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Yor the lust severzl yvears, Juring which tee nev found mOn2EaTY
pcl’c‘bs of Central #anis in develocling econowmies have beer irpotent
in facilitating meaningful economie growtl, and tie conventional notion
of a trade~off between rapid growti in the monzy supply and expansicn
of a decentraiised econouy Las Loecome ineffective, many developiug
7economies ~ for instance, Frinilad and Tobago, had uiﬁnessaﬁ the worst
combinatien of Liigh growti in mouey supplies and econoide disequililria

-

in their histories. i'hat few ecoromists o not seem Lo reatize is tha

(3]

]

econoriic disevuilibria and monetary problems are not the exclucive
preserve.of developing eccoromics, since develsped economies such as the

L.E2.A,, Canada, Iritain and Germany have all expericunced gimilar problsams.

yevertheless, in viey of tle ipportance of the relstionciip vetucen the

imposition of various monetary ueasures and economic grouwth, any investigza-—
ioﬁ iluto tie nature sﬁd lengtl of the lag between the exccution of

wonetary neas ure- and the effect cn diseguilibrium in the structure of

output amd erployment, is of

e

an econcuy, especially in areazs suci. As

W

sore importance, lowewer, Lhe EV>*U3t10L of the iipact of any monetary
measure {policy) is a couplex and difficult undertzling, cince it re~
-quiréﬁ tiat the bekavieur of roney supply snd/or demana under a particular
policy be comuored with the Lypothetical behaviour widch would occur in

i \

the absence of the particular peliey or measure. e way to estimate

vhat tide hypothietical bebkaviour woula [mVﬂ been 1o to f£it an. econowetric



rmodel or momey supply and/or demand to tiie pre-coutrol pericd, and
then estinate tie model for the control period to determine what would
have happened witicut the imposrztion oF a particular monetary neasure

or policy, and, maut, compare tie estinated behavicur of tle specifie

th

wodel with the actual beliaviour while coutrols were in effect. T
~roblen lies, hovever, in cloosing the proper econometyic wodel in
deternining the impact of monetary poliey clisnges on the structure of

a given--economy.

driefly stated, therc are séveral roasong why the adoption

of ai. econometric approack is heneficial., We will only cxamine a

few of tlese hare., Flrst, developing tle equations of an econouetrie
mocel requires 2 systematic specification ¢f tie proposed relationsidp
amony, eccnonic measures, this specification aids in conceptualizing
alternative hypotheses and drawing attenticn to areas of disagreement.
Second, épp1v1nn empirical alternative nodels allows a compardson of
their pvopertlbs Apd the explonatory power of che hypotheses underliyving
taen. In other words, it permits Loth replication with cthier <ata sets
to test for generality and transfers of variables nwong medels to study
how their iwp=cts depend on tie coubext in which they are used. Thikd,
once 2 model hzs been estimeted, simulating it provides a means of
preparing forecasts nnd evalugring altermnative policies. &ddicionally,
by maling chauges (minor or maior) in the values assigred to individual
variatles and olserving whather simulated outcomes change siynificontly,
the sensitive variables which have important consequences for forecosts

and policy proposals can be dintinguished from the otler variables.
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Ovcr_thé yeafs a'largerndmbef of cdnometfic studiés ﬁave ap@eared
'“thcz 1ttenpt to ouaLe tuc *npﬂct of ﬁonﬂt 1LY poch1 5 in deCleln.
wconomies, ﬁasedron i plathora of competing t;eories 2nd models, Liese
fforts have taken many forms. Howe have"quuséed on the effecfs of
ch&ﬁées’in nénetarf policieé on interest ratoes, whi;c p;héfs;havg fccuésgd
on tHereffects of uuc:L pelict es on naticnsal incomefr Jonatheigss, most if

not_aii;'of the at?emptc which Rave heemn mQQE‘ﬁ;_identify and distinguislh
‘the‘félatiﬁe'im?ortancé of altérﬁative fércgs, theorizad to infiuvence the
moﬁata £y 0¢1cy traﬁéﬁission wcchgﬁl m; have lﬂrggly been anﬁcce ful
_ampirigally{

The most,wideiy ﬁcstéd rnoﬁh“iq pcstulﬁteé _hét wonetary pclicj
.dctiqn imﬁingeg e fha-l&ﬁél'éf ccononic ac.*;i;vity9 bgt'ﬁith % lohg ?ima
lag., TPriudman (lﬁjég 1961)'whd auchored the first ﬁidelf read study of
4thié;typg_analyéed-;ime.series data_and gomﬁare& rates éf growfh with |
furning pointa;ivrtterlevel of econémiéractivitytfcr_tﬂe Enited Sﬁates.
e founé; on tﬁe °vergve ei-utesn von—t ar cycles; since lﬂfﬁ, that:
‘:(i) paahsr{fﬁrﬁing p01utq in the rate of change of the mbnéy'éﬁ?ply pre-
céécd_éeéﬂs in ﬁhé 3. ‘lrof oconon c-act1v1ty _?'an.averagé cf §iKEeaa
7 m'ont_h:&% c.ﬁc‘. (1iz) Lrour’- i the rate of change of f‘Le roucy supply has ‘EEVIC-:C.E'L"':GL;
‘trough in the 1evel‘éf'ecbﬁdmicractivity by orn average:ofAtwelvé montlis.
'Addi ion iy, ke found tiar thore wasrc-grént deai qfrvariaticn bhetueen
business cycles,'withia séandard'deviation'of apgrorninately eix to seven
months for the:time_laﬁ,betQéCR tur@iwg‘ points in-thé fatﬂ of clange of
V't&é moﬁey-Supﬁly andrtbé level of cconomic vctivityir
Critiﬁisms of‘Ffiédmaﬁfs wéfi oh botﬁ ﬁethodolq;i él'aﬁd statistical

grounds nave rJrf-c«up“tzltt—cl the. dcvelopﬁcnt of alternative tests of the




_mon@téry policy mechanisms.  lore gpecifically; Viti,fefcreﬁce £C
Friédmaﬁ‘s methOLoloD,, Culbe#tson (1560, lﬁél)ragd ¥Yorclen and Sclow
(1563} have_questionﬂd vhether the asso *ation Lo; ¢ Between noney

';nnd'economic éctivity,ju;tifies-thc inferepce of a cédsal reiaﬁionsbip.

inscfar aérthgir'cpiticisgs of the stntisticai fiocedufc cdopted by

CFriadmon wos c;néernﬁd; these wgfe'leuelled ik the'wayrin-whicﬁ_Es
(Irledman) nmeasurec the time. lag by sna lysing turning ;o nts in the rate.
ofrchange of moneﬁjsupﬁiy against,thé lével_of:economic :c:ivity. In
fact, ‘in arsubsequeht.test of thu ﬁonei ary po~1uy “echansn, iercken :

and Solow found no uanovn lcvel of ﬂovnt“rv &l angeu over changes in the

'levelrof-ecdnomic'aati?ity. 'Cohsequently, the aforementioneé authors

r'concluded'that mbnétary changes and ékangcs in thd level of economic .

qct1v1Ly movev Lppr ximately g1:L1tanbous_,;

Despite thatrfact that moct of the empiriééi‘work ot Li:¢ money
, supply2; indcmé_rélafionuuzﬁ Rhave ween carriad out_fof'the UniiédVStétes
epcndm?, here.havé,tccn a-nvmber_éf studice involving pther aeveiopéd
‘ecbnomies,  F6; instnnc&, Cfcctﬁt; (127C) in cjstudyrbﬁ ti.e United
ﬁinvdpm'coﬁcluded[that movemeﬁég inrthe @ogey'sugpl 'iuﬁérally preceded
ﬁovemantrofrﬁoney income, Lut that the paftern Of.éhis leﬁéi - by
,rclat;ofrd;trﬁaﬁ Li~node1; To iie more pfeci$e, Crockett found that
- there- vas a falv}'rstrong corrﬁlalction betrcen: the #éney,supp;y anc
moneyfincém&, Uhen monuy suﬁpiy_had a very short lag of-c erX1¢PL“lY
two—th* a mont.u over monuy lMCOmL- Hven though; a-fﬁrﬁhér peal. in
corfel tlon Bas not 1cen firmly establis éu-ﬁlth;n tl 13 iezl
monetary theo?étic framework exyounded by F:iedman; increasing sttention

has veen paid to the hypothesis that Eht rate of interest is the
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majﬁr vehicle for trzpsmitting moﬁctary_pélicyropcrations to their
ultimate,outpﬁt‘dnd éﬁploymcnt tarﬁets} Thié ccauoy it i&-fe;t-that
intercst fatéﬁllinﬁ Ehg rezl andrﬁiﬁqncial éectofs.#f‘éh @CORONY . |
-Eséentially,,this hypdtheses; wﬁich'is ;e;nesian in origin, sees the
| o o : ' A
changes in moneyrsu‘ply ng zffecting the longrtarﬁ'eqdnmonej marhets,
In—tqrn, sucﬁrchnﬁg&s lead to alterfations in longiteim‘fiel&s wirich will
&fing ébbut a div&réez @ batween the coS£ of ca;ital-a#d-thé return
'of_cépital, and tiereby pfecipitata-changﬁs T exyendiﬁure secisions.
As'éuch,-thg'effects bf cﬁaﬁgés ir the mongy supply upon exweudit@re,
decisionsﬂis regarded s E;Limg place by ﬁéy~of changes'inrinte:est ot
financicl assets sterriing from the initial monetary éistUrbéﬁces: Tuis
transmiésibn,imgabt of wmonctaxry policy,_usually agpfdxiﬁateé by the
réteg cf interesﬁ of gcv%fnmen:'s security of various maturities, has
been ﬁesﬁ&drin tworvérsidﬁs. Thé-simpler weraion exemplifiéd irn the
- erL of Gibsen (1970}, pectulates o }in&af ralationsliip ictteén interest

4 .

rates and money supply lagped sceveral periods,

23

The more sophist;catad
‘-version progoses t&é ﬁse of the real'rate_of,interestj-.that is; the
'nOMiﬁal ¥até'df interest ﬁinus.prihe-expeétationd ;,3; argumuﬁts in
expenditura functions. The use of real interest rates hag been_éxpléiﬁed
on the Easis‘of "expédition of future quasi-rents, in ﬁqn;nal'terms,
froﬁ capital invéstments Qill v#ry uith expettatioﬁs of fﬁtqrermovements '
iﬁ output;KpfiCEé, aﬁg'gages etc.,-aﬁd fhese expectations will cepund
'6n:ﬁ5058, Cdﬁfi&énée and stn?é of mind,].)sd that, mhatipna ncads'to
ééééﬁre in tie effect_on'fﬁe éeaand fqr real assets of;alfiﬂe in
fiﬁanc.i-ai- interest ra;tés re_ldtes to the level of -il:a; mm'y-;gle.s’.’ See

‘Goohart (1975, p,L24), loth forms of tie interest rate approach: have -




Teen criticisea béc;uﬂa of rhe douu;c céu&al;ty ?efwéén méney supply
and i;térest-r;tus end” the inabliicy to éeperaté out the sources of
the'cauéalitV.

Finaily,-it méy be noted that A numbor ofiﬁﬁudics fave optud for
2 wider definitioﬁ'oﬁ the monéy supply in the énalyses of thé transmi351on
;mcéhaniéﬁ éf{éonatary:policy cn tﬁe raticnal: that the woney supply
shdulé be regarded 25 anp endogénuous variable c*lcctlrg the bc14v1ou"-
ofiban?s as-well as éther Einaﬁcial unité.r'in‘othﬁr_wérds, it was felt
ig tlese studies thét rather than ccﬁc:ntrétinﬁ-o;’thg'felationship butveen
the qﬁaliﬁy,éf_money and meoney incoﬁe,-afténtiéﬁ si.ould be fccus d on

-

- ) + - - ) - -
the impact of woactary poliey on the demand fer AN squly of = whole

+

spectrum of nssets; escet yields, and the aveilability of credit. ‘Girley

N

and 51 21717 (l““i have talker this approsch to

J

ts

e

osiical extremc, brsced
sa Tobin (1963) classical argumect thot an investigation of f*nguchdl

-

control rather than monetary control is reeded in order to gauge the

“e

1fluencing the level of sconoiaic

effectivencss of monetary nolicy of 1

~activity,

EE

on the cmpiricnl ability of tte¢ many theories. ko ex*l_lq the trensmission
- mechanism of wonutary policy, it oppears, that o nusier of tho competing

at hest, s

ey

theorcticdal mmd ermpirical fromerror’ can be characterizz:
- egually capaile. Choosing aweny the conflictins views of. the transmission
meci:anism of mouetery policy niesentad in var? ocs modele has proven a

‘ o _

confounding problem, In fact «o ve Lave indicated Lofore, diffurent

- studies have used differcnt data sources, different tine periuds and

T




avon uﬂffcrfnt u;f‘nﬂtLan of h-ut arpears to be nominally idengical

variskbles in dnalyaing the neckanion chrough -

Tﬁ1ch monetary yol icies

imping cn the ecom my. Batl our reading of the,ttmo:etical_and

eopivical Literature cug, est that Thi "ltarnLleL cuplonatdons

Care nedther unigue nor complate and that omalyvsing the neLhan¢sw of

wenetary policey is move conroxt speck f ¢ than

@

‘to .the unigquenass of the

n univers:lly precisce.  Owing
secnonie probicoms of d“VQ-OplED ceoneulss such

t Leen enocugh datz on.

revctitions of gimdlinx TORCY WET Lot corsﬂtloLL vith vhick to distinguish

mmong, altemnative explon tions of the trecewission sechonism of

nohata ; policy.

In this study, we develop.z
and Tobago ecceoncmy. Our purpose is tuosfsld.

;ﬂct anal;se tha meney supply trocess as a hi

money supp

ly medel of the Trinidad
first, ouvr concern is

wle, lut in k aoing ATMOTE

*paciific hypoth:é:ﬁ regarding roney supply In an cpen ccenomy. Sccond,

and more important, hC Want to assssd Tue

timing relntionship-ﬁc ween‘moneta:y-uo¢*c“

thhorﬁﬂtd asgert; _hturcct rate lizk the renl

coree of fusecisblion ana

operctions sand interesc

rate elzngnes, idealliy ur_nb srectral rechnicyes, If as ﬂv'n Jz an

ana fzpancisl secters

of the ‘"ﬂ”rry, then—it'is'impurtant to establisi: the extont to wiich

nonetar?‘cpmratiozm have influcnced the

]

=
B
A
Lo

&

woverents in interest ratus,

Simili'ly, if e tru'HOﬂQLnLl itz astsets that ﬂou.tar" )Oll“y

i

cffected through the control of Ligh pOBIT MOREY, :nd'hy impliéation

- axeess. Tegerves nf commwreial banka, it is

=lzo important to investigate




thie relationsiilp buecween the components of mouney supply. Tie primory
hypotheses under investigation are the following:

(a) that interest rate variations are related to
couay supply variatious im a simple causal fashiion
Cgo that clhanges in interest rates follow the change

in woney cuprly and

(L) tlat bish power momey and ercass reserves are slno

[n}

elated to money supply din the same simple causal

way, -

If the assumed ‘nae-wey' causal relationship betwect interest rates and

money supply erists and is stromger than that between Lign pouwer mnoney
and money supply, then interest rate may be used ds an imdicator of

monetayy policy. If the comnverse situation
. 4 - - -

T

wlde, mﬁvementé in high
pouor money and/dﬁ excess reserves should provide fairly reliable in-
formaéion aﬁout the thrust cf tle Lentréi Sank's monetary policy
operations. iAitﬁouéh ELesé twe hypotyeses:are extremeiy'simpla, Ly -
pﬂésiﬁg mést CE_tﬁérccntfoversial icsues in rmouetary tkecry;sgch a8
‘selecting targets and indigators théy are ﬁoﬂatheless nppgoprizte s
‘erﬁiné-hypothesés; 7

"The §rdceduré thot mé sﬂail-follou in testing £Le Rypotheses w1l
1be-to-exénine'FEE'ZQE,,relations&ip-ﬁetweeﬁ a aorey ;uppiy-aquntion wh:ich

will be specified Laélor, and its svguments. :asically, we techaigue iich

will be used as a2 w zeure of the lead-lrg relatiomsiily Letween wwoey supply

botli narrouly and broadly defired, their components, ond varjous Ifnterest
rate series is Gibson's (1970) test. ¥f there are irportant linhages Lia—

tween money supply, high. power monay, and oxceds rescrves ag Lo ronctariste




Y

lyprtb° 12uﬂ Cthen one would expnct-tc find, tha uoney Luppiy sexics to

thw othexs.  bidm lariy, rlen the gmalwoes 1o extended te include

Interast razte chanjes, if t.e bypothesic forvarded by :ayne

18 walid, tuen we wouid expact che interast rate sories to lead the

weney supply series,

Tiz vege of the peper Lo ot TUC LU aloug-thu'fclleuing Lines.,

fu Jrotion IN we cevalos o noner supply wod \evuntﬁe“‘ fox the

g 5 T e JSddeniaa Triatle p4haon !
economy. Irn Secrtiom ITI; we wigcuas Triefly tilksen

data used in vhe analysiz., In Seotion IV we present
our estimates ond a brief digcussion of the estimnted syuztions., The
fina 1 Geetion pragerts o fonerel suwanacy of che rasults and an

samination of i 2conomic inplications of tfhe fnalysis.

Ry P T LY.
R Q 5."_:. o i, 4 LL.OL‘LLX 0TI WOUE. OuT I

l':"f:l{}(;':';i'}ij L "‘“Iiul-::’ﬂ.a AnD 10D

wn onev gupply and

z ot the relatiopahip betmw
Interest rate changes,  model of the wounay Qu’plr wilE b iavelope: to

ald in- thc ests llis%meﬁt;af‘clear-ﬁefinitions.'VTLLs;modgl ZETVEE 83 &

point of reference for loter el;bor1tis.h9 And Jts strategio

tions should clﬁrify Low geveral forces dntoract ko pradﬁcw'spaciféc

mentary pO+LCV reﬂut10L£; Addititonatly, the formu‘ﬂPLOL of t:c nimlEn

>

allows oparaticns fov uliich po managesble verbal equivalcvts exict and
thie coneepts and relatiouships most crucial to pax tlcﬁlar.f s of the

monptary ﬁuthorlty's nolicy Lebaviour can be presenteﬁ LE i TELGUIDUN

and OIHuer AT xr.

N
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ic beg? n-ALtn i tiucuuhion of the'treétéent of monay supuly Qs e
wropeneous variatles

1vunrngais'that monuy;qqpbly is en stgénucus V;-i.‘Lﬁ_hﬂr
heen b AsG &, essentin _ly ci tive ASEUIPt Lon tﬁéﬁ a Ctn;fal'¥¢nh cont;ols
therﬁotnl mohtta:? irige (curreﬁc; plﬁs rEsarvcs? Qnich in tart’cbntr&ls
the 13upplj of ﬁbnﬂy th;ough théibuknviour of th?lpublic'in detcrmining B
thé rotio of cﬁ;rencE t5 money suéyly, and, gorr&sﬁondin;iy,_cf

:

cenmcrcial fauki: in determinivg the ratio of roservis fo Jzuosits.

the contoxn# of very little variztions tic . ahove nentioned »&*lu
morey supply way e regarded as an . exojenecus variablo, lenor

ariastious in the bwve

<

ceononists, Lovever, Love pointed to sipnificent

ratios, especizlly in devaloping wcounomies szuch as Trinidod ond Tobrgo,

1

The variaticons dn thase ratios moy ba cmncephuu_lacu a4 Leiny dua

fo a host of factors, noncy ar'atich nay be cutside of e control rmd/

or influsace of tihe ﬂonetarv authericies, Yor instance, thoe urepensity

to hold currency out of a giveu gtoci. of monew depends, anong other

ﬂntcrs, an the in_ea.at retﬂv oIl bank dunogids

tle instituticnal dovel )pnenb af L&Pl;lg, and Do

l|A

o
G
Fh
'

Importane cse Eactorz it cuUrrency - noney s unply

tha:H‘S. and the Ua Leve :"CR.L* arly ﬁiSLlightcd; i exovdinoationy of
th;ee:ayproﬁ0h35 ﬁc,thc moder ;iuory of ﬁonegisupply ig also ofrﬂuma
intcxcnf-on the :ﬂed@iitﬁtionrcf thé.mcnuy &t *lv relotZonsnip. Hus
ﬁe Qéte that_ﬁrunnhr (1961) and Crodch 1268) Qerivgd 4 mcncy supply

s miero-hohavicur of individual covmerciol

theory from tie amalvein of ¢k

34
o

bankea. Hreodly, Lkey conelnded that soney supnly is o -functicn of

L

monetary boge, the ratln of curroney to deonslits aod ﬁhe reserve ratio:




T,

Shouing this a=ve¢c‘m6nt Taiﬁen (196&) in an extencion of U.e carlier
Carerh of D2alok and Uhite ti?Sj),-introauced-intereét rates 2s explicit
variables iﬁ the m;nﬁfrsuypl}'functinn, Teigeh‘q;gues thatlthe ratic
of the total mﬁnéy supply to mnnay'suppl} directly}cbntrclled by the
Centrel Hdgh is - Eunqtion ﬁf Ll she:ﬁ cerm interest vatwe and the
discount rate. Lestly Fave (1962).devalcped ;Vaeﬁey 5upély Eunctioﬁ
in-théltraditiﬁﬁ of the cay ltuh theorotbic framawcrk'aﬁd has conclusdie

that tie rate of desired free vegerves te dewosits is a function of tha

interest rataes ond - the ‘"scount tates

o)
ta
oL
v
f
\
i

nd phe preﬂau ing theoritical framewor) dgvcf*htg th

3 Uﬂhlnl'adequatelyL' For onc, since the savings

provensity has bzep-rvelatively lower than the pranLn 1ty to ln«est cver an

'-rately resoried

cxtended period, commercial baonia in noed

tn external borrovings bto offget thls Jdiscrepancy. The growing denandg

for tank cradit zeuld nck, -inv: met from their demestic deposit

o

rescurces. A4 malior reason why copmereial banio resorted to overseas
horrowsings Was tha relativaly s YZLVLLQSCL ratoe C‘ toe local gecurity
- : . ,

marlet, Hub a chcnu?r} reason wis the tTﬂd"thﬁ_, sagsonal’

variaticn ie tie demund for credit in Trinidad and T {inve 3pecifi

LS

during ycricds of fevtivitics such as Chrastmss sne Carndval, the demand

for money and moresc currency inaruaSms; sf‘riLv aid in slaci. perieds it

falls, Commeycicl Lauks Eaced wiEl & heavy presurse on theiyr liguidity

position Lecause of tho inersase iu demerd For money Jduring bio busy

s mentionad above, frequéﬁtlﬁ borroved ovarseas In order bo devrove
. , ,
4

rheir liquidicy positi s Aand they {(the Vanks) repav tbe loans wien

cdemand has £z211en,




1

Usually ccmntercisnl baniis lile meny cther hnturﬂ 32L opuratos
- under some eliments of unc&rt;inty;_,uuch uncertaintier may be rciated

3

to seasonclity, ir widsl

o

cace it ig predictzble te sowe extent., Or,
,uncerhulntv mar be related to crelical variationg, in ukdch czze it is

unpreuictable, Uete also that wncertainty may be Jduce e the direction

ﬂarCf;qﬂlLt in the currant_interest'r;ta ét:qcture ol this
facet of uucertainty relates, ﬁﬂturnll},'to‘tye pmarlot value of the nor
matureﬁ cocurities in the bLunllc poxticiioc.

Civen thege ﬁbove—mentietej uncertainti@a, 2 qommer;ial bant.
raquiring fundy ot sﬁmrtrngtice‘ids_tw; opticﬁé Opan to it first, it

can tyasnsforn a relatively illiquid zoset - that. iz, o security -
- - . Ly rLLay : b J

into an 2ligitle nssmot, or secondly,
tics mmnd wanul re argote of the scine pengral maturity on the zverppe,
The relzpacashdp Lcrtween a given commercial bank's lending

and tervowing cpurations dor be depileitod by the eimplificd palaneo

TRES A e - e ey -
OB oS- CER + Chn, *+ Los F
. &}

o ,L

Chin, = VLI -
L s

Ctisere DD repressots totzl deposito; CYRE the aommercial Lonk's berrow—

ings from the Central hanii Chir the borrovinge fron other

I the
aconomy; CLIL, CEX, CAS ar the commercisl Lant 's required rasearvaos,

- the excess reserves and cash in vault TRATe C’Vul~, CLG represents
lendine to othir covnereinl banks locally ond ovcrs:;s ras p&ut:vel"

GO ﬁﬂrotuﬂ Lte povermment's security port—folic aml ALA stronds




for ail imans and ~dvances,

“ubjecu ta various censtraints such zé'liﬁuidity'fatic, borresdng
termé'and costs, gtc.,ra corateyr -i 1 ban} can Tei e agarnst an increace.
in demand for ibanqblg funds. 1t com do'Sn Ly emplcying sonc pencral

" pechanisn fmr,iedgiqg sndieh is {é; s} uubcr nerkets. ‘;adging cﬁ:‘pe
Jachieveﬁ §y varyiﬁ;'itémé Un both‘sides'of he Luﬁl s balance sheet,r

Hore cpecifically, tiw ledoing mechanism opvratus through the identical

ity te che centingency ledge

|~

resyonse of an asset and an offgetting liabi

agreenent so that ret worth remains unchanged with re“nect £o Ll t con-

Jy

tingency. To hedge agcinst on incre:se demend for funds, & commercial

bank can vary ﬂny of 1ts CoR |, Cabp, Ch&o, Cuh, UVA, CSE. ven the

<

domestic ccmpcn¢nts cf tae Lalence sheets cf all‘bcnks-:re censolidatad

interubanks deposits and inter-izull herrewingec weuld cancel out.

~

“ .

Conscuuept_y, aqulllarium, Lo banifng systenm as_a srole can adjusty

(3

its portrielic only with wegpect teo the centrzl bank, the public, and foreign-

bank${ :Tﬁé mcney-supply'function devaloped is.;hﬁs tagel on the
acsumption thot commcrciél banis wifhin Trinidad And Tﬁbﬂgo édjdét theix
portfdiios Ec’optimigé ﬁhgér.prqfips;;gnq théSE a&jastmg%?s ;urturn
affect.thé supplﬁ ;f ménéy 1ULphquenLly of'the actioﬁ-¢f,ﬂeﬁ£ralrﬁanhq

Yo alse have the cul-stantive hypothesis that Contrzl feal contiels the

‘totel menctary base, defined as curvency 'C' pluc reserves TC - that

[N

is, OM = CUR + Tk wiicre il represents Loasce money; CUR total currercy. and
TR total reserves,
Tiwe componente and scurces of thie monetary tase are sunmarised

in Tatle I. W
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TAELZE %

COLPCLETTS iy SFDRL"“ OF T:E VCULTAEY LATE

'- cm;mmm ' ' _ - EOURCE.S

-

Vg oo - - . -. . " Mot
HE BXeoess Dagepves o b-..u.-%

Cur: Currency . — , : CZ.. 3

o

The Centril cank lLeldinga
f Govermient’s Cecuritices

Coemvovinz by oauker domes
vorroving by banks

Cold, Fereign exchange
.reserven, ete. -

If we Qf'ne the

U= GUE 4 GFEN

AP

then the relaticastlp betueen the COmgU’ nt

ad aes followr

o)
e

base con bo depect

anborrcwcd ronetary hase o8

& ohd ssurces of the wonetary

The preceding relaticng his can ba rearrimged 08

How sivce ¥ = Cur + ©o ©

cuire rescurces and total depesits could Do

whore § reyresents tls rasarve ratio.

Because of tie dernand

swiply of woruy iz ‘nfluercceld Ly gequaunsifizg

Ty

factors, suecs as AL

=}

ey P
L0535

e r 'ztlauu.,_p botreen co wrel

for currcucy by

o, without laoss of grhgrt ey we s

Goz ) + Cur (&)

il banl’s re-

written as follows:

e
[N ]
S

the puLlic out of o pavticular

e ag well quantifiszble

ing F'h tn- mG tre interent raten eharges oo




tengcn currancy and mone? supply as:

“Cur -~ il

Jle ;y comniercial Lanlis, ti.cse
against.any f&an iovelved in the

g 1 . e
Cosll QY LOEYNCURnT résiayves, 1o,

te hold i
- BXCeSS rmsefves, 'Cbﬁveréélr, if ¢ie yizle on tie ﬁost-slt arnative’
-inta;aét'aa:ning'reduirad aése; iu 3 commareial §ank‘é purtfolie, ;ay
,ri”,‘fises; the'ﬁéﬁﬁ c; neuld be teovnrds the ninimization of cxcess

barks bdr ovinr' the reaction

: = T
reserves, COXE,

outlined sdleove. -ITn ctter words, since the coct of ereating deucsits

through borrowing rescives ie roflected inm Y3777, then #f thie ccot

e}
[
t
-
=
-
o,
£
)
b
[
a3
v

e S T S =
enceads € yield on alternative

lass from the Centrol wenk as well as frou foreirn banls. Zased on the
PFecedigg analyﬁis; ﬁE-CSH chus iefine free rL4ur7~u:_ Fil, as:

CFL = C:hr; (CLB{_4 333} - {8
or . . yi1¥'il -1 (D ~ | _ |
a?suming 2 diEECﬁ fgléfiéﬁsﬁip i atwecn f?ea TeLerves, UFESVRHG tie
-difference iﬁ tﬁﬁ cOSt-nfd'tie yizld, "Yi”4 Anctier VufiﬂLiE of privary

importancs in the specificaticn of ths frae re SLEV;'“‘IJCL nlip is tla

liguidity poritien ¢f lanks uvideh iz measured Ly th ratic of liquid ascets

s - - . -y e ) ) PP . - LT | .( _- .
leposits, Hc—deilne this voriable as Lg- &5 L irecrcasss oow
tarhs ~re.in a rclut*vx 1y botter position to face upcertainty sznd so ove

, R 7 _
Eatter able te zulsitute intorest unrning assots for cxorss TCSQTVES,

Simalarly, = biglewn licuidicy ratoo 1nvlies Luit cnmner;i 1 Lanks pussas




j

a surplus cf iiquid agRats cver an
Central Ha

2l and tlic co ul

at their convonierce,

o mind the preceding
hetwaen frae raserves »nd the Liauili
tetween

he cost s yield

C.t. 1% (pL‘K ‘(

CThe final version nonsy supply

comiining equations (5), () ~nd (7)

L cua‘.vev'ted

3
'y

C'.

v statutcry limit prescribed by the
into intersst carning ossets

TOL

cnsiderations the rolotionsiin

of. 1iguid asse

,E(y_ R _‘Lq) .

[P
i

relsationship. could be obtain:c Ly

o

CwAEY edqunticn (4)
Rﬁa.ru-ug::.'; ard solving for " we cet
v R (T
=7, yo Ly
uhers oM % gii <o
- - [\ r——
< -
ol ~ 3
ay
and alf >

The monzy cupply function postulq
Cig

function determines the ratio of sctu

money oupply tased on unbdrrm'.ud Tesn Ve

iokes
- - - ) LT L, -
-aifferent from that of ~1€f€n- {r the seps

nor;c,y supply to

ir. tle preceding aquntio'n

ge that wile Tieyen

b “O’l"‘l‘itl" L

g @ fanctisu ul -ins:ereast
*’:atcs f.'.-iff Ta 'i":l tre furscrion .-:f:ifff*fi' i ‘t"“f*“_z'.os She. Lo ._M noney
:‘;uppl\-r | In a lii’eﬁ RALNCT, U BOREY ;:upp‘_!_} z;ctii’;-l;'d:-‘.ﬁferﬁ frem that
of j*ulhncr (lL’Cl) in that interest ras Foare dntreduced ax o
variables ‘n tue £ |

functiomn.

U

s{})l ! CJ t
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RSTTVATION OF Ti¥ LAG (OR FEEDLACE) LEFRCTE 7 T9E ; QUEL-
INTEREST BATE RLLATTCNQ“'" : :

1

vaving sye fied wwhat we consicer ©

w3
1

n apuropTlate

e

.reprosentation of the qoneyrsupply ecquation for Triridad nud Tobago, tie

‘:r..l

next task at hand i to lnves t"gatu vieti.er or wor tlere are unit 1 cri

feedbdceis amony the aifferent vavriables, Lorve specifically, we iatenw

" to teést the hiypothesis that there are feedbacl: relat?oust

ig Trell- as bebween the vonetury base aund -

 money stoci. and_iﬁterest rates,

money stéék; énﬁ the'nonétarv hase ‘and interest ratex.
hs wi;l;‘cf,gcurse, bﬁ-““novnlseg thare are E Vafl't“ df wa?é-'

in whicl.ﬁ”potﬂeSES”aLout caveality can be téstedﬂ ier LHSLJ\C;, cna
can apply Sims (l 7u) causality test, or ous méy-use Epectral
techﬁlques., The prcnhpm witi: thesuftestlnv prohu iren, hovever; is
that tﬁcyrréquire fﬂdeﬁpatﬁ:dﬂaﬁﬁtin; facili_jes which, unfo*tuuétaly,
wefe-qna?dilébic whe# ST pagerruas_written. Ccnsequeﬂtly, in tle

absénce of the aforementioueé facili ties, it seems worthid.ila to exploit

‘A much more bxnsle teet such as that sugpestad by Gitscn (3578). ‘ith

1

re é Jact to tvc litres tést; ii ﬁay Le noted by'th-reﬁﬁér chat i
_appliéabiiity'rests'qn the‘t;earcticél argument-thaﬁ'changcs in ther
'éﬁock”of money,haﬁe thrée nain effects on r@ney-martét interest ratos

C(Liquidity, incdmé; and'y?iée ;ﬁyeccatiunﬁ)&nd Eiéne are notroncefanc
for all,-! .1eé. 'EOSE cﬁviousiy, the test is ;anqh moere tham a

' procecura for mua-uranp the rdsponSQ of each of the praced.nf effects

T order to i}pleaLnt Gitson's test it ir necassary Lo cstimate;dqua+’°“5




B ok i A

of the followzug form:

1 oti — ck
(1) i=f { TR (7 t-1
: j:j
. - 1 d &ny 3 ¢ L
@ i=a [ (fa S G TR
‘i’- 'y A L} L —
—ay
L1 aum ), -
TP dr (St i
£ B
o1 . ;A o
3 UGBl = = 2y, (= =
3 i L{ 00 (7@ e
1 dit . ’
ven | o do ‘N‘
t-n

shere "1" represents the morey warket rate of Jntezest, and the oty
variohles have been defined previcusly.
It way pe pointed our thai Cibson emmeiated explicitly tileat

the egtimated coefficienc on nhis current monstary cuange variable

e
- - X n x B - e
( T ?%- ~ or #ny ot:er current .eriod variablc ju the argument of .18

equation - represents the Imeciate affect on the dependent variaila

brought atout by changes in menetery poliey. LE tie ceefficieont attached
y ge FA Y

to the variable is nepative tien Le postulated thet tlies would L&
conclusive eviderce tiat Lienid.iy effects precominnres. Comversely,
if other offects — mainly income and price espevoitlon sifects -~ gre-
domitate thwo estimataed coefficient vill e peniiive,

Tie precuding ecuations were fitteo Eo monchly dat:s extending

ovar the period‘January, 1L7e throuslh: cecruler 1474,
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waricur cest dtativiicg; and

(b) thot to grovide wore conclusive avideuce on the’

Lypothiesiv that there g a cedinelk’ relatiorship

betveen roney ctock nnd interest rates, .o variety

of lternative models a neion procoaures

must be tried.  Thig is Loing done af preseunt and
wriil thie w neid

is couplated e consicer our

Firdipas to ba kighly tontative.




U IIARY hTU COUCLUS I0JS

This caper Las heen concarned wiflh a tisze series anclysis of

the effects that ronctary pelicies hove om moner supply and intorest ratoo,

snd althouy? our digcussion Dias not been yhrhsed'“n torme ef speciilc

nolicics, we still fesl ¢rat our tentative finding is of sone importance
since it points te an orea of Fruitful research. The first concluvion
that could be reached is that there seems to b sope ’FeedLzch’

changes in monLy fuﬂ 1y ~nd clan o -interast ratna.

T4L41nr now to the gquestion of the specd fﬁcutlon of money susply

\.

wodels and/feor equitions, cur analysis hag suggcsted theot ti-w Jirecticn

of causal ity 'ust te fimm?

| ..\

v ocstallisleo Lafore a tl.eoretical construct
could. Lecome 2 suﬁstavtial_aid to policy.
i;élly,'inzour congiderzticn of the rossiblic length of thn fag

1e predusc come pV‘dthQ-that‘this

would be much leys tham o vesr.. LU-ig clear, b.weverg-that Laoause of.

f';;

A it

tha *pjzr sH ,MOthomln,u_in ti.e ut’ﬂAtion F?OCduUIL cuat no firm

tiis singlo piocce cof

conclusinns can be dr;wn avidencd,
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