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Foreign_Exchqgge Accounting and Management in Small Econgmies:
A Proposal
D.A. PANTIN

Introduction

The necessity of foreign exchange management has become apparent
in the context of persistent balance of payment disequilibria by, and
related growing foreign debt commitment. of, a-growing number of Third
World countries. Foreign ekchange management may be defined as that mix
ofrnational po]ﬁcy measures which seek to directiy (and sometimes in-
directly) influence the net avai1ab111iy‘of‘foreignrexchange overtime
with tﬁe objective of achieving balance of payments equilibrium.

y

Small economies such as those of the Caribbean, however definedl
face even more severe adjustment problems fhan other Third world economies
in realizing axternal balance. The very fact of smallness reduces the
policy options for adjustment. Demas was one of the first Caribbean
economists to draw our attention to the ;onstraint imposed by size
(Demas, 1965). Best and Thomas have .correctly pointed fo the historical
and structurally-imposed constraints to Caribbean development, perhaps
downplayed by Demas (Bést 1971, Thomas 1974). Mc Intyre made a useful
intervention in this debate on small size by distinguishing between
" functional constrainté deriving from the manner of incorporation
into the world economy, and structural constraints fesuTting from
small size (Mc Intyre, 1971). A recent comparative study of four
small economieslﬁn transition to socialism by Morawetz suggests

that smallness remains a binding constraint: "Although increasingly



the degree of natural économic'independence is a central aim for most SOC's
(Socialist Developing countries) ‘there is a fundamental difference between
large and small economies in thié regakd. A 1ar§e country that is rela-
tively rich in resources such as China may have the option of fo]]owing

~a fairly autarkic development policy; a small country probably does not.

As a small SDC develops, it is Tikely to need increasing amounts of

machinery, raw materials and intermediate inputs. ....Clearly then, if

a smaTl SDC is to avoid running into a foreign exchange bottleneck, it

has to ensure that its expdkts increase steadily over time. ....following

a -socialist strategy does not absolve a small counfry-from looking after

its export growth anymore than following a copitalist path does.”

(Morawetz, 1980 pp). ..

Smallness therefore jmplies openness. CToSure or autafky 13
virtually impossib}e for two main reasons.. Firstly, domestic markets
will be too smai] to permit eitherAecohomies of scale or fto-clear ﬂ
['the;if labour market. Secondly, the resource base of small economies
will be too 11mitedte_él1ow the‘fu11 range of consumer and capital

goods to be supplied solely from domestic supply.

Two characteristics are'likeiy to be common to small economies,
whatever the economic path followed:
(1) Such economies will always possess a continuous,
| , subétantia] demand for foreign exchange relative to their

~ foreign exchange earning capability;



(2) However, such economies will experien.o
significant fluctuations in their foreign
exchange earnings over the short, medium

and long-run.

Thereforé,'one major dimension'of economic planning - derivative
of the goai of creaﬁing a structurally transformed economy capable of
self-sustaining growth under’cond%tibns of full employment - |
should be to realize the twin objectives of:

(a) Maximising foreign exchange'earnings; and

(b) Minimising foreign exchange uses.

These twin objectives are not as contradictory as they may
seem at first. A foreign-exchange use which promises to yield a foreign
exchange flow in the future is quite compatible with the realization of

the dual objectives.

To dperationalize the max-min objectives two measures
are necessary:
(1) Information on projected foreign exchange flows; and

{(2)" Policy measurers then can be 1mp1emented in realatien to the
projected net foreign exchange balance.



‘Part A: Foreign Exchange Accounting

The required information to realise the first element above,
can be obtained throﬁgh foreign exchange accounting. This is simply
Flow of Funds Accounting for sources and uses of foreign exchange.
However, as in all accounting systems, categories must be informed by

objectives-and pricr theorising.

The adVantage of foreign'exchangé accounting is that it will
provide foreign exchange data 6n a cash flow basis, This will be a more
precise indication, therefore, of foreign exchange availability and
use than Balance of Payments accounts. For example Carr provides a
comparisaon of the balance of payments record of bauxite export earnings
and actual bauxite earnings by_Jamaica.as recorded by the foreign ex-

change budget between 1977-1980%. (Carr, 1981).

‘ $mn US
1977 1978 1979 - 1980

(1) Total export value _
as per BOP ' 528.5 582.3. 581.7 732.7

(2) Total cash receipts ,
as per FEB . _374.1 _242.7 _278.0 _367.8

Difference betwén . - .
(1) and (2) +154.4 +339.6 +303.7 +364.9

Source: Carr 1981, Table 4



The twih objectives proposed above of maximising Sources and
minimising uses of foreign exchange oh]y can be realised in the context of
a theoretically derived strategy for economic transformation, Categor%z-
ation, therefore, can differ, to some.eitent,-among small economies
uti]iziﬁg Foreign Exchangé Accounting. For the particular purpose-of
Trinidad and Tobago aﬁd the Caribbean the skeleton of a foreign exchange

budget is proposed in Tables T - 5.

"Tab1es 1 and 2 introduce fhe foreign exchange account in summary
form. A distinction is made between Recurrent and Mon-Recurrent sources
and uses'of foreign exchange. This'is the most important analytical
distinction needed although, in practice, some items may not be so
clearly demarcatgd. A recurrent source or use as the term suggests is
one which can be expécted, ceteris paribus, -to continuously provide br
utilize foreigﬁ exchange,rrespectively, over a number of years., The
éritica11ty of thé distinction 1ies in the fact thatif an economy over-
burdens itself with Recurrent Uses of foreign exchange consistently.
greater than its earning capability,.drastic domestic adjustments
will become inevitab1e. Ironically such adjustments then may be
‘borne by sectors other than those now entrenched recurrent users.

The significance of the distinction is that it will provide a basis
" for projecting the net‘foreign exchange balance over several years.
For example,given-assumptions about prices and output of oil, one can,
project foreign exchange earning§ in Trinidad and Tobagdover'the next

5-10 years. 'Forecasting is fraught with methodd]ogical problems at.
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the best of times - more so in the current uncertainty over oil prices.
However, all rigoroué forecasting recognizes its limitations and projects,

normaliy, three alternative scenarios. It would be sensible for the foreign
exchange account to-uti1i23'the pessimistic scenario -as the basis for
determining po]icy with regards,to Recurrent uées of'fofefgn exchange in
particular. Recurrent uses of foreign exchange should remain within
tolerable bands to aQoid a balance of payment crisis. .This is not to
' suggest tﬁat there has to be a continuous'“balanced budget". However, any
deficit financing must be either (a) non-recurrent or (b) projected to
- generate, at worst, the equivalent supply of foreign exchange to meet
-its future repayment and/or to.lead to a fall in foreign exchange usage,
(i.e. saving) substantial ehough to permit repayment of any prior deficit

budgating.

One could producera—foreigh exchange budget that distinguishes
between Recurrent and non-Recurrent sources -and uses. Given a pro-
jection for a 5-10 year period, new Recurrent'commitments will then be
Undertaken only in so far as projected sources are available over and
above existing a1ready committed uses - Recurrent and non-Recurrent.
What is recurrent for one ecbnomy, may be non-recurrent for another. The
best exampie is that of the assembly manufacturfng sector established in
some Caribbean'countrjes. Given the jnvestment decision, such a use of
foreign exchange becomeé Recurrent és employment and income structures
are dépendent on a continuous supply of imported parts for assembly.

- Ally ndtes for example that in the Jamaican case if the original budget

LY



use of $600 mn (Ja) to raw materials was not maintained in 1977 some
50,000 jobs would have been lost in the manufacturing sector, (Ally
1977, p 17). In another Caribbean economy without a similar assembly

sector (or sub-sector) the foreign exchange use would be non-Recurrent.

Non-Recurrent sources and uses also need to be identified and
“forecasted. Somé items will be difficult to distinguish and may change
‘16cation overtfme. Obvious non-recurrent sources include grants, loans
and a proportion of F.D.I. UWhile F;D.I. always has represented a f
significant foreign exchange source in the Caribbean, the Jamaican
experience has shown capital inflowsrto be unstabie. This is not
to rajise the more general issue of the contribution of foreign invest-
ment to Third YWorld development. Tables 1 and 2 provide some i1ius-
trative eXamp1és of international economic transactions which can -be
classified as Recurrent or non-Reéurrent sources and uses of foreign
exchange. For po?icy purposes it may‘be necessary to provide.some
finer categories of uses. Table 3, fdf'examp]e;.suggeéts a distinétion
between essential and non-essenfial uses. The point of this distinction
is that a use may be Recurrent but not necessarily essential - the
implication being that a certain investment decision may cause the
economy to commit itself to recurrent payments for what may be frivolous
purposes. The best example that comes to mind is that for chitken and
chips franchise holding in Trinidad and Tobago. Some foreicn debt eveh
may be so classified if it was ;utilized for non-prdductive purposes and/

or was inefficiently spent. The importance of this categorisation is




‘that it can be used to inform exchange control permission for activities
jdentified as non-essential but recurrent future users of foreign

exchange.

Table 4 suggests a further breakdown betﬁeen competitive and
non-competitive uses. The significance of this categorization is that
it permits the economic po11cy makers to identify uses - Recurrent and
rnon Recurrent, Essential and non-Essential where the p0551b111t1es of
domestic displacement exists, for example, a use which is competitive
with domestic supply - existing and potential. This provides an in-

put into. economic planning for the producing sectors.

Table.5 proposes that the net foreign exchange available, be identi-
fied in the major sectors earning foreign exchange - by Firm and Sector.
This table a1$0 could he utilized for all sectors of the economyras a
complement to Table 1. An exampie of such a Sourcés Account for the
petro]eumrsectioh of Tfinidad and Tobago 1966-1976, is shown in

Table 6.

Requirements-fof Foreign Exchange Accounting

-There are four.main requirements to realise such Foreign Exchange
Accounts : 7 |
. Stafistica]
' A pr1mary 1nput into F E.A. w111 be data in a relevant form to

" facilitate the distinct categories noted above This is not an easy task



Foreign Exchange Budget Classification

Table 1: F.E.B. Sources

Source

T. Recurrent

2. Non-Recurrent :

- Table 2: F.E.B. Uses

1. Recurrent

2. Non-Recurrent

Table 3: F.E.B. Uses

1.  Recurrent

(a) Essential

(b) Non-Essential

Table 4: F.E.B. Uses

1. Recurrent

(a) Essential

(i) Competitive

(i) non-Competitive

{b)}Non-Essential

(1) Competitive -

Year

exports of goods and services,
F.D.I.

Toans, grants, F.D.I.

- debt repayment, investment income

outflows, imports of capital, and

- intermediate goods, raw materials.

travel, gifts, Toans,

e.g, foreign debt repayment, capital
goods, basic food, drugs.

e.g. chicken and chips franchise

e.g. rice

e.g. Wheat flour, transport equipment
(buses, motor vehicles)

e.g. chicken and chips franchise

(11) non-Competitive e.g. caviar, whisky
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Table 4: F.E.B. Uses {Continued

2. Non-Recurrent
(a) Essential
{i) Competitive
(ii) Mon-Competitive electric turbine
(b) Non-Essential |

(i) Competitive e.g. purchase of tickets from
: foreign rather than local airline

(ii) Non-Competitive e.g. apples and grapes.

Table 5: Net Foreign Exchange Supply of Major Sources of Foreign Exchange
T_éctor and Firm)

Source: Petroleum taxation, profits, wages and
salaries :
Uses; Profit repatr1at1on purchase of foreign

~goods and services.

L4



TABLE 6 . :

" SOUACES AND USES OF FOREIGN EXCIIANGE, 1966-1977 SOURCES AND USES OF FOREIGN EXCHANGE, 1966~ 1977 — Cuntinued

$°000 TT . R o l'UﬂE
1986 1967 1968 1969 1970 1971 ‘!‘ 1972 1973 1974 1975 1976 1977 '
1Y) o (2} 3) (4} &) (s} ) 18) 1] (R14) m) {12)
Curreny Account ) ' ' ' ' : Cuoens Account
1. Gias Value of Expory Salos - 4703482 | 53491009 | 600,637.5 | 508,564.9| 4244060 | 4839210 $99.1393 | sons31.2 | 22984084 | 2.897,2404 | 29331403 | 3.647.630.4 | 1. Groas Value of Export Sales
of which: . . . l} ‘ of which:
iaj Exports of Manufacrured Gooda 417.707.6 | 499,0680.1 | 5411317 | 4489944 3651237 425,7197.4 { 501,460.1 786,230.2 | 2.089.808.2 | 2,765.695.8 | 2,756,105.5 | 34822616 {a} Exports of Manulactured
. ' .
b Exporns of Services o - 538406 | 50,0238 59.505.8 59.570.5| $9,169.0 | sg123.6 i 976792 | 1226010 145597.2| 15446 ] 1770378 ] 1853518 . b} Expores of Scrvices
. s . ' ’ .
i
Lot o Less
2. Totd Commodity Imports w . 43.597.8 | 361347 | 390991 ] 445189 723962 | ez27ma 104764 | es7120|  6236s.3| 752643 | 157009.5 [ 1422598 ] 2. Totad C.mmaduy Impors
of whicl: . : ‘ ) ) ' of which:
13' Marerial Puechases ... -, 40,099.0 30.100.6 320988 36,792.3 66.468.5 68,272.1 71.049.1 S4.98714 51.865.6 593134 | 107,662.3 | 1037559 13; Matenal Purchases
1b) Payments far Sepvices .. - 4988 6,034 6.992.6 1.711.6 §.927.7 24,502.0 39,4273 11,724.5 10,500.7 11,950.9 49.347.2 3B.50).9 {b, Pavmenus for Services
. | * ‘ ) *
14uah . . Equah
1 * . .
3. Furcipn Exchange Baluner .. . 427.9504 | 512.969.2 { 5614484 | 464.049.0 352,009.9 | 3911489 ’ 488.662.9 842.119.2 1,172,039.1 | 2.825,976.1 | 2,776,133.8 | 15053716 | 1. Fareign Exchange Balance
Lew . " . ’ Len .
. ‘ ‘ . ' ‘ -
4. Favments yu Labour (Foreign; - 17619 1.982.6 |  2.106.6 | T23359 28148 [, 33792 8.268.9 3,560.0° 1.500.09 3.500.0¢ 44632 259.2 4. Paymenss to Labour Foregn:
liquah X , ) . . o T Equals
; d i o - . )
5. wl'u-': Furcign Exchange Available ) 426,188.5 510.986.6 | S59.341.8 | 4617130 | 249951 | 18772617 485.354.0 3861921 2,162,539 | 28224761 | 1.371,670.6 | 3.505.012.4 | 5.  Other Foreign Eachange Avai
Lews ' ' . . : . ' . Lew
. Profiss Remitved and Remirtable 21 150.637.% | 1780917 | 2368579 | 1909607 | 161,1105 | 1510740 184,883 3833510 ) 0071 ] 103502086 | 977A4%55.8 [ 12685785 | 6. Profirs Remitted and Remutaal
of which- ’ . ‘ of which:
ta) Rq’_&iflcl and Paicnis ... . 40.0 ) 350 35.0 4.2 323 328 : n2 18,2 149 149 5.563.3 53745 {a) Rovalticsand Patenes
{b) Inecrest and Banl Chargrs - 29675 19844 | . sos518 6.828.4 9,3732 79834 858 104028 33931 $.004.7 13632 37004 {b; Interent and Bunk Charge
fc] Mansgrmeat Fees - 5,667.), 49859 6.143.4 6,087.6 7.091.3 9.671.1 - 104734 10,567.1 12,2841 12.978.9 10,3068 6.0%6.1 {c} Management Frey
id: Sales Expenses Accruing R 41576 4,661.5. 50637 50713 4,769.5 5,295.2 . 5.6458 | 17269 7.670.2 7.370.9 40513 752.0 {d} Sales Expenses Acauing
(g) Deprecution . o ) 494360, | 690368 | 560757 | 522626 | 466103 ] ssdoed, | 9470230 | 787630 | 1066129 | 108.640.5 | 2358728 | 294,502 le} Depreciarion -~
tf) Net surplus Loy own Account - N . . (6} Nes Surplus Les own Ac
_Capital Formavon | .= | .| BA.369. 95.468.1 .IM'J““ 120,685.6 93,3334 72.681.2 65,8122 20,2652 | 5739959 B9T110.7 | 14,2174 958,132.2 Capital Formation
. . H i . . ] ’ - i
Equals i i ‘ e . ' ’ ‘- . : ‘ . Eqouals )
o Ne Forcign Exchange At;:rui.ngm the | Lo N l ‘ ’ . . 1. Ne Foreign Exchange Accruin
Nanona Economy on Chirrent l e R S the Nutiona] Ezonomy on Cu
© Aecount . L . - 275551 | 33299497 3234839 | 2707434 | 18m.024.6 | 236.6936 . 300,505.7 | 4542632 | 1465.568.0 [ 1,787.355.5 |1.794.213.8 | 2237593 Acrount
| p—————— . . o e [ - e s N . . -
r Note that the tosaly given is the summation of only Exploration and Production, Refining and Petiachemicals for the peried Note that the touali given is the summution of only Explaration and Producton, Refining and Pezrochemicals for the per
96614775 For the pcnod 1976 and 1977 the sob-sectorns induded are Exglocation and Production, Refining, Pe: uchemical snd 19661975, For the peried 1976 and 1977 the sub-azcton included wre Exploration xsid Productign, Refining, Petrochemicai
ulk Dinnbutiona. - Ter o eens .. . Bulk Distyibution. o -
€ Extimaied, Source: T § T;Centra;.'Statistical office (1979)-Capital Accoumts €Estimated. ' -
) of the Petroleun Scctor; 1966 - 1976 Table 14 pp 38-39 ‘
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based on the present methods of collecting data in the current and
capital accounts of the Balance of Payments. To devise an appro-

priate system will be a challenge to the information revolution
specialists. The most obvious reason why data are not readily avail-
able is that no one devised an accounting framework which demanded

such information. It may be impossible to develop 100 per cent accuracy
in aTlocatihg sources or uses to these categories abdve - ‘aspecially if
such classification is based on existing trade data. However even

'partia1 accuracy could be an advance.

2. Input-Output Model

" Foreign exchange accounting as proposed above s more than a simple
post facto compilation of sources and uses of foreign exchange. Rather
the F.E.A. groups sources an& uses into analytical categories and
_ projects such foreign exchange flows over a-re]evant time period. The
purpose df the F.E.A. in this coﬁcept is essentially anticipatory there-
by, pErmitfing prior%ties of uses in the dimmediate short-run and allocation
to most productive uses over the medium to Tong run. A vital adjunct to
Such F.E.A. is the availability of an input-output model of the economy.
This can permit a more accurate estimate of the impact of allocation or
'non-aITogation of foreign exchange to existing or proposed recufﬁent users
of foreign exchange. Ally notes the Timitation imposed by the absence
of such a model at the onsetrof foreign exchange budgeting in Jamaica

in 1977.%
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"Ideally if we had at hand estimates of the import
content of each sector's output, we would be able

to say something about the effect of changes in
intersectoral allocation of foreign exchange on

real G.D.P. as a first estimation. The absence of
an up-to-date import output table makes it impossible
to take into account indirect import requirements of
sectors and thus more precisely ascertain the effects
of changes in allocation". (Ally, 1977, p 15)".,5

3. A Lecal Monitoring System

The estab1ishment of Tegal and institutional mechanisms for
reducing transfer pricing could achievera substantial reduction in illegal
foreign exchange outf'low.6 Transfer-Pricing reduces net foreign exchange
avai]ab1e'nationa11y by devises such as overpricing imports, underpricing

exports, tax avoidance and evasion and fraud.

In the case of Trinidad and Tobago legal enaétmeﬁt is a matter of
priofity. A recent caée supports this urgency. A national businessman
pleaded quilty to fraudulently obﬁaining $4mn(TT) equivalent in U.S.
currency ostensibly to purchase imports. He was fined the royal sum
7 of $3000(TT). The head of the Tinance house also found guilty of aiding
and abetting this businessman- was fined $500(TT). Changes are needed
in the relevant 1egisTation to increase the mandatory penalties to
punitive Tevels and reduce the discretionary power of the presiding

judicial official. .
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4, Foreign Exchange Accounting Agency

Some existing institution must -be given responsibility for
foreign exchange accounting. In the Caribbean, the Central Bank seems
the most appropriate 1nst1tution. However other ageﬁcies'need to be
coopted Such as the Ministry of Finance, Minis try of Industry and
Commerce and the Customs Department, together with the Central

Statistical Office.

Part B: Foreign Exchange Management

The projections of sources and uses of foreign exchange derived
from the proposed accouhfing system then will serve as input into economic
management. Projections should be for as long as 5-10 years, With‘greater
detail for shorter time periods of several months to 2-3 years. Given
the projected net balance of foreign exchange available, a number of
management tools could be introduced. Such measures would be both on
the demand side and the supply side i.e. affecting both uses and sources
of foreign exchange. The remainder of this paper will concentrate on -
management policies on the Demand or Usesrof foreign exchange side. 1In
~ the final anaiysis it is the supply side which is more decisive. The focus
on the démand side is not reflective of any disavowal of the need to
Vgenerate'foreign'éx;hange. Howevér it is felt that in the 1mmediate
future, Caribbean economies will not achieve any significant increase in

foreign exchange earnings. There are several reasons for this.,
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Firstly, Caribbean economiés are not presently structured to
produce competitive exports of gobds, and even new services. Even
under best case assumptions, it will take several years toc make these

economies competitive.

Secondly, any recovery in the international economy—is not
1ikely to lead to any necessary growth in demand for Caribbean exports.
The generalised recession of the Tast few years is the surface phenomenon
of structura]‘transformation in the developed, industrial economies;
This Wi11 furthér reduce the possibilities for existing Caribbean exports

for reasons developed e1sewheré.7

Thirdly, the first impact of any export thrust by the Caribbean on the )
Balance of Payments, will be -an increased demand for foreign exchange to
purchase imported capital goods, technology and intermediate, if not

new material inputs..

7 The two critical e1ement$ in foreign exchange maﬁagement are
Anticipation and Discretion. Antibipation will be assisted by the

'foreign exchange acbounting,systems. Discretion is indispensable to

avoid,1o$s of confidence in the balance of payments_prdspects of the

economy ., . Once thjs happens, management becomes increasingly difficult as
there will be an aftempted run on the foreign exchange of the country.
Prime,Minjstérs.and Centra] Bankers, therefore, are better advised to put <

in place the necessary measures before sounding the alarm.
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The Jamaican experience is illustrative. Foreign exchange
budgefing was introduced in Jamaica in January 1977, This followed
current account -deficits in 1975 and 1976 of $257mn (Ja} and $275mn (Ja)
respectively. Foreign capital 1nf1oﬁs - the traditijonal
balancing item in Caribbean Balance of payments - declined from $137mn in

1974 to $77mn in 1975 and recorded a net outflow of $3Tmn in719761

Ally notes that in January 1977: "The foreign exchange reserves
of the country (Jamaica) were virtually. depleted. The net international

reserves stood at $181mn". (Ally, 1977, p 6).

It was in this environment that balance of payments accounting

and management was initiated in Jamdica.

Given projections of sources, a'sma11 economy'may need to adjust
‘uses - at least in ther"short run" before sources can be increased. A
number of management. tools may be identified. These usefully can be grouped

. into three main policy measures: -

1. Reserves policy
2. . Micro-economic policy

3. Macro-economic policy.
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1. Reserves Policy

Existing foreign exchange reserves need to be husbanded carefully

as a buffer against balance of payments deficits.

2. Micro-economic Measures

r(a) Import duties on specific imports.

(b) Import guotas on sbecifib imports.

(¢) Negative Tist - restriction on certain imports

entering theréconomy.

(d) Non-tariff barriers which seek to either slow tﬁe_

- Tevel of imports or effectiveTy put them on a negatiﬁe
Tist.

(e) Exchange control.

Specific Timits and/or fequirements for prior permission for
all or some uses 6? foreign exchange.

(f) Fofeign InVestmeﬁt Regulations.

The screening of FDI to areas considered necessary to achieve overall

national socio-ecpnomic goals.

(g) Technology Import Restrictions.

Screening-of'techﬁology imports to activities consistent with socio-
economic goals. One could 1nc1ude technoloay import decisions of both national
and foréign investors: Such investors cou]d be required to apply for permission
once-they will be recurrent users of foreign exchange. One key criterion for

providing access would be their foreign exchange earning capability.
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3. Macro—econom{c policy tools

(a) Moral suasion - calls by‘the Government to the populace
~to reducé profligate consumption of. imports.
(b)  An dincomes policy to reduce disposable income and reduce
the marginal propensity to consume 1mport§}-
(¢) Credit control to reduce imports by:
() higher downpayment 1imits on hire purchase;
(fi) shorter repaymerit periods on hire purchase;
(11i)  general restraint in the groﬁth of the money supply.
(d) Devaluation of the currency.
(e) External borrowing through:
{1) Multilateral agencies, e.g. IMF, World Bank.
(ii) - Bilateral agencies, e.g. government to government loans.

(494) International bank borrowing.

'Assessment_

Each of these management tools needs to be assessed propérly, thereby
deserving a paper in each turn. The point being made in this paper is that
normally such tools are utilised only after a balance of payments crisis
has descended on the economy. The advantage of -the foreign exchange accounting
system is that it will provide a projection of net external balance, thereby
- permitting énticjpation. Depending on the seriousness of the projected balance,
several of the above measures can be introduced, singularly, or in combination.
In addition, however, on the assumption that the required data can be.

- obtaiﬁed, the éccounting system wf]]vfaci]itate-industria1 p]anniﬁg. 'The FEA

will identify which imports are recurrent, essential, competitive or



otherwise. Related sectorial policy, therefore, will be informed by this

accounting system.

By its very nature, F.E.M., to be effective; must be anti@ipatory,
discrete and cdmplemented by other economic instruments, Short-run |
allocation of foreigﬁ exchange in;the context of acute balance of payments
deficits may be more appropriately defined as foreign exchénge "slashing".
Ménagement assumes some rational controi.ovér uses and‘sources in the context
of some flexible budget constraint. "Slashing” on the other hand, refers to
an allocation to uses informed by the immediaéy ofrexternal, unavoidable
commitments. This norma]1y involves drastic, sudden réductions in other uses
which are not so mucﬁ unnecessary as dispensable. Ally describes such a
situation in Jamaica: |

"o find that in 1977 future growth as determined by the:

importation of capital goods has to be given a lower

priority than current output and employment, and capital

qoods have been curtailed....to permit a greater allo-
cation to raw materiails”. (Ally, 1977, p_]4).

Reservations

The cost of holding foreign exchange

The impTicit assumption of the proposed scheme of foreign exchanée
accounting is that small open econom%es should hold or attempt always to hold
substantial reéerves of foreig exchange. The 11terature'is unsettled on_the
question.of what i;zgptimum Tevel of reserves - particularly for developing
Countries. (Worrell, 19763 MNiechans, 1970). In general one can”suégest,

however, that small economies will not find themselves with sufficient foreign
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'exchange earnings to need to devise an cptimum level of holdings, except
for relatively short time periods such as Trinidad and Tobago 1974-1983.
In such surplus ;ircumstances, foreign exchange expenditure should be
no greater than the abéorbtive capacity of the economy. This requires
jdentification of critical bottlenecks in the system. Whatever, "optimum",
holdings result could -benefit from Blackman's proposed five objectives of-
reserve management:

(1) Liquidity

(2) | Income

{3) Precautiqnary

(4) Maintenance of value

(5) Politiéal considerationé

(Blackman, 1981).

Control versus free market allocation

- The proposé] for foreign exchaﬁge accounting'may be misinterpreted
as a-case for a c]oéed economy whiéh it is not. In fact; FEA, as proposed
can be used in a variety of economic conditions. Such a distortion can be”
made particularly by those enamoured of the export manufacturing strategies
of the so-c§1]ed NICs. Those who perceive the free flow of markef forces as
the deus ex machina to the developmental problems in the Caribbean and
elsewhere, tend to react automatically to any prbposals which they perceive
to involve foreign exéhange restrictions. In the more extreme form,these free

market'advoéates suggest that there should be no foreign exchange control.
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The general view is that the success of the NICs can be ex-
plained by the free market models fo11bwed. A closer study of those
countries which have develcped successful éxport manufacturing sectors
tends to belie this simplistic version. Japan was the first non-éuropean
economy to become a éuccessfu] exporter of manufactures. If one examines
this case carefully, one sees that two important pillars of the Japanese
success story were legal and institutional mechanisms to control foreign
investment and related technology agreements to activities identified by
the Japanese as,pfibrities. Genérqi]y these were in export generating
sectors. Without using the.term accounting and management therefore, one
can suggest that Japan sought to allocate recurrent.uses of foreign ex—r

change into areas which would subsequently earn foreign exchange.

Fajnzylber indfcates a similar implicit form of F.E.A. by the
South East Asian manufacturing exporters:

"Contrary to what is suggested by the 'popular versions,

the trade policy followed by these countries has included

a by no means insignificant import substitution component... .
This careful and selective protectionist policy used both
tariff and. non-tariff mechanisms reinforcing both with
measures regarding aceess to the foreign exchange market... .
The authorization of foreign exchange for imports being con-
ditional upon the generation of exports incorporating those
imports, and thus involving the existence of institutional
mechanisms permitting permanent communication tetween the
government authorities and the. respective enterprises”.
(Fajnzylber, 1981, p 117).

‘There is some evidence to suggest moreover, that the foreign

investors, whom some may fear accounting will scare away, do in fact make
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their own independent calculation of the particular economy's capacity
to sustain repatriated profits. Gabriel notes in a study of the behaviour of
transnational corporations that:
"In any case these are distinct Timits to the capacity
of a country to absorb foreign direct investments. Some
of these limits are economic. Many of the less developed
countries, for example, are increasingly unable to service

the foreign exchange Tiabilities associated with a continually
growing stock of foreign-owned capital". (Gabriel 1972, p 9).

The fact of foreign exchange accounting does not imply necessarily
a very restrictive exchange control regime but simply the avai1abi1ity of
an accurate picture of~foreign exchgnge flows over a relevant time period.
Mattera reports for'example,'that fdreign exchange "budgeting” was widely
used in Latin America in the immediate post World War II period, but for
a'variety of purposes from the mere statistical to instruments for
restricting exchange transactions. 1In fact, the IMF advised some of these

Latin American countries initiating foreign exchange budgets. (Mattera, 1954).

Is Exchange Cdntro] Foreign Exchange Management?

Given the fact of Exchange Control regu]ations in Trinidad and ;7
Tobago and e1sewheré_oﬁe_can conclude that foreian exchange management
: alkeady is practised; supported by legal and instiﬁutiona] mechanisms.
. Foreign Exchange contro] (F.E.C.) is necéssary for EEM but by itself is not
sufficient to guarantee any optimum management of foreign exchange flows.
For one.thing FEC focusses primarily on uses and does not take into account

-existing and-projected_sources of foreigﬁ ekchange. Secondly FEC does not
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include perhaps the most jmportant longer-term causes of B-0-P dis-
equilibrium-investment decisions which set in train recurrent uses of foreign
exchange by sectors which earn virtually no fdreign curkency, e.g. the

assembly manufacturing secﬁor."

In some instances foreign exchange ceilings ébpear to be established
on somewhat arbitrary bases. The Besf.exampie being that of ailocation
to foreign travel. - On what criterion does one arrjve at a sustainable
a?locat1on overt1me? One way to senSitiéé the ﬁopu1atioh to the foreign
exchange issue would be to determ1ne the. foreian travel allocation at the
beginning of each f?SC&] year on the basis of savings from the previous

- year.

. In general, therefore, one can suggest that ?EC is an extremely

weak form of FEM and one that will be comp]etelj 1neffect1ve in terms of
anticipating or resolving B-0-P crises,- as -the Jamaican experlence 111us-
trates. In addition to the general 11m1tat1ons of FEC as a proxy for FEM,
the Trinidad and Tobago practice of FEC exhibits a number of:other weaknesses.
The legal penalty’. for foreign exchange manipulation clearly js not
punitive and a]solgivgsthe presiding judical officer too much discretion

‘wﬁth all the possible ramifications. Secondly, the monitor%ng system is
extremely weak. The éentral Bank ftse]frperhaps provides the most rigorous

_ Sdanning of foreign exchange.éutflows which it directly handies. The

'rsignatures of two Foreign Exchanée-Contrb] Officers aré necessary, thereby
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requiring complicity in any fradulent conversion. The Exchange Control
Division has recently begun to computerise its operations thereby permitting

a more efficient basis for determihingirécurréng.app1icat10ns over time.
However, the Central Bank's FEC Division directly handles only an approximate
25 per cent of total foreign exchange outflows since it deals solely in pay-
ments for services inéluding-outffows on the Capital account. The control
over the major broportionrof Foreign exchange outflows in payment for impcrted
goods is delegated to the Ministry of Industry'and Commerce. However, in the
'1atter Ministry only one authorised signature is necessary to permif approval

for foreign exchange outflow.

‘The Trinidad and Tobago Central Bank now limits the discretion of
the Ministry of Industry and Commefce to a maximum of $100,000 TT. Nothing
I have seen indicates that there is also a maximum number of such allocations
which édn be giVen to any 1hdividua1 and firm per year, Therefore, 10 approved

forms will give an applicant $lmn TT.



TABLE 1.39 .

BALANCE' OF PAYMENTS. 1979-1983

(Dollars Million)

~73.7

+22.1

ITEMS 1979 1980 1981F l9g2% 1983%

(1) Merchandise {net) 359.5 1,434.1 1,216.7 -1,360.4 -=1.116.%9

Exports 3,957.1 6,205.3 5,988.5 5,306.9 4,899.1

Iuports 3,597.6 4,771l.2 4,771.8 6,667.3 6,016.0

(2} serviees (net) -337.0 =332.1 =247.7 =392.8  =994.1

Transportationl 317.2  470.1  305.4  228.5 47.4

Travel _ 43.5 27.% =-37.0 =-205.2 -240.1

Investment Income -587.9 -722.4 ~315.6 -42.9 ~178.0

Other Governmment 12.3 §.8 -14.1 22.6 31.3

Qther Services ~122.1 -~116.1 ~186.4 -395.8 ~654.7

{(3) Vygreguited Transfers (net) =109.5 -157.2 -=217.7 =263.7 —-250.3

(4) Current Account Balsnee =87.0 944.8 751.3 -2,016.9 =-2.361.3
(L)+(2)+(3)

(5) Capital Account 895.1 541.7 6b9.6' 1,131.7 686.3

Direct Investment 416.5 328.8 487.9 637.4 250.6

Other Private a444,] 49.6 206.6 262.9 268.2

official Borrowing . 132.2 147.5 35.7 224.2 208.1

official Loans - 7.9 =179.6 58.1 6.7

Other Official 2.3 7.9 - ~=50.9 -47.3.

~ {6) Allocation of SDR 26.0 26.0 26.0 = =

(7) Errors snd Ommissions 67,1  -13.6 -36.% +358.1  -492.6

{8) Overall Surplus(+)}/Deficit(-) +887.0 +1.498.6 +1,350.$ -527.1 =2,167.6

{9) Change in Reserve(-=increase) ;887.0 ~1,498.9 -1.350.5 +327.1 +2,167.6

- Government - S A § - =1.1 +1.1 -2.8 -0.3

Monetary Authorities? -821.2 -1,549.5 -1,373.7 +322.9 +2,099.4

Commercisal Banks +51.7 +7.0 +68.5

Lo -V ]

- SOURCE: GCentral Statistical Office

Central Bank of Trinidad and Tobago
Includes Freight

Includes Central Bank holdings,IMF Reserve Tranche and

estimates
revised.

éDR holdings.



ENDNOTES

For a useful discussion of the concept of smallness in the Caribbean
context, see T.M.A. Farrell (1979).

In Jamaica and elsewhere, the term foreign exchange budgeting

is used in two senses. Firstly to mean foreign exchange accounting
as defined in this paper. Secondly in the sense of using the infor-
mation gleaned from some projection of net foreign exchange
availability, however determined, for budgeting or allocating
foreign exchange sources. ‘There is some confusion in the '
Titerature, therefore, on the particular sense-in which the term
Foreign Exchange Budgeting is being applied. Hence this author

has sought to clearly demarcate the gathering of information on
projected net foreign exchange available - termed foreion exchange
accounting - from policy measures poss1b1efbrr9501V1ng potential
deficits - i.e. foreign exchange management

The categories, essent1a] and non-essential, competitive and
non-competitive have been borrowed from Best and Levitt (1968).

See endnote_Z.

Jamaica now has developed such an input-output model which is used
by the Bank of Jamaica, in conjunction with the National Planning
Agency, in determining the foreign exchange budget.-

Part Three of Murray ed. (1981) provides a useful approach to
such monitoring. , _

See D.A. Pantin (1984)f

See endnote 2.
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