ployment rate for the first three quarters of 2004 was 9.9%,
dipping below 10% for the first time since 2001.  Critical to
this outcome was a decline in the female jobless rate, from

12.9% in the January-to-September period of 2003, to 10.7%
in the review period.  This compensated for a slight increase
in unemployment among males, which up until the end of
2003 had also been trending downward, but then started to
creep up from the beginning of 2004, averaging 9.2% in the
year to September.

Inflation Rates
(Quarterly)

Unemployment Rate
(Quarterly)
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Consumer price inflation for the twelve months end-
ing September 2004 was 0.8% on a moving average basis,
compared with 1.5% in the same period of 2003.  A signifi-
cant increase in food prices and moderately higher prices
on items such as clothing and footwear, transportation, medi-
cal and personal care, as well as education and recreation,
outweighed reductions in the cost of housing, household op-
erations and supplies and alcoholic beverages. Notably, Gov-
ernment subsidies prevented full pass-through of the hike in
international oil prices to Barbadian consumers, while lower
mortgage rates contributed to the moderation in housing costs.

Financial Sector

Deposits
During the first nine months of 2004, growth in do-

mestic deposits slowed to around 5.2% ($248.8 million),
compared with January-to-September rates ranging from
6.0% to 9.5% in the preceding five years.  However, there
had been significant deposit accumulation to the tune of 8.6%
($409.9 million) over the first half of the year.  Therefore,
the overall slowdown in deposit growth in the year to Sep-
tember was solely attributable to a 3.1% ($161.1 million)
fall-off in deposits in the third quarter, which mainly reflected

net withdrawals by a public financial institution for invest-
ment purposes.   Most other categories expanded during the
nine months under review in keeping with the rise in domes-
tic income; the savings of private individuals were up $201.0
million, business firms, $135.0 million, and statutory bodies,
$29.9 million.

Credit
Credit to the non-financial private sector rallied from

a four-year slump between 2000 and 2003, (during which
the average rate of decline for the first three quarters of
each year was 0.7%), to post a healthy expansion of 6.7%
($214.9 million) over the comparable period of 2004.  Amid
keen competition in the mortgage market and reduced bor-
rowing costs, personal lending led this turnaround, increas-
ing by $102.9 million, about half of which consisted of new
mortgages for private dwellings. This was reflected in the
construction sub-category, which was up $32.3 million due
to land purchases and private residential building.  In con-
trast, agriculture, fisheries, mining and quarrying, distribu-
tion, entertainment and catering, public utilities, and profes-
sional and other services all borrowed less during the pe-
riod.

Credit to private financial institutions and statutory
bodies expanded by $54.7 million and $46.8 million, respec-
tively.  The increase in credit to the financial sector mainly
reflected an intra-corporate transfer from the commercial
banking arm of a private financial institution to its finance
and trust arm. The rise in credit to statutory bodies came in
the form of several bonds issued by entities, such as the
National Housing Corporation and the Barbados National
Terminal Co., Ltd. which were taken up by the commercial
banks.

Liquidity and Interest Rates
With the credit rally and the third-quarter dip in de-

posits, commercial banks' excess cash reserves plunged by
nearly 40%. Securities holdings rose as Government issued
new treasury bills in excess of the value of those maturing.

Changes in Domestic Deposits
and Credit to the Private Sector

(January - September)
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Commercial banks rolled back interest rates during
the period, prompted by the intensification of competitive
pressures, as well as the Central Bank's 25-basis point cut
in the minimum savings rate in March4.  Consequently, the
weighted average lending rate on all loans moved from
10.16% to 9.74% in the year to September.  With the tight-
ening of liquidity in the banking system, the treasury bill rate
rose from 0.64% at the start of the year to 2.14% at the end
of September, after ending the first half at 0.35%.

Excess Liquidity Ratio
(Quarterly)

4 Effective March 15, 2004, the Central Bank lowered the minimum savings
rate from 2.5% to 2.25%.

Barbados: Summary Accounts of the Banking System
($ Millions)

2001 2002 2003 2004

Sept. Dec. Mar. June Sept. Dec. Mar. Jun. Sept. Dec. Mar. Jun. Sept.P

Net International Reserves 1,214.6 1,533.7 1,623.4 1,606.1 1,570.6 1,711.3 1,940.3 1,929.3 2,053.1 2,087.1 2,169.1 2,244.4 1,880.9

Monetary Authorities 1,106.4 1,413.7 1,482.1 1,485.3 1,441.3 1,366.4 1,358.3 1,379.2 1,513.0 1,503.3 1,539.3 1,478.2 1,292.5

Commercial Banks 108.2 120.0 141.3 120.8 129.3 344.9 582.0 550.1 540.1 583.8 629.8 766.2 588.5

Net Domestic Assets 2,266.5 2,002.9 2,004.9 2,133.6 2,157.2 2,186.4 1,944.5 1,973.9 1,976.0 2,086.8 2,231.4 2,386.2 2,781.4

Credit to Public Sector 125.0 -66.7 -98.2 -3.8 160.9 347.7 350.3 332.2 322.7 480.8 294.2 367.4 773.4

Central Government (net) 477.4 242.0 229.2 390.7 553.2 654.4 641.7 680.4 657.7 722.7 659.7 707.2 835.4

Rest of Public Sector -352.4 -308.7 -327.4 -394.4 -392.3 -306.7 -291.5 -348.2 -335.0 -241.9 -365.5 -339.7 -62.1

Credit to Rest of Financial
Sector 128.6 115.9 148.1 250.4 238.4 167.1 143.6 144.3 145.5 155.6 161.2 160.9 221.0

Liabilities to Other
Financial Institutions 254.5 265.8 349.9 359.2 374.0 403.8 378.5 372.6 362.6 390.1 403.3 416.1 489.3

Credit to Non-Financial
Private Sector 2,526.1 2,512.6 2,506.9 2,513.5 2,442.0 2,599.2 2,592.6 2,590.7 2,564.4 2,622.6 2,702.0 2,766.4 2,798.6

Liabilities to the Non-
Financial Private Sector 3,481.1 3,536.6 3,628.3 3,739.7 3,727.8 3,897.7 3,884.8 3,903.1 4,029.1 4,173.9 4,400.5 4,630.6 4,662.3

Demand Deposits 784.3 836.6 895.8 926.7 905.5 1,096.6 1,053.6 1,009.6 1,121.4 1,200.3 1,273.1 1,432.1 1,399.2

Time Deposits 425.0 413.1 399.1 417.3 384.0 345.9 347.7 341.1 333.4 313.2 374.6 362.7 396.3

Savings Deposits 1,964.9 1,974.5 2,015.4 2,074.6 2,117.2 2,117.7 2,154.2 2,211.0 2,235.3 2,331.5 2,410.5 2,490.0 2,498.8

Currency in Circulation 307.0 312.4 318.1 321.1 321.1 337.5 329.3 341.4 339.0 329.0 342.3 345.9 368.0

MEMO:

Domestic Deposits 3,978.1 3,971.8 4,183.2 4,417.7 4,360.6 4,524.7 4,430.0 4,505.1 4,751.7 4,917.1 5,278.1 5,457.7 5,258.6

Liquid Assets 1,075.2 1,392.0 1,459.9 1,471.4 1,436.5 1,365.5 1,356.9 1,382.2 1,518.7 1,504.9 1,533.0 1,480.4 1,298.3

Loans and Advances 2,757.1 2,732.5 2,771.5 2,876.2 2,792.8 2,910.3 2,811.0 2,801.0 2,793.2 2,867.0 2,950.0 2,974.3 3,082.0

Source: Central Bank of Barbados
P: Provisional
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revenues declined marginally, after growing by 5.3% a year
earlier, as a 6.2% decrease in income tax receipts over-
shadowed increased collections of 1.7% and 21.3%, respec-
tively, in corporation and property taxes.  The fall-off in per-
sonal income taxes was attributable to the raising of allow-
ances and the lowering of the threshold tax rate for 2004,
whereas greater corporate profitability accounted for the
rise in corporation tax receipts, outweighing the effects of a
lower rate of corporation tax. In addition, the intake of prop-
erty taxes was boosted by an ongoing drive by the authori-
ties to collect arrears.

Government Securities
The stock of treasury bills outstanding increased by

$51.0 million between January and September, all of which
took place in the third quarter.  This brought the total hold-
ings at the end of the period to $631.1 million, of which $548.4
million was held by commercial banks and trust companies.
During the same time-period, the value of Government of
Barbados debentures outstanding increased by $55.2 million
to $2.1 billion, most of which was taken up by the National
Insurance Scheme, banks, trust companies and insurance
companies.  The stock of Barbados Savings Bonds outstand-
ing increased by $1.0 million to $109.9 million.

Public Sector

Revenue
In a repeat of the previous year's performance, total

Government revenue rose by 4.2% during the first nine months
of the year, on the strength of a 6.1% expansion in tax rev-
enues.  Indirect tax receipts climbed by 10.5%, with collec-
tions of Value-Added Tax (VAT), import duties and excise
taxes up 12.0%, 16.1% and 16.0%, respectively.  These three
revenue streams benefited from the growth in the economy
and the resulting spurt in import demand, with motorcar im-
ports in particular driving excise taxes.  Overall, direct tax

Treasury Bill and Minimum Savings Rates
(Quarterly)

Expenditure
For the second year running, total expenditure dipped

during the January-to-September period.  Government con-
tinued to rein in its on-budget capital spending, which plunged
by 23.0%, following a decline of similar magnitude in the
previous year.  However, current expenditure increased by
3.4%, with most of the funds going towards transfers and
subsidies, which grew by 8.9%.  The transfers and subsi-
dies figure continued to be distorted by the inclusion of op-
erating expenses at the Queen Elizabeth Hospital (QEH),
following that institution's redesignation as a statutory body
in 2003.  In addition, the wages and salaries bill grew by
1.0%, after declining by 6.7% a year earlier due to the same
reclassification of QEH expenses.  Government outlays on

Composition of Total Revenue
(January - September)
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goods and services also increased marginally, following a
3.2% reduction in the previous year. However, overall inter-
est payments fell by 2.7%, despite a 5.4% rise in external
debt payments, as domestic debt payments were down 7.8%,
coming off of a three-year high in 2003.

Financing
With revenues up and expenditure largely stabilised,

the overall fiscal deficit for the first nine months of 2004
contracted to $101.3 million from $161.1 million a year ear-
lier.  Government financed this deficit from domestic sources,
with commercial banks providing $105.4 million and private
non-bank entities another $111.2 million.  In addition, there
was a net withdrawal of Government's deposits at the Cen-
tral Bank in the amount of $60.3 million.  However, the
National Insurance Board reduced its holdings of Govern-
ment debt by $3.5 million over the period, while financing
from other (unclassified) sources  amounted to $130.8 mil-
lion, bringing total net domestic financing inflows to $144.5
million.

Of the $130.8 million in unclassified outflows, $63.2
million went towards extra-budgetary expenditure.  The main
recipients of this off-budget financing were statutory bodies
and various funds for public investment.  Among the projects
being funded off budget were the airport refurbishment, the
Needhams Point Development and the Concorde project.
Most of the remaining funds were allotted to Government
sinking funds and amortisation payments on domestic debt.

The excess of net domestic financing over the budget
deficit compensated for a net outflow of $43.3 million on the
foreign financing side. This shortfall occurred after project
funds received by government totalling $29.2 million were
more than offset by $72.4 million in amortisation payments
for central government foreign debt.

1998 1999 2000 2001 2002 2003 2004P

Domestic Financing 48.7 -78.7 -156.9 118.1 263.6 -4.5 144.5
Central Bank -80.3 -112.6 -307.0 -45.0 199.8 9.3 62.2
Commercial Banks -28.4 -44.3 133.2 69.0 117.8 -5.8 105.4
National Insurance 118.1 9.3 -10.1 14.1 72.2 45.7 -3.5
Private Non-Bank 34.6 11.2 11.4 11.8 37.9 28.4 111.2

  Other 24.7 63.9 35.1 14.9 -195.9 -82.1 -130.8

Foreign Financing -29.7 139.1 227.2 10.4 -21.6 165.6 -43.3
Capital Markets 0.0 150.0 200.0 0.0 0.0 0.0 0.0
Project Funds 22.6 14.3 55.6 41.8 38.9 43.9 29.2
Policy Loans 20.0 0.0 0.0 0.0 0.0 0.0 0.0
Amortisation -72.3 -25.1 -28.4 -31.5 -60.5 -67.3 -72.4

 Divestment 0.0 0.0 0.0 0.0 0.0 189.0 0.0

Total Financing 41.2 60.5 70.2 128.5 242.0 161.1 101.3

Source: Central Bank of Barbados
P: Provisional

Government Financing
(January - September)

($Million)
Composition of Current Expenditure

(January - September)
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Government Operations
(January - September)

($Million)

1998 1999 2000 2001 2002 2003 2004

Total Current Revenue 1,145.3 1,188.6 1,278.8 1,307.3 1,260.6 1,340.3 1,395.8

Direct Taxes 393.8 449.5 492.5 546.0 494.6 520.7 518.4
Personal Income Tax 204.2 197.5 216.7 246.8 259.0 255.2 240.1
Corporate Tax 115.5 167.0 194.5 192.7 149.1 178.0 180.9
Levy Tax 12.1 13.1 11.1 13.9 14.9 4.7 0.0
Property Tax 36.9 47.0 46.0 55.4 41.9 46.8 56.8
Other 25.2 24.9 24.2 37.2 29.7 36.0 40.6

Indirect Taxes 661.6 675.2 703.5 666.9 662.0 734.5 812.0
Consumption Tax 0.5 0.0 0.5 0.0 0.0 0.0 0.0

Stamp Duty 11.1 10.1 9.5 13.1 8.3 11.0 13.6
VAT 340.3 339.0 386.5 369.2 368.5 403.4 452.0
Import Duty 97.2 104.9 90.4 92.7 115.9 123.9 143.9
Excise 131.5 142.3 130.7 115.2 83.6 97.3 112.9
Hotel & Restaurant 0.7 0.5 0.5 0.4 1.2 0.2 0.0
Other 80.3 78.4 85.8 76.4 84.6 98.8 89.7

  Non Tax Revenue 91.0 64.0 82.7 94.4 104.1 85.1 65.4

Current Expenditure 998.5 1,044.3 1,127.4 1,192.2 1,220.6 1,283.8 1,327.3
Wages and Salaries 434.4 428.5 502.8 487.1 504.7 470.8 475.6
Goods and Services 114.0 127.0 138.4 147.9 162.8 157.6 157.9
Interest Payments 149.5 165.8 163.8 178.0 161.8 172.2 167.5
External 29.7 58.6 55.4 75.3 77.9 67.2 70.8
Domestic 119.8 107.2 108.4 102.7 84.0 105.0 96.7
Transfers & Subsidies 300.6 322.9 322.4 379.4 391.2 483.2 526.3

Current A/C Balance 147.9 144.4 151.4 115.0 40.1 43.5 68.5

Capital Expenditure 197.1 204.3 219.6 224.0 281.6 216.9 167.1

Net Lending 8.0 0.6 2.0 19.5 0.5 0.6 2.7

Total Expenditure & Net Lending 1,187.6 1,249.1 1,349.0 1,435.8 1,502.6 1,501.4 1,497.1

Overall Balance -41.2 -60.5 -70.2 -128.5 -242.0 -161.1 -101.3

Source: Accountant General and Central Bank of Barbados
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Foreign Trade and Payments

Current Account
At an estimated $250.5 million, the external current

account deficit for the first three quarters of 2004 was the
largest on record, as neither strong growth in travel credits
nor an improvement in domestic exports was enough to off-
set the wave of imports.

Retained imports soared by around 13.5% ($215.3

the comparable periods between 2000 and 2002 and grow-
ing marginally in the same period of 2003.  This improve-
ment was underpinned by the outturn for food and bever-
ages, which was up roughly 13.3% due to a third-quarter
surge in rum exports, that resulted from the clearance of a
backlog of export orders.  Export earnings from services
were shored up by an 11.2% rise in travel credits, reflecting
the record number of tourist arrivals.

million), which was on par with the increase posted a year
earlier, with consumer, intermediate and capital goods im-
ports representing about 40%, 37% and 23% of total flows,
respectively.  In the consumer category, which was up around
13.7%, the most significant items were food and beverages,
motorcars and other manufactured goods.  Cellular phones
and equipment for a local utility company made up the bulk
of imported capital goods (up 17.6%), while the influx of
intermediate imports (up 10.9%) reflected the importation
of construction materials and an increase in the value of
fuel imports.  The latter was attributable to both higher fuel
costs and larger import volumes.

Merchandise exports went up by approximately 6.4%
during the period, after plunging by an average of 6.2% in

Composition of Retained Imports
(January - September)

BOP Current and Capital Accounts
(January - September)

Composition of Domestic Exports
(January - September)

10



1999 2000 2001 2002 2003 2004 P

Current Account Balance -162.6 -109.1 -50.7 -169.8 -275.3 -250.5
Merchandise Trade -1035.6 -1,033.2 -995.7 -1,175.7 -1,366.9 -1,329.5
Total Exports (BOP basis) 337.1 350.7 343.5 361.8 382.9 336.6
Domestic Exports 309.2 299.7 277.2 254.9 257.0 273.5

Sugar 55.4 52.2 44.0 37.7 41.0 44.9
Other 253.8 247.5 233.2 217.2 216.0 228.6

Total Imports (BOP) 1456.6 1,474.6 1,419.2 1,537.5 1,749.8 1,755.3
Retained Imports 1536.6 1,536.1 1,463.9 1,430.6 1,623.9 1,843.3

Consumer Goods 634.6 624.7 613.9 590.1 639.8 727.2
Capital Goods 369.7 339.9 303.9 308.9 355.8 418.4
Intermediate Goods 528.6 566.7 541.4 526.5 622.9 691.0
Miscellaneous Goods 3.7 4.9 5.0 5.2 5.4 6.7

Services (Net) 874.3 925.2 893.2 849.7 995.4 1,108.0
Travel (Net) 927.7 970.9 940.1 868.7 1,015.2 1,139.8
0f which travel credits 1061 1,113.4 1,099.9 1,022.5 1,177.9 1,309.0
Other -53.4 -45.7 -46.9 -19.0 -19.8 175.5

Income -95.3 -115.3 -134.0 -144.1 -158.7 -161.7
Current Transfers 94 114.2 144.1 122.4 131.7 132.8
Capital and Financial Account 235.6 515.3 173.1 340.3 494.6 182.0

Long Term 216.5 463.1 177.7 94.4 405.0 133.3
Public 153.1 244.7 -13.3 -36.2 151.8 -50.9
Private 63.4 218.4 191.0 130.6 253.2 184.2
Other -23.4 29.3 -14.5 9.4 0.0 5.1
Short Term 41 33.7 3.5 111.0 0.0 43.5

Errors and Omissions 94.1 -6.8 16.1 -8.5 199.9 -137.5
Balance for Official Financing 165.6 410.2 133.9 36.5 341.8 -206.1

Official Financing (Net) 0 0.0 0.0 0.0 0.0 0.0
IMF 0 0.0 0.0 0.0 0.0 0.0
Other Financial Institutions 0 0.0 0.0 0.0 0.0 0.0

Reserve Movements (CBB Basis)
(-Increase/+Decrease) -165.6 -410.7 -133.9 -36.5 -341.8 206.2
Change in NIR (IMF Basis)
(-Increase/+Decrease) -132.8 -407.3 -137.8 -27.2 -34.3 210.8

Source: Central Bank of Barbados
P: Provisional

Balance of Payments
 (January – September)

($Million)
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Capital and Financial Account
The $182.0 million estimated surplus on the capital

and financial account for the first nine months of 2004 was
less than half the size of the surplus a year earlier, when
public long-term capital inflows had been boosted by $189.0
million in divestment proceeds.  In the absence of any such
divestment proceeds or foreign debt issues, the $29.2 mil-
lion in project funds received during the period was more
than offset by amortisation payments of $72.4 million and
$7.6 million on central government and government guaran-
teed debt, respectively.  Consequently, there was a net out-
flow of public long-term capital, which, together with reduc-
tions in net private long-term capital inflows and net short-
term inflows, resulted in the smaller capital account surplus.

Regional Economic Developments

Overview
The unusually active 2004 hurricane season signifi-

cantly impacted some regional economies during the third
quarter.  Hurricane Ivan devastated the Grenadian economy,
destroying key infrastructure, decimating the island's manu-
facturing and tourism plants and fishing fleet, and wiping out
crops. The Jamaican economy was also hard-hit by Ivan
and, before that, by Hurricane Charlie. Hurricanes Frances
and Jeanne also damaged the Bahamas, Haiti and the Do-
minican Republic on their way to Florida. The region as a
whole is still counting the costs of this highly destructive
storm season.

However, according to the available data, higher lev-
els of economic activity were recorded during the first half
of the year and, for most regional economies, this trend per-
sisted into the third quarter.  In the Bahamas and Jamaica,
two major tourism destinations, output for the first nine
months was boosted by substantial increases in tourist ar-
rivals, which was also a key factor in the improved eco-
nomic fortunes of the Organisation of Eastern Caribbean
States (OECS) in the first half. Rising crude oil prices con-

tributed to accelerated growth in the Trinidad and Tobago
economy, but also to inflation in the other countries.  Never-
theless the fuel-price controls maintained by many regional
governments cushioned the impact of the hike in interna-
tional oil prices.

With economic activity expanding in most of the re-
gion, strong growth was recorded in commercial bank de-
posits, particularly for businesses and private individuals. This
was generally accompanied by a resurgence of previously
stagnant bank credit, as interest rates remained relatively
low.  The pickup in overall economic activity also generated
more tax revenues, allowing governments in the region to
consolidate their fiscal positions. In addition, most regional
economies turned in improved external current account per-
formances during the period. However, the three floating
currencies in the region all depreciated slightly during the
period.

The Bahamas
Although some contraction in output was recorded

toward the end of the period due to the September hurri-
canes, leading economic indicators suggest that the Baha-
mian economy continued to strengthen into the third quarter
of 2004.  The expansion was driven by a phenomenal first-
half tourism performance, galvanised by the growth in the
United States economy and the addition of new airline routes
out of US and UK gateways.  Thus, during the first nine
months, cruise-ship passengers and stay-over visitors in-
creased by 16.8% and 4.7%, respectively, bringing overall
growth in arrivals for the period to 12.3%, up from 2.5% a
year earlier.

This excellent outturn was accompanied by relatively
benign inflationary conditions.  In the twelve months ending
September 2004, the average rate of consumer price infla-
tion subsided to 0.5% from 2.9% in the comparable period
of 2003.  A slower rise in the cost of medical and health
care, recreation, entertainment and other goods and services
was the primary reason for the reduced rate of inflation.
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Given this generally favourable economic climate, to-
tal resident deposits grew by 7.3% between January and
September 2004, up significantly from 1.8% in the compa-
rable period of 2003, as government, private individuals and
business firms all increased their savings.  On account of an
upturn in residential mortgages and consumer loans, as well
as greater lending to government, commercial bank credit
also rose by 7.3%, which was 6 percentage points higher
than the rate observed one year earlier.  By the end of the
nine-month period, the weighted average interest rate on
loans and overdrafts had fallen 82 basis points to 10.95%,
while its counterpart deposit rate was down 38 points to
3.66%.

However, although the upsurge in tourist arrivals led
to a 8.8% rise in net travel-related inflows, this could not
compensate for an oil price-driven 14.2% expansion in the
merchandise trade deficit.  Consequently, it is estimated  that
the external current account deficit widened substantially in
the January-to-September period from the comparable pe-
riod of 2003.  At the same time, the capital and financial
account surplus declined sharply, owing to a reduction in net
public and private foreign investment inflows.

As of May 31, 2004, the Bahamas' central govern-
ment fiscal deficit was B$32.8 million, an improvement of
B$20.8 million.  This occurred as a result of an 11.7% in-
crease in overall revenue, especially non-tax and capital revenue,
which surpassed the 4.4% growth in total expenditure.

Guyana
During the January-to-September period of 2004, eco-

nomic activity in Guyana was characterised by mixed
sectoral performances.  After doing poorly in the first quar-
ter of 2004, the agricultural sector rebounded in the next
two quarters, with production of sugar and rice, two key
export crops, growing by 14.5% and 3.3%, respectively, in
the year to September.  This compared favourably with re-
spective losses of 10.4% and 1.2% in the same period of
2003. Among the mining industries, gold output rose by 7.9%,

following a more than 20% slump a year earlier. Conversely,
the bauxite industry, which had performed creditably in the
first three quarters of 2003, expanding by 11.6%, did not
fare well during the review period, recording a 19.4% fall-
off in production.

Nevertheless, at the half-year mark, the external cur-
rent account deficit had narrowed to US$17.8 million from
US$65.7 million in the first half of 2003, as the increased
production of agricultural commodities and gold translated
into higher export receipts, while imports of foodstuff and
intermediate and capital goods declined. The external capi-
tal account also registered an improvement in comparison
to the January-June period of 2003, showing a surplus of
US$49.2 million relative to the 2003 figure of US$27.6 mil-
lion.

The fiscal accounts for the year to September showed
a positive balance as well, as Guyana's central government
ran a surplus of G$1.8 billion, moving from a deficit position
of G$3.9 billion in the comparable period of 2003.  This dra-
matic turnaround came about as the current account sur-
plus increased seven-fold, due mainly to an increase in rev-
enue from taxes on sales, income and international trade
transactions.

Total deposits at commercial banks increased by 4.2%
over the first nine months of the year, owing to a rise in the
deposit holdings of business firms and private individuals.
In contrast, total loans and advances decreased by 5.2%, as
contractions were observed in credit to the public sector, as
well as lending to business enterprises and private financial
institutions. The savings rate on deposits at the end of Sep-
tember 2004 was down to 3.4%, while the commercial banks'
average prime lending rate fell from 15.6% at the end of
2003 to 14.0% at the end of September 2004.

Jamaica
During the review period, real gross domestic prod-

uct in Jamaica expanded relative to the comparable period
of 2003, with tourism and mining accounting for most of the
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expansion.  The Jamaica Tourist Board's aggressive mar-
keting campaign paid off, as evidenced by a 5.3% rise in
tourist arrivals over the first eight months of the year, where
stay-over visitors and cruise passengers increased by 8.6%
and 1.2%, respectively.  The depreciation of the US dollar
during the period and the scheduling of additional flights to
Jamaica also contributed to this outturn. Moreover, produc-
tion of bauxite and alumina went up by 0.1% and 4.5%,
respectively, due to expanded production capacity, resulting
in the overall increase in the mining industry.

The different sub-sectors within the agricultural in-
dustry had varying results during the period under review.
Sugar production rose by approximately 29,600 tonnes un-
der a Sugar Corporation of Jamaica initiative to revitalise
the sector.  In contrast, output of bananas contracted by
about 27,700 tonnes due to the impact of the Moko disease
on the industry.

Prices in Jamaica rose faster during the period, with
the twelve-month moving average rate of inflation going up
5.3 percentage points to 13.8%.  Increased prices in a num-
ber of categories, including food and drink, transportation,
fuel and other household supplies, as well as housing and
other expenses, were responsible for this pick-up in inflation.

Between January and September, the average lend-
ing rate dipped by 0.65 of a percentage point to 24.95% at
the end of the period.  In keeping with this reduction in bor-
rowing costs, total loans went up by approximately 9.9%,
following a 23.4% expansion over the comparable period of
2003, with most of the new lending being channelled to con-
struction and tourism, as well as the personal sector.  The
average interest rate on savings deposits was 7.8%, about
0.6 of a percentage point below the rate at the end of De-
cember 2003.  However, despite lower returns on their de-
posits, government, business firms and individuals all saved
more, bringing total deposit growth to 12.3%.

Estimates of the Balance of Payments for the year to
July indicate a more than 75% reduction in the deficit on the
current account to US$114.4 million. This vast improvement

reflected a contraction in the merchandise trade deficit, which
was due to a 19.2% increase in exports and a 5.6% de-
crease in imports, as well as an 11.3% expansion in the ser-
vices surplus resulting from higher travel inflows and lower
transportation outflows.  The current account deficit was
financed from significant inflows on the financial account
associated with the government's debt-raising activities, leav-
ing a net sum of US$429.7 million to be transferred to the
foreign reserves.

Up to the end of June, central government operations
resulted in a fiscal deficit of J$8.9 billion, some J$6.6 billion
lower than the deficit in the comparable period of 2003 and
well below the targeted deficit of J$13.9 billion.  The re-
duced deficit stemmed from a robust revenue performance
and lower expenditure, particularly on the current account side.

Organisation of Eastern Caribbean States (OECS)
During the first six months of 2004, economic activity

in the OECS sub-region strengthened relative to the corre-
sponding period of 2003.  Preliminary assessments point to
a partial reversal of this positive development during the third
quarter, due to the effects of Hurricane Ivan. However, this
setback occurred towards the very end of the quarter and
should therefore have had only a limited dampening effect
on overall growth during the review period.

The OECS enjoyed a 25.0% surge in tourist arrivals
in the first half, with all the individual member states ben-
efiting, from Montserrat, which saw a modest increase in
arrivals of 1.7%, to Dominica with a 90.2% jump. The num-
ber of stay-over and cruise ship passengers grew by 10.4%
and 54.4% respectively, whereas the number of yachting
arrivals declined by 2.4%, mainly because fewer vessels
berthed in St. Vincent and the Grenadines.  Agricultural pro-
duction also increased during the first half of the year com-
pared with the same period in 2003, driven mainly by the
improved performances of the banana and cocoa industries,
which increased by 23.2% and 33.5%, respectively. Both
the construction and manufacturing industries were also
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estimated to have stepped up operations during the first half
of 2004 compared with the corresponding period of 2003.

On average, inflation at the end of June 2004 for the
member countries of the OECS was relatively low, ranging
from 0.03% in Dominica to 2.78% in Montserrat. Never-
theless, all the territories except Antigua and Barbuda and
St. Kitts and Nevis recorded higher rates of inflation than
they did a year earlier. This increase was attributed to the
hike in international energy prices (although price control
measures limited the pass-through to consumers), as well
as the depreciation of the US dollar against other major cur-
rencies and new fiscal measures introduced in many territo-
ries in 2004.

These measures included improvements in tax admin-
istration and new revenue-enhancing initiatives, which,
coupled with higher grant receipts, resulted in a 13.6% rise
in current revenue. The strides made on the revenue side
compensated for the fact that current expenditure went up
by 5.6%, due to a broad-based increase in its various com-
ponents. Consequently, the combined fiscal deficit of the
central governments narrowed from $205.9 million in the
first half of 2003 to $110.5 million in the same period of
2004.

Although complete trade data was not available for
all member countries, the external current account deficit of
the OECS for the first half of 2004 was estimated to have
widened compared to the corresponding period of 2003. This
can be attributed to increased outflows associated with
merchandise imports (partly attributed to growth in economic
activity and the rise in oil prices) and debt service payments.
On the export side, receipts from banana, cocoa and soap
rose by 21.2%, 52.2% and 9.7%, respectively, and gross
travel receipts grew by 12.5%, while sugar and nutmeg ex-
port receipts declined by 22.1% and 1.6% respectively. The
capital and financial account recorded a deficit during the
first half of 2004 as a result of higher principal repayments
and a decline in loan receipts.

Total deposits recorded at the end of June 2004

amounted to EC$11.1 billion, an increase of 8.5 per cent when
compared to the corresponding period of 2003, and total loans
stood at EC$7.8 billion, an increase of 4.2 per cent. The
provisional minimum prime lending rate at the end of June
had declined by 50 basis points to 8.0 per cent, while all
other interest rates remained stable.

Trinidad and Tobago
The Trinidad and Tobago economy continued to per-

form well during the first half of 2004.  Buoyed by the en-
ergy industry, real economic activity grew by approximately
4.5%, up from 3.3% over the same period one year earlier.
On the strength of increased natural gas and crude oil pro-
duction, it is estimated that the energy sector expanded at a
rate of 4.8%; however, due to industrial unrest, this repre-
sented a significant slowdown relative to the 12.8% rate
recorded a year earlier.  Despite a 21.3% decline in agricul-
ture associated with a fall-off in sugar production, the non-
petroleum sector registered an increase of 4.4%, as growth
was observed in the other sub-sectors, including distribution
(10.5%), construction (8%) and transport, storage and com-
munication (7.5%).

The unemployment rate at the end of June 2004 was
7.8%, down significantly from 10.2% one year earlier, as
new hires within the petroleum and construction industries
offset job losses in agriculture.  The 12-month moving aver-
age rate of inflation was 3.1% at the end of August 2004,
down from 4.1% at the end of August 2003.  Rising food
prices were primarily responsible for the increase in the
overall price level.

The overall balance of payments surplus for the first
nine months was US$577.2 million (4.8% of GDP), up from
US$529.2 million (0.4% of GDP) in the same period of 2003.
Preliminary data for the first half suggest that this was mainly
attributable to a large surplus on the merchandise trade ac-
count, which reflected increased oil and petrochemical
prices.

During the period January to June 2004, the central
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government of Trinidad and Tobago achieved a fiscal sur-
plus of TT$1.7 billion (2.4% of GDP), an improvement over
the TT$0.6 billion deficit over the similar period of 2003.
Current revenue rose to 28.1% of GDP from 26.2% of GDP
in the previous year, due to enhanced revenues from both
the oil and non-oil sectors of the economy.  Likewise, cur-
rent expenditure amounted to 25.7% of GDP, compared with
24.7% in the comparable period of 2003.  This expansion
was mainly due to greater spending on goods and services
and transfer payments.

At the end of July 2004, deposits held at commercial
banks and total loans were up by 13.1% and 23.1% respec-
tively.  In addition, the ordinary savings rate on deposits was
2.0% at the end of August, the same as at the end of 2003,
while the prime lending rate remained at the 9.5% level to
which it had fallen in late 2003

International Economic Developments

Overview
In a broadly synchronised performance, the major

world economies continued to expand through the third quar-
ter of 2004, despite losing some of the momentum gained in
the first half.  This outturn was largely driven by the US,
China and Japan, although the other Asian economies, and
other emerging markets, also contributed. With trade and
production volumes on the increase, unemployment concerns
generally showed signs of easing.  However, inflationary
pressures seemed poised to influence performance, as both
demand and supply factors precipitated a hike in commodity
prices  (oil prices in particular)  prompting many central banks
to move into a monetary tightening cycle.

Industrial Economies
Among industrialised countries, growth continued to

be led by the United States economy, which expanded by
4.5% during the first three quarters of 2004, up from 2.6% a
year earlier.  However, analysts were concerned about the

country's persistent twin deficits, with the US economy re-
maining heavily dependent on foreign investment inflows to
finance a large budget deficit and a widening current ac-
count gap.  Moreover, headline inflation went up in the twelve
months to September 2004, due mainly to increases in the
cost of energy, medical care and food.  Notwithstanding
downside risks, related to the geopolitical situation with im-
plications for energy prices, the Federal Reserve began imple-
menting its long-awaited rollback of monetary stimulus.

In Canada, economic growth continued to pick up,
reflecting robust domestic and external demand.  Domestic
demand was driven by surging employment, rising dispos-
able income, a buoyant housing market and increased cor-
porate profitability.  Despite a strong Canadian dollar, global
demand (especially from the United States) and higher com-
modity prices led to an outstanding export performance,
which boosted the current account surplus.  Inflation was
well within the Bank of Canada's 2.0% inflation target, but,
with the economy operating at close to full capacity, the
Bank still raised interest rates during the period.

Japanese output swung into a higher gear in the first
half, amid signs that its chronic troubles with deflation and

Real Output Unemployment Inflation
(% Growth)* (% Rate) (% Rate)

Jan-Sept Jan-Sept Sept Sept Sept Sept
2003 2004 P 2003 2004 2003 2004

Canada 2.1 2.6 7.4      6.6 2.2 1.8
Euro zone 0.4 1.8 8.9 8.9 2.2 2.1
France 0.3      2.2 9.9      9.9 2.1 2.2
Germany -0.2 1.6 11.2 11.4 1.1 1.8
Italy 0.5 1.1 8.6 7.4 2.8 2.1
Japan 2.1 3.2 5.1 4.6 -0.2 0.0
United Kingdom 2.0 3.3 5.0 4.7 2.8 3.1
United States       2.6 4.5       6.1 5.4 2.3 2.5

Source: Various Central Banks and National Statistical Offices
P = preliminary estimate
*Percentage change from same period of previous year
** 12-month percentage change in price index

Economic Indicators: Industrial Economies

Countries
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financial and corporate sector weakness were receding.
Exports  especially to the rest of Asia, and business invest-
ment were the main factors behind this renewed dynamism,
although rising consumer confidence due to improving labour
market conditions was also part of the equation. However,
some moderation in growth and a slight negative shift in the
balance of risks were observed during the third quarter.

In the UK, the expansion in economic activity stayed
on track in spite of high oil prices.  Private consumption and
investment were increasingly sustained by income growth
and wealth creation from a booming housing market.  How-
ever, the latter sparked concerns about the possibility that
an unsustainable speculative bubble was being created.
These concerns were compounded by the Bank of England's
move to raise interest rates, which was prompted by mount-
ing cost pressures, although actual inflation rates remained
relatively low.  There were also worries about the growing
trade deficit, which averaged more than 3% of GDP during
the period.

The recovery in the Euro area continued to be mod-
est in scale and remained largely dependent on external de-
mand, in the face of soft internal demand.  However, the
overall position masked considerable regional differentiation,
with final domestic demand growing strongly in France and
Spain but stagnating in Germany.  In general, the lacklustre
German performance pulled down regional aggregates, re-
flecting ongoing economic and labour market dislocation
stemming from attempts at economic restructuring.

Emerging Markets
Emerging and developing countries generally experi-

enced a resurgence of economic activity.  Despite Asia's
relative vulnerability to higher oil prices, the region's eco-
nomic resilience was underpinned by the global recovery,
the rebound in the global information technology sector, sound
macroeconomic fundamentals and policies and, increasingly,
a solid domestic demand base.  China was the main eco-
nomic driver within the region, as production and exports,

despite slowing somewhat, carried on at a very brisk pace.
This led to fears that the Chinese economy could be over-
heating, with inflation on the rise after a long period of de-
flation.  The Chinese authorities therefore took steps to cool
down the economy and ensure a soft landing, including mon-
etary tightening.  For the region as a whole, large external
current account surpluses represented the flipside of the US
deficit, as Asian central banks continued to prop up the US
dollar by purchasing US Government paper, thereby boost-
ing exports to the US.

The positive outturn in Latin America was supported
by the global recovery, higher commodity prices, mounting
domestic demand, burgeoning trade, accommodative mon-
etary conditions in most countries and improved confidence.
The oil price hike benefited the major oil exporters  such as
Colombia, Ecuador, Mexico, and Venezuela  but hurt oil im-
porters, whereas higher non-fuel commodity prices led to
trade gains for exporters of metals and agricultural products
like Chile.

Economic Indicators: Emerging Markets

Countries

Real Output Inflation Foreign Reserves
(% Change)* (% Rate)** (US$ billion)

Jan-Sep Jan-Sep Sep Sep Sep Sep
2003 2004 2003 2004 2003 2004

Argentina 8.3 7.8 5.9 3.5 18.2 13.4
Brazil 5.3 0.4 6.7 15.2 49.5 52.7
Chile 5.6 3.3 1.5 2.2 15.8 15.6
China 9.5 9.1 5.2 1.1 514.5 383.9
Hong Kong 8.8 2.6 0.7 -3.2 118.4 112.1
Indonesia 4.9 4.7 6.3 6.3 34.8 34.0
Malaysia 7.6 4.8 1.6 1.1 56.9 40.7
Mexico 4.0 1.1 5.1 4.0 58.1 53.6
Singapore 9.2 -0.2 2.0 0.7 102.7 91.1
South Korea 5.1 2.8 3.9 3.3 174.4 141.5
Venezuela 21.2 -12.3 20.8 26.6 21.8 19.2

Source: Various Central Banks and National Statistics Offices
*Percentage change from same period of previous year
** 12-month percentage change in price index
# Based on provisional estimates of monthly economic activity
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Commodity Prices
Oil prices spiralled upwards between January and

September to end the period above the US$40-a-barrel mark.
Both demand and supply forces were at work, with greater-
than-anticipated demand for oil to fuel global industrial pro-
duction interplaying with security and other supply-side con-
cerns in major oil-exporting countries such as Iraq, Russia,
Nigeria and Venezuela, weather-related supply disruptions
on the US Gulf Coast, as well as other producers' limited

% %
Commodities Sep-03 Dec-03 Sep-04 Change Change

Sep-03 Dec-03

Total (Index of Market Prices) 114.92 127.02 160.13     39.3     26.1
Food (Index of Market Prices) 85.80 92.97 95.78     11.6       3.0

Sugar (US cents/lb) 26.69 29.01 29.73     11.4       2.5
Bananas (US $/40lb) 312.97 371.43 520.47     66.3     40.1
Rice (US $/metric ton) 202.86 197.00 252.00     24.2     27.9
Wheat (US $/bushel) 145.62 165.57 151.03       3.7      (8.8)
Soybeans (US $/metric ton) 265.36 334.96 259.36      (2.3)    (22.6)

Metals (Index of Market Prices) 80.78 94.17 110.17     36.4     17.0
Iron Ore (US$/metric ton) 31.95 31.95 37.90     18.6     18.6
Copper (US cents/lb) 1789.70 2202 2903.20     62.2     31.8

Petroleum (US$/barrel) 26.88 29.95 41.65     54.9     39.1

Source: IMF Commodity Prices

spare capacity.  Speculative activity in financial markets
exacerbated the situation, creating an added element of price
volatility.

Non-fuel commodity prices also escalated during the
period, in response to the demand for industrial raw materi-
als and intermediate goods, but appeared to bottom out dur-
ing the third quarter.  The commodities of interest to Carib-
bean countries were no exception to this trend, with the
prices of bananas, sugar and rice all rising over the period.

Commodity Prices
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Regional and International Capital Markets

Caribbean Stock Markets: Q3 2004 Summary

Barbados Stock Exchange (BSE)

The third quarter was the most active one for the BSE
in the year to September. Twenty-one of the twenty-four
securities on the Regular Market traded a total volume of
81,268,819 shares, which had a total value of $270,959,199.
Although August and September had two of the lowest re-
corded volumes of securities traded for the year to date, a
large trade by FirstCaribbean International Bank on July 30
was the major contributing factor in this period's performance.

Indeed, at September 30, 2004, FirstCaribbean Inter-
national Bank was the most actively traded security, repre-
senting 68.30% of the total volume traded in the year to
date, followed by Sagicor Financial Corporation and A.S.
Brydens Ltd, which represented 12.02% and 7.83%, respec-
tively.

During the quarter, the Local Index continued its up-
ward trend and topped the June 2004 index by 4.5%.  Both
the Cross Listed and the Junior Indices followed this trend,
showing increases of 6.7% and 3.7%, respectively.

Market capitalisation rose for all markets during the
quarter.  In the Local Market, capitalisation expanded by
3.9% over the second quarter to $8,602.82 million at Sep-
tember 30, 2004.  In the Junior Market, capitalization in-
creased by 4.5% to close at $74.21 million. The greatest
change was experienced by the Cross Listed Market, which
showed a 52.8% rise over the last quarter. For the year to
September, the Junior Market was the only one to suffer a
decline.

Two securities, Grace Kennedy & Co. Ltd. and
Sunbeach Communications Inc., were suspended from trad-
ing during the quarter.

As at September 30 there had been three put-throughs,
involving shares of Sagicor Financial Corporation,
FirstCaribbean International Bank and Cave Shepherd &
Co. Ltd.

During the third quarter, most mutual funds increased
in value, except BNB Income Fund, whose net asset value
(NAV) remained the same.  CLICO Balanced Fund Inc.
and Roybar Investment Corporation were the top perform-
ers, with NAV expansions of 2.5% and 2.13% respectively.

Section 2

Jamaica Stock Exchange (JSE)
The JSE Index declined modestly during July and

August by 3.62% and 0.895%, respectively, and advanced
by 3% during September to register an overall decline of
1.5% for the quarter.  The decrease in August was the first
in five years and was attributed to the poor earnings results
released by nine of the twenty-seven companies that re-
ported in the month, as well as the fluctuation in oil prices
over the period.

Index Jul 2004 Aug 2004 Sept. 2004
Local 3,259.70 3,357.74 3,355.07
Cross-Listed 2,051.54 2,069.92 2,080.59
Junior 1,420.75 1,446.27 1,446.27
Market Cap. Bds($M)
Local 8,472.54 8,574.61 8,602.82
Cross-Listed 7,079.22 10,341.43 10,366.56
Junior 72.61 74.21 74.21

Barbados Stock Exchange Statistics
(Quarterly)

Mutual Funds Jun 30 NAV Sep 30 NAV
(Bds$) (Bds$)

Roybar Investment Corp. 13.61 13.90
Fortress Caribbean Growth Fund 3.33 3.38
Mutual Global Balanced Fund 1.86 1.87
BNB Income Fund 1.23 1.23
BNB Capital Growth Fund 1.30 1.32
BNB Gift Trust Fund 0.99 1.00
CLICO Balanced Fund Inc. 1.20 1.23

Mutual Fund Performance
(Quarterly)
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The activity in the stock market towards the end of
September could be attributable to the fact that the antici-
pated pull-back in the stock market in the days leading up to
and immediately after Hurricane Ivan turned out to be short-
lived.

At September 30, 2004, the index closed at 99,819.82
points. The All Jamaican and the Select Indices both in-
creased by 2%.

 The major advancers for the month of September
were Hardware & Lumber, up 36.36%, DB & G, up 29.74%
and Berger Paints, up 25%. The main losers were Palace
Amusement, down 14.29%, Jamaica Producers Group, down
13.27% and Pegasus Hotel, down 12.5%.

Trinidad & Tobago Stock Exchange (TTSE)
The TTSE recorded increases in trading activity for

the first two months of the third quarter, but declined in Sep-
tember.  In July and August, trading activity grew by 56.2%
and 14.7%, respectively, but slowed by 35.5% in September
to record an overall increase for the quarter of 35.4%.

During the first two months of the quarter, trade vol-

umes were boosted by the release of results by some com-
panies with quarters ending June 30 and July 31, 2004. The
mostly favourable results reported by these companies
spurred on the unrelenting bull-run on the market and drove
share price advances, which continued to outnumber de-
clines.

Of the companies listed on the TTSE, 16 advanced
and 8 contracted. In July, FirstCaribbean International Bank
was the most heavily traded share, while Capital & Credit
Merchant Bank registered the best performance in August
and September. Of the eight declines, Jamaica Money Mar-
ket Brokers lost 16.67% off its share price for September,
closing at $1.50 per share, down 30 cents.

Exchange Rates

Regional Rates
During the period January - September 2004, the

Guyana dollar depreciated by about 3.0% to G$200.00 per
US$1 when compared to the rate at the end of December
2003. Over the same time-period, the value of the Jamaica

Top Ten Performing Companies*
(Third Quarter 2004)

BARBADOS % JAMAICA % TRINIDAD %

Grace, Kennedy & Co. Ltd 70.3 Cable & Wireless Jamaica 71.7 Capital & Credit Merch. Bank 30.0

McEnearney Alstons 10.2 Dehring Bunting & Golding 66.0 Agostini’s Ltd 24.1

Barbados Shipping & Trading 9.68 Hardware & Lumber 50.0 C’bean Communication Network Ltd 17.7

Cave Shepherd 6.78 Capital & Credit Merchant Bank 37.3 Trinidad Publishing Co. Ltd 14.3

Goddard Enterprises Ltd 6.67 Lascelles, de Mercado 25.0 PLIPDECO Ltd 13.2

Sagicor Financial Corporation 6.02 Pan Caribbean Financial Services 20.0 Prestige Holdings 11.6

Barbados National Bank 5.48 Courts Jamaica 15.6 ANSA McAl Limited 11.5

Trinidad Cement Ltd 5.26 Life of Jamaica 15.2 Republic Bank Ltd 10.3

First Caribbean Int’l Bank 3.17 Ciboney Group 14.3 Neil & Massy Holdings Ltd 9.84

Cable & Wireless Barbados 3.03 Guardian Holdings Ltd 13.3 Trinidad Cement Ltd 9.12

* Based on share price appreciation
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dollar depreciated by approximately 2.1% to J$61.89 per
US$1, although this was a better performance than the 17.1%
decline recorded in the previous year, when there was con-
siderable volatility in the foreign exchange market.  The
Trinidad and Tobago dollar traded at TT$6.2523 to US$1 at
the end of September, representing a marginal depreciation
for the review period.

US Dollar
The trade-weighted index of the value of the US dol-

lar relative to other major world currencies was 86.25 at the
end of September 2004. This was roughly the same as the
index value at the end of 2003, but 6.6% lower than the
value at the end of September 2003.  The latter decrease
was more indicative of general trends, as stubborn budget
and trade deficits continued to exert downward pressure on
the Dollar.

Yen
Despite appreciating against the US Dollar in the first

quarter of 2004, marking a third consecutive quarterly in-
crease, the Yen depreciated by 2.6% for the year to Sep-
tember, weighed down by gloomy economic data releases
from the middle of the year and concerns about high oil
prices.

Sterling
The pound sterling appreciated against the US dollar

to reach US$1.81 per £1 at the end of September 2004,
representing a rise of 1.5% from the end of December 2003
and 9.0% year-on-year.  Notwithstanding, the pound ster-
ling effective exchange rate index registered a contraction
over the same period, much of which was accounted for by
a depreciation against the euro. The latter was in response
to signs of weaker UK domestic demand and concerns about
the sustainability of the UK trade deficit.

The Euro
At the end of September 2004, the Euro Area single

currency was valued at US$1.24, just below its peak value

of US$1.26, which it posted at the end of 2003. However,
the slight decline was concentrated in the first half, as dur-
ing the third quarter the Euro bore the brunt of the deprecia-
tion in the US Dollar, rising by 1.9%. Furthermore, the Euro's
September value represented a significant 6.7% apprecia-
tion year-on-year.

Canadian Dollar
During the third quarter, the Canadian dollar contin-

ued to appreciate against the US dollar, climbing 5.4% from
the previous quarter to record a cumulative increase of 2.8%
for the year to September. Some of the factors contributing
to this outcome included faster-than-expected economic
growth and firm prices for key export commodities.

Interest Rates

United States of America
The Federal Reserve's Open Market Committee which

sets interest rate policy in the US,  continued the gradual
raising of interest rates which began in June, with quarter
percentage-point rises in August and September, taking the
benchmark Fed Funds rate to 1.75% at the end of the quar-
ter. These moves formed part of the Fed's plan to bring
interest rates closer to cyclically neutral levels without
jeopardising economic or financial market stability.

Canada
In line with market expectations, the Bank of Canada

(BOC) ended its accommodative monetary policy, which
featured rate cuts in March and April this year, instituting a
25bps increase towards the end of the third quarter.  This
brought the BOC's benchmark overnight lending rate up to
2.25%, 50bps higher than its US counterpart.  Such a move
was viewed as necessary to prevent the economy from over-
heating.

United Kingdom
At the beginning of the third quarter, there were fears

that the Bank of England (BOE) would need to push inter-
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est rates up from 4.5% to at least 5.5% in order to cool the
housing market and to continue the policy of progressive
tightening, which had begun in the previous November.
However, the Bank of England (BOE) stuck to its “gradual-
ist” policy and raised interest rates only once during the quar-
ter, to 4.75%.  The quarter-point rise was widely expected,
amid signs that the Bank's incremental approach was hav-
ing some impact on the potentially unsustainable housing
sector boom.  The Bank of England (BOE) kept interest
rates on hold towards the end of September, driving some
speculation that rates might have peaked.

European Central Bank (ECB)
Higher energy costs prompted the ECB to revise its

inflation forecast for 2004 upward to a level just above the
ECB's definition of price stability. The continued strength-
ening of the Euro in relation to the US Dollar was also a key
consideration in ECB monetary policy discussions.  How-
ever, with the recovery in the Euro Area still relatively frag-
ile, the European Central Bank (ECB) chose to keep its key
interest rates unchanged in an attempt to balance all of the
various risks. The minimum bid rate for the main refinanc-
ing operations was held at the 2% level, while the deposit
facility rate and the marginal lending facility rate were main-
tained at 1% and 3%, respectively.

Emerging Markets

Bond Market Rallies
External financing conditions for emerging market

borrowers improved during the third quarter, after having
deteriorated in the previous quarter in response to higher
interest rate expectations.  Despite the initial setback, mar-
kets were eventually able to make a relatively rapid and
smooth adjustment, amid high global liquidity, strong macro-
economic fundamentals in most emerging economies and
falling yields on US Treasuries.  Consequently, emerging
bond indices rebounded from a second-quarter decline to
resume the upward trend of the last two years, while spreads

tightened considerably.  In addition, the level of gross issu-
ance compared favourably with previous quarters, with a
record $34 billion in emerging market bond sales taking place
during the quarter.

Notably, Mexico's oil monopoly Petróleos Mexicanos
sold $1.75 billion in debt, the biggest-ever bond issue by a
Latin American company and the region's first perpetual
bond.  The Brazilian government also took advantage of
low borrowing costs to announce significant sales of new
foreign debt during the period, while Brazilian companies
used this window of opportunity to refinance maturing cor-
porate debt.  In addition, defaulted Argentine bonds were
trading higher, as the government announced plans to refi-
nance about US$100 million in defaulted debt.

Upturn in Equity Markets
Latin American equity indices generally performed

well during the third quarter.  At the top of the rankings,
Argentina's benchmark index, the Merval, rose by nearly
20%, capping off the quarter with the biggest monthly gain
in the world for September. This performance was fuelled
by economic growth and optimism about the proposed debt
swap.  However, at the end of the quarter the Buenos Aires
Stock Exchange de-listed the securities of two companies
that failed to meet minimum share price and trading volume
requirements, bringing the number of stocks listed on the

Emerging Bond Market Global Index
(Quarterly)
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Merval down to 11.  The Exchange also unveiled a new
Merval 25 index, which comprises 25 different stocks, with
the aim of providing investors with opportunities for greater
portfolio diversification.  The other leading Latin American
index, the Brazilian Bovespa, was up 9.9%, as a pick-up in
the economy and the prospect that the government would
increase fuel prices stimulated profitability for utility com-
panies and state-owned oil company Petrobras, respectively.

Car manufacturers and producers of technological
products such as digital cameras and microprocessors, as
well as other large exporters, boosted most Asian stock
markets during the period, outweighing the effects of higher
oil prices.  However, China's Shanghai Index fell due to a
glut of Initial Public Offerings.

Currency Markets Turn In Mixed Performances
Several Asian floating rate regimes saw their curren-

cies depreciate slightly during the period, as their respective

central banks continued to buy dollar-denominated assets in
a bid to keep down the value of their currencies and boost
exports.  However, the Indonesian Rupiah and the Singapore
Dollar bucked this trend, appreciating by 2.6% and 2.0%
respectively.  Indonesia's central bank had been reluctant to
raise its policy rate to keep its inflation and exchange rates
in check, so it did so by reducing the amount of local cur-
rency available to banks to buy dollars.  The Monetary Au-
thority of Singapore, which usually seeks to keep its dollar
within an undisclosed band, shifted its policy in April to seek
a modest and gradual appreciation.

Among Latin American currencies, the Brazilian Real
and Chilean Peso stood out, appreciating by 7.3% and 4.0%
respectively.  The Real's ascent was partly the result of a
33% rise in exports for the year to September, but strong
bond sales and the upgrading of Brazil's credit rating by the
three major rating agencies also fuelled the gain in the cur-
rency.  Meanwhile, climbing copper prices were the main
impetus for the appreciation of the Peso.  Most other cur-
rencies in the region remained relatively stable.

Emerging Market Equity Indices
(Quarterly)

Country/Region Index Jun-04 Sep-04 % Ch

Argentina Merval        886.42 1063.05    19.9
Brazil Bovespa   21,148.91 23,245.24      9.9
Chile IPSA     1,482.98 1707.02    15.1
Mexico IPC   10,281.82 10,957.37      6.6
Venezuela Caracas   25,285.17 30,111.62    19.1
Latin America MXLA 1,062.43 1,238.27    16.6
China Shanghai     1,399.16     1,396.70 -0.2
Hong Kong Hang Seng   12,285.75   13,120.03      6.8
Indonesia Jakarta        732.40        820.13    12.0
Malaysia Kuala Lumpur        819.86        849.96      3.7
Philippines PSE     1,579.40     1,761.57    11.5
Singapore Straits Times     1,838.00     1,984.74      8.0
South Korea Seoul        785.79        835.09      6.3
Thailand SET        646.64        644.67 -0.3
Taiwan Weighted     5,839.44     5,845.69      0.1
Asia MXLS 195.01 203.17      4.2

Country/Region Currency Jun-04 Sep-04 % Ch

Argentina Peso          2.96          2.98 -0.8
Brazil Real          3.09 2.86 7.3
Chile Peso      636.00 610.75 4.0
Mexico Peso        11.49 11.38 0.9
Venezuela Bolivar   1,917.60 1,917.60 0.0
Indonesia Rupiah   9,400.00   9,155.00 2.6
Philippines Peso        56.12        56.28 -0.3
Singapore Dollar          1.72          1.68 2.0
South Korea Won   1,155.45   1,151.85 0.3
Thailand Baht        40.93        41.40 -1.1
Taiwan Dollar        33.78        33.98 -0.6

Emerging Market Currencies
(Quarterly)
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Trade Issues

Reform of the EU Sugar Regime: Implications for
the Caribbean

Background
Every year, six Caribbean countries6 export nearly

430,000 tonnes of raw sugar to Europe under the so-called
Sugar Protocol7.  This Protocol guarantees that the Euro-
pean Union (EU) will purchase set quantities of sugar from
African, Caribbean and Pacific (ACP) countries, free of
duty and at prices well above world market prices.  Indeed,
ACP sugar exports currently fetch just under 30 cents per
pound on the EU market, compared to less than 9 cents per
pound on the world market.

This arrangement, which was born out of former co-
lonial ties between the two groupings, is now an integral
part of the EU sugar regime.  It was designed to protect the
livelihoods of sugar producers on both sides by ensuring that
they receive a fair income.  For ACP countries, it has also
played a more multifunctional role in promoting rural devel-
opment, poverty alleviation, environmental conservation, as
well as the growth of the tourism industry.  Thus, from its
inception in 1975, it has underpinned development and raised
living standards in the Caribbean and the rest of the ACP.
However, its future survival has now been cast into doubt,
as the EU sugar regime has been successfully challenged
(pending appeal) under the World Trade Organisation (WTO)
rules.

The challenge goes back to July 21 2003, when Aus-
tralia, Brazil and Thailand initiated the WTO dispute settle-
ment proceedings against the EU, after prior consultations
failed to resolve the issue.  They charged that the EU sugar
regime provides hidden subsidies to its sugar industry that
distort the world market for sugar, and which run afoul of
the WTO rules and the EU's own WTO commitments.  For
its part, the EU defended its regime before the panel con-
vened to look into the matter, refuting all of the alleged
breaches.  Several Caribbean sugar-exporting countries were
among fourteen nations participating as third parties8 and
arguing against the erosion of preferences.

The EU Sugar Regime
In order to grasp the finer points of this dispute, it is

important to understand a few things about how the Euro-
pean sugar regime is structured and how it works.

Basically, the regime consists of a three-tiered quota
system, where the different quotas are distinguished by the
labels 'A', 'B' and 'C'.  Under special intra-EU arrangements,
nearly 12 million tonnes of A sugar is sold on the European
market, while about 2.6 million tonnes of B sugar is pro-
duced for export, both at highly subsidised prices.  These
prices are usually 10 to 20 percent above the minimum price
guaranteed by the EU, called the 'intervention' price.  All
other European sugar production, C sugar, is sold at world
market prices.

The system also makes special provision for imports
of sugar from a number of external sources at zero duty and
guaranteed prices.  For example, the price paid to European
beet-sugar producers under the 'A' quota is the same price
that is guaranteed to ACP cane-sugar producers under the
Sugar Protocol9.  India also benefits significantly from guar-
anteed exports of 10,000 tonnes to the EU.  In addition,
special preferential raw cane sugar (SPS sugar) may be
imported from the same countries that benefit from the ACP/
India preferential arrangements in order to ensure adequate
supplies to Community refineries.  A reduced rate of duty is
levied on imports of such sugar.

Section 3

6 Barbados, Belize, Guyana, Jamaica, St. Kitts and Nevis and Trinidad and
Tobago.
7 The Sugar Protocol was established on February 28, 1975, as a stand-alone
sub-agreement (Protocol 3 to Annex IV) within ACP-EU cooperation ar-
rangements, which at the time took the form of the Lomé Convention and
have since evolved into the present-day Cotonou Agreement.
8 Barbados, Belize, Canada, China, Côte d'Ivoire, Cuba, Fiji, Guyana, India,
Jamaica, Kenya, Madagascar, Malawi, Mauritius, New Zealand, Paraguay, St.
Kitts and Nevis, Swaziland, Tanzania, Thailand, Trinidad and Tobago and
the United States
9 The European Union is required to import 1,294,700 tonnes (white sugar
equivalent) of cane sugar, called "preferential sugar" under the Protocol.
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Notably, the sugar imported under these preferential
trade arrangements is refined in the EU and re-exported to
third countries using export refunds.  The export refunds
granted to this so-called 'ACP/India equivalent sugar' are
the same as those granted to A and B quota sugar.

The WTO Dispute and Proceedings
It was this 'ACP/India equivalent sugar', along with

the C quota sugar, which was the focus of the challenge
brought by Australia, Brazil and Thailand.  The complain-
ants argued before the Panel that the EU has been subsidising
exports of these two categories of sugar.  They also con-
tended that the EU had not included these subsidised sugar
exports in its WTO commitments to reduce agricultural sub-
sidies10 was in violation of the Agreement on Agriculture,
which stipulates that all of the sugar to which the EU grants
direct export subsidies should be included in its commitment
schedule.

The EU maintained throughout the proceedings that
they were within their rights not to include exports of 'ACP/
India equivalent' and C sugar in their schedule.  When mak-
ing their commitments to reduce subsidies under the WTO,
the EU had incorporated a footnote to the schedule, which
stated that the amount committed “does not include exports
of sugar of ACP and Indian origin, on which the Community
is not making any reduction commitments”.  At any rate, the
EU insisted that neither 'ACP/India equivalent' sugar nor C
sugar was being subsidised and therefore there was no need
to schedule them.

The ACP countries that participated as third parties
to the dispute were also given an opportunity to plead their
case before the Panel.  They pointed out that sugar exports
under the Sugar Protocol represent a large proportion of
agricultural exports, foreign exchange earnings, national in-
come and employment in their countries.  They were there-
fore of the opinion that upholding the claims of the com-

plainants would impair the economic and other benefits they
currently derive from the Protocol.  They also emphasised
that the ACP holds a very small share of the world sugar
market and that the maintenance of these preferences there-
fore had a negligible effect on global trade.  Finally, they
pointed to the provisions of the WTO Agreement on Agri-
culture that aimed to foster the sustainable development of
developing and least developed countries and urged the Panel
to ensure the proper interpretation and application of these
provisions to the dispute.

The Panel Ruling and EU Reform Proposals
Coming out of these proceedings, the Panel produced

a report, which was made public on October 15, 2004.  The
report concluded that the current EU sugar regime does
violate WTO precepts and that the EU has been acting in-
consistently with its commitments.

More specifically, it found that the EU has indeed
been subsidising exports of 'ACP/India equivalent sugar'
and that although C sugar is exported at world market prices,
it is being sold at below production cost, pointing to cross-
subsidisation from 'A' and 'B' sugar.  The panel further con-
cluded that the footnote to the EU schedule does not allow
the EU to “carve out” 'ACP/India equivalent' and C sugar
exports from its commitments and that by not including them
it had flouted the terms of the Agreement on Agriculture.
The report therefore called on the EU to bring its sugar
regime into line with its obligations.

However, in so doing, the panel recommended that
the EU should honour its obligation to maintain ACP coun-
tries' current level of preferential access to the EU sugar
market.  This is a very important statement, as it clarifies
that the EU is not obligated to (and should not) reduce pref-
erences granted to developing partners in order to comply
with its liberalisation commitments under the WTO.

The basic premise underlying this decision is that it is
the EU's exports of ACP/India equivalent sugar, and not its
imports of ACP/India sugar, which are infringing against
WTO rules. Even so, the fact that the panel made the rec-

10 The commitments set out in the table in Section II, of Part IV of the EC's
Schedule amount to •499.1 million and 1,273.5 thousand tonnes.
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ommendation owed much to the strong representation made
by Caribbean countries and other ACP third parties as to
the potential for massive dislocation if preferences were
eroded and the importance of consistency with special and
differential treatment provisions of the relevant WTO agree-
ments.

However, this case has been a hard one to make to
an enlarged EU, where the ACP interests are fairly low
down on the list of priorities.  And although sugar producers
are a less and less powerful domestic constituency, the EU
is loath to slash benefits to European producers while main-
taining subsidies to ACP producers. For this reason, the EU
has signalled that it is determined to go through with a previ-
ously tabled proposal to overhaul its sugar regime, which,
contrary to the Panel's guidance, breaches the terms of the
Sugar Protocol and has adverse implications for ACP pro-
ducers.

If the planned reform is allowed to go forward, the
preferential price paid to ACP sugar producers will fall by
more than a third, with the reduction scheduled to take place
in two phases spread out over three years, beginning in July
2005.  The EU has given the assurance that it would con-
tinue to buy the same quantity of sugar from the ACP every
year, but this is cold comfort to ACP producers.  For them,
access is meaningless if they cannot get a decent price for
their produce in order to earn a proper living.  Nor will there
be any relief via compensation, while provisions have been
made for the EU producers to be compensated for up to
60% of lost revenue, no such support is envisaged for the
ACP producers.

The Caribbean Response
Naturally, these proposals for drastic price cuts and a

narrow timeframe for implementation, added to the perceived
discrimination against the ACP producers in favour of Euro-
pean suppliers, have been met with consternation and con-
demnation by Caribbean and other ACP stakeholders. In a
communiqué issued at the conclusion of the Twenty-Fifth
Meeting of the Conference of CARICOM Heads of Gov-

ernment, the Heads called the proposals a 'betrayal' and an
'act of bad faith' on the part of the EU.  By their reckoning,
the reforms would leave CARICOM sugar suppliers facing
a loss of income of about US$180 million in the first three
years and a recurring annual loss of US$90 million thereaf-
ter.  They noted that this fall-off in revenue would exceed
by more than 150% the total amount of aid committed to the
region by the EU for the current five-year cycle.

The Heads therefore agreed that regional stakehold-
ers needed to meet to develop a common CARICOM posi-
tion and plan of action to deal with the reform proposal.  A
meeting was duly held in Georgetown, Guyana from the 28th
to the 29th of September 2004, which was attended by gov-
ernment ministers and other senior officials, representatives
of regional organisations, sugar industry representatives and
representatives of cane farmers and sugar workers.

The common position and Action Plan developed in
the meeting encompass the following four principles:

1. Rejection of the EU's proposals as stated and ini-
tiation of a policy of structured engagement with the EU
and European Commission to insist on the legally binding
status of the Sugar Protocol and the need to safeguard its
benefits.

2. Factoring of a unified regional response into the
formulation of a common ACP policy with regard to the
proposed changes.  To this end, CARICOM participated in
an ACP Workshop held in Brussels, Belgium on 4-6 Octo-
ber 2004.

3. Diplomatic lobbying and meetings with EU mem-
ber states, the European Parliament, NGOs and other stake-
holders such as cane refiners and beet sugar producers.  In
this regard, CARICOM Ministers participated in a joint ACP
lobbying mission to Belgium, Denmark, Poland, Portugal,
Sweden and the United Kingdom on 10-14 October 2004.

4. Education and mobilisation of the Caribbean
Diaspora in the United Kingdom in support of the regional
position.

However, while it may be the best available roadmap
as to the way forward, this Action Plan may not be able to
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prevent what appears to be inevitable.  The fact remains
that Caribbean production costs are uncompetitive and with
the possible exceptions of Guyana and Belize, the regional
industry will have grave difficulty in surviving in the long
term without guaranteed prices.  There is every indication

that sooner or later EU sugar prices are going to fall, and
when they do, Caribbean sugar producers will be left with
few choices, unless a plan is put in place to salvage the
parts of the industry that are viable or shift into other activi-
ties
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Estimates of the Long Run Equilibrium Exchange Rate in Three Caribbean Countries
By Winston Moore, Ryan Skeete and Kevin Greenidge*

Abstract:  This paper investigates whether the real effec-
tive exchange rates (REER) for Barbados, Jamaica and
Trinidad spanning the period 1970-2001 are over or under
their equilibrium values.  A long run cointegrating regression
of the REER and five fundamental variables is obtained,
and the degree of over- or under-valuation is obtained by
comparing the actual REER to the equilibrium REER value.
The paper finds that the actual REER for Barbados and
Jamaica are currently above the equilibrium REER, while
Trinidad and Tobago's REER is below the level it would
have been in equilibrium.

Introduction

The equilibrium Real Effective Exchange Rate
(REER) is the rate that achieves internal as well as external
balance.  It is generally accepted in the literature that main-
taining the correct REER promotes economic welfare, while
maintaining the real exchange rate at the “incorrect” level
(a value considerably different from its long run equilibrium)
reduces a country's welfare.  This occurs since disequilib-
rium gaps send incorrect signals to economic agents, and
thereby result in greater economic instability.

There are two main approaches used to derive the
equilibrium REER:  the fundamental equilibrium exchange
rate (FEER) approach and the behavioural equilibrium ex-
change rate (BEER) technique.  The FEER framework,
popularised by Williamson (1994), attempts to derive a REER
that is consistent with internal (full employment) as well as
external (a sustainable current account position) equilibrium.
The degree of exchange rate misalignment is, therefore,
calculated as the difference between the actual REER, and
the FEER derived from sustainable values of the fundamental
variables.  In contrast, the BEER approach first estimates a

long run behavioural model of the REER, and then calcu-
lates the degree of exchange rate misalignment as the dif-
ference between the actual and the predicted REER, based
on the current values of the fundamental variables (see Clark
and MacDonald, 2000).  In this study, the BEER approach
is employed since the calculation of the FEER is less pre-
cise in practice, given that it requires the researcher to make
normative judgements about the desirable values of the fun-
damental variables (for a comparison of both approaches
see Clark and MacDonald, 1998).

The fundamentals are those real variables that play a
key role in the determination of the country's internal and
long run sustainable external position.  Although the equilib-
rium real exchange rate is a function of real variables only,
the actual real exchange rate responds both to real and
monetary variables.  Therefore, the actual real rate does
not have to be always equal to its equilibrium value.  Indeed,
it will often depart from its steady state in the short-run due
to temporary changes in real variables or economic shocks
(e.g. a spike in oil prices).  However, other types of devia-
tions, such as the adoption of monetary and fiscal policies
that are inconsistent with the chosen nominal exchange rate
regime, can generate large and persistent differences be-
tween actual and equilibrium real exchange rates.  These
large departures are referred to as misalignment of the real
exchange rate (see MacDonald, 1997; Edwards, 1987).

The purpose of this paper is to assess whether the
real effective exchange rate (REER) for Barbados, Jamaica
and Trinidad and Tobago are misaligned.  This analysis comes
against the backdrop of a recent agreement for monetary
union with the Caribbean Community and Common Market
(CARICOM)1 (see Farrell and Worrell, 1994 for further
details).  One of the criteria for accession to this union calls
for the maintenance of an unchanged U.S. dollar value of
member country's currencies for at least thirty-six consecu-
tive months.  However, many of the floating exchange rate
economies have experienced some difficulty in achieving
this accession criterion, since it assumes that the REER for
each prospective member is at, or relatively close to its equi-
librium value and therefore has no tendency to change.  The

* Messrs. Winston Moore and Kevin Greenidge are Senior Economists and
Mr. Ryan Skeete is an Economist in the Research Department of the Central
Bank of Barbados.
1 The member countries of CARICOM are: Antigua and Barbuda, The Baha-
mas, Barbados, Belize, Dominica, Grenada, Guyana, Haiti, Jamaica,
Montserrat, St. Kitts and Nevis, St. Lucia, St. Vincent and the Grenadines,
Suriname, and Trinidad and Tobago.
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results presented in this study can aid policymakers in the
various territories in understanding the stochastic process
of the REER, and the key factors, which lead to misalign-
ment.

The remainder of this study is arranged as follows.
The next section presents a brief review of the previous
Caribbean studies.  Section 3 gives the methodological ap-
proach and data employed, while Section 4 presents the
empirical results.  Section 5 concludes with some summary
remarks.

2. A Brief Review of the Caribbean Literature

Lewis (1972) provided one of the earliest discussions
of the concept of a regional equilibrium exchange rate.  The
author noted that most regional currencies were misaligned,
since the money costs of production, in terms of wages,
were too high relative to the average output per man-hour.
Lewis argued that this unusual situation arose due to the
transmission of high wages from the high productivity sec-
tors to the low productivity sectors by trade unions.  He
therefore suggested that if regional currencies were to main-
tain any semblance of stability, an incomes policy would have
to be implemented in each state.  Such a strategy would
ensure that regional exports remain competitive, and avoid
balance of payments difficulties common in most develop-
ing economies.

Taylor (1974), building on Lewis' (1972) analysis,
also addressed the issue of an optimum exchange rate policy
for the region.  The author noted that, a priori, the supply of
foreign exchange, over the long run, is likely to be highly
responsive to exchange rate variations given the nature of
most regional exports (commodities and light manufactured
goods).  On the other hand, the low internal resource mobil-
ity present in most Caribbean nations, and the inflexibility in
the aggregate demand structure, implies that the demand
for foreign exchange is likely to be relatively inelastic.  Com-
bining these two conclusions, the author argued that shifts in
the supply, rather than the demand, for foreign exchange is
likely to be more destabilising within the region.  However,

he posited that to achieve exchange rate stability the oppo-
site would have to be the case; the demand curve should
have a greater influence on the exchange rate.

Modeste (1994) employed a more empirical ap-
proach to the study of real exchange rates.  He attempted
to identify the main determinants of the real exchange rate
in Barbados using cointegration techniques, and annual data
covering the period 1974 to 1989.  Modeste found that, based
on bilateral real exchange rate indices between Barbados
and several of its main trading partners, the United States of
America (USA), the United Kingdom (UK) and Trinidad
and Tobago (T&T), that the nation's competitive position
had declined over the period under investigation.  Thus, he
estimated a simple long run regression to identify the main
reasons for this deterioration, and observed that the nominal
exchange rate, relative wages and relative productivity were
all important determinants.  Modeste did not provide esti-
mates of exchange rate misalignment, but based on the
econometric results suggested that such problems could be
corrected using an incomes policy, or a nominal exchange
rate change.

Harriott and Worrell (1997) provided one of the first
studies that attempted to derive equilibrium real exchange
rate estimates for Caribbean and Latin American countries.
They utilised a panel regression model of the real exchange
rate, using the terms of trade, government consumption of
non-tradables (a proxy for capital controls over capital in-
flows) and three macro-economic policy variables: the ex-
cess supply of domestic credit, the fiscal deficit as a ratio of
lagged money and the rate of growth of credit.  The coeffi-
cient estimates were obtained using the fixed effects esti-
mator, and annual data over the period 1967 to 1995 for ten
Caribbean countries.  Harriott and Worrell's results indicated
that Barbados' real exchange rate is not significantly differ-
ent from its equilibrium value.  However, no similar conclu-
sions could be derived for T&T and Jamaica.  One of the
main shortcomings of the paper was that cointegration tech-
niques were not employed to obtain the long run equilibrium
values.  As a result, the equilibrium exchange rate estimates
provided could have been subject to a large degree of error.
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More recently, Francis (1998) examined the issue
of whether the Jamaican dollar was overvalued in 1995.
The paper utilised two approaches to address this question.
The first method estimated a net exports function in order to
assess whether a depreciation would improve the current
account balance.  The results supported the hypothesis that
a devaluation could improve the country's external position.
The second approach calculated an implicit exchange rate
as the ratio of GDP (measured in nominal Jamaican dol-
lars), to the purchasing power parity GNP in US dollars.
This technique yielded the surprising conclusion that the
exchange rate is in fact undervalued in 1995.  One of the
main shortcomings of the second approach was that it cal-
culated an equilibrium exchange rate, which did not bear
any direct relationship to whether the nation is in external or
internal balance, but instead produced an estimate of the
relative prices between two countries.  On the other hand,
the first approach does not allow one to conclusively assess
whether the exchange rate is over- or under-valued as esti-
mates of the optimal values of the explanatory variables in
the export function would still have to be derived.

3. Methodology and Data

3.1 The Behavioural Equilibrium Exchange Rate
Approach (BEER)

This paper uses the behavioural equilibrium exchange
rate approach of Clark and MacDonald (1998) to provide
an econometric analysis of the REER in the Caribbean.  The
approach begins by estimating a reduced form equation that
explains the stochastic process of the REER over the pe-
riod.  The reduced form equation can be specified as:

 (1)

where q  is the REER,  and  are  vectors of re-
duced form coefficients, Z1 is a vector of fundamental vari-
ables that influence the real exchange rate in the long run,
Z2 is a vector of fundamental variables that only impact on

the real exchange rate in the medium term, T is a vector of
variables which only have a transitory impact on the REER,
and  is a disturbance term with normal properties.

Within the BEER framework, the extent to which
the REER is misaligned (m) can be expressed by:

(2)

where a bar above the variable indicates its equilibrium
value2

.  Equation (2) shows that exchange rate misalign-
ment may be due to transitory factors, random disturbances,
and how far the fundamental variables are away from their
equilibrium values.  The estimate of the equilibrium exchange
rate misalignment is obtained as the residual between the
fitted REER, from the long run cointegrating model (referred
to as BEER), and the actual REER.

The fundamental variables employed, in this study,
are similar to those utilised by Clarke and MacDonald (1988)
and include productivity relative to the country's main trad-
ing partners, openness, the fiscal balance and net foreign
assets3.  Assuming prices for traded and non-traded goods
are linked to wages, which are in turn linked to productivity,
and wages are equalised across the two sectors, this would
imply that the price of locally produced goods should in-
crease at a slower rate for a nation with high productivity.
As a result, the nation's REER should appreciate, even if
purchasing power parity is assumed to hold.  Thus, the REER
is likely to be positively associated with the productivity dif-
ferentials between the country under investigation and its
trading partners.

A proxy to measure the level of trade restrictions in
place in the nation, openness, is included in the econometric
specification.  Trade restrictions raise the prices of non-trad-
able goods as consumers attempt to substitute away from

2 It is possible that outliers could affect the coefficient estimates.  However,
plots of the REER in Figure 1 showed no evidence of outliers.
3 All the variables examined in previous studies were included in the initial
specifications.  The desired model was then chosen based on the cointegration
test results.  The relative real interest rate and the index of commodity
export prices were two such variables which proved to be insignificant ex-
planatory factors.
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the now higher priced imported good, therefore the relation-
ship between the REER and the index of openness should
be positive.  However, in some small open economies (SOE)
the significance of this substitution effect may be diminished
if there does not exist a large number of import substituting
industries.

Government's fiscal position is also included in the
econometric model, and is proxied by government consump-
tion as a ratio to GDP.  In the Mundell-Fleming model, an
improvement in government's fiscal position increases na-
tional savings, and therefore lowers domestic interest rates
and by extension the exchange rate.  In contrast, the portfo-
lio balance approach of Branson (1977) and Dornbusch and
Fisher (1980) argues that a fiscal improvement should lead
to an increase in the net foreign assets (NFA) of the nation,
and should cause the real exchange rate of the nation to
appreciate.  As a result, the coefficient of the fiscal variable
is ambiguous.  The NFA of the banking system is included in
the model as a separate explanatory variable, since greater
NFA can result in a rise in domestic expenditure, which then
leads to an excess demand for non-tradable goods, and by
extension an increase in their price.  Therefore, the REER
and NFA should be negatively related.

3.2 Econometric Approach

This study uses the Johansen (1995) cointegration
approach to derive the equilibrium exchange rate for Bar-
bados, Jamaica and Trinidad and Tobago.  The framework
begins with a vector autoregressive (VAR) representation
of the form:

 (3)

where y is a n x 1 vector of variables consisting of the REER,
productivity differentials, openness, fiscal balance and NFA
which may be I(1) or I(0),  is a n x 1 vector of determinis-
tic variables,  is a n x n coefficient matrix and  is a n x 1
vector of disturbances with normal properties.  If there ex-

ists a cointegrating relationship among the I(1) variables,
Equation (1) may be re-parameterised into a vector error
correction mechanism (VECM):

(4)

where   is the first difference operator, and  is a n x n
coefficient matrix. The rank  determines the number of
cointegrating relationships.  If the matrix  is of full rank, n,
then a VAR in levels is appropriate.  If the matrix  is of
rank zero, then a VAR in first differences is suitable.  How-
ever, if the rank of  is less than n, then there exist
n x r matrices  (adjustment matrix) and  (cointegrating
vectors) such that , and Equation (4) provides the
more appropriate framework.  The  vector can be used to
derive the long run BEER and therefore allows one to ex-
amine how far away from equilibrium is from the actual
REER.

The Trace statistic (TR) is utilised to test for the
existence of cointegration, amongst the non-stationary vari-
ables.  The test statistic is derived from:

(5)

and test the hypothesis that there are at most r cointegrating
vectors.  The  are the N - r smallest squared
canonical correlations between the  and  series.

3.3 Data Sources and Definitions

The study uses quarterly data over the period 1970Q1
to 2001Q4.  The REER is a consumer price index (CPI)
based REER of a country's main trading partners relative to
that of the domestic currency.  The variable is defined as
follows:

(6)

where wi is the trade weight for partner country i, ei is the
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bilateral nominal exchange rate, pi is a measure of prices in
trading partner country i, and p is the domestic price index.
Equation (6) therefore implies that a rise in the REER rep-
resents an improvement in external price competitiveness.
The data on the consumer price indices and nominal ex-
change rates are obtained from the International Monetary
Fund's (IMF) International Financial Statistics (IFS) data-
base.  The trade weights for Barbados are obtained from
the Central Bank of Barbados' Annual Statistical Digest, for
Jamaica the observations are derived from the Bank of Ja-
maica Statistical Digest, while those for Trinidad and To-
bago are taken from the Central Bank of Trinidad and
Tobago's Monthly Statistical Digest.

Productivity is proxied by real GDP per capita rela-
tive to the country's trading partners.  The GDP and popula-
tion data for all three countries are recovered from the IFS
database.  Unfortunately, only annual real GDP data is avail-
able over the sample period.  Therefore, the temporal disag-
gregation procedure proposed by Boot and Feibes (1967) is
employed to obtain mathematical consistent, quarterly GDP
values.5  The productivity variable is a relative one; domes-
tic GDP per capita is expressed as a ratio of the weighted
average of the GDP values for the nation's main trading
partners.  Openness is calculated as the ratio of exports and
imports to nominal GDP at market prices, and is obtained
from the IFS database.  The fiscal balance is proxied by the
ratio of government consumption to nominal GDP at market
prices, while NFA is the end of period net foreign assets of
the banking system as a ratio of GDP.  These variables are
all obtained from the IFS database.

The calculated REER for Barbados, Jamaica and
Trinidad and Tobago are plotted in Figure 1.  The chart indi-
cates that both Barbados and Jamaica have made sizable

competitive gains over the sample period.  In Barbados, the
REER in 2001 was estimated at 0.715, compared to only
0.224 at the beginning of the sample period.  The improve-
ment in Barbados' competitive position, during the latter half
of the review period6, came mainly due to a slowdown in
wage growth7.  For example, between 1973 and 1987 the
average annual rate of wage growth was estimated at 17.8%,
or almost twice the rate of expansion obtained between
1988-2000.  As a result of these excesses, the average rate
of inflation between 1973 and 1987 was uncharacteristically
high for Barbados, estimated at 11.5% compared to only
3.2% between 1988-2001.  Although significant gains have
been made in the 1990s in terms of competitiveness in Bar-
bados, since 1999 the rate of increase in the REER has
been flat.  This outturn seems again to have been due to
large increases in wages between 2000 and 2001.  It is es-
timated that in 2000 and 2001 nominal wages grew by 3.8%

5 Note that disaggregation can introduce data distortions.  However, Marcellino
(1999) theoretically illustrates (and recently backed up by Haug, 2002, using
Monte Carlo techniques) that the local power of cointegration tests may be
lowered when one reduces the number of observations in finite samples.
6 Barbados' main means of adjustment is through labour cost given that its
nominal exchange rate is fixed at BDS$2:US$1.
7 A reduction in real wages causes the price of non-traded goods to expand at
a slower rate than those for traded goods and thus an improvement in the
REER.

Figure 1: REER in Barbados, Jamaica
and Trinidad

Note:  REER for each country is defined as

where q is the trade weight for partner country i, e is the bilateral
nominal exchange rate, pi is a measure of prices in trading partner
country i, and p is the domestic price index.
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and 3.3%, respectively, while the average rate of inflation
over this period was only 1.3%.

Jamaica has also recorded a significant expansion
in external competitiveness during the period under investi-
gation.  In Jamaica, the REER began the review period at
2.898, and by the end of 2001 it estimated at 3.457.  Unlike
Barbados, most of this improvement in external competi-
tiveness was obtained through steep nominal exchange rate
devaluations and, to a lesser extent, a slow down in real
wage growth during the early 1990s.  The Jamaican dollar
began the review period at JAM$0.83/US$1 and by the 2001
it had depreciated to JAM$47/US$1.  The growth in the
REER for Jamaica has not been consistent.  For example,
for most of the 1990s Jamaica's REER stagnated and even
declined.  Like Barbados, this scenario seems to have been
due to unrealistic wage increases during the period.  It is
estimated that between 1993 and 1999, real wages rose on
average by 10.8% per year.  Since 1999 the REER has
appreciated, indicating an improvement in external competi-
tiveness.  However, this adjustment again came through a
nominal exchange rate depreciation rather than a slowdown
in real wage growth.  Jamaica's nominal exchange rate,
which for most of the 1990s hovered around the JAM$35/
US$1 mark, depreciated to JAM$46/US$1 by 2001.

Unlike the other countries, Trinidad has recorded a
consistent decline in its REER over the period8.  Trinidad
and Tobago, which began the period with a REER of 2.372
in 1970, ended the review period with a REER of only 1.256.
One of the key reasons for this outturn is that Trinidad and
Tobago's relatively high rate of inflation, which averaged
9.7% per year over the sample period, compared to only
5.3% in the USA, which represents 67% of total trade in
Trinidad and Tobago.

4. Estimation Results

The augmented Dickey-Fuller test statistics for the
non-stationarity of the fundamental variables and the REER
are given in Table 1.  The approach tests the null of non-

8 This statistic may be surprising but accords with the values obtained from
the IMF's International Financial Statistics database.  It is also probably
reflective of the significant competitive advantage Trinidad and Tobago had
relative to other Caribbean at the beginning of the sample period, so as to
record a decline in external competitiveness but yet still remain one the
largest suppliers of goods in the region.

stationarity against the alternative of stationarity.  The re-
sults show that all the variables are integrated of order one
at classical levels of testing.

4.1 Barbados
In order to derive the BEER for Barbados, a

cointegrating long run relationship between the REER and
the fundamental variables must be established.  The specifi-
cation used in this study constrains the constant to lie in the
long run relationship, and the lag length is set to two quar-
ters based on the Schwarz criterion.  The tests for
cointegration among the variables presented earlier in Sec-
tion 3 is provided in Table 2.  This statistic indicates that
there exists at most one cointegrating vector.

The cointegrating vector is therefore normalised on
the REER, which produces the long run equation with stan-
dard errors given in Table 3.  All the coefficients have their
correct a priori signs, and are of plausible magnitudes.  The
alpha, or adjustment, matrix associated with this equation is

Note: **, *  indicates significance at the 1 and 5 percent significance levels, respectively.
The ADF statistics were chosen based on the Schwartz criterion.

Country lreer lrgdppc openness fiscal nfa
Levels
Barbados -2.480 -1.991 -2.277 -2.616 -2.180
Jamaica -2.879 -2.618 -1.928 -2.652 -2.758
Trinidad and
Tobago -2.848 -1.846 0.607 -0.170 -2.723

First Difference
Barbados -2.932** -5.116** -4.347** -6.866** -6.118**
Jamaica -7.328** -3.282** -5.835** -2.989** -5.401**
Trinidad and
Tobago -7.430** -3.219** -4.391** -4.846** -4.661**

Table 1: Unit Root Tests
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given in Table 4.  The alpha is negative and statistically sig-
nificant in the case of Barbados, and suggests that the REER
converges from disequilibrium to equilibrium by approxi-
mately 3% per quarter or 12% per year.  Thus, the adjust-
ment to a shock to the REER will be offset only after eight
years.  This relatively slow speed of adjustment in Barba-
dos is primarily reflective of the fixed nominal exchange
rate system, and the difficulty of adjusting real wages on
account of the bargaining power of local trade unions.

The estimated BEER from the long run cointegrating
relationship along with the actual REER in the period 1974

to 2001 is shown in Figure 2.  One of the main features of
the diagram is that the fundamentals, reflected by the BEER,
can account for most of the fluctuations in the REER.  The
diagram shows that for the period 1978-1986 the real ex-
change rate was misaligned, with the actual REER signifi-
cantly exceeding the BEER.  The explanation for the level
of undervaluation achieved during this period occurred on

Figure 2: Estimated BEER and PEER for
Barbados Compared with the Actual REER

Table 3: Long Run Cointegrating Equations
(Normalised on the REER)

Barbados Jamaica Trinidad and
Tobago

lrgdppc 2.737 0.270 1.281
(0.733) (0.343) (0.201)

open 1.962 1.188 -9.486
(0.789) (0.277) (2.345)

fiscal - -4.538 -
(0.937)

nfa -0.396 -0.105 -0.269
(0.085) (0.023) (0.158)

trend - -0.014 -
(0.001)

c 21.278 0.721 -

Note: standard errors are given in parentheses.

Table 4: Speed of Adjustment from Disequilibria
(Alpha Matrix)

Barbados Jamaica Trinidad and
Tobago

 lreer -0.030 -0.178 -0.009
(0.006) (0.042) (0.005)

 lrgdppc 0.003 -0.003 0.004
(0.002) (0.008) (0.001)

 open -0.000 0.007 -0.002
(0.003) (0.011) (0.001)

 fiscal - 0.004 -
(0.001)

 nfa -0.037 -0.086 -0.032
(0.023) (0.124) (0.012)

Note: standard errors are given in parentheses.

Table 2: Tests for the Number of Cointegrating
Vectors (Trace Statistics)

Barbados Jamaica Trinidad and
Tobago

H0:r 62.420** 106.780** 36.678**
1 30.815 60.517 12.029
2 11.837 38.335 2.274
3 4.476 19.560 0.719
4 n.a. 7.054 n.a.

Note: (a) ** indicates significance at the 1 percent significance level.
 (b) n.a. indicates not applicable.
(c) Max-Eigen statistics were also calculated but are not reported since they yielded

the same conclusions.
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account of  a decline in NFA and an expansion in productiv-
ity relative to the country's main trading partners.  Between
1987 and 1990, however, there was some evidence of over-
valuation that was subsequently corrected through a struc-
tural adjustment programme, which included an 8% pay-cut
for public sector employees.  This served to restore equilib-
rium by causing an expansion in the NFA of the banking
system and relative productivity.  As a result, for much of
the 1990s, Barbados' REER was undervalued which was
reflected by average current account surpluses of 2% of
GDP.  However, by the end of the sample period, the actual
and equilibrium values converged as a result of a decline in
relative productivity.

The BEER approach calculates the equilibrium REER
based on a behavioural equation.  However, some of the
explanatory variables may not have been at their equilib-
rium values.  One can therefore use a smoothing technique,
for example the Hodrick-Prescott filter, to identify the de-
gree of total exchange rate misalignment and these esti-
mates of the so-called permanent equilibrium exchange rate
(PEER) are also provided in Figure 2.  The chart shows a
similar pattern to the obtained from the analysis of the BEER,
with a period of undervaluation in the eighties and late nine-
ties, and a return to equilibrium by the end of the sample
period.

4.2 Jamaica
The VAR model used for the Jamaican exchange rate

is quite similar to that for Barbados, namely, two lags and a
restricted constant.  However, a trend is also included in the
cointegrating space.  The model is chosen using the gen-
eral-to-specific approach, based on the Schwartz criterion.
The Trace statistic for Jamaica suggests that there exists at
most one cointegrating vector.

The authors therefore normalise the cointegrating
relationship on the REER, and the estimated model, along
with the coefficient standard errors are provided in Table 3.
The signs of the variables agree with a priori reasoning and,
except for the productivity variable, are of similar magni-
tudes to those obtained in the Barbados case.  The adjust-

ment matrix attached to this model is reproduced in Table 4.
The negative and significant alpha suggest that the REER in
Jamaica converges from disequilibrium to equilibrium by ap-
proximately 18% per quarter, or 72% per year.  This speed
of adjustment is much faster than in the Barbadian case and
is reflective of the advantage of a floating over a fixed ex-
change rate, that is, the nominal rate is allowed to adjust to
shocks to the system.

The estimated BEER from the long run cointegrating
model over the period 1970 to 2001 is provided in Figure 3.
Similar to Barbados, the fundamentals explain most of the
variation in the REER for Jamaica.  The diagram also shows
that for the period 1983 to 1984 the REER was significantly
overvalued.  However, this misalignment was corrected by
a sharp contraction in the nominal exchange rate from
JAM$0.91/US$1 to JAM$1.78/US$1 by 1983.  Another
period of overvaluation was also observed during 1986 to
1992, which were all corrected by nominal exchange rate
depreciations.  As at 2001, the REER was therefore only
2% above its equilibrium level.  Using the Hodrick-Prescot
filter gives rise to conclusions similar to those presented
earlier.

Figure 3: Estimated BEER and PEER for
Jamaica Compared with the Actual REER
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4.3 Trinidad
The VAR model for Trinidad and Tobago is some-

what different from that estimated for Barbados and Ja-
maica.  The specification does not include a trend or a con-
stant, however, dummy variables accounting for recessionary
periods in the early eighties and early nineties are included
as unrestricted variables.  Again, the lag length is set to two
quarters and the Trace statistic indicates that at most, there
exists one cointegrating vector.

Normalising the cointegrating vector on the REER
produces the long run equation in Table 3.  It shows that all
the coefficients, except the openness variable, have their
correct a priori signs and indicates that as the economy opens
to more trade it may suffer a reduction in its external com-
petitiveness.  The adjustment coefficient is negative and sig-
nificant at the 5% level.  However, the magnitude of alpha
suggests that the adjustment from disequilibrium to equilib-
rium is only corrected by 1% each quarter or by 4% in a
year.  As Worrell (2003) notes, although Trinidad and To-
bago effectively maintains a floating rate regime, it also un-
dertakes large exchange rate interventions to prevent sig-
nificant fluctuations.  As a result of this policy stance, the
adjustment from equilibrium to disequilibrium, as reflected
by the small alpha coefficient, is quite sticky and more simi-
lar to that for Barbados rather than Jamaica.

Figure 4 plots the actual REER and the BEER and
PEER for the period 1970 to 2001.  The figure shows that
contrary to the situation in Barbados and Jamaica, Trinidad
and Tobago's REER was constantly below the equilibrium
exchange rate value.  Two periods justify a closer analysis.
First, over the period 1971 to 1976 the REER was signifi-
cantly misaligned.  This disequilibrium was corrected by
pegging the nominal currency at a level below its value in
the previous quarter, an effective nominal exchange rate
depreciation.  Again in the 1992 to 1993 period the REER
was significantly misaligned, and as a result, national policy
makers took the decision to float the currency, which imme-
diately resulted in a depreciation of the currency from
TT$4.25/US$1 to TT$5.76/$US1 and bought the actual
REER closer to its equilibrium value.  However, due to sig-

nificant exchange rate intervention in the latter half of the
1990s, the REER was somewhat misaligned, but by the 2001
it had converged to its equilibrium value, and was therefore
only 6% below its equilibrium value.

5. Conclusions
Although the idea of an equilibrium exchange rate for

the region has been discussed in numerous studies since
1972, little empirical research exists which employs rigor-
ous econometric techniques to identify the equilibrium REER
for the Caribbean.  This study uses the BEER approach to
derive the equilibrium exchange rate for Barbados, Jamaica,
and Trinidad and Tobago over the period 1970 to 2001.  The
BEER approach calculates the degree of REER misalign-
ment as the difference between the actual REER, and that
based on the current values of the fundamental variables.
The results from undertaking this analysis suggests that at
the end of 2001, the REERs for Barbados and Jamaica were
slightly above their equilibrium values, while that for Trinidad
and Tobago was below its equilibrium value.

In Barbados, given the fixity of the nominal exchange

Figure 4: Estimated BEER and PEER for
Trinidad and Tobago Compared with the

Actual REER
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rate, real exchange rate misalignment is most effectively
controlled using real wage changes.  This leads to the con-
clusion that general wage agreements should not only take
into account productivity changes, but also the degree of
exchange rate misalignment when negotiating salary in-
creases.  This policy prescription is, however, limited by the
bargaining power, which most local unions have over the
market.  In contrast, REER misalignment in Jamaica is ef-
fectively corrected using nominal exchange rate deprecia-
tions or appreciations.  Unlike the previous two territories,
Trinidad and Tobago's REER seems to be more prone to be
below its equilibrium exchange rate value.  This unusual situ-
ation seems to reflect the intervention undertaken on the
part of the monetary authorities in order to maintain a stable
exchange rate.

One policy recommendation emanating from these
findings is that the REER in each territory should be kept as
close as possible to its equilibrium level.  In Barbados, this
would be achieved through wage adjustments and produc-
tivity changes.  This policy prescription would avoid the prob-
lem of some territories fixing their exchange rates at arbi-
trary values, which are not consistent with either internal or
external equilibrium, and therefore resulting in balance of
payments difficulties (see Barbados circa 1991) and/or sig-
nificant nominal exchange rate depreciations.  In order to
make this policy recommendation consistent with conver-
gence criteria, one possibility is to keep the exchange rate
stability criterion as it is but define stability to be within a
band measured around the country's BEER and such that
each year the BEERs should converge by a predetermined rate.
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Introduction

International capital flows occur when residents in one
country (the capital exporter) extend loans to or purchase
the title to assets from the residents of another country (the
capital importer).  The International Monetary Fund esti-
mates that the total assets managed by market institutional
investors are over US$30 trillion, or roughly the same as
total world GDP1.  With such a large portfolio of funds seek-
ing good investment opportunities, there can be a significant
source of growth in an economy, if they are put towards
productive purposes.  At the same time, because total global
capital flows are so large, relatively small changes in the
allocation of funds can result in large and volatile swings for
a particular country or region.

The book “Global Finance at Risk” by Sunanda Sen
attempts to add to the understanding of the implications of
financial liberalisation and the globalisation of financial mar-
kets.  It presents the models of international capital lending,
a historical analysis of trends in global finance (inclusive of
capital account convertibility) and the impact on the real
economy and overall economic development.  The author
uses a mix of case study analysis, and theoretical modeling
to elucidate difficult concepts.

The study is geared primarily at graduate students,
academics and professional economists working in the field
of international finance.  Sen's presentation style, although
clear and easy to follow for the average economist, might
be a bit challenging for those without a good grasp of basic
calculus, algebra and economics in their toolkit.  The book
can be used as an introduction to the field of international
finance, as it surveys a number of the key studies and mod-
els in the area.  It also provides useful policy recommenda-
tions regarding how global finance can be used to generate
greater economic activity.

International Borrowing Models

The book is divided into four chapters.  In the first
chapter, Sunanda Sen presents the conceptual background
relating to international capital movements. The author first
gives a sketch of optimal international borrowing models,
pointing out their limitations in terms of their inability to ex-
plain many episodes in recent history.  One of these limita-
tions is that the optimisation model of foreign borrowing as-
sumes that lenders seek to maximise profits, while borrow-
ing countries attempt to increase the welfare of the citizens
in the country.  These two groups of agents, through their
interaction, determine the flow of credit at its optimum level.
The value of international borrowing models is hindered by
the assumptions on which they are based.  The description
of countries as harmonious welfare maximisers, the treat-
ment of uncertainty, the limited applicability of diminishing
marginal utility of consumption in developing countries, and
the limited analysis of the global influences on savings and
investment all hinder the potential usefulness of optimal in-
ternational borrowing models.

According to the author, international capital flows are
characterised by underlying paradoxes, which despite the
large body of research in the area, have yet to be adequately
addressed.  These include lender, borrower and the market-
driven path of capital paradox.  The lender paradox is typi-
cally faced by lending agencies. Since these institutions at-
tempt to maximise both the value of net advances and the
returns on their portfolio, the agency's efforts can lead to a
circumstance where the inward flow of returns from past
investments exceeds the gross outflow of new loans, mainly
due to the size of previous loans outstanding.  In such a
situation, the capital-exporting country is faced with the di-
lemma of sustaining the rate of new investment (by the use
of excess savings or profits) due to the lack of demand for
these funds within their own economies.  As a result, the
capital-exporting country ends up over lending.

The borrower's paradox, on the other hand, occurs
when the returns on investment with borrowed funds are
lower than the cost of servicing the debt.  In this situation,

A Review of Sunanda Sen's Global Finance at Risk: On Real Stagnation and Instability
(Palgrave MacMillan 2003)

By Tracy Maynard*

* Miss Tracy Maynard is a Research Officer in the Research Department
of the Central Bank of Barbados.
1 Mathieson, D.J. and G.J. Schinansi (2001).  International Capital
Markets: Developments, Prospects and Key Policy Issues.  World
Economic and Financial Surveys, International Monetary Fund.  Washing-
ton, D.C.

39



an increasing proportion of debt will have to be used to pay
previous debt charges and debt charges will grow faster
than new borrowings.  Consequently, growth in these econo-
mies can be thwarted if net inflows of foreign exchange are
a binding supply constraint for output.

The third paradox of international finance relates to
the market-driven path of capital, which arises from the in-
creased use of financial instruments aimed at hedging against
volatility in markets.  These instruments contribute nothing
or quite little to real economic activity as pointed out by the
author.  The text further states, that uncertainty within fi-
nancial markets creates increased derivative trading and
greater fluctuations in the flows of real investment finance,
which in turn reduces the potential contribution to the real
economy.

Sen feels that given the role of uncertainty, in relation
to capital flows, any theory of global finance must incorpo-
rate this phenomenon.  Mainstream economics literature
often overlooks the effects of uncertainty in capital market
decision making, by assuming perfect information on the part
of market participants.  Limitations of the mainstream eco-
nomic theory include its inability to determine the effect new
and old stocks have on the economy in terms of generating
new investment, failure to realise that capital markets are
not the only source of finance and that they do not act as an
informational or signaling agent in the economy.  In a more
realistic model, (New Keynesian Economics), one assumes
that incomplete information prevails in the credit market,
and because of this, lenders resort to credit rationing, thus
keeping out a section of borrowers from markets.

In the stylised model of capital flows under uncer-
tainty presented in the book, the economy is characterised
by three key phases: real and financial upswing, real decel-
eration and financial upswing and real and financial down-
swing.  During the first phase, positive investor expecta-
tions allow easy access to borrowed funds, which leads to a
piling up of debts, and therefore an increase in debt servic-
ing.  When the real sector boom ends, interest rates rise and
new credit declines, as a result of greater perceived inves-
tor risk.  As real investments come to a standstill, (phase 2),

the profitability of these investments drops over time and
credit expands in the direction of speculative activities. During
phase 3, both the real and financial sector experience down-
swings on account of the lack of replacement investment in
previous years, and financial institutions put in place even
tighter controls on credit advanced, in order to maintain pru-
dent liquidity levels.  The process then returns to the first
phase, real and financial upswing, which can also commence
at a point where real assets depreciate beyond the stage of
restoration.  Hence, with the addition of uncertainty, one
can therefore explain why economies are likely to experi-
ence increased volatility if they are dependent on interna-
tional finance to fund domestic projects.

Trends in International Capital and the Real Economy

The above phases of capital flows under uncertainty
are clearly recognised in the trends in international capital
and the real economy.  Sen segments the trends in world
finance into three distinct phases: (1) 1973-1981 (expansion
in bank credit); (2) 1982-1988 (debt-led restructuring of fi-
nance) and; (3) 1989-2003 (widely practised securitisation).
The author points out that the expansion of international bank
credit, a result of the oil-boom of the 1970s, was accompa-
nied by deregulation within the financial markets.  Financial
deregulation within the United States of America, United
Kingdom and Japan led to credit expansions and the relax-
ation of restrictions on capital flows. During this period a
vast amount of credit was advanced to LDCs as the
industrialised countries sought both investment outlets for
domestic savings and overseas export outlets for surplus
stocks of output in the domestic economy.  However, the
expansion in credit or loans was accompanied by high inter-
est rates and repayment terms. The text argued that credit
obtained by the LDCs during this period had little impact on
real economic activity in these economies, as the majority
of funds went towards escalating oil import-bills during the
1970s and debt-related liabilities.

Sen attributed the LDCs’ sub-par performance to their
inability to stimulate growth within their economies (increase
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demand, output and employment) as small amounts of capi-
tal inflows were used for investment purposes, weak eco-
nomic policies, corrupt governments and a lack of financial
transparency.  The text pays particular attention to the ex-
perience of the Brazilian economy, where foreign borrow-
ings had little impact on growth.  Capital inflows to Brazil
were mainly used to meet debt servicing and bridge supplier's
credit, as returns from loans previously borrowed were in-
sufficient to service debt payments.

During 1974-1979, Brazil borrowed a sum of US$74
billion, of this amount US$11 billion was used to finance in-
vestments, US$56 billion for debt servicing and US$7 billion
left the country due to capital flight.  Brazil's borrowing dur-
ing this period was seen as unnecessary and unproductive,
since the majority of domestic investments within the
economy were financed from domestic sources.

The accumulation of debt in other developing coun-
tries resulted in defaults and finally the debt crisis.  The
latter led to the collapse of some transnational banks (TNBs),
and resulted in the implementation of prudential regulatory
norms, then commonly called the Basel Concordance of
1975.  The author noted that during the period 1982-1988,
TNBs were adversely affected by defaults and quickly re-
structured their assets by engaging in loan provisioning, debt
sales at discounts and the refinancing of loans.  Consequently,
the level of credit, which was previously advanced to the
developing countries fell drastically, as the majority of bank
flows went towards investments in securities, real estate
transactions and mergers and acquisitions for the corporate
sector.  These financial transactions had little impact on in-
dustrial activity as policies implemented by industrialised
economies were geared towards the liberalistion of finan-
cial markets, in an attempt to achieve higher growth rates of
output by means of efficiency gains and price stability.

From the year 1989 onwards, banks switched from
Third World loans to assets held as securities.   Securities
were in the form of debt sales, swaps and a wide range of
financial derivatives. The World Bank estimates that the
magnitude of debt trade including swaps ranged between
US$60 and 80 billion for the years 1988 and 1989.

Securitisation of banks assets generated prudential legisla-
tion problems because securities were less homogeneous
and prone to both credit and market risks as compared to
bank loans.

Derivatives were used by financial agents to provide
a better allocation of economic risks.  The author, however,
points out that derivatives generate systemic disruptions and
instability in markets.   In addition derivative trading
destabilises the cash market by increasing volatility of its
fundamentals such as interest rates and exchange rates.
Within deregulated financial environment, there is the po-
tential that an increasing amount of credit flows can be geared
towards short-term speculative activities which contribute
little or nothing to real sector activities.  Moreover, the chan-
neling of financial flows in the wrong direction can inevita-
bly result in downswings, which contract real sector activi-
ties resulting in depreciating exchange rates, capital flight
and liquidity crunches.

Foreign Direct Investments

The fall-off in credit to LDCs was, however, supple-
mented by moderate flows of portfolio and foreign direct
investments (FDI) following partial or complete liberalisation
of their financial markets. The text, presents two distinct
views on FDI flows.  First, FDI flows act as a channel for
generating global growth by stimulating increased output and
demand in LDCs in terms of the trade creating effect. Sec-
ond, FDI flows are seen as disruptive and responsible for
deindustrialisation as well as inflicting losses in terms of jobs,
output and export market within the industrialised country.
Moreover, FDI flows displace domestic firms by foreign
firms, resulting in a substantial rise in imports and an in-
crease in the repatriation of profits abroad, in the form of
royalties and other fees, which can result in an unfavorable
balance of payments for host countries.

Wood and Preusch (1984)2 argued that FDI flows to
the Caribbean, especially by Multinational Corporations,
exploited the economic surplus out of the Caribbean States
and blocked any transition to a condition of internally pro-
pelled growth.
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Capital Account Convertibility

In the final chapter of the text, Sen discusses the ben-
efits and costs of capital account convertibility (CAC), that
is, the free movement of capital across countries.  The ben-
efits are deemed to include growth and stability within econo-
mies, efficiency among borrowers and lenders, the expan-
sion in investment in developing countries and a reduction in
capital flights.  The above, however, fails to recognise the
costs associated with the free movement of capital which
prevails within the credit markets, the difficulties associated
with the implementation of monetary policies (in terms of
maintaining a fixed or adjustable exchange rate peg), and
swings in the current account resulting from the reduction in
net capital inflows.  CAC can also lead to mismatches in the
borrowing economy, as short term borrowing abroad by lo-
cal banks may be used to finance long-term projects in the
domestic country, hence placing a strain on the economy.
Furthermore, in the absence of sequencing and proper regu-
latory measures, capital account convertibility can lead to
greater degrees of uncertainty which causes volatility in asset
prices, exchange rates and capital flows resulting from abrupt
changes in flows of short-term capital and portfolio invest-
ments.

Studies on capital account convertibility, referred to in
the text, found that countries (East Asia, Latin America, etc.)
which implemented such measures did not obtain significant
benefits. Instead these economies suffered from currency
and banking crises, as well as the failure to realise lower
inflation, higher per capita GDP growth and greater invest-
ment (as a share of GDP).

Given the cost and benefits of CAC, the author ar-
gues that any country attempting to implement CAC should
use a gradual and sequential approach that would allow the
efficient implementation of reforms and legislation within
this area.  High quality banking regulations and supervision
within an economy are also very critical in order to ensure

early detection of inadequacies within banking and financial
institutions.

In the text, capital account controls are portrayed to
be more effective than capital account convertibility.  This
is based on the positive results achieved by both Chile (1990-
1998) and Malaysia (1997-1998). Controls implemented by
these economies included unremunerative reserve require-
ments on all foreign borrowings (excluding trade credits, FDI,
long-term portfolio investments) to avert excessive capital
inflows of a short-term nature, a minimum stay requirement
for both portfolio and direct investments and a minimum regu-
latory requirement for all corporate borrowings.   Addition-
ally, the reporting of capital transactions by private banks
was made mandatory by the monetary authorities.

Conclusion

This book addresses the underlying paradoxes of in-
ternational capital flows as well as the effects of uncer-
tainty associated with such flows. The experience of many
countries, as suggested in the book, have shown that inter-
national financial flows to developing countries have failed
to have a significant impact on growth within these econo-
mies.  However, within the text, international capital flows
in the form of foreign direct investment are viewed as the
most efficient way for generating and stimulating global
growth, primarily in terms of the trade effect, that is, the
change in the trade balance for either country.

Economies that choose to implement capital account
convertibility (the free movement of capital across coun-
tries without any capital controls), did not reap significant
growth prospects in terms of increased economic activity,
greater investments or a lower level of inflation. Capital
controls are portrayed to be more effective and successful
in stimulating growth within an economy, as such restric-
tions ensure that only the desirable types of capital are al-
lowed to enter and leave the economy.

It is gathered from the text that a developing economy
(such as Barbados) should continue to utilise capital account
controls, as the use of capital account convertibility does not

2 Wood, B. and Preusch D. 1984 “The Other Side of Paradise: Foreign
Control in the Caribbean”.

42



significantly impact on growth prospects in developing coun-
tries.  Capital controls will avoid situations that can lead to a
speculative run on the currency of an economy as well as
capital flights, which are prevalent with the use of capital
account convertibility.  However, any developing economy
that chooses to implement capital account convertibility

should employ a gradual and sequential approach that would
allow the efficient implementation of reforms and legislation
within this area.   Bank regulators will also need to improve
their monitoring practices, as there is the need to detect and
avoid the occurrence of any irregularities that may become
present within the financial system.
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