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EXCHANGE RATE STRATEGIES IN THE CARICOM REGIONI

It seems m great Pity that in the Engliah-speaking Caribbean we
now have so many currenciles servicing such & small population,
where not so long ago we hed only two or three. Since we place

50 much store by regional co-operation, the currency

No doubt there

were adequate reasons for the establishment of national

diversification appears to be a retrograde step,

currencles, but 1t would be helpful if we could malntain

arrangements as close as posslible to those obtailning within a
single currency area, thereby removing exchange ,rate uncertalnty

in regional transactions.

The problems ereated by exchange rate variation within the

Caricom fegion have become acute during the 1980s. Even though

Caricom currencles began to drift apart as early as 1971, traders
within the-reglon seem to have accommodated to the fluctuations
of the 19708 without having to surrender large chunks of thelr

reglonal markets.  The currency varlatlons of the 1980s have

proved far more troublesome and reglonal trade has contracted
sharply in recent years, Admittedly, many other factors
éontributed to the decline 1in trade: & fall 1in regional purchasing
power, the collapse of the regional financial mechanism and the

eirection of trade barriers, However, the re-establishment of

predlctabllity in reglonal exchange rate values 1s seen as an

Important step in restoring trade,
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ﬁhough the deslre 1s shared by all the feasibllity of a common
exchange rate strategy remaines in doubt. Intultively 1t 1s
difficult to imagine how Guyana or Jamalca might have matched the
exchange rate strategy of Barbados or Trinidad and Tobago over
the last five years. A flxed exchange rate between Caricom
members requires that they pursue compatible pollcles and attain

comparable levels of overall economic performance,

The present essay discusses why it has not been possible to har-
monlse reglonal exchange rate movements, what were the consequen-
ces of currency fluctuations, what prospscts there are for
eo-ordination and how we might better cope with diverse exchange
rates. The paper 1s divided into four sections, each dealing_

with one of these toples,

Economic Performance and the Exchange Rate

In no country can the competent authority set the exchange rate
arbltrarily, 1if that rate i1s to be mueh used in trading. (Not
all official exchange rates are.) The central bank depends on a
supply of foreign exchange to make the official rate a meaningful
one. If the bank announces an exchange rate of three local doilars
per US dollar, let us say, it must have a stock of US dollars

sufficient to sell to all legitimate buyers who present three

dollars of local money, The exchange rate must therefore be set

at & value which attracts sufficient foreilgn currenecy to the

central bank,



Admittedly, the market for forelgn exchange 1e not entirely open.

The central bank has access to some foreign exchange whatever the
exchange rate set. For the moét part these receipts are the
proceeds of export sales of primary products such as sugar, oll,
bauxite, bananas and rice, However, foreign exchange receipts
from theee sources are not nearly enough to meet normal needs,
for sny country. To some extent, government may curtail
legitimate demand by exchange controls, foreign exchange budgets
and rationlng. But these measures all tend t¢ diminlsh the
supply of forelgn exchange to the central bank as well. No—-one
wants to release forelgn exchange earnings to the central bank;
if he wants to purchase forelgn goods or services at a later date
the central bank may deny him permlission. And if he doesn't need
the forelgn exchange himself he can obtaln a premium price by
selling to someone who has been turned down by the central bank.
There are limits to the extent to which the central bank may
direct the forelgn exchange markets; beyond them, 1t must be
gulded by supply and demand, which in turn depends on the health

of the economy and on government polleiles,

Most of the supply of forelgn exchange comes from the export of
goods and eervices. For some products such as manufactured goods
the Carlbbean may sell anything it can produce, provided its
prices are competitive. For others such as sugar there are fixed
guotas, while a8 third category -~ including tourlsm - appears

subJect to the iInternational business cycle., When industrial
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economies are buoyant, tourlsm flowers, but it tends to contract
during recessions. The ablli{y to produce competltive product#
depends on management, technical and marketing skllls, on wage
trends and on the prices of local inputs, and on the allocatioﬁ
and cost of flnance, Exports may also be Influenced by
government policies, including the tax system and schemes for

financlal assistance and lnstltutiocnal suppert.

Caplital inflows have usually been an important source of forelgn
exchange, though their contribution is much smaller than for
exports. The slowdown of capital inflows in the 1970s and 1980s
helped to make for chronle balance of payments difficulties inj
some Carlbbean countries. Capltal movements may be affected by
domestic Interest rates, in relation to those abroad, by the
nature of the exchange control regime and by the credilbllity of
current exchange rate policy. The supply also depends on foreign
direct investment and on the country's internaticnal
credit-worthiness and willingness to incur additional public debt

obligaticens abroad.

The demand for foreign exchange depends on real incomes, the rate
of Inflation and the extent of unfinanced government spending.:
{(Financed, that is, by money newly printed by the central bank.)
For any Caribbean country perhaps 30-40% of any new spending is
reclreulated Internally, for housing, personal services, businéss
services and government administration. The remaining 60-70% is

spent on imports. The demand for imports may be influenced by.



prices, tariffs and quotas; 1t willl vary with changes in the
exchange rate, perticularly when such changes raise fears of
further adjustment, Also, there will be a demand for foreign

exchange to service external debt,

To summarise the foregoing, the supply and demand for forelgn
exchange depends on a combinatlon of economic eircumstances (the
state of markets, the quality of management), the habits of the
population (their preferences for imports, the extent of their
thriftiness) and economle policies (taxes, tariffs, government
expénditures, interest rates). If the exchange rate of country A
1s to follow the pattern of B's rate, the circumstances, habits
and policies of A must fall within g range whien is compatible
with the ¢lrcumstances, habits ang policles of B. Divergent
exchange rates within the Carlcom region are a manifestation of

the fallure to achieve this compatibility among members,

The variety of economic eircumstances, economic pollcy and
economle structure eamong Caricom countries has dictated exchange
rate strategles that were bound to diverge, The economic
clrecumstances of English-speaking Caribbean countries were quite
simllar at the beginning of the 19703, Af we are to Judge by
output growth, inflation, the employment situatlon and the
balance of payments. However, by the second half of the decade
individual country performances were widely dissimilar, ranging
from chronlec payments difficulties and economic stagnation to

rapld growth with inflation. (I have compared member countries’
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fortunes at some length 1n my 'Adjustment Policles in Small Open
Economies', Central Bank of Barbados, January 1986.) Economic
pollcles diverged sharply in the wake of the first oil erisis,
At the risk of over—simplificaticn, a dlstinction may be drawn
between those countries which used windfall recelpts in 1974-75
to boost natlonal spending and those where government pursued
mere conservative spending policies. 'Those countries which failed
to adjust satisfactorlly to the first oll crisls were forced to

adopt more vigorous - often draconian — policles as time went by.

The mest glaring difference in econemle structures among Caricom
countries 1s the distinction between the oil producers,

Trinidad-Tobago and Barbados, and the rest. At the other pole
from the oll producers was Jamalca, whose heavy dependence on
energy-lintensive bauxilte made for a very strong lmpact of oll

prlce changes.

Jamaica and Guyana provide the best examples of the way economic
policies and ecircumstances imposed changes in exchange rate
strategy. Both countries failed to contain national spending in
line with slugglsh income in the 197 476 period, and by the end
of 1976 their economles were beginning to contract and their
Toreign exchange reserves were exhausted. Nelther country
wanted to change 1ts exchange rate and they both tried to ration
the forelgn exchange market. Inevitably the unoffical forelgn
exchange market blossomed, absorbing an Inereaslng proportion of

receipts., Both countries eventually devalued, with much



reluctance, In efforts to re-azssert the influence of the central

bank on the forelgn exchange market.

The recent Trinldad-Tobago devaluation provides an 1llustration
of structural influences on the exchange rate. No other country
in the English-speaklng Caribbean depends on & single export
commodlty for government finance and for national expendltures
to the extent that Trinldad-Tobago depends on oll revenues,
Nowhere else would & change in the price of a single commodity
have such severe budgetary implliecations, The dramatic fall in
oll prlees forced the Trinidad-Tobago government to confront the
necessity of harsh, quick adjustment; although devaluatlon was

by no means the only adjustment measure avallable, 1t evldently

appealed to the authoritles as the most surglcali.

The Consequences of Divergent Exchange Rates

Exchange rate changes have had damaging effects within the
Carleom ecommunity when the changes have been large and abrupt.
Small gredual- exchange rate moveﬁents have not been partlcularly
troublesome, except when novel means for setting the rate made
traders uneasy. We need to ask whether the exchange rate
movements themselves created loss of income and jobs, or whether
the harmful effects were a result of measures adopted in
reaction to unpopular exchange rate changes. Moreover, the
effects of the actual exchange rate change are to be contrasted
with uncertainty about future exchange rate trends, which might

be equally Important for investment.
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We would not expect emall exchange rate changes to have mucﬁ of
an effect on output. They are often overwhelmed by the chaﬁges
in relative price levels between countries which are a perméner
feature 1n trading relationships. Any exporter expects hisl
competitors® costs to change over time, Just as he expects
changes in hils own costs, and seldom will they all move togéthe
The exporter therefore learns to cope Wilth gradual changes ;n
competitive position. Small exchange rate changes wiil moveihh
up or down somewhat in the competitive league, but he 1s uséd
that. We assume that the pattern of changes in domestie coéts
for each country matches the pattern of retall prices, so tﬁat
ratio of Barbados' retall prices to Jamalca's will glve us ?n
idea of the changes in competitive posltlon between this pa#r
countrles. The ratlc can be modified whenever there 1s a cﬁan
in elther the Barbados or Jamalca exchange vate, to reflect: th
effect on competitiveness. A similar index of competitivenéss
combining relative price changes and exchange rate changes, ma
be constructed for each pair of countries, We find that thé
index of competitiveness changes every year, whether there are
exchange rate changes or no. Furthermore, where éxchange P;te
changes are small, one cannot detect when the exchange rate:tc
place by examining the change in competitilveness; the exchahge

rate effect is swamped by the differences in 1Inflatlon betwéer

the countrles (see the appendix).

Large exchange rate changes have not been accommodated WithESL

ease. Producers in the devaluing country are suddenly glveh ¢



substantlal cost advantage, far beyond what their rivals
elsevhere could have anticipated, There tends to be a shake-out
in reglonally traded products, with the devalulng country
slgnificantly improving 1ts competitive position, However,

firms in the devaluing country may no%t be &ble to retain theip
competltive edge, depending on how their own costs are affected by
the;devaluation and the assoclated rise in the price level., . The
exchange rate change may be counter-productive if, after under-
mining competitores in the buyers' country, the exporting firm
canﬁot continue to supply at the lower post-devaluation price,

cnce domestic costs have caught up,

Thellarge exchange rate movements 1n the Caricom region were. the
depreciations of the Jamalca dollar between 1977 and 1979 (a
fall of 49%) and between 1983 and 1985 (a 67% decline) and of the
Guyana dollar, which fell 39% between 1980 and 1985. Jamaica
was able to accelerate the growth of her exports to the reglon
on both occaslons, compared with perleds when there were no
ekXchange rate changes. On the first occasion other countries!
exports to Jamaica do not appear to have suffered because of
their loss of competitive advantage. Barbados and
Trinldad-Tobago sustained the growth of theilr exports to Jamaica
at rates comparable to those of the pre and post-devaluation
period. Furthermore, Jamalca's competitive advantage could not
be maintalned as her inflation rate rose to become the highest in
the region, and by the end of 1980 her exporters were no more

competitive than they had been in 1977.
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Jamalcan exporters again benefltted when the currency was
devalued & second time. On this occaslon exporte to Jamaica by
Barbados and Trinidad-Tobago fell back, partly because of the
price penialty Imposed by devaluatlon, but alsc because of
foreign exchange rationing imposed by Jamaica., Agaln the price
advantege offered by the devaluatlon narrowed whenever the
currency stabilised for any length of time, as the Jamalca

inflation rate remalned above those of her partners.

The Guyana experience 1llustrates how the opportunltles afforded
by an improved competitive position are squandered by impaired
production capacity. A depreclated exchange rate and falling
real wages meant very attractive prices for Guyanese exports, but
there was hardly anything avallable for export to the region on

open markets,

Trinidad and Tobago and Barbados suffered contraction in thelr
manufacturing sectors in the 1980s, and the loss of Carlcom
markets was partly to blame, However, the Jamalcan devaluations
were only one among the several causes for the decline.
Quantitative restrictions on imports and forelgn exchange
rationing had a more devastating effect on trade, while the
impoverishment of the Guyanese economy effectively elimlinated one
market altogether. Jamalcans also suffered a severe loss of

purchasing power and a diminished capacity to import.



The effects on national ocutput of trade losses for Barbadoes and
Trinidad-Tobago, and of trade galns for Jamalea, were hardly
noticeeble, Barbados may have suffered the most, and even here
the loss of output could not have approached 0.5% in any year.
The employment effects were rather more significant, however;
manufacturing i1s the most labour intensive sector, and Job losses
in Barbados because of regional trade difficulties may have been

in the reglon of 1 - 2% of the labour force.

Uncertainty about the timing and magnitude of future exchange
rate changes may be the most unwelcome feature of the current
arrangements. The uncertainty inhibits investment, both capiltal
fermatlion and stock holding., An exchange rate change may cause
an export market to vanish overnlght, leaving the exporter with
the costs of financing unwanted inventory. Not surprisingly,
Tewer and fewer are willing to take the risk. (This 1s by no
means the only reason for sluggish investment; market prospects
throughout the Caribbean are discouraging.) Erratic exchange
rate movements encourage exchange rate speculation rather than
investment in production. It becomes much easier to buy and sell
foreign exchange, and to take advantage of exchange rate changes,
than to produce and sell export goods, The exchange regime has
also Invited retaliation from the devaluing country's
disadvantaged neighbours; the retaliation 1s often worse than the

devaluation,
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Exchange Rate Prospects ‘for Caricom Countries

There 1s every llkelihcod of further divergence 1n exchange rat
trends within Caricom. Countries' economic performances are
s8t1ll influenced by the factorse whlch forced rates apart in the
last 10 years. Whlle economlc performance has been disappointi
in every case, some countries have maintalned a sustalnable
external balance while others still suffer chronie forelgn .
exchange shortage. The extent of external disequilibrium is
roughly indlcated by changes 1n countries' net forelgn assets
position. Countries where foreign llabllities vastly outwelgh
foreign assets, and where there are conslderable forelgn payhen
arrears are bound to devalue thelr offical rates. We will f;nd
that thelr currencies are already heavily depreciated on inform
markets. Countries with substantlal net foreign assets are ﬁnd
no pressure to devalue, particularly where net forelgn assets

have been increasing.

The effective exchange rate for the Guyana dollar is already fe
below the offieial rate of $4.15 per US dollar, and it 1s almos
certaln to depreclate further, Guyana's foreign peyments
arrears at the end of 1983 were G$579 million, virtually thg
same as total exports for that year. The arrears have EZrown
larger ever since, and net forelgn assets at September 1985 wer
negative G$2.3 biliion, one-third more than the entire GDP.
With such staggering external imbalance no-ocne knows how far

exchange rate must fall in order to bring the demand and supply



of forelgn exchange within the-same range. Moreover, 'excess'
Toreign excpange 8upplies must be found to eliminate the
‘arrears, Guyana 1ir not producing the goods and services with
which to correct the external imbalance; export volume in 1985
was about 25% below that for 1980, and real GDP may have fallen

by about 20% since then,

The Bank of Jamaleca has stabillised the value of the Jamalcan
dollar since November 1985; whether that rate w11l persist
depends on the Portunes of the export industries, the success of
government's painful budget-cutting, the levei at which oil
prices settle and the trend in international interest rateé.
Export performance in 1985 was disappointing, even though there
was a sufficient supply of foreign-exchange to reduce payments
arrears. Exports fell 14% to-levels only 60% of those achleved
in 1980, and tourist #rrivals were down 5%2. Jamalca's payments
arrears in 1983 were 16% of recelpts for exports and tourism, and
the ratio has pProbably declined since then. The country's net
forelgn assets at November 1985 were negative J$6.2 billion (66%
of GDP}, some 20% worse than at the end of 19B4. This evidence
suggests that Jamailca's external accounts may not have been
brought into balance and that further currency depreciatlon may
be expected. However, because Jamaica's oil biill is go large the
current softening of oil prices may serve to correct the external

imbalance, and lower interest rates will further ease the burden,
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The future of the Trinidad-Tobage exchange rate depends largely
on the eveolutlon of oil prices. 011 revenues provided 90% of the
finance for imports 1in 1984, and royaltles and taxes on eil
companles account for 40%¥ of government revenues. As oil revenues
contract government 1is tempted to devalue the currency, to
Testore oil company profits and their tax payments and to dampen
expenditure on imports. However, the Trinid&d-Tobago government
doez have options other than devaluation. The preclpitate fall
in forelgn reserves slowed 1in 1985; 1in November the central
bank's foreign assets of TT$2.5 billion were at the same level
as 1in March, though the Decemberp devaluation may have caused a
deterloration, So long as forelgn exchange reserves remain in
this nelghbourhood the government has latitude to apply fiscal

correctlves for the imbalance between income and spending.

No other Caricom country appears to be under pressure to devalue
1ts exchange rate at this time. Thelr central banks command
reasonable stocks of foreign exchange which have so far not
shown any sharp downward tendency. They will benefit from the
fall in oil prices. No country 1s so excluslvely dependent on s
single export that a dramatic price change or loss of revenue
would provoke reactlon similar to that of the Government of
Trinidad and Tobago. Countries may well decide to change
exchange rates if they perceive that the alternatives to exchange

rate adjustment may 1inhibit economic expansion. However, this



probebly remains & minority view; the reglon's experlences do not

encourage optimism about the growth effects of devaluation.

The outlook deoes not suggest that reglonal exchange rates are
likely to converge, even if Guyena 1s left out of account,
Furthermore, there are no reglonal mechanisms which might be used
to bind the rates together. For example, suppose 1t were decided
to 1link the currencies at existing exchange rates, with a band of
perhaps 10% on either side of current parities set as the mgximum
appreclation or depreclation that could be allowed without jolnt
consultatign. Members would have no cholee but to agree if any
central bank decided to move outside the band. They have no
forelgh exchange to lend to a country which cannof support the
existing rate, and no control over how that forelgn exchange
might be employed, 1f they were in a positlon to lend. In the
absence of some condltionallty, with strlctures on the flscal and
monetary policles borrowers mlght follow, & regional credit
scheme would very soon go the way of the Caricom Multllateral

Clearing Facllity.

Coplng with Exchange Rate Diversity

Since we may well see further changes 1n reglonal exchange rate
parities we should anticipate their impact and devise strategies
to cope with them. We dare not try to forecast the magnitude of
these exchange rate movements s0 we have prepared benchmark eati-
mates instead. They are based on a 20% devaluation of one

Carlcom currency, with all others held constant, and they are
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calculated for the Caricom MDCe conly. We assume that all quotas,

rationing and exchange controls are removed.

The impact of exchange rate changes on the relative com-
petitiveness of firms in different countries depends on the
domestie cost inflation which resul$s from any devaluation. We
belleve this Inflatlon may be in the region of 50% of the deval-
uation, and this 1s the relationshlip used 1in derlving changes 1n
competitiveness. Competitlveness 1s also determined by cost dif-
ferentlals which are characterlstlic of the economies, apart from
any effect of devaluation. Our calculations are based on the
differentials which obtained during 1985.

Jamalca's rate of inflation has been much higher than rates

elsewhere in the Carlbbean. Should domestic costs rlse at retes
comparable to inflation rates in all countrles, Jamalca's prices
would go up by 16% relative to Barbados' and by 13% relative to;
Trinldad-Tobago's (based on 1985 iInflatlon rates). A 20% deval%
uatlon of the Jamalcan dollar would not wholly redress ;he price
disadvantage, if the devaluation incurred a 10% rise (50% of thé
devaluation} 1n costs in Jamalca. It would mean a relative priée
rise of 6% against Barbados goods and a relative increase of 3%

against Trinidadlan products.

Trinidad-Tebago's Inflation rate lies between those of Barbados:
and Jamalca. In the absence of a further Trinidad deva.luation,i

that country's prices would rise 3% relative to the prices of



. Barbadilan produets, but they would fall 15% agalnst Jamalcan

f products. (We continue to essume that costs follow the trend of

. prices.) A further 20% devaluation of the Trinidad-Tobego

' eurrency would Improve the country's competitive position; rela-
tive to Barbadiean products Trinldad's prices would be 7% lower,
while the price g&dvantage in Jamaica would be 28%. (Lack of up-

5 to-date price statistics at the time of writing prevents us from

f undertaking a simllar analysis for Guyana, whose eurrency 1s the

. prime candidate for devaluation.)

; The change 1n relative prices may be of manageable proportions,

f once the devaluation has worked its way through to domestlc costs.
* The short-term price advantage may be much closer to the full

i extent of the devaluation, because the cost implications do not
: appear for some time. It may be desirable to provide measures

5 which can cushion the effects on firms in non-devaluing countries
: durlng a period of transition. This might be achleved by phasing
: in new exchange rates, allowing only a maximum percentage change

. in any time period. Alternatively, flscal measures might be used.

; In order to phase in exchange rate changes within the reglon it

E might be necessary to employ dual exchange rates on occaslion, for
: limited perlods. Carlcom countries might agree to a maximum 1imit
; of say 10% over six months on changes 1n the currency values used
" for reglonal transactions, If a currency depreclates by more
than 10% against the US dollar within six months of the date when

parities were last agreed, a specilal Caricom rate for that
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currency would be established at the rate which gives a 10%
depreclation, At the end of the aix months the Caricom rate
would be abolished and all transactlons would take place at the
general rate, provided that rate had not fallen more than a
further 102, If 1t had, there would be another six month inter-
val, and so on. The ailowable exchange rate adjustment would be
as small and the time period as long as current exchange rate
trends allowed, «nd they might be adjusted as approprlate, A
properly managed system aiong these llnes would glve producers

time to adJust to currency variation.

An alternative 1s a speclal tax to be imposed on sales of the
devalued currency by the central banks of 4its partners, 1if the
devaluation exceeds the 10% limit, Tor example, if the Guyana
dollar were to be devalued by 15%, the Bank of Jamalca would sell
Guyana dollars to importers at a rate which was deprecliated only
10%. The Bank of Jamailca obtains the Guyana dollars from the
Bank of Guyana at the new 15% lower rate; the difference it
credlts to the Jamalce government account. The proceeds might be
used to help fund purchases of Guyana dollars at the 10% limit
from Jamalean firms exporting to Guyana. This arrangement would
be analogous to the phased exchange rate, and should also be
temporary in nature. The government's task is not to protect
firms against the need to adjust to new exchange rates; the
measures are deslgned to smooth the path of adjustment, to make
sure flrms are not caught in mlid-contract by a massive

devaluation.



Other suggesticns for managing exchange rate variatlon are not
especially helpful, The idea has been mooted of a specilal
Carlcom unit of account whose value 1g a weighted average of the
exchange rates (in terms of US dollars) of member states, Such
an arrangement makes absolutely no difference to the effect of
devalugtion on a country's competlitive position. It 1s true that
Af the Jamalca dollar 1s devalued by 20% and ail other currencles
remain the same, the Caribbean unit of account {(CUA) depreclates
by less than 20%, thanks to the averaglng process. But if the
CUA falls by only 12%, let us Bay, the Trinldadian exporter still
loses 20%, 1f he tries to match his Jamaican counterpart's
prices. The Jamalca dollar recelpts are only 12% lower in terms
of GUAs, but each CUA will be worth 8% less in Trinldad-Tobago

dollars.

A permanent dual exchange rate system has also been suggested,
wlth flxed parities for Intra-Caricom trade, regardless of a
currency's value 1n terms of US dollars, As prates for
non-Caricom business moved further and further away from the
Caricom rate this system would become unsustalnable. Irresistible
pressures would bulld up from speculators buylng foreign exchange
at the Caricom rate and selllng at the rate for the rest of the

world,

Quantltative restrictions are the only device which has so far
been used to soften the impact of exchange rate changes. They

are an Inferior cption because they offer no help to exporters.
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The shelter offered to domestic firms should be temporary, to

allow time for adjustment; firms should not be protected from thh
need to adfust. However, protective devices tend to bulld up
vested Interests in thelr preservation; they are very seldom

completely dismantled.

When government has done all that might be expected to ease the
transitlon to new paritles, there remains a challenge to
producers and exporters, The private sector willl have to intro-
duce systems and devices to provide for greater flexibility of
pricing and scheduling, so that firms may adapt more easily to

changing circumstances.
Conclusion

Changes in the values of reglonal currencles 1n themselves are
not greatly disruptive of trade. Even where the exchange rate
adjustment 1s large the gain in competitlveness 15 not
startling, once cost adjustments have taken place. The
principal causes of the reglonal trading diffieculty are the
abrupt transitlons and the nature of retallatlon. As a result
of sharp devaluations and rationing we have had exchange losses
on goods shlipped or in process, temporary 'excessive!
competitive advantage before costs catech up, exchange rate
speculators who make money on the rate of deprecilation and the

viptual closure of markets by administrative measures.



A revival of Caricom trade is qulte possible, provided the . quotas

and restrictions can be dispensed with, We must all come to

terms with greater variation in reglional exchange rates thah we
would wish to eee, Qovernments should manage exchange rate
changes so that thelr effects within the reglon are spread over
some interval sufficient to allow for ad Justment by producers.
For theip part the private sector must develop more flexible

responses to changes in the pattern of relative prices,

Footnote

1, Slightly amended version of paper presented at the Caribbean
Association of Industry and Commerce Workshop, Antigua,
Aprll 23, 1986.
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APPENDIX

The Effects of Devaluastion on Competltiveness and Trade

The decline in intra~Caricom trade in the 1980z has been blamed on
member countries' economic misfortunes and on the imposition of
trade restrictions, as well as changes in each country’s
competitive position. This note 1solates the effects of com-
petitlveness, and, more speclfically, the ilmpact of devaluation.
Have devaluatlons been an important source of competitive
advantage, and has thls competitlive edge been reflected in the
devaluing country's exports? 1In sectlon one we deal witﬂ the
effects of competitive advantage on exports; section two addresses
the relationship between devaluation and competitive advantage.

Competitive Advantage and
Intra-Caricom Exports”

We use two statlstical methodologles to test for the relationship
between competitive advantage and exports. For trade between
Barbados and other Caricom MDCs (Guyana, Jamalca and
Trinidad-Tobago) we have 17 years' data, which allows us to
estimate a functlional relatlionship for the determinants of
exports. For trade among other countries we have fewer

observatlons, so we are forced to use non-probabilistic inference.



We ran export equations of the form

In X134 = f{in Vi, 1n cij)

for Barbados' exports to each MDC, and for thelr exports to
Baprbados. le represents exportis:from country 1 to country ],
Vi is J's GDP ang e1y 1s an index of country 1's competitive
position with respect to country J. (Exports and GDP are 1n
nominal values for want of an export prilce deflator; we would
have preferred to work wlth real magnitudes.) The equation is
a conventional demand functlon; exports rise when the recliplent
country can afford t$ buy more, and when the price at which the
imports are sold in the reciplent country falls relative to

local prices. The Index of competitiveness is glven by

T (Pi/Pj) + (eq/ey)

whepe Py and Py are consumer price indices and ey and ey are
exchange rates. If 1's exchange rate (in terms of scme
numeraire) were the same as J's, 1 would be able to supply
goods to ] at the same price (Pg) it suppliles to its own
market. Its competltlveness would depend on how that price
compares with PJ. If i's currency 1s devalued (an increase in
€1), goods which sell for Py 1n country 1 are now cheaper than

Py ih country J by the extent of the devaluation - and conversely
if J devalues. The index- c¢1j therefore represents the relative
prlce at whieh 1's goods are sold, glven devaluations by 1 or

J.

50

There 1s more than enough capaclity to supply &1l the goods
demanded in regional trade, s0 there 1s no need to take
expliclt account of supply factors in estimating the

determinants of exports.

The resulte presented In table 1 suggest that exporters’

fortunes depend mainly on the economic fortunes of importing
countries., With respect to Barbados' trade wlth Jamalca and
with Trinidad-Tobagoe, the reciplent country's Iincome 1s the
maln Influence on exports, in both directions. Caricom trade
1s growing Just as fast as the importer's national income 1in

most cases, and twice as fast for Barbados' exports to Jamalca,

Loss of competitliveness is not an inhiblting factor. Rather,
there appears to be en inverse relationship between Barbados'
exports and her competlitive posltion - when Barbados loses
competitive advantage with respect to Jamalca and Trinidad
-Tobago her exports seem to rlse nonetheless. However, we do
not wlsh to draw any inference from this pecullar result,

beyond the lImplilicatlion that losses 1n competltive position do

not appear to have been damaging.

Barbados' loss of competitive advantage with respect to Guyana’
has been of beneflt to Guyanese exporters but 1t has not been
a hindrance to Barbados' exporters {(althcugh much of the

explanation of Barbados! exports to Guyana 1s mlssing).



Changes in competitiveness Wc not emerge &8s & factor Inhibiting
exports between Barbados end other Caricom MDCs, 1n elther

dlrection,

Economists have no way of knowing a priori whether equations
should be specifled in logarithmic form, theough the tendency 1s
to use logs for demand eguations, as we have done. In our cﬁse
the results obtalned from use of actual varisbles rather than
thelr logs do not alter the overall picture, though the

equations do not fit the data as well as the log forms do.

For trade among all Caricom MDCs other than Barbados we use the
hypethesls of constant elasticity of exports from 1 to § with
respect to J's GDP. That is, when J's GDP rises by 10% we
presume the demand for 1's goods (and all others) rises by 10%
as well, all else belng constant, If there 1s a change in 1's
competltiveness relatlve to j, and this 1s the only factor
disturbing the underlying (constant by assumption) relatlenship
between GDP and the demand for exports, then the relationship
petween the Index of competitlveness and the export/GDP
élasticity should be a -systematic one, The export/GDP
élasticity changes only to the extent that 1t 1s dlsplaced by
éhanges in competitiveness. (This procedure is a non-
ﬁrobablistic analogue to the tests used for trade with

Barbados.)
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_between 1983 and 1985.

In table 2 we present the elasticltles of éxports with respect
to the index of competitiveness (ELX), the elasticltles of
exports with respect to GDP (RXY), and the elasticltles of RXY
with respect to the index of competitiveness (ELR). There 18
no discernlble pattern which might lead us to suspect a
relationship between exports and competltiveness; to all
intents and purposes the elasticity of the export/GDP
elasticlty is a random variable. (The test may be performed in
reverse, by assumlng the export/competitiveness elastlicity
constant, apart from any change 1n GDP and comparlng that

elastiecity with changes in GDP; the conclusion 1s the same. }

Devaluation and Competitiveness

Jamalca's large devaluations between 1977 and 1979 and between
1983 and 1985 gave her a sizeable competitive advantage asainst
all her trading partners (see table 3}. _Trinidad - TMobago
gainea a similar advantage wlth her December 1985 devaluation,
and Guyana may have galned from her currency depreciation
(Recent price indlces are not avallable
A1l other exchange rate

for Guyana, so we cannot be sure.)

movements have been swamped by the effects of prlce changes.

Relative prices are the most persistent factors underlying
changes 1n competitiveness, over the 1970s and 1980s as a
whele. Countries with the lowest rates of Infilation {Guyana 1in
the 1970s, Barbados 1in the 1980s) have made the most persilstent

gains, while Barbados was able to erode some of the -advantage



galned by Jamaica between 1977 and 1979 by virtue of lower
inflation in subsequent years. Changes in the competitiveness
index are broken down into relative price and exchange rate

elements in table 4,

Concluding Remarks

Devaluation would not appear to be & major cuase of reduction
in Caricom exports, Devaluation does have the effeet of making
the devaluing country's exports more price competitive in the
short term, but lasting competitive advantage depends on
maintenance of low rates of inflation. More significantly,
price competlition plays no discernable role in the overall

pattern of export growth,

Nonethelesg, devaluatlon and price competition may affect
speclallsed goods or partlecular market segments, and the
effects may be noticeable in the short run, even if they do not
persist. DMsaggregated analyses would be needed to detect
these effects., Moreover, the analysis does not deal with
lssues such as the effects of devaluation on firms' balance
sheets 1n the short run. While these effects may be
sigrnificant 1in particular cases and therefore deserve closer
study, they evidently are not of a magnitude to affect overall
export performance. The decline in Caricom trade must be
blamed on other factors, unless and until we have better

evldence to the contrary.



