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BALANCE OF PAYMENTS POLICIES AND CARIBBEAN INTEGRATION

1.  INTRODUCTION

The case for Caribbean economic integration has in large part rested
on an acceptance of the fact that it provided the best opportunity for
countries in the reglon to cope with the constralnts to development cre-
ated by their small size and the extreme openess of their regpective
economies. The balance of payments c¢risis experienced by several coun-
tries in the region in recent years has been associated with a set of
policy initiatives by individual countries which have imposed severe
strains on the process of Caribbean integration. The need for an imme-
diate response to a payments crisis creates an environnment in which pol~
iecy makers are frequently forced to saerifice long term policy objec-
tives. In the context of the CARICOM system, this was revealed in the
fact that when particular policy initiatives were undertaken considera-
tion as to the potential impact of these measures on CARICOM partners
and the process of Caribbean integration were not matters of primary im-
portance.

It is the purpose of this paper to explore a set of approaches to the
administration of external payments by CARICOM countries, which while
addressing the short run payments problems likely to be experienced by
all, would at the same time help to promote the process of integration.
It is recognized that the whole range of macro economic policies will
directly or indirectly influence their external payments position. How-
ever, the analysis in this paper will be restricted to an examination of

issues related to exchange rate policy, nontariff barriers to trade and



initiatives in ‘the area of regional payments arrangements. In the next
section we turn to a consideration of the issue of objectives of pay-

ments policy.

2. OBJECTIVES OF BALANCE OF PAYMENTS POLICY

The traditional theoretical literature on the balance of payments has
long recognized that the appropriate state for a country's balance of
payments is determined by how far it is consistent with the long term
economic goals of the country. The actual administration of instruments
of policy frequently involves short term responses to unexpected exter-
nal and internal occurrences which influence the balance of payments.
Accordingly, a great deal of attention was directed towards an identifi-
cation of the appropriate mix of policy responses in the short run,
which would be consistent with the ultimate objective of internal and
external balance.

The major long term economic objectives of the CARICOM countries
could be summarized as being growth in the levels of employment and in-
come, a greater measure of equity in the distribution of income and in-
creased diversification of theilr respective economies. Regional inte-
gration is seen as being vital to the realization of these objectives.
There are, however, a number of unique characteristics of the CARICOM
arrangement which complicates the process of identification of the ap-
propriate short term policy responses to payments problems which would
be consistent with the long term objectives.

In all of the member countries there is a high degree of concentra-

tion in their export sectors, both in terms of products and markets.
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There is a very high import content in most major production activities.
The common market arrangement has provided an impetus to the import sub-
stitution industrialization process in the region. This is reflected in
the fact that regional trade consists mainly of finished consumer goods;
Aﬁ the same time, individual country imports from non members has in-
creasingly been concentrated in the areas of raw materials and capital
goods. Despite the growth in regional trade, the regional market still
absorbs a relatively small portion of total exporis of each of the mem~
ber countries. As a result, extra regional developments remain the pri-
mary determinants of the extent to which any of the countries will be
succesaful in working consistently towards their long term development
objectives. A recession in a country which is a major market for its
exports, unrealized expectations with respect to inflows of investment
ecapital, foreign loans or agsistance, would generate such a payments
crisis that the restoration of balance in international payments would
take precedence over all other objectives of policy. This would result
in special efforts to curb imports, which, given the economic sitructures
described would result in lower output and higher levels of unenmploy-
ment. The common market arrangement would seemingly provide poliecy mak-
ers with the option of dealing with the payments problem generated by
the extra regional development at a smaller short run cost in terms of
sacrifice of domestic objectives. Given the link between imports and
production, the policy thrust would be towards reducing non essentlial
imports, which would mean curving imports from regional partners of con-
sumer goods, while at the same time trying to shore up domestic income

and employment by increasing exports to the unrestricted regional mar-



ket. In effect, this represents a partial shift of the burden of ad-
justments to regional trading partners.

In a regional economic association, such as CARICOM, consisting of
small developing countries all trying to cope with a similar set of de-
velopment problems, an attempt by any member country to shift part of
the burden of adjustment to a trading partner will seriously undermine
the viability of the association; ‘Furthermore, the kind of external
shock which would provoke the policy responses described, would likely
be experienced simultaneously by all countries in the area. Efforts on
the part of all countries to expand sales to regional partners and re-
strict imports would be clearly self defeating.

Tndividual member countries of CARICOM will periodically be called
upon to apply instruments of payments policy to deal with shocks to
their international payment position originating from extra regional
sources. Given that the deepening of the integration process is accept-
ed as being vital to a realization of the long term development objec-
tives of all CARICOM countries, there is a clear need to avoid applica-
tion of these instruments in a manner which would be disrupiive to the

integration process.

3. EXCHANGE RATE POLICY

CARICOM countries have traditionally been reluctant te employ eX~-
change rate adjustment as an jnstrument of balance of payments policy.
The preasons for this reluctance are well documented in the Caribbean
literature. In essence, the argument against exchange rate adjustment

is that the structures of the economies are such that exchange rate



changes cannot result in any permanent realignment of domeatic and ine
ternational prices. Specifieally, employing devaluation as an instru-
ment %o corprect a payments defieit would simply result in an increase in
domestic prices. The experience of countries which have devalued would
seem to support this position.

The question which must be explored with respect to the role of ex-
change rate policy concerns whether adopting exchange rate adjustment as
an active tool of payments policy is consistent with the long term ob-
jectives of payments policy. Associated with this question is the issue
of whether what might be called an active exchange rate policy by indi-
vidual CARICOM countries could be pursued without severely disrupting
the process of regional integration.

All CARICOM countrieé are committed to an outward looking development
strategy. Success in this policy direction will be determined by the
degree of international price competitiveness of commodities produced in
the region. There is a body of opinion, what might be considered the
IMF position, that the best way to establish and maintain price competi-
tiveness is to eliminate all those institutional rigidities in the sys-
tem which wealken the role of the price mechanism in contributing to an
efficient allocation of resources. To this extent, it is argued that
exchange rate adjustment, or alternatively, greater exchange rate flexi-
bility, has to be incorporated in an outward looking development strat-
egy.

The question as to whether a more market oriented appreoach to devel-
opment is appropriate raises a range of issues concerning trade offs be-

tween growth and equity. Should short term concerns about equity be put



aside in the interest of the overall alleged long term benefits? In the
context of the CARICOM counitries and indeed for most developing coun-
tries, concerns about the short run impact of policy measures on income
distribution cannot be ignored. Nevertheless, given an environment in
which major countries function on the basis of managed floating exchange
rate standards, with developing countries in the main pegging their cur-
rencies to one of the major currencies, far more attention will have to
be paid to the role which could be played by exchange rate adjustment in
securing and maintaining market positions.

If it is the case that individual CARICOM countries will be forced to
resort to exchange rate adjustment more frequently as a policy tool,
will this introduce a constant element of strain to the process of re-
gional integration. Unilateral exchange rate ad justments, although they
might be justified in the particular circumstance, could nevertheless
'prove disruptive to the integration process, as was the case with the
Jamaican action of 1983.

A potential solution to this problem might be found in the establish-
ment of a dual exchange rate szystem. This would involve a systenm of
fixed rates for intra regional trade while individual countries would be
free to adjust exchange rates for trade with non CARICOM countries. It
is, however, unlikely that the kinds of developments which would cause a
country to consider an adjustment in the exchange rate as being appro-
priate would be related to factors which influence extra regional trade
exclusively. An alternative approach, which would more effectively com-
bine the necessary requirements for flexibility and stability, would be
to establish a special unit of account, an artificial corrency unit, as

the basis for intra regional settlements.
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The system could operate as follows. Inter country claims and pay-
ments would be measured in units, which we will call Caribbean Units of
Account, CUAs. The CUA would have a value expressed in U.S. dollars,
the common intervention currency in the region. The value of the CUA
would be a weilghted average of the exchange rates of the g2ix monetary
units in CARICOM. The weight assigned a particular currency unit could
be based on the shares of the individual country, or group, in the case
of the ECCM, in regional trade. The advantage of such a system is that
it would leave each monetary authority with a great deal of freedom in
its management of exchange rates, while at the same time moderating any
potentially disruptive effects of its action on its regional trading
partners.

The example below will illustrate how this result could be realized.
Let us assume that the following weights were assigned in establishing
the CUA. The Trinidad and Tobago dollar a weight of 25 percent, the
Barbadian, Guyanese and Jamaican dollar would each be assigned a weight
of 20 peﬁcent, the Eastern Caribbean dollar, 10 percent the Belize dol-
lar 5 persent. The value of the CUA, given the proposed weights would
then be determined by the U.S. dollar value of the respective currencies

as follows: L4

CUA = .25(US $/TT $) + .20(US $/B $) + .20(US $/C $)

+ .20(US $/J $) + .10(US $/EC $) + .05(US $/Bel %) (1)

Using 1983 exchange rates1

1 The rates were Trinidad 41.7 cents, Barbados 50 cents, Guyana 33.3
cents, Jamaica 33.3 cents, East Caribbean 37 cents and Belize 50
cents.
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CUA = .25(.117) + .20(.50) + .20(.333) + .20(.333)

.10(.370) + .50(.50)

+

39.92 cents U.S. (2)

[H]

In terms of regional currencies a CUA would have the national currency

equivalents set out in Table 1, column 1.

Table 1
Value of the CUA in Regional Currencies

(D (2)
After Jamaican
5 Initial Value Devaluation % Change
Trinidad/Tobago .957 .918 - 4,1
Barbados .798 .765 - 4.1
Belize .798 .765 - 4.1
Guyana 1.20 1.15 - 4,2
ECCM 1.08 1.03 - 4.6
Jamaica ' 1.20 1.53 +27.5

Let us now assume that Jamaica devalued its currency by one third lead-
ing to a rate of 25 cents US per dollar. Given the weights, the value
of the CUA would decline to 38.26 cents US and the value of the CUA in
regional currencies would be as indicated in column 2 of Table 1. The
Jamajcan dollar would have depreciated by 27.5 percent against the CUA
while the five other currencies would have appreciated between L,0 and
4.6 percent. Since all regional claims would be in CUAs the impact of
the Jamaican devaluation would have had a rather mild impact on the oth-
er monetary authorities in making regional settlements.

Apart from the issue of the potential disruptive effects of a devalu-

ation on regional settlements there is the further question of whether



the country which devalues will gain on unfair competitive advantage in
the regional trading system. This 1is particularly important in light of
the similarity in the range of products produced in the various member
countries. Given that the Jamaican dollar had depreciated by 27.5 per-
cent against the CUA, this would mean that on average the Jamaican dol-
lar price of imports from her regipnal trading partners would rise by
27.5 percent. This might lead to the conclusion that there would be a
significant reduction in the share of the Jamaican market held by re-
gional producers, as Jamaican produced goods would increasingly replace
their products in that country's market. The change in the value of the
Jamaican dollar relative to the CUA, overstates the extent to which re-
gional producers would be at a disadvantage. Reference was made earlier
to the high import content in products produced by all the member coun-
tries. In Jamaica, imports of raw materials and capital goods have
amounted to a minimum of one third of the value of Gross Domestic Prod-
uct for several years. The 33 percent devaluation would then raise the
cost of production by a minimum of 11 percent. The differential between
the prices of imported products and those of Jamaican substitutes after
the devaluation would be a maximum of 16.5 percent.

In Table 2, below, we have set out what would be the impact on prices
of Jamaican exports in the currenclies of the five currency areas. Ye
have assumed that the Jamaican dollar prices would be adjusted to re-
flect the increased cost of production arising from the impact of the
devaluation on inputs imported from third countries. Given our assumpe
tion concerning the share of imported inputs in production, the post de-

valuation Jamaican dollar price of Jamaican exports would rise by at



least 11 percent. As is indicated in the table, the devaluation would
cause a maximum average decline in the regional currency price of Jamai-
tan exports of approximately 13 percent.

4 similar devaluation, in the absence of an artificial unit of ac-
count, would have raised the Jamaican dollar price of imports from the
region by 22 percent and the regional currency prices of Jamaican ex-
ports would decline by approximately 17 percent. The post devaluation
relative price differentials would be, approximately, 25 percent less
with the use of an artificial unit of account.

Table 2

Impact of a Devaluation on Prices of Jamaican
Exports in Repional Currenciesl

Pre Devaluation2 Post Devaluation3
5 Price Price # Change
Trinidad/Tobago 95.7 83.4 -12.9
Barbados 79.8 69.5 -12.9
Belize 79.8 69.5 -12.9
Guyana 120.0 104.5 -12.9
ECCM 108.0 94.1 -12.9

Based on a pre and post devaluation values of 1 CUA in J $.

2 Pre devaluation export unit price J $120.

3 post devaluation export unit price J $133.2.

There is also the important consideration for a regional grouping
with respect to how such a poliey initiative would influence the rela-
tive position of the country's trading partners in its home market, as
opposed to non member countries. The use of an artificial currency unit
for regional trade would in this instance enhance the competitive posi-

tion of the country's trading partners. In our example the price of Ja-
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maican imports from extra CARICOM sources would rise by one third. The
price of imports from CARICOM would rise by 16.5 percent.

In summary, the use of an artificial unit of account for intra re-
gional settlements would establish a framework within which exchange
rate adjustment by any individual country would be less disruptive. At
the same time any such changes by a country would leave its regional

partners in a preferred position.

4, NON TARIFF TRADE BARRIERS

The payments crisis experienced by many of the member countries in
recent years have placed policy makers in a position where they have
been forced to place emphasis on ensuring that scarce foreign exchange
is used in the most productive way. Consequently, there has been an in-
tensification in the use of non tariff barriers to limit the use of for-
eign exchange for what might be deemed non essential purposes. This has
caused a slow down in growth of regional trade. The reason for this is
that regional products, given the stage of industrial development in the
area consists of many items, which would fall in the non essential cat-
egory. There also exists a considerable degree of duplication in pro-
duction. Conseguently, although the regional market has been important
in contributing to the growth in production of a wider range of manufac-
tured products, in a period of economic crisis governments will feel Ob=
ligated to restrict trade in these items, as in the short run, they will
be viewed as least likely to damage the development effort.

The long term solution to the problem has been correctly identified

as being found in the promotion of regional industrial programming.
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This would result in a greater range of products produced in the region
which would fall into the basie or essential category and which would
also be highly cost competitive. This would then mean that in a pericd
in which action had to be taken %o adjust the balance of payments, the
ad justment costs would fall less heavily on regional trading partners.

There still remains the question of whether there are any short term
initiatives which might be taken to reduce the incidence of such res-
tructions on regional trade. One approach, which was recommended by the
committee which recently reviewed the workings of CARICOM, would involve
classifying reglonal products into two groups. In one group would be
products which were produced using raw materials entirely of regional
origin. In addition specific items could be designated as being high
priority. It was then proposed that individual countries should surren-
der the right to impose restrictions on trade in these items to the Com~
mon Market Council. In the case of all other products, it was suggested
that countries in imposing restrictions should provide more favourable
treatment to CARICOM as against third countries.

Although this approach appears to be basically sound, the identifica-
tion of products as being basic or essential and the application of re=-
strictions on certain items is frequently influenced by the availability
of eredit. The resolution to the problem will have to be found in
changes in the system of regional settlements which would result in the

establishment of a workable credit system in support of regional trade.
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5. REGIONAL PAYMENTS ARRANGEMENTS

The high import content in products produced in the region and the
faet that the major portion of intra regional trade is in end products
has resulted in regional trade expansion creating a range of payments
problem similar to that which would be associated with a deepening of
the import substitution process. As long as member countries earnings
of foreign exchange from extra regional sources grows, there will be no
problems associated with regional settlements. However, when there is a
decline in foreign exchange earnings from extra regional sources an at-
tempt to expand trade within the region, even on a balanced basis, will
create problems similar to those which would be encountered in an at-
tempt to deepen the process of import substitution in the éame circum=-
stances.

In 1983, Jamaica, one of the CARICOM countries experiencing very se-
vere payments problems, exported products to its regional trading part-
ners with a value of US $74.1 million and imported products from the re-
gion with a wvalue of US $57.3 million. In conventional balance of
payments analysis the surplus of US $16.9 million on regional trade
would be thought of as making a positive contribution to the country's
global payments position. However, if one were to make the not unrea-
sonable assumption that one third of the unit price of exports repreent-
ed foreign exchange outlays to non CARICOM countries for material in-
puts, then a more accurate representation of the countrys regional
balance would be net export earnings, US $49.4 million, import purchases

US $57.3 million resulting in a deficit of US $7.9 million.
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Prior to the breakdown of the Caribbean Multilatefal Clearance Facil-
ity; regional payments were settled multilaterally on a semi annual ba-
sis. In a period when sales to extra CARICOM markets are declining that
system of settlements creates additional foreign exchange cash flow
problems for the regional Central Banks. The nature of this problemlcan
be explained using the information provided above on Jamaican regional
trade. Let us assume, for simplicity, that Jamaican regional exportis
and imports were evenly distributed over the course of the year. Fur-
thermore, we will assume that Jamaican exporters would have operated
with suppliers credits covering imported raw materials and equipment and
would normally be required to make payments at the time of sales. Given
our assumption concerning export flows and the import content in produc-
tion, the Bank of Jamalca would be faced with monthly requests by ex-
porters for US $2 million, approximately, based on sales of US $6 mil-
lion, to satisfy supplier credits. However, the CARICOM Multilateral
Clearance Facility provided for semi annual settlements so that the Bank
would then be faced with the problem of securing bridging finances. If,
on the other hand, payments were settled on a bilateral cash basis,
there would be, in terms of this example, gross monthly inflow of US $6
millions and outflows of US $5 million, approximately, to pay for im-
ports from regional partners. The U3 31 willion balance would then off~"
set approximately 50 percent of required payments to extra regional sup-
pliers of inputs used in products sold on the regional market. There
would then be a proportionate reduction in required bridging finance and

the costs associated with that financing.
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The basic underlying cause of the payments problems in CARICOM rests
in the underlying structural features of production in the various num-
ber countries. At the same time, there is no doubt but that a regional
payments arrangement, which facilitates settlements on a multilateral
basis and the use of local currencles in regional trade, is essential to
the orderly development of the regional integration process. It is then
necessary to consider the sort of iﬁitiatives which might be taken which
will address more directly the kinds of payments problemsz likely to be
faced by the member countries and will heip restore an orderly system of
multilateral settlements.

In 1976 it was agreed that an interim mutual balance of payments sup-
" port facility should be established as a first step in the direction of
a permanent institutional arrangement. The facility never functioned on
a multilateral basis and the goal of a permanent balance of payments
support facility was considered by the experts who recently reviewed the
operations of the community as not being feasible in the short term.
The conventional approach to such an arrangement in a regional economic
association involves the extension of eredit to partners and some pool-
ing of reserves. In light of the c¢risis situation of the past few years
it is easy %o understand the position taken by the review group.

The current crisis calls for some regional initiative. As a first
priority consideration should be given to what could be done to create
an environment for unrestricted regional trade. It is argued here that
the appropriate approach would be to work towards the establishment of
an independently funded facility, which would be able to provide coun-

tries who are in debtor positions with their regional trading partners
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with intermediate term credit. This facility would be structured to
function in such a fashion that credit balances with the facility would
always be liquid. This agency would be able to function on the basis of
a combination of subseriptions from the major donor countries to the re-
gions, as well as, guarantees, of its liabilities. The management by
the agency of a pool of funds proﬁided externally, would avoid the
shortecomings of the traditionally structured support arrangements, where
individual members are expected to support each other.

Support provided by this Agency could not be unconditional. One of
the major functions of the Agency would be to further the process of
consultation and co-ordination of policies within the region. This
would involve a close monitoring of the administration of policies and
the economic performance of the various member status. Although, in its
initia) phase, this Agency would be geared towards providing the kind of
support, which would discourage member countries from imposing restric-.
tions on regional trading partners, it is recognized that the real Dbase
of the problem is the difficulty experienced by many in making‘ the
structural adjustments necessary to copy with the global situation. Ac-
cordingly, the conditions attached to providing support would be associ-
ated with recommendations for policy changes geared toward easing the
structural adjustment.

It is recognized that the level of funding likely to be available to
such an Agency would still leave those members countries with the most
severe payments problems in a position where they would be obliged to
seek support from institgtions, such as the IMF. Nevertheless, the es-

tablishment of this Agency with its major concerns with the identifica-
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tion for policy initiatives to ease the process of structural adjust-
ment, could help countries in their dealings with such external agen-
cies.

The -following is a suggested framework for the operations of the
Agency. The Agency would administer regional settlements on a multilat-
era) basis. Reference was made earlier to the special fofeign exchange
cash flow management problems assoéiated with regional trade. Conseq-
uently, given the 1likely continuation for some time of a relatively
gluggish overall export performance by these countries, it might be ap-
propriate to establish relatively short setilement periocds. A system of
quarterly settlements should be established initially. Given that this
Agency would be independently funded, countries with credit balances
would normally receive payments in full. At the same time, given the
aasured liquidity of their credit balances, countries could be encour=-
aged to maintain a part of their credit balances with the Agency. In-
terest would be paid on these balances.

Countries in a deficit position at the time 6f settlement would nor-
mally be required to make a minimum payment of 25 percent of their debit
balances. In a situation where a country was in a deficit position over
two or more sebttlement periods, the 25 percent payment would apply to
the cumulative balance.

The position taken here is that if such an Agency is to perform its
functions properly in what is clearly a highly unstable global environ-
ment, it should be able to be highly flexible in its dealings with indi-
vidual debtor countries. This requires that there should not be speci-

fied credit limits for the six monetary authorities in the area. The
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governing board of the Agency would at its discretion determine the lev-
el of indebtedness permitted any of the monetary authorities and would
establish terms for repayment on the basis of an assessment of the par-
ticular circumstances.

The long term objective should be to have the Agency established to
play a major role in providing financial support and policy advice in
helping countries cope with global balance of payments problems. Member
countries would eventually be expected to contribute to ita resources.
The realization of this objective would place member countries in a po-
gition where they would have to place less reliance on the IMF, when ex-
periencing payments problems. This would mean that, increasingly, coun-
tries requiring payments support would haﬁe to satisfy CARICOM, as
opposed to IMF, conditionalities, which would more likely be consistent

with their development goals.

6. CONCLUSIONS

The severity of the payments crisis in CARICOM underscores the‘need
for a co-ordinated regional approach to the administration of payments
policies, if the long run benefits expected from regional integration
are to be prealized. In this paper, initiatives in the area of exchange
rate policy, the use of non tariff barriers, and payments arrangements
were explored. In the final analysis, thé state of the balance of pay-
ments and the degree of success achieved in overcoming the payments con-
straint will, ultimately, be determined by the overall effectiveness of

economic management.
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