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The Commonwealth Secretariat led off the discussion with a framework
for exchange rate management. i1t was necessary to manage exchange

rates:

(a) because floating zmong major currencies might

misalignments;

{b) so that exchange rates can be used to. compensate for
inflation differentials, though a devaluation may
cause inflation and discourage investiment;

(c) to compensate for exchange rate shocks arising from

terms of trade changes, capital outflows or dramatic

changes in output.
What .sort of regime for the change of exchange rate should be adopted
_and in what circumstances should we choose devaluation over other means

of adjustment?

Choosing the Exchange Rate

Most participants thought that Caribbean countries had little rezl

alternative teo a US dollar peg. Their

populations want =& locel

currency which- has a dependable, predictable value in terms of US

dollars; failure to provide this results in a flight from domestic

impose’
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currency. " policy should be designed to arrive at a rate for the US

dollar which may be sustained in the long term.

it was suggested that diseg'-ilibrium in the 1labour market might be~

taken as an indicator of the appropriate exchange rate, in preference

to the usual exchange rate indices. Bigh and growing upemployment,

together with unacceptably kigh money cost of employment creation,

would indicate an pvervaluation, Tanre was some sentiment trat "the

exchange rate should pe set with:an eve to the future, at a lev-1 which

might be deemed appropriate five or ten years hence, taking account of

new markets and the cosis of producing BDew products. This is the

strategy said to have been followed by some East Asian countries.

However, it seems rather impractical, involving considerable guesswork

about what will succeed aod how the future will look. The exchange
rate that might be indicated would wvary tremendously depending on the

assumptions chosen. It would almost certainly hbe possible to justify a

continuation of the existing exchange rate under same plausible
assumptiocn.
The "real exchange rate" should be regarded as the relative cost of

providing the same guali-y of -a given factor service (for example,

labhour services) between two countries. This relative cost is only

one factor in determining investment, along with the political and

social climate, the choice of technology aznd the choice of activity in

which to invest. An adjustment in the real exchange rate w%ill promote

investment and growth only if the climate is favourable. ~Moreocver, the

relative cost of labour seems to bear & STrong relationship to relative



income per head in the variopus countries, rather than to countries’

nominal exchange rates. Relative labour cosi might appropriately be

considered a result of relative standards of 1living 4including

availability of health, housing, education and recreztion. It was

pointed out that the Guyanese real wage was among the lowest in the
region at about US¢70 a day but because of svstematic disorder there

has been no iavestment response.

The literature ;s inconclusive on the choice of exchange rate strategy.

There are several possible objectives that might be served by the

exchange rTate and many constraints on what is possible. The data

required for & cboice of what the exchange rate ought to be is never

available in advance. One may only mzke 2 determination im hindsight.

The requirements for floating the exchange rate are beyond the

capability of Caribbean countries. The azdjustment costs of a fixed

rate may not be as high as many people think because they can be
moderated by the reaction of the authorities to shocks of onme kind or

another. The authorities have discretion that if a shock is deemed to

be temporary they can bear the adjustment through running down foreign

exchange reserves. A choice of a change in exchange rates or

alternative policies can be made Ifor permanent shocks. There was

strong sentiment for infrequent discreet changes in the exchange rate.

Most favoured a peg to the US dellar, with ome or two votes for a

basket of currencies.

Qualifications on the Qutcome

Several peculiarities of Caribbean economies bear on the outcome of

exchange rate change. The inputs for all kinds of production have to
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be imported, including the things which sustain the life of the worker.
There is no coherent policy on income distributien and therefore there
is always & squabble over the allecation of income shares whenever
there is a devaluation. The population is internationally mcbile and
has close ties with relatives and friends overseas. It is impossible to
make any stringent exchange control rules stick. Cultural penetration
of the region has raised expectations and the countries are often
szddied with incompetent information systems which limit thé capability

to implement certain kinds of programmes.

The Jamaican auction

Horace Barber ofifered a novel interpratation oi the Jamaica foreign

exchange auctidn. The Bank of Jamaica would have preferred to move

immediately to =2 fixed rate but there were insufficient foreign

exchange reserves and the balance of payments deficits were too large.
It would bave been difficult to convince the. private sector that any
new rate could have been sustained. The auction was gn attempt to get
the private sector themselves to arrive at some formal rate to replace
the informal rate then being used in private transactions. He argued
that it took Jamaica twvo to three years of the exchange auction to
reserves were not

eliminate the informal market. FEven at that stage,

enough to move to a fixed rate. Instead, the auction has been managed

so. as to keep the rate from moving significantly. Whken appropriate
policies have secured comfortable reserves target, he envisapes thkat

the rate will once more be fixed.

Complementary Policies

The exchange rate complements other policies. Exchange rate changes

might increase the profitability of tradables relative to nobp-



trédables, but the capital market may Dot be so segmented that anpy

discrepancy in the rates of profit between tradables and non-tradables

can continue for any length of time. There is probably 2 tendency for

the equalization of profit rates throughout oit small economies.

Many discussants felt that fiscal, mopetary and exchange rates should

pe put :n place together. These might he Icllowed up lzter by incomes

policies and still later by industrial policies. However, a distinc-

tion might be made between countries which have some foreign exchange

reserves (but foresee a coming deficit which might threaten reserve

levels) and countries which already have a foreign exchange deficit, no

reserves and a build up of arrears. The prescription for =z full range

of policies zpplies to the latter group but might bhave 0 pe modified

with respect to the former. Exchange Tate policy is the 1least

discriminatory of those available and the one tbat has the least

predictable effects.

It was argued that countries should act early to adjust the excharge

rate, putting together a policy package sufficiently strinogent I0

secure adjustment while remzining withkio the compass of what is

politically acceptable. No-one seems 10 have zsked why it is that this

frequently repeated and emminently sensible advice has never bheen

followed in practice. The real problem is that only with hindsight

does it pecome clear that an exchanhgeé Tratieé change was ingvitable. In

fact, even with hindsight, counter—faciual situatieons might be

suggested where exchange rate changes could have been avoided.

242

pevaluation might best be se¢en as one of a group of policies designed

to stimulate an increase in export supply. 1f we look sufficiently to

the future, it is possible to argue that the exchange rate change will

contribute to increased supplies. Complenentary policies include

demand management, eXport promotion and direct action on productiocn
cost via wage guidelines, taxes znd subsidies and where possible fuel

prices.

Lzbour Intensity and Wage Rate

The Caribbean should not go for very labour intensive industry but

rather should insist on activities which demand higher quality labour

so as to recoup thelr considerable investment in human capital. ¥hile

this may reduce the labour absorbtion per unit of output it should not

prejudice chances of elimipating unemployment if countries peneirate

the North American market on a sufficiently large scale.

Pevaluation is designed to redistribute income from Wwages to profits.

In Caribbean societies the wage good 1is imported and 1iis price

increases with devaluation. The only way to reduce ithe real cost of

labour relative to our competition is to reduce the demand of imported

goods and services. This will mean reduced access 10 food, clothing,

housing, health services, travel and recreation. In short, a reduction

in real living standards. The population will resist this TtTo the

extent they can by refusing to accept jobs at rezl wages which are

pelow what they think their talent warrant. The reduction in the real

wage brought about by 2 major devaluation may lead 0 increased

voluantary unemployment rather than greater labour apsorbtion. It was
suggested that fiscal mesasures might be put in place to offset the

income distribution consequences of devaliuation 10 some €xXtent. This



would require a shift in fiscal resources towards education, health,

housing and essential social services.

Multiple Exchange Rate Systems

Arguments were put forward in favour of multiple exchange rate systems
because of the need to offer different incentives Zfor different kinds

of foreign exchapge transactions. However, there was considerable
skepticism among those who have to a2dminister multiple rates 2s to the
practicality of & multiple exchapge rate system. For one thing, the
longer it persists the meore complicated it gets and nzturally everyvone
makes 2 case -that he is entitled to the most favourable exchange rate
on offer. If he does not succeed in convincing the authorities of the
merit of his case, he may resort to unofficial arbitrage - offering to
buy foreign éxchange which somecne else with a legitimate claim has

gotten at the more favourable rate.

Reserve Mapagement

It was generally agreed that healthy levels of foreign exchange
reserves were desirable. Whatever the regime, some reserves were
needed to enable the authcrities to manage the exchange rate. Reserves
are zlso & visible sign of efifective economic mapagement. Central

Banks may need to hold reserves just as ample as any currency board, en

average. The benefit of a . T1ral tank is that the reserves may be run
down from time to time to finance temporary foreign exchznge shortages
as economic circumstances warrant. This degree of flexibility in the
response to economic disturbance is the main advantzge which ceniral

banks have over currency boards.
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In addition to reserves needed for cover on normal transactions, the

central bank needs a defensive stock - a "war chest'. The size of the
“war chest"™ will depend on the cost of accumulating reserves and on the
ccst of involuntary exchange rate adjustment if speculators succeed in
exhausting the central bank's steck. There is a case for allowing the

private sector a share ipn the respocsibility of managing foreign

assets, if the level of reserves will permit. It will be =seen as =&
vote of confidence in comestic economic management if the authorities
are ccrcfident that funds will not be diverted from domestic investment

into foreign asset holdings.

A Regional Payments Mechanism

Marion Williams suggested that the criteria for a revived payments

arrangements skould be adequate capitalisation, strict limits on

dettors, sanctions for those who do not meet settlement requirements,
endowment of the fund with a legal personality, and a monltoricg system

with a good information base.

The Experience of the East Caribbean Central Bank

The East Caribbean Central Bank has succeeded in Iimposing fiscal

discipline or its memters by virtue of the fact tkat they cannot borrow
above pgiven limits. It has been able io meintain adequate reserves

which at the end of 1986 were eguivalent to five months of imports.

However, the fixed exchange rate has not always been comfcrrable for
all members. The rise of the U[S dollar curbed banana exports te the
UK. When thke dollar fell, Dominica's experts showed strong response to

the resulting increase im lecal currency prices, however, St. Lucia did

not show a similar respcrnse €ven though the circumstances were quite



similar. In any case, there is ne exchange rate strategy that may

adequately shield countries from dramatic changes in the us/

Sterling exchange rates.

The Unofficial Market for Foreign Exchange in Guyana

The unofficizi mrarket is not well-policed and there is ne accounta-

bility. However, there have been Iew frauds because dealers realiise

that they need to maintain confidence if the market is to survive. The

unofficial market is very inflationary: in additicn to the upward price
displacement that occurred when the market first came into prominence,
the scecial costs of operating unofficial exchange rate markets are

consicerably higher than the private costs.

The lessons from the market are that successful policy npeeds to

inerease the access by the public to forelgrn eachange. There must ke a

strong political and social motivation to muve out of the parallel

market if it is to be defeated. Penalising foreign travel on the

official exchange market Ais particularly harmful apd is a major

stimulus to the development of unofficial markets.

The lesson for 211 countries is that The population determines the real
value of the domestic currency, based on tke economic circumstances and

their zssessment of the credibility of ofiicial policies. The central

bank decides To ignore the market view of the exchznge rate at the risk

of making itsel{ increasingly irrelevant. if the ceniral bank allows

its stock of foreign exchange to be exbausted real activity will

inevitably be diverted to a parallel market.
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Some General Observations

The meeting seemed generally of the opinion that ex»ckbange rates in the

Caribbean should be fixed, preferably to the UsS dollar, and that

changes shkould te made orly infrequently, even if that meant the

changes bad tc be large. Floating rates, Ifrequent adjustments and

crawling rztes are useful only as means of ascertaining what & new rate

should be when the existing rate proves nol 10 te feasible. There was

no clear agreement as to how ore might determine the target exchange

rates. The choices include indices of relative prices, relative Wages,

indicators based on investment, growth or other indices of economic

performance, and parallel market Trailes. Perhaps the best strategy is

th develop as many indicators as Sseen relevant and compare them to

arrive at & Jjudgement as to the exchange rate target. There was LO

copcensus on The objectives of exchange rate policy. Some people

theught that rather thar stabilise the balance of payvments ooe might
aim for a target rate of economic growth or to increase the supply of

exports. My own view "is that the exchange rTate itself wbould he &

target and that policies should be directed 1c¢ sustaining whatever

exchange rate the public seems prepared to gd along with-

1t was agreed that tiere should be “a poliecy cluster" including fiscal

ard monetary me¢asures to Aaccompany any exchange rate changs. The

content of the policy cluster would have to be decided on &n individual
country basis but it shouid inelude speciiic export promotion pelicies,

direct action on wages, taxes and cubgidies and, where appropriate,

fuel prices. It was suggested that fiscal measures might be put in

place to cushion the adverse effects of gevaluaTion on LInronig

distribution.



Ye 511 feif that the framewcrk for exchaznge rate aralysis is too
NETTOW. It deoes not include an adeguate treatment of the income
distribution ccnsequences of -exchange rates. There is insufficient
attention to tke fact that the woge gocd is imported and that
devaluation therefore leads to a decline ip real living standards., That
makes sense in the short run oﬁly if it provides some assurance of
recovery i? the longer term. Tpe analysis also psys insufficient
attention to the practicalities of exchange rate management, the limits
to exphange control, the faect tﬁat an equal burden .of adjustment czonot

be imposed in 2 democratic srciéty and that there z2re a large number of

opportunities for circumventing regulations.

A distinction must be drawn between exchapge rate managemznt in
circumstances where foreign exchange reserves are available and
situations of acute foreign exchange shortage. In the latter circum-
stances, some multiple exchange rate arrangement Tay be necessary, via
an official parallel market or the use of more than one official rate.
These systems are inherently unstable; people will want to buy the

foreign exchange at the most favourable rate whether their activity

gqualifies them for it or not. An unofficial market is, inevitably,,

golng to arise where people try to buy the foreign exchange which those
eligible for fzvourable treztment are allotted. The objectives should
be to so adjust the official rate that one eventuzlly minimizes the
foreign exchange shortage. This is the only way that a degree of

deliberate exchange rate management can be reinstated.
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We should put on the research agenda the development of models of

sdjustment which explicitly incorporate income distribution, specific

export promotional targets and specific changes in the institutions by

which we manuge our exports and imports. Unless our medels incorporate

these details, we cannot use them in a useful way to

fezwibility of alternative exchange rate strategies.

Delisle Worrell
Central Barnk of Barbados
January 22, 1988
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