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The project as first conceived entailed the study of
capital movements in the region., As a beginning, it was folt that
the *reatment should cover Barbades, Guyana, Jamaica and Trinidad
and Tobago. There were merits in this approach to the problem
other then merely documenting and systematising the emplrical mater-
ial., Toxr although it cau be argued that vo ure here dealing with
national economies that are pirmilar, there are sufficlent diffex-
encee that might affect the varicbles that theomslsves govern or
explain the inflow and outflow of capitel. ¥or instance, three of
the economies are mineral exporters, but only cne expoxte oilg
touriam ig more important te Barbados than it is to the others and

£0 On.

Thus conceived, the study actually dovetailed eagily
with another project on which’I an presently enmaged - & doctoral
thesle that geeks to understand the historical and contemporary
role of the Caribbean in the process of capitalist accumulalion
on a vworld scale. Here both direct and portfolio invesimeni are

taken into consideration, and the period under study is 1938-1975.

But the apparent direct compatibility of the projects
fades when cne, attempts to £it 1t into the =mhit of the Programme.
Of course the two astudies complement each other, vut they could not
in any coherent way be concideved &3 one. As a resull of this after

discusaion with Compton RBourne, ovwxr Co-crdinstor, it wos docided



that the project was best limited to a shorter, more recent period
tthis also partially overcones data problems) -~ 1966-1975 - and
to short-term portfolic investment only. The idea being here, to
have a study that sheds light especially on areas of concern to
Central Banks, that is in addition, not immediately "dated" as well

asg expiores theoretical areas germane tc our economies as we ob-

serve them to function.

Plan of the Study:

1. The countries previously selected shall be retained and
dealt with in the study, provided data is available in the re-
qulred series to make sense out of theoretical constructions. Thus
for the period 1966-1975 the flows of short term portfolio capital

shall be analysed for Barbados, Guyana, Jamaica and Trinidad and

TObagO .

2. The literature on short~term capital movements is surve cd
in an attempt to determine what light may be shed on our case by
previous work. Though this work shall of necesgsity inform ours, it

is not proposed to accept the kindes of treatment am blueprints for

our oOwnle.

3 A theoretical model of short term capital movements is

constructed with a view to identifying empirical counterparts for

analysis.

he The data is to be analysed and such conclusions as are

indicated shall be highlighted.



Projected Compmletion Period:

It is hoped that the study can be completed on or before
31st July, 1976.

Preliminary Discussion of the Problem:

In the treatement of the intermational economy and its
inter-lipkages, the analysis of capital movements is in & much
less developed state than that of pure trade theory. Indeed, much
of the literature on short-term capital movements is of recent
vintage, arising particularly out of the experience of the post
world war two period - more specifically since the 1950's.
(Bodjera, 4). In addition the literature concentrates on the in-
dustrial countries with highly developed capital markets, to the
virtual exclusion of economieg such as ours. Evidently, therefore,
useful and illuminating theoriles of the process in such countries
will necessarily be strained in our context. For 1i1f the theoreti-
cal constructions are logilcally watertight, fit the facts fairly
well and incorporate predictive power for the industrialised coun-
tries with highly developed capital markets, then the major assump-
tion of such theory will be violated immediately as we confront
them with the characteristics of our economies - TFconomies that
are in a sense export-propelled, with a small capitalist with
capital markets that are relatively highly underdeveloped, and
that exhibit a clear case of unequal exchange in their international

troding relationshipa.

Mevortheless there are useful elements in the literature



that are not of purely scientific or academic interest. The
theoriers are worthy of study if only for the pake of knowledge
yes, but in scientific cnguiry work in related fields almost
inevitably, indeed one might venture to say, always leads on the
one hand to useful pathways for the pursuit of one's own re-

search or, on the other, identifies areas which would prove fruit-

lessa,

It is with these considerations in mind that we embark
on a preliminary survey of some aspecte of the above-mentioned
literatur;. A look at which reveals five main areas dealt with,
namely, the rate of ghort term capital movement in the interna-
tional adjustment process (balance of payments and related trans-
fer process mechanisms); in the foreign exchange market; in
arbitrages; in speculstion and in trode hedging. Of note is the
fact that 2ll of these areas dealt with have direct linkse with or

border on macro-economic and monetary policy.

Az The Role of Short-Term Cavnital Movements in
The International .diustment Process:

Concern from the earliest times, with international
trade and payments focussed on balance of payments adjustment as
well ag the influence on domestic monetary policy. The familiar
price gpocie flow mechanism and its related rules of the game
that subjected domestic policy to international dictates formed
the basgis of such discussion., This "Classical View" of the adjust-

nent mechanism reigned alsmost supreme until at least up to the



publiccotion of Keynoes "General Theory" in 193¢ (Hume, Smith, Mill,

1
Ricarde cmong others propagated this view).

Tn this view, flows of gold (money) in response to im-
balance loads to changes in money supply vhich in turn leads to
adjustments in the price level., The argument rests on an auntomatic
cdjustment predicated on price sensitivity in international trade

and o domestic money supply responding auvtomatically.

Later on o more modern version of the quantity theory
of money was utilised and account taken of the influence of interest
rotes on capital movements. TFrectionel reserve banking was also
introduced without fundamentally altering the theory. After Keynes
h'owever, the influence of changes in employment or the income effect
resulting from shifte in the saving/investment function relationship

vere incorporated. Thus coming closer to an understanding of the

process,

A further development was explicit recognition of the fact
that Central Banks 4id not, indeed play their supposedly passive role,
nerely providing a clearing function ae between domestic and foreign
currency and gold. 3But even after recognition of this, it had later

to be demonstrated that the postulated sterilisation procesa could

not be of indefinite duration,

It had thus become evident that many variables entered
the process - domestic and foreign price levels as well ap money
supplies; the exchange rate and interest rate(s), levels of income,

real and money wages, productivity as well as guch ingtitutional



details such as fiscal,monetary and commercial policy. Indeed
in true fashion, our knowledge of economic phenomena in this

sphere was proceeding by the limitation of falsehood.

B: The Foreian Exchange larket:

Beyond the g priori conception of short-term capital
novements regponding to interest rate differentials, during the
peridd of the gold standard and the concomitant stebility of ex-
change rates, there could on reflection have been little interest
in ettempts to analyse the influence of such movements on the
foreign exchange market, and exchange rates., Unprecedented and
unpredictable movements in exchange rates in the 1920's, however,
led to forward cover in international financial transactions.

Keynes (5) in a mainly pragmetic approach, saw "the importance of

a developed forward market under conditions of exchange rate un-
certainty as (1) a facility that would eliminate exchange risk from
foreign trade finance and thus stimulate trade and (2) an ingtru-
nent that to some extent; counld insulate domestic interest rate

policy from the vagaries of zold and speculative capital flows".2

Al though other writers in the interim attempted theoreti-
cel formulations, it was Tsiang in 1959/60 (6) who linked together
in a ripgorous theoretical system, the activities of hedging, specu-
lation, interest arhitrage and transactions on the spot exchange
market to show how they "jointly played a2 role in an equilibrium
deternining both the spot and Yorward rates. This integration of

the spot and forward exchange markete was a key to the explanidtion



of internotional short-term capital movements".3

Taiang troeted hedging, speculation and interest arbi-
trage as independent of each other., This was quite legitimate, for
though the same transactor is often engaged in all three activities,
they can be considered conceptually seperate, The shortcoming of
this approach, however, as Haodjera points out is the fact that sone
influences such as risk that affects all three activities simulta-
neoﬁsly cannot be adequately treated in the syatem.4 The analysis
proceeqs to deal with the other three main areas sarlier mentioned

viz,, arbitrage, speculation and trade hedging.

C: iArbitrage:

Arbitrage occurs ac there is a net flow of short-tern
capital bhetween two countries in which one of the itwo currencies
cither has no forward premium,5 or if it does, such premium is not
ecual to the difference in short-term interest rates between the
two countries., The assumption is of course investment behaviour
under conditions of risk -~ not exchange rate risk since this is
covered forward, but rather the risk associated with conditions in
foreign financiel markets and ocuch inptitutional detalls as govern-
nent intervention in short-term capital market transactions.

Clearly this type of activity is highly sensitive to exchange control

regulations in force or anticipated.

The arbitrageur thus has a demand curve that is not per-

fectly elastic. In his calculus will occur the risk factors above,



the budget constraint and the portfolio balance constraint - ox

the welght of previous unexpired commitments.

D: Speculation

Theories dealing with apeculation are in a real sense
speculations themselven, Expectotions formation is still a hard
nut to crack even with sephisticated tools of probadbility and
statlstics, Generally, however, speculation depends on a trans-
actor mainta}ning an open or long foreign currency position. The
variables that are postulated to determine the position of an
individusal speculatorn include the expected difference between the
gpot rate a2t some time in the future (tf) and the current forward
rate for a contract to mature at the same future time (tf), ag well

ag the probability of the speculator's reslizing his expectations,

This aspect of the theory is still in difficulties, for
until a satisfactory basis for the formetion of expectations of
oxchange ratea in the future is postulated, then the whole analysis
resting on & shaky foundation comesg into question. To this end,
efforts have been, and are being made to come to gripe with this
problem, the most difficult of which is to find a theoretical basis
for expectations formation that is capable at one and the same time

of explaining both stabilizing and destabilizing speculation,

Among attempts at this are Arndt (1) who treats stabili-
zing speculction using an adaptive exchange rate expectations model

based on Baumol's (2) treatment of speculative Behaviour. This



approach ends up as the Koyck-type diatributed lag model in which

D = f(/.XCR, D

fxs fxat-1)

where Dfx = pgpeculative demand for foreign exchange
¥CR = exchange reate
4. = change in

subscript t = +ime period

The problem with this approach to expectations formation ias that
the only explanatory factor turns out to he the past values of the
dependent variable (Hodjera 4) p. 692, It is clear that many other
variables enter into this process. The difficulty lies, however,
in finding reliable empiricel counterparts for any theoretical con-
ceptions formulated. This of course doee not prohibit theorising
but it nevertheless makes empirical verification that mrech more

difficult if not impossible.

The other case of destabllizing speculation is even more
difficult to hendle as Hodjera points out (4, p.693). The diffi-
cultiee include the "band" in the "fixed" exchange rate system that
in effect creates o discontinuity and the complex of motives that
influence apeculation in this system, '"Each country, each capital
market, and each time period has specific features that are a major
factor in the formation of expectationa."6 So for instance a major
trading country's trade performance may be an important indication

in terms of exchange rate expectation formation or relative rates



of inflation can feature in the calculus, also changea in monetary

policy and so on,

All in all this is the weakest area of the theory, even

though much work has bheen done in it,

E: Trade Hedgings

Trade hedging esscntially consisto in the covering for-
wvard for trade contracts yet to be fulfilled, i.,e. payment is con-
tracted for in the future., This source of short term capital
movenent is quite important among industrisl countries and one ex-

pectas this to be so in the Caribbean as well.

Traders finance such transactions where interest rates
ceteris paribus are lowest, In effect, Traders by this activity
behave in the same way as interest arbitrageurs. In Tsiang's (6)
work all traders are assumed to hedge, hence all trade not
financed by long term credite generates short term capital move-
ments, Clearly then, the direction of the net movement would de-
pend on interest ratee charged traders. If this could be shown

to be so this wounld be a powerful element in the explanation of

short term capital movements.

The problem, however, has to do with the agsumption that
all traders behave in %his way. 4gain this derives from the initial
conceptual separation of acitivites so that speculator % Trade
Hedger # Interest Arbitrageur. But here we come upon the problem
in operation, for traders do speculate by leaving positiors uncovered

if they expect exchange rates to move in a way as to benefit them-



selves. Or they may even do go by leads and lags in meking and

fulfilling commitments,

Lessons for Our Research:

The foregoing has been o very brief look at theory
gspawvned in an attempt to explain the wmovement of short-term capital
that is abundantly clear from this is the state of the theory at the
monent - Jlike much else it is still in process of developuent

evon thoud already highly illuminating.

Tor our purposes, it ie clear that the attempt to deal
with the Caribbean will require explicit recognition of institu-
tional featvres in our assumptions, The characteristics of the
cconomies must be inbuilt and inter-relationships with major trading
partners rigorously consldered. The area of trade credits looms
gignificantly on 2 priori considerations. Vhen one considers also
the stated aims of some of our governmente, which aims will of
necessity have to be achieved through agencies such as for instance

Centreal Banks, it becomes clear thet a firm understanding of the

formey activity is neceesary..

#1lso clear im the fact that interest rates, exchange rates
and foreign exchange regulations have to be considered. The pre-
cise wvay in vwhich these must be incorporated has of course to be
worked out by both theoretical and a_priori formulations and empiri-
cal testing, Preliminary work on the project, such as the surve;
of existing literature is still in progress, but it is to the

latter formulation that much of the coming year will be dedicated.
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CLEMENT, PFISTER, ROTHWELL, (3) p. 216-217.
HODJERA, (4), p. 687, eomphasis added,
p. 688

ne p. 688

The forward premium on discount is defined as as
the difference between forward and spot rates

expreased as a percentage of the spot rate, so that

? = (FR-SR/SR)

where P = premiunm
TR = forward rate
SR = @apot rate

HODJCRA, (4) p. 693.

*3% ¥ Ex 3
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