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INTRODUCTION

o~

The'mode1~buiiding approach to ecooomio analysis is still
reiativeiy'underdeveloped in the Ceribbean'and in the case.of
'theVO.E.CfS} economies“no previous aftempt'at modelling these
eCOdomiee Was found. 2 However, there have been models of
short-run economic behav1our developed for the 1arger Engllsh—
speaking Caribbean islands of Jamalca, Guyana, Barbados and
Trinidad which proved to be useful. Io,partioular, the work of"

5 ' .- Bodrne (1974);'B0urne (1975); St . Cyr (1979); Woriell (1984)

;1 R 'and Worrell and Holder (1984) helped to inform the analysis.

. In- addltlon, the ﬁheoretlcal constructs of the model were also
informed by models of short-run eoonomlc behav1our‘1n developing
countries;inotablyg Aghevli and Khan (1978);-Coats and

Khatkhate (1978) .and Aghevli and Khan (1980).

"The main purpose of this andlysis is to formulate a
. relatlvely simply macroeconomic model that is relevant to the
i . OLE.C.S. countrles. Speolflcally, the model attempts to analyse

the inter- relatlonshlps between merohandlse trade, the monetary

o ',‘" i

‘sector and the real sector. The specific empha81s on merchandise



trade ratherfthan the balance of payments is due to two factors:
First, the balance on merchandise trade is,brobably the most
important component of the balance of payments and giveh the
trade dependent nature of:these,economies it'ie—directly‘related,
" to the real sector."SeCOnd, there eXists-norconsistent series'
_ofrdata on‘the balance of oaymente,for therperiod 1972—SZi In
addition, 1t was not p0551b1e to look at ‘the total balance of

trade glven the absence of data on 1nv151ble trade.

The model attempts to spe01fy at a- hlgh level of aggre—
gatlon the Structure of 0. E C S. economles‘ It is hoped by

'_analysang the structure of these economies that the inter-

-

'relatlonshlp between merchandise trade, the monetary sector and
'the;reai sector ¢an be illustrated. In addition, a Casual
" investigation of these economiee—may lead one to believe 'a
priori' thatlaﬁraggregatire iocome-—,determinedlﬁamesian model
is most approprlate in descrlblng short—run macroeconomlc
behav1our. The model does not ‘make this assumptlon but instead
‘tests atS'ralldlty, In addition the model seeks to examine the
_iﬁpact ofrmoaetary &arlables on prlce,rexpendrture and foreign _ .

,'trade.

wly R -

First, ‘we will outline the structure and characteristics

of the O.E.C.S. economies; Second, we will_revieW'the'recent



Ll ok

At

trends in the economic performance of these countries. Third,

“a relatively Simpleragﬁegmjye modeal df finanCe, growth and the

balance-of -trade will be formulatéd. "In additiOn, the behaviorial
equatiomwill be‘eStimated by the ordinafy least squares (ols)

technigque and the results will be presented. Finally, a

discussion of the policy implicatiOHS'of:the model will be ﬁnder—

takén-and some policy prescriptionswill be suggested.

STRUCTURE AND CHARACTERISTICS OF THE O.C.E.S.‘ECONOMIES

The seven (7)) small islands of the Organization of Eastern

Caribbean 3tates (0OECE) variouélyfdescribed as “micro—states”'or'

r”miniQStates” are saild to be highly vulnerable to external.

events, Théir-very small geographic and. demographic size further
exaqerbates,their'vulherability{ The land area. of the islands

ranges from 102.3,~squaxe‘kilometres in Mbntserrét to 787.4

" square kilometres in Dominica, while the size of the popuilation

varies‘from 12,000 in Montserrat to 134,400 in St. Vincent in

1984. Population growth in all of these islands has been

hindefed by migratioh to the U.S.A., Canada and to a lésser extent
the U.K. In addition, there has also been substantial migration
to the larger EngliSh~Speaking Caribbean islands for example, the

migration of Grenadians and Vincentians to Trinidad. In addition
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to affecting‘thelgrowfh of the population migration,hes also
affectedithe;deveiopment potential of the O;E{C.S, statesy—Many - -
highly-ekilled indiuiduals-upon complefion of'their traihing in-
ptertlary 1nstltut10ns mlgrate to metropolltan or 1arger Caribbean
terrltorles in search of JOb opportunltles Thls has seriously
'constralned the growth of high level manpower and relnforces the

need for forelgn expertlse.

As formef colonles of various metropolltan countrles
the 0.E.C. S economles were developed to produce a partlcular
export staple most notably sugar or bananas Thex:'economles
evolved as appendages ofrthe metropolltan countries. Patferns
-of spe01allzatlon in productlon were 1mposed upon them which
rwere ln accordance with metropolltan 1nterests rather tThan. thelr
own. This hashled to the highly skewed nature of production
and the,deveiopmeht'of 'staple;iecouomiesl‘ It is for thiemwﬁsmi
that these 1slands produce one or two prlmary products essentlally

-Ior export for example bananas sugar, cocoa and nutmeg.

The néfure of external economic;relations-has not'changed
"_Subsfantially:inithe;independence era.. The‘O;E.CfS. countries
couutihue toedependiheavily on the'metfopolifan countfies to
éainteiu-and inereaee.their,ip{ernel leveis ofroutput,-empioyment

. and income. The character of their dependence on the metropolitan

|



 economies is pérhaps most clearly manifested in the area of

T are highly 'open' economies with trade bring the éngine of

- foreign trade. On the one hand, they are dependent‘on the export

~of one of two primary prdducts some of which are accorded

preferential treatment in'metrOpolitan markets for example,
sugar. This is accompanied by their heavy dependence on imports.
For not Only capital and intermediate goods but also for the wmost

basic COnsumerrgoods including food. As a result these islands

growth. The data in Table 1 is indicative of the highly open

nature of these'écohomies. In the period 1970-82 exports were

'35 per cent of GroseromeStic Product (GDP). The highly open

natﬁre of these. economies generafes a substantial demand for
imports'to satisfy domestic demand for goods and services. It

is interesting to note that'in the 1980s imports were consistently.
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over 100 per cent of GDP.2 This dependence on imports implies
that these countries must export t6 finance their vital imports

of "wage' and investment' goods, In addition;'it appears that

the balance of trade or the current account of the balance of

payments iS a reasonable indicator of the economic performance

of these economies.

In the 0.E.C.S. countries the small domestic market of

56,000 to 100,000 consumers makes & lot of ecoﬁomic activity
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unprofitabie endﬁaé euch netrviable;: This reinforcesrthe ﬁéedﬁ
'to'export. .infaddition the smaller physical size of these
1slands 1nten81f1es their vulnerablllty to natural dlsasters
such as hurrlcanes and volcanoes. : Furthermore, the: llmlted
range of natural resources-and more 1mportantly the small size
of. skllled manpower implies that that their .development optlons
are nerrowly elrcumscrlbed.‘ It almost,forces one to belleve
that‘the~Sma11er‘a:country‘srsize theinerrower'ere its deveIOpér
ment options. These-faetors continue to be a feature of these
-econemiee_andiere'impediments to thejproceSS"of grewth and

transformation.

Finally, an 1mportant economic characterlstlc to be
'eldentlfled is the heavy dependence of the 0.E.C.S. economies

~on external financial support. Publlc Sector 1nvestment is
flnanced almost entlrely from forelgn resources The World Bank's
'estlmated that in 1978 over 80 per <cent of publlc sector 1nvest—
'ment,ln the O. E C S. was financed from official foreign sources

in the form of grants or hlghly conce881onary loan.3 Lestrade
(1981) commentlng on thlS heavy dependence on external flnanC1ai

resources argues that:



This is a result of very Low public

and private secton savings stemming.

_grom a generally Low. capability gox

efficient public secton economic

management, and a Lack of dynamisn

in the private seclon.
3. s ' . :
RECENT TRENDS IN ECONOMIC PERFORMANCE

It is dlfflcult to paint a plcture of 1ncre351ng prosperity

for the O0.E. C 3. countrles in the perlod 1970 82, The sallent
features of the economic performance of these countries have
essentlally been characterised by decllne Generally, their
growth performance was not strong. Economlc growth measured by
the annual rate of growth of GDP (oonstant_prlces) was volatile
among the O0.E.C.S. countriee.with'some economies experiencing
hlgh rates of negatlve growth and followed immediately by high
rates. of negative growth. 1In Table 1 we attempt to measure
the variability in economic growth. The coefficient of variation
measureMprovides results which stroﬁgly indioate that economic
growth was extremely volatile in the period. Hence, the volatile
- nature of the process of economic grmrﬁlwas a feature of the

economic performance of these countries between 1970—82;

The structure of production in the 0.E.C.S. economies
has traditicnally beenralmost'exclusivelyrdominated by the

agricultural sector particularly the production of one or two
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primary prodﬁcﬁs for exports,for=example-oananas; sugar and
nutmegé;_ HoWéver;]during'recenfjﬁimes_thefe has beon some:
changelin the'struoture'of produotion with the emergence of”
simple maﬁufac%uring and touriSm" Both ot the new sectors have
a hl@h 1mport content w1th non- 1abour 1nputs not belng produced

domestlcally

The performance of the'agrioultural"sector was pot strong

in'mostkof-the“éountries but there was some impfovemént in the

period. rIn‘facf ﬁominal agfiouitural GDP'grew from EC$60.0

mllllon 1n 1970 to EC$167 3 mllllon in 1979 and then to EC$200;5

mllllon in 1982

The pollcy effofts to gncourage manufacturing were
rewarded by the subtantlal growth in nomlnal manufacturing GDP
throughout the perlod .'Manufacturlng GDP increased from |
ngC$14 7 million in 1970 “to EC$45 1 mllllon in 1977 and then too

EC$114 9 mllllon in 1982 5.

" The growth ih_{ho tourisf indootrylwas #nother positive
foafure of ﬁhesé coﬁntrieéreooﬁomic'performance;o,Data'is-not'
 'avai1ab1e on touiisé expendituros H0wevéf 'thé'growth of this
:sector can be 111ustrated with the use of statlstlcs on the

,'number of v181tor arrlvals In the perlod Antlgua, Salnt Lucia

»



and,G£enada accounted  for a large propo¥tion of the visifors
to the O0.E.C.S. sub-region. The number of visitor arrivéls in
Antigua and SaintrLucia.iﬁéreasédrfrom 72,328 and 42,399 in
1972 to 209,112 and 70,674 respectively in 1981. In Grenada,
the number of visitor arrivalé decreased from lSé,QQS in 1972
to 25,072 in 1981.°

The period 1970~82,did not reéiétér favourable improvements
“in the area of'frade for the 0.E.C.S. states. The most outstanding
featﬁfe of_%he ﬁeriod was the continuous widening in therviéible
trade deficit.' The 0.E.C.S. merchﬁndisé_deficit increased from
EC$—190.2ﬁﬁllion'ip 1970,to Ec$;856,6 million in 1982. 7 A1l of
~the O.E{C,S. statés-experiencedra deficit in mérchandise trade

'for the entire'peribd Anfigua énd Saint Tucia were the tTwo
,countrles Wlth the hlghest levels of forelgn trade The def1c1t
in Antlgua rose from EC$-85.2 million in 1875 to EC$-277. 5 |
mllllon in 1982. In Saint Lucia the deflclt 1ncreased from '
EC$-45.9 mllllon in 1970 to EC$ 66.0 million. in 1975 to EC$-206.4

million in 1982 8

- In the post-independence. perlod most O E C. S governments
decxded that the public sector should attempt to 1mpr0ve the
welfare of thelr‘pOpulatlons and provide the 1mpetus for growth

and development.9 "This gave Tise to[gubstantial_increase in
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public eXpendiiure_both in:térms of current:andrcapitalrspendingl

lThis increased expenditufe was_ not accompanied‘by increases in
govefnment'fevenue resuiting in7the creatioﬁ of fiscal deficits,

:All ofrthé O.ﬁ.C.S.-countries with the possible exception of

Montserrat experienced fiscal defiéits in the period 1970-80.

In Aﬁtigua- in‘the supreriod 1970a75'there was a surplus of
7EC$1 8 mllllon and that dramatlcally Changed to a flscal def1c1t
rof EC$65 8 mllllon in the sub-period 1976- 80 - Dom;nlca
'experlenced'ilscal deilclts in both sub~periodé.but_it declined

' -by 36.5 per cent between.1970-75 ‘and— 1976-80. %0

Finally, the o..E.C.s. states, rl*ike the rest of the

world, experiénced very high 1évels of inflation in the 1970' s

with phenoménally-high rates_of infiation-oCcuring1afterrthe

'oil crisisfof 1973-74.. The rate Qf iﬁflation inéféased in all

-of the countrles 1n the period ‘In Antiguérinflation grew'frOm

8 3 per cent in 1971 to 12 3 per cent in. 1975 and then decllned
-marginally £t0.11.5 per cent.ln,1981. In,Salnt Lpg:a, 1nilat10n

i increasedifrom-8.4‘per cent in 1971 to 17.77ber cent in 1974

deéiining Siightly-to l7.i per cent ih-1981.11- Hence, inflation

countinues to be a problem facing these economies.
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4, T ' ' -
MODEL. OF FINANCE, GROWTH AND THE BALANCE OF TRADE

Beforerattempting'td formulate a‘simple aggregate macro-
economic model of the O.E.C.S. economies. It is useful to

analyse the méney supply process in the O.E.C.S. area,.

4.1 Moneyksupﬁly process_in the 0.E.C.S. aréa

In the framework of an open edonomy,,the money supply

is dependent not only on'the net_foreign assets of the banking

‘system but also on the doméstié credit expansion of the banking

system. Thus:,

1. M = NFA +DC

~where :

NFA = Net foreign assets
DC = Doméstic credit of the banking System
M = Money supply
However |
2. B =AR

B = Balance of payments surplus or deficit

R = Foreign reserves (net)

W
>

=
It

‘AR 4+ ADC

il

B +ADC
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Equation“(3)'snggests‘that money supply'ekpanSion depends_not _ e
only.on'the balanoe of payments'but also on domestic credit
, expan51on whlch is an 1mportant feature of the adJustment process .

in the E C C B. area.

The relatlonshlp between the balance ‘of payments and
domestlc monetary deveiopments 1s also eVLdent in examlnlng

- the balanoe sheet of the E C.C. B

[

4. MB' =~ NFA + DCCB
where:
. MB = Monetary base

NFA .= Net foreign aseets of the Central Bank

DOCB = Net domestic credit of the Centfal Bank
-.Alternatively
| DCCB = CCB + CCG
-Henoe,

5. MB = NFA -+ CCB + CCG

Where :
CCB = Net claims on Commercial Bank
CCG = Net claims on Government.
}EQUation (5) is feally the "sources" of the monetary base and o

_ movements 1n thls can be pre01p1tated by any of the three asset

components
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In Table 2 we prevent the summary accounts of the ECCA/ECCB

which we observe the "sources" of the monetary base.

Now, the money-multiplier framework relates the monetary
base to the money supply; thus:
6. M = mMB
wheré:' )
m = money - multiplier.
Hence, any change in the "sources" of the monetary base will

shift the base and this will induce changes in the money supply.

VIn-many developing countries with large fiscal defiéits,
public séctqr'in&ebtedness to Central Bank's démindtes movements
in the monetéry basé ahd consequentlyrin'the money supply. Given_
_the péculiar nature of monetary arrgngemenfs in the Eastern o
CAribbean Central Bank (ECCB) ﬁrealz it is important to state
explibitly the mechanisms for the financing bf_budgetary‘deficits.
In the ECCB érea,theifiscal defidits gf meﬁber states are
financed oniy.in Q.Sﬁall way by Central Bank credit to the
governmeht. :Bilaterigl'andimultilatefal aid flows are the
pfincipalréources‘of defiqit finanée. Next in<qrder of quanti-
tative. importance are'loans from the commerci#l banks. For .?

example, in Saint Lucia in 1975, thé financing of public sector

PRCRERWPN
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deficits wes ae'follows:”EC$10!3'million from capital grents;
EC$2 7 mllllon ALrom forelgn borrowing and EC$1. 5 million from
net ECCA borrow1ng. In 1980 the deflclt was financed by EC$29 1
miliioh‘from, banks and foreign borrowing and EC$L.8 million

from net‘ECCA bdrrowing;13

Consequently, ;n theVO E.C.S. countries movements in the
imonetary base are not llkely to be prlmarlly due to changes in
Central Bank credlt to the governments thus changes in the

net forelgn assets of the Central Bank are 1argely respon81b1e

for shifts in the monetary base.

In,feceot times'the commercial banks have been playing
‘an*increesingly-importaﬁt-role'ih proViding eredit to the
governments.. In fact;_COmmercial bank credit to the publio,
',sector-increased fromiEC$3;7'million iﬁ'iQTS to'EC$280.0 million
io'1982.14',Heoce{'there has been 2 substantial growih in public
'sectof'use of-ooﬁmercial‘benk credit. VHoweVer,1in'thercontext'“
ofrthe money—mulfiplier ffamework the'principel ”source”,of-
_monetary baseemoﬁemen%s has been fhe-oet,foreign'aseefs of the
_ECCB,V;The'date in Table 2-is indicative of this when we look |

at the 'sources” of the monetary base.
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Having looked at the money supply process in the 0.E.C.S.
area through the lenses of the money-multiplier framework we
can now formuiate our simple macroeconomic model in which the

money supply has an important role.

4.2 _The Model

Our siﬁple mode@ is désigned_to capture the short~rﬁn
relationship "between the excessrdemand'(or supply)Aof money and
key economic fariablés. Specifically'fhermodel attempts to
analyse. the relationship betweén the monetarylvariabies and thé
ddmestic,demand‘for goodéﬂwhidh induces chaﬁges in the foreign
“trade secforf Inraddition, it examineSafhe re1ationship between
the monetary”variabieé‘and the domestic price 1evé1 and the

effects of relative price changes on foreign trade.

In the estiﬁation of the behavioral equations in'the model,
two-sets of results are presented: First, the Tesults obtained
from aggregation, the individual countfy data,;that is,'freating
~the 0.E.C.S. as the unit ofranaIYSis.‘ Second, the results from
'péoling the annual data for each.Count?y that ié,-pooled time-

series, and cross-section data. (See Appendix I).

4.2 _(a) _Import demand
In most models- of developing countries that involve trade

the demand functions for imports is of the following general

functional form:
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Where.: Mi b imporf demand for the

Cith  commodity in year 't

Fit: is the function whose mathematical forh is to
_-be specified
Yt: 'is a measure of real gross national income
or some other activity‘variable |
-Pit: isithe relative_brice of the itﬁ commodity
Zit: ipdicates other explanatorf variables
‘vit; is a disturbancg term.

Joefield-Napier (1982) eétimated this general functional form

in a study of the demand for imports in Barbados 1854-70.

The data on import spending indicates that in a1l of the
O0.E.C.5. countries 70 per cent or more of domestic expenditure
is on imports., ﬁence, we can postulate that the demand for
imports is positively related to the level of domestic
expenditﬁre.lS In addition, import demand'can be argued_to be
negatively related to relative_priées (i.p. import price/domestié
price level): Hence:

(a.21) 19 = £(Z, P1)

F'z50; F'P140.
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Wheref

IM = Value of imports
7Z = Nominal expenditure
Pl = Import price/doﬁestic price level,

4.2 (b) “Export supply

A lot of the research that has been done by Caribbean
economists on exports-has been related to the notion of export-
led growth. Best and_Levitt (1968);. Demas (1972) and Farrell
(1982) have all attempted to examine the role of reports in the

process of growth and to highlight its vital importance in

-gconomic transformation. Some macroeconomic'models of developing

'countries Jfor. example Aghevll and Khan (1980) have included
exports and speclfloally export supply - Most models developed
in the_Car;bbean; Worrell (1981)7and'Worrel (1984) have‘tended_
to incorporate the tradable/non-tradable diohotomy Welhate |
attempted to .estimate the supply of exports rather than 1ook1ng

at tradables and non—-tradables. 1s

The ‘dollar pricerof exports can be said to be determined
exogenouslylin the world mefket. This follows from the fact
that the O.E;C;S, countries are very small producers and are
ggﬁ ihia position to influence p;ice; Thus, the ilow of exports

is determined by supply conditions in the export seetor.r This



-assupmption of exogenous export prices is generally valid for

most-develOping countries.

It can be argued that fhe supply of exports"17 will be
a-positiéé_fuﬁction 0f the level of output in the économy,
i}e.-GDP. However, the-composition of domesfic exports in the
C.E.C.S. aré largely primary'agriculturgl commodities. Hence,
it isrmoreﬂappfépriate to use nominal agricultural dutput as
our activity variable. In addition, ﬁe can argue that export
supply wiil_be'pbgitively‘rélated to félative prices; i.é.

fpricefoj exports/domestic price 1evei} jHehoe:

(4.22) ES = F(Q,, P2)

L/ S R
r'q,y0, F' P2 po

Where.:
ES = Export supply
QA = meinalragricﬁltural output
P2 = Price of exports/domestic price ievel.

Coats and Khatkhate (1980)>arguerfhat the demand-for-money
functions that have been,estimated in the developing countries
.are basically the same as those employed in the developed

countrieérwith-aﬂjhstment for peculiar institutional features or
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',_or'déta 1imitafioné in a specific country[ ‘This is conéiéfenf
with thérresearCh that has been done in the Caribbean to date.
The early work done on money domand was cast in terms of |
analysing the relative gpplicability of the Keynesian and

Quaﬁtity Theoryrformulafions.of.the_démand for money fﬁnction;

One can isolaté fhree attémpfs by Caribbean scholafs to 
_fili this void in monetary research - Bourne-(1974); Maclean
(1982)-and St.Cyr (1979). A common feature of these studies
is that theyféast money in terms oi financial'assets and
liabilities. St.Cyr also defines money és currency plus demand

deposits (narrow money) and estimates a similar function.

We propose a functional form similar to those in wide -
use in the developed countries but make adjustments for

institutional factors and data limitations.

A problem,érisgé in choosing between-output or real-
income ag the basic scale'variable. :Now,zreal'gross domesfic-r
-product_is'the‘besf measuré of real ihcome butrnot necessarily
the best pfoxy for expenditure if expendifure,is oﬁr scale
variable. Maclean'(lQSQ) argues that in a small, open- economy
for example'Barbados, incomé should not be ﬁsed as a proxy for

tfansactions due to the high proportion of import expenditure’
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in total expenditure. Hence, an alternative proxy is the sum
- of income and imports which he calls the 'augiented transections

proxy’.

It is difficult to aﬁcept Maclean's ‘augmented transaction
proxy’ sinde é larger pfoportion of imports are intermediaté
and capital-gdods which are used in domestic production zo tﬁat
~we can suspect collinearity between GDP and impofts. In
addition, we can argue that in Cariﬁbean ecohdmies a 1afge
proportion of GDP is compoéed of exports and hence a lot of
import spending on intermediate and capitai,goodsris really
jor'the_ﬁroduCtioh of'exﬁorts; So thﬁt'both exports and imports
‘Shoﬁld-have been included and és éuch'it is more appropriate to
uée Gross National Prqduét (GNP).as our basic scale variablg.
However, thé data limititions of the 0.E.C.5., countries

necessitated the use of GDP as our pro’xy-of_‘inc:ome.l8

The role of the interest rate in the demand for money
fﬁﬁctioné dépends on our definition of money . It we define
money'as curreﬁcy-in Qifculation and demand deposits (ML) the
rafe of interest is a measure of the opportunity cost of holding
~ money. However, if we use the definition of broad money (¥2)
whicﬂ includeé time and éavings deposits; then we bave to use

the rate of intefest on other financial assets as the rate of
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iﬁtereéf onrcomméréial bank‘éebosifs is nbw our ‘'own rate of
retdrﬁf dn monéy. We cduld use the'rdte of interest on govern—
-ment seéufitiesraé'a.measure of the oppoftunity cost of hoiding
money but individﬁals.and firms in the 0.E.C.S. do not_tend to
hold other'iihancial asseté.r Anothér aifernatiﬁe we-could-use
15 the rate of return on corporate equlty but the data is just

not available in . the 0.E. C S. area.

Léidler(lgss) arguéé that‘moéf sfudies of the demand for
'moﬁey in'the loﬁg'run is'afdémahd for reai money bdiances.. The
studles accept the’ notlon that the demand for. nominal money is
 proport1ona1 to the general prlce 1eve1 Maclean (1982)
'cpallenges the linear homogeneity postulate in'the cohfext of
~a small, opeﬁ eéonomy and:formulates a demand_function for
noﬁinai money balances,' We estimate a demand for nominal money
'funcfion for both narréw ahd'broad moﬁey.; We then éstimaté
the demand for.feal moné§ ba1ances siﬁce-werfind that thefoice
elastiéity.df the demand,for-mQﬁey is biased towards 1.

If Wé use therﬁioad"definition oﬁ’money (Mé) then we an
-'ﬁse the rate of infiation as a Measuré of fheTOpportunity cost
7 of hbldiné monéyg Given the limited range of financiél assets
~in the O,E.C.S. %ercan afgue hhat.duréble'goods, inventories énd4
consumer goods are -the most important alfernéfives to_holding-

money in‘the.O;E.C.S. countries.
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~ 1In using the ﬁrice index there are some difficuities in
'cohverfing it into an apprbpri;te measure of expected inflation.
fIndividuals willingﬁess to hold fixed aééets i.e., fhe prices
- they are willing to payrfor‘them wili reflect "the change in their
real value (the rate of inflétion) expected ovér the‘pgriod of
~ their maturity. This cannot be afgued in the case of money
which is a sight éséét i.e., it has no holding period (with the
possible’eﬁception of some-timé and savings.deposits). This
iﬁplies'that'tﬁe rate of infiation that is appropriate for the
demand for money is that which individuals believe to be under

'Way cﬁrrently;

We have to construct a Proxy fof expectations.r'Coats and
Khatkhate(1980) argue that the "most common approach has-ﬁeen
that expectafions are_formed adaptivelyf. In additibn, one can
use the actual rate of iﬁflation in the previous period assuming
that éxpéctations_are static,'or the‘éurrent rate of inflation
'assuming‘tﬁat it is,an ﬁnbiased reflection of rationaily formed

expedtﬁtions.-'lﬁ our formulation we use-thé actual rate of
inflafion since éur évidence iﬁdicatés that expectations are

static.

W
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MQEELE‘E‘E%EQ_EEEEE&QE_QQZEEE) i
(4.23) M3 = _563.3966 + 6.9845P + 0.4878 Y/P
(-4.278) (19.63) (4.19) -
+ 31.3452 WRTSD .

(2.16)
r2 = 0.98 P.W. = 2.97 - n =11
S.E. = 35.48463 M  =582.5 . F = 164.815

Where:
M = Nominal money balances (M2)

P = Domestic price level
Y/P = Real GDP proxy for real income
WRTSD = Weighted average rate of interest on time,

‘savings and demand deposits.

We then estimated the log-linear function:‘
(4.24) 106 ¥% = 2.0055 + 1.0985 TOG P + 0.6333 LOG Y/P

| (3.131) (30.83) o (6.84)

| | + 0.1799 LOG WRTSD

(2.86)

Since our parameter estimates are in fact elasticities we find
that our price elasticity of the demand for money is biased
'tqward 1. Hence, we can accept the linear homogeneity postulate

and estimate the demand for real money balances.

<

RSN
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(4.25) LoG (M/P)% = 2.7495 + 0.5393 LOG Y/P + 0.1379 LOG WRTSD

(3.379) (5.66) _ (2.02) | v
Rho. (1) = 0.01837
Rho (2) = -0.76652
R2 =073 D.W. ~2.96 n=8
S.E.= f-6.3839 T ;76.44

0.042709° &
. P

Finally, we estimated the demand for real money balances
including the rate of inflation variable as a measure of ‘the

. opportunity cost of holding money.

(4.26) (g)q_= 336.7480 +°0.3237 Y/P +°13.9711 WRTSD

’ (2.40) (2.24) (1.331)
- 167.1891.ét
(-1.59)
B2 = 0.704 DP.W. = 1.303 | n o= 11
- 599.76  F =

SE.=30.11526 (M 8.1148
, o) o

Our estimated eqqations of the demand for ﬁoney provide
us with good empirical results. We get godd overall fits as
‘measured by our 72 and standard érrcr (S.E;) of the regression.
Our'empiricél'results for the demaﬁd for real money balanceslis
not aé well esfablished. We observe that the inélusion of the
rate éf iﬁflatiqn ésia measure of the opportunity cost of holdihg
money does not improve the explanatory_powér or'fif of the regress-

ion and it is not significant at 5 per'cen’t.19
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4.2 (d) Expenditure

' A typical mOdei of'mdneﬁary relationships in developing
countries fegtures a demandifof mbney which is a function of
,-inéome and/or a'we#lth variable, intefest ana/or prices! In
a fixed exéhange rate regime, the ﬁoney-éupply 1s determined
by thglbaiance_of paymepts and net advancéé:by the Centfal Bank
~to Commercial-banks, the govérnment and the public. When théré
is an imblance between demand,and-suppiy thiS'preoipitates
feactidnsiwhicﬁ alfer expendifﬁfes_and relétiverprices which:
havé an;impacf on,oﬁtput'and*the balance of'payments.r ?or.a_
series of articles consis£ent‘with this framework.see Coats

and Khatkhate (1980).

;Coﬁéiétent With'fhis_appfoach; we argue that the inter-
r_aCtién bétweeﬁ:thejsupply of and the demand for money isrthg
kéy link in the chain of :caﬁsationrirom-méneyrto expenditures
and prices.- 1n'thi§ vein we postuléte‘that_totai domestic_
expenditure is positively relﬁted'to nominal income and the
éxcéss.éupﬁly-ofrnominal moﬁey (M2} ; henpej
2= g0, 06 - u)

,of, . - 7_
(4.27) 2 = (¥, EM)
£ ¥vo; 6/'EM 70
'theré: -

- EM = (M

5 Md)
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We can decompose total domestiec expenditure into two
parts; ﬁrivate expenditure and government expenditure. We can
examine the influence of income and excess money on private
expenditure-aﬁd treit government expenditure as anrexdgenous

variable; hence:

(4,28) PE = J\(Y,_EM)
(f’ Y70; j’ M0

Now in eséiﬁating our funcﬁioﬁS‘for total expenditure aﬁd
prlvate expendlture we used nomlnal GDP as a proxy for nominal
income due to the absence of national income statistics. 1In
-_addltlon, in estlmat;ng the influence of excess money we calcu-
lated it as the difference between the historical‘values of the
money supply (M2) and the fitted values of the demand for

nomlnal money balances 2Q

4.2 (&) Domestic pr1ce 1evel

In the Caribbean economies it has been argued that changes

in import prices_provide the inflationary stimuli; for a sample

. of studies in this- vein see Bourne (1972). It is aTgued that

these economies import large guantities of conSumer, intermediate
and capital goods including food at an inflated price and they

comprise arlarge‘proportion of the domestic sﬁpply of goods;
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hence, imported inflation isra feature of Caribbean economies.
Sbecifically, wifh_reSpect to -the O.E.C.S. couﬁtrieé Allen
(1977) lddked at the ihflafionary,trend-in these islands between
1970-75. and found -little evidence to support the argumentrthat
monetary expaﬁsion has had significant influence on the
inflationary process. Alleh (1976) Concludes that the evidence
sﬁggééts'that imported inflation was the. important factor |
explaining domestic inflation. Finally St.Cyrr(1979) examines
.the effect of money and impdft_prices on the rate of inflation
in' Trinidad and Tobago (1964-76) and,foﬁnd them to be both-

significant explanatory variables.

In our @odel:we argﬁe:that the price Tevel iS'determinedr
bﬁ two sets oi'factors—excess;,ldemand and cost-push -factorsj
the latter being,the level of import prices, We représent
eﬁcess demand és*the-difference between the supply of money

(M2) and the demand for money balances; hence: .

é = fEp, cp)

 Where:

P = Domestic price level

ED Excess demand

CP = Costepush.factor

- Now,

D = M5~ u%

- By Substitution for a
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1 2

(4.29) P = a. ED + a. PM
by M°-ByY/P ~ D3 WRTSD + by PM

1l

Where:

PM

]

Level of import prices

WRSTD = Weighted ﬁverage_rate of'interest on time,

savings and demand deposits.

(4.21) IM = 1706.7251 + 0.48957% — 433.3644 D1

(0.515) (3.205) (~1.955)
rR™2 = 0.9412 o iM = 783.1
S.E. = 92.03078 | = 9.
D.W. = 2.16 : F = 33.034
Rho (1) = 1.2461 (0.50708)
Rho (2) = 0.3006 (0.55423)

(4.22) XS - 18.22834 + 1.6921 Q, + 11.6966 P2

(<0.212)  (6.772) (0.211)
r?%-0.87 . xs =
§.E. = 27.8652 ' N =9
D.W. = 2.16 |
Rho (1) = 0.8411 (0.36159)
Rho (2) = 0.82616 (0.41828) |
(4.27) 7 = 972.8186 + 0.2676Y + 1.0604EM
o |

(3.276) "~ (0.652) (1.553)
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R2 = 0;5684 | 7 . = 1233.322
S.E. = 225.6857 . N =9
D.W. = 2.94 F = 3.068
Rho (1) = 1.05143 (0.3831) |

Rho (2)

il

8-0.9091 (0.4539)

(4.28) PE = 979.7471 - 0.0913Y + 1.9362 EM

(3.008) (-0.208)  (1.405)

R 2 = 0.217 ' ‘ PE =

1§
[{s]

S.E.

il

2287897 . §=

D.W. = 2.84

I

Rho (1) = 0.9633 (0.4160)

Il

Rho (2) = 0.7560 (0.4965)

l

(4.29)Py = 82.1999 + 0.13764° - 0.0689Y/P - 4.7386 WRTSD
© (2.965) . (2.75) (-2.65)  (—1.98)

"+ 0.0170 PM

o © (0.06)
2 - 0.9696_ P =96.8318 .
SE. = 5.43869 N =11
‘D,w--¥13.04 F = 121.566

N.B: The Standard Errnrs of the Rho Coefficients are in Brackets.

- amman e
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Our empiridal resﬁlts are fairly well established.-
Our adjusfed ﬁz'énd standard éfror's‘bf the regression are good.
Seriol correlation is corrected for using'the.Cochrane—Orcutt
procedure."Mbst of our wvariables are significant at 5 per cent
or better and have their correct 'a_priori‘ signs. MNow,
there are features of the results we Want'fo discuss:. FirSf,'
in eq@ation-(é.él)'our relative pride'variabie (P1) is not
sigqificaﬁt'at 5 per cent and we are relucfant‘to accept this
result.. We argué that the short length of time seriés inter-
fered with-this resulf. wSecond, in equation,(é;ZB) oﬁr relatiﬁe
prioe variable isfnot Significant at 5 per cent. We are also
reluctant to acqept this reéult. We suggeSt fhat; First a
chaﬁge in the expoitlpfice index will not result in an immediate
.TeSponsé-in'export'supply aé there-are51ags,in'adjustmentrwhich
our short series might not haﬁe captured. Second, a change in
the export price index does not always mean a,change in the
M farm gate price* which is the_price that farmers respond to.
In some instances government poliecy is responsible‘for this.
Hence, we argue that the 'farm gate price' would bhe more appro;
pfiaté as the ‘réiative price-vériable than the export price
iﬁdex.' Third, we_éould argue that an alternative specification

might improve the result.



31

Finélly; the poor résﬁlts we get for equétioh (4.27)

our tbtal expenditure function might Ee due to the poor quality
of the data in the O.E.C.S. éTea. In addition,'the-eqﬁﬁimnfor
(4.28) Qur‘priVéte expendituie function we ge{ a negative sign
for our income proxy which i5‘a‘counter—intuitive result.
For_we-afgued_'a priori’ than an'increase in income will

result in an increase in private expeﬁditure.f So our results
“give us an incorrecf 'a priqri' sign that_cénhot be Teasoned

theoretically.

SIMPLE ANALYTICS OF THE MODEL’

Hav1n0 estlmated the modeL we will carry out some
Slmple manlpulatlons of the moégﬁméfgggif?iéi%%§?a£§;Ef?%)solve
the model for key endogenous~varlables - nominal income (Y),
the,price'lev31 (PJ and imports (I) and we will look at thé
rimpacp on these ehdogenous variables as a result‘of a change
~in the éxogenbus variables - money Suppiy'(MS)~governmentr
eipenditﬁre (Cé)'and'Telative ?rices (PD i.e. price:of import;/
domestic pfiée level. We assume 4an 1n1t1a1 value for Y say
Y and solve .for dI and dP and then determlne the second
. period effect on Y of changes in ‘the exogenous variables by

substituting the solution values of dpP énd_dI. Having solved

PR
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for Y and by total differentiation we obtain the following

impact multipliers:

(5.1) By _

0 T Ei“ml(a, - ay 458 ) 50
t}'+ © (1 - My .
(5.2) 3y . |
03 = (1 - M, ) ‘
d% - LR >0
[L+oa -]
(5.3) 3y = M, ;
' 33 L0

oo @-ud)

Where: & = (ai d1 —ag)m

Our impact multiplier in (5.1), (5.2) and (5.3) tell us
that: First, an éxpansion in_the'money supply will via its
effects on expenditure iead to an”increase in income. rMonetary
expansion*wil} increase private expenditurerwhich will .lead to
an increase in income, In addition, it'will'generate excess
demand Which'willrincrease exbenditure ahd:in turn increase
income. Howéver, some proportion ofrthe increase in expenditure
will iead to an iﬁqrease in dimports which wili constrain the'
growth in income. Furthermore money supply expansion will
incréase{the do@eétic price level which will shift relative
prices (P1) and induce an increase in imports which will fﬁrther

constrain the growth in income.
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‘Second; {he gOvernment:expenditﬁré multiplier also has

~a positive effeétion-income'but some propértion of fhe increasg
“in income ds_a result of increased government expenditure_élso'
~dnduces an increasé in imports which ultimately hés a negative
effect on income. Hence, the traditional Ke&nesian counter—
cyclical,palicies of increasing expenditure thfough'moneta;y'r
and-fiscél policy would have-advérse consequénceélin these
economies as a résult of thei:-high level of-Fopenness‘.r

Unléss there afé-compensating increases in the exports of goods
and SGIViceS‘and/orrinternational'capitél'mOveﬁénts 'reflating’
the_domeStié‘economy'by increasing'expenditure will fuel imports
rand'haVe a negative efféct ultim&telfion the balance of payments.
Iﬁ'addition, the net efféct,on income Will.depend-on.whether o
the effect on_inéome of an increaserin‘government éxpenditure
‘offsets the negative.effect on incomerof,an'increase in imports

due to an increase in government expenditure.

' Tﬁifd} a-chéngé’in relative priées-(price of impbrfs/
domestic price levei) will have'a negative efiecf on dncome.
A change in relative prices will iﬁduée an inéréase in imports
~ which will in turn have a negative effect oﬁ income._ To
comﬁepsate for the'negative effect of ielativé prices on income
thefe will'have_to be an increase in éxport,.Supply eifher'
throqgh_an inérease iﬁ nominal agriéultural_outﬁut or a favourable

shift-in relative pricés (i.e., price of'éxports/domestic price
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level). Totally differentiating P and I and we obtain the

following partial derivatives:

>
(5.4 aﬁs =670
(5.5 .g_gds =my '(_'?1 - a, d2)770
(5.6) OI S =m0

ire

o}

The above pértiai derivatives tellrus that money supplyr
and government ekpenditure-both have a positive impact on
imports. A ehange in‘ﬁoney supply affects private expenditure
which induces a change in total domestie expenditure whicﬁ
1eads to a'chahge'infimports and ceteris paribus results in
balance of irede disequilibriﬁm.- In addition, a money supply
chaﬁge affects the domestic price level which alters the demand
for nominal money balances. If.there is‘still monetary dis-
equilibrium as e result of excess'mOney supply'then_thererwill

be a chaﬁge in expenditure and conseqﬁently imports.

An increase in governﬁent expenditure will lead to anr
increase in ﬁotal domestic expenditure‘whieh‘would result in_
an increase'ih imports and Ceteris paribus balance of trade
disequilibrium.:jﬁeﬁce, government exPenditufe has a high import
content and as we argued earlier-this_imposes limitations on
the use ofjgoﬁernment expenditure as a.fool of counter-cyclical

‘policy in theése economies.
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Finally, a change in money suppiy has a positive effect

on the domestic price level. As we have aruged earlier, this
'will affect relative prices and induce changes in foreign
trade and this has importanf'implicétiohs for the balance of

trade and ultimately the balance of payments.

?MPLICATIONS OF THE MODEL AND POLICY OPTIONS

 Possibly the most important cenclusienrthat can be
drawn from the model is that monetary imbalances (i.e., when
money'demeﬁd'doeé'not.equal suﬁﬁly) sets up reactions which
alteq expendifures and the-domeetic price level consequently
inducing-ehangeS'ih income and foreign trade and ultimately

the balance of payments. Principally this is due to increases

PRI

in_imports as a result of increased expenditure due to money
supply expansion. :In additien, the'chaﬁge in the dqmestié
‘price 1evei affects relative prices which increases imports and
adversely affeets export supply; -The prineipal policy implica-
tions of these conclusions are the fbilbwing: First, fhe:
authorities must éttempt to maintain‘some control of the money
'mafket_to avoid the effects of monetary aisequilibrium. An |
important mechanism in this respect is the authorities must
determine whether the demand for ﬁeney is a stable function and

hence can be predicted with*reasonable accuracy, In'addition,
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the authorities must be able to confrol money supply expansion
to match the demand for money. Second, expenditure (both
private and public) must bhe maiﬁtainéd at levels thaf do,ﬁot)
encourage substantial iqcreases in imports of goods and
services to ensure the equilibrium of the balance of trade.
Third, gi#en the Sérious 1imitatiQnsof_expdnding income via
changes in aggregate expendifure and-the fact.that changes in
" key macro varlables tend to impact p081t1ve1y on 1mports, it
is almost 1nescapable that for income growth éﬁd balance of
trade equilibrium.the short-run economic policies pursued by
these couﬁtries.must enéouragé an expansion in export supply

as far:as-possible.

_In'atreal sense tﬁe first two policy implications of
fhe model are closely related since tight monetary control
which alters expendi{ure would consequently stabilize changes
in imports. Hénce, we wiii focus on therstability and

predictability of money demand.

In the 0.E.C.8S. countries our linear demand for nominal
monéy-(MZ) functioﬁ.pfovided us with good empirical results.
However, our data was only for the short period 1972~82.' Hence,
‘we can conclude that for this specific period the deménd—for—

money is Stéble and well estimated but-one would need a Jlonger
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. times series to arrive at a more general statement about the

stability of money demand.

If-ﬁe'aséﬁme that in the O;E.C.S;‘countries the demand

~ for money can be.predicted with,reasonablé acéuracy, then the

' monetafy authofity Wilirbe'in a better pdsiﬁion to ahalyze the
;price, expenditure aﬂd balance of trade (and;ultiméfely the
balance of_payments)-effegts-of a-particular stoék of money or
growth_in domesfic cfedit;_'Tﬁe challenge faciﬁg the authofities
will be to control monéy supply expansion Within finité limits
consistent with the demand for money so asiformitigate the

price, expenditure and foreign trade effects_resulting from

monetary diseqguilibrium. We will now examine the appropriateness

~or effectiveness of using the conventionalrtbols of monetafy

and fiscal policy to achieve monetary equilibriumﬂ

6.1 Monetary.policy

Essenﬁialiy théraﬁility_of the monetafy authority to
control the'monéy supply in theVO.E.C.S; Qconomies depénds upon
;thé cqntrollability'andvpredicfability.of the asset compqnents
r(sbufce§) of the moneta@y base and the méney multipliér. By
using thé tréditional instrumeﬁtsiofrmonetary.policy (;eserve
requirements; iptéfest Taﬁes, cellings on bankrcredit ete) the

authorities must attempt to manipulate those "sources" of the'

S atupame

5 P R
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monetary base and the money multiplier over which they have control
in order to offset fluctuations in thé autonomous components. In
attempting:to do this the O.E.C.S. policymakers face serious

prbblems.

First, our empiricai résults suggest that the money
ﬁulfipliéf model does not adequately explaip money supply move-
ments 1in tﬁé O.E.C-S (See Appendix 2) Howevér, this could 7
be due to the poor quality of data for the monetary base which.
-we acknowledge as a problem. In addition, the results pre-
sented in Appendlx 2 indicate that the money multiplier was -
'volatlle for the perlod 1974 82. Sharpley (1983) argues that
'short-term varlatlons in the money multlpller are relatlvely
largerln Less Developed Countr;esh Despite the length of the
period this is not an encouraging tfend since the monetary base
and the money multiplier is an dimportant ingredient of money

' supply control.

As ﬁé‘have-arguéd earlier, inlmost deveioping countries’
the IargestCOmponent of the monetary base is the Central Bénk's
claim's on govefnment due to Cential Bank financing of large

fiscal deficits. This is not the case in the O0.E.C.S. countries
rand the‘E.C.C.B. is‘oﬁly pepmitted to financé a limited
proportion of theselcountries'fiscalrdeficits. The largest

component of the bése is the net foreign assets of the Central
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Bank, mevemeﬁts in which the Central Bank has no control over
end:are due to the balance of payments outcome. Since these
coustries have .a fixed exehenge rate regime the burdenrfor
neutrel;sing-ehanges in fereign assets remain with the monetary
authofity Sharﬁley (1983) argues that the'Cenfral Bank in a
developing country '"is liable to find thls an 1mpractlca1 task

. less
E and will thus be/able to pursue 1ndependent monetary targets

_ Desplte the relatlvely smaller slze of Central Bank
.'credlt to governments as a component of the monetary base in
0.E.C.S5. countrles, it d4s still an ;mportant‘target for monetary
control. In Tabie 3 we observed that this component had
increased tThroughout the-period 1974-82 despite the factrthet
governmeﬁf onlyrhad limited. access to Cenfral Bank credit,

In generai; Thifd World countries rely on credit creation By
the Central Banknto finance_their deficits. The size of their
_bbrchings,ris-only constrained by Seif—discipline or
Tnterﬁational.Monetary Fund (IMF) lending conditions., Since
'fhe latter isAnot really a desirable aitefnative. 0.E.C.S.
countries must employ self-discipline torensure that Central_

Bank financinglof budgetary deficits does not become too large.

Finally, therconventional,amouryfof monetary policy

instruments are of restricted use'in the O.E.Q.S. COuntries.

21

T A



40

The underdeveloped nature of the organized capital market
seriously limits the use of opénamarket operations. Sécond,
interest rates are-peggéd and are not ﬁsed-asran instrument of
ménetary control. THird, forrfesﬁraining the growth in monetary
bgse raising the reserve requirements of commercial Banks is
perhaps thé mﬁst powerful and:effective instrumenf avaiiable

to the authorities in the O.E.C.S. area. However, there is

only llmlted flex1b111ty in changlng reserve requlrements 51nce,r
commercial banks need tlme to adgust thelr assets to new
liguidity ratlos.' Flnally, the relative size of Central Bank
credit to the commercial banks is so0 small-that it is of no
real*policj significance.

6 2 TFiseal pollcy

In the OiE;C.S.-countriesrthe major objectives of fiécal
" policy dré-thre—fol@: Firét, to'improve the availabi}ity (by
lowering costs) and the quality of social services and exﬁand
their_supplj'particularl& Health and Education. Second, +to
develop thé infraétructure to improve the prdductive-capacity

of the economy. Thifd, tb improve the standards of living via
wage increaseé and to mitigate unemployment  via the public
~sector. In an attempt to achieve these three objectivesr
'government expenditure has continued to grow. The strain on the

public purse is manifested by the emergence of fiscal deficits.



471

”Iﬁ‘addition,'the expansion of sociai ser?ices, the development
of inffaStrucfufe and increasing wages'ail tend to induce,
increésesin‘imﬁorts Whichlmust be fihénded; Given the ﬁigh
ime;t'¢ontent of expanding'government'QXpenditure td_méet
thesé objectivés:fiscal'p01icy must-activeiy encourage expen;
“diture that'is growth-f'inducing partiéularly if it has a

favourable impacf on export supply..

In the context of the -above Objectiyes, the most direct
impact on ecénomic grdwth and exportvsuppljvwill come from
expenditure on the development of iﬁfrastructure."Henée,
priority must be accorded-to_infrastructurél develépment which
has the gfeatest:potential'forrimproving grdwth'and‘expoit

éupply; - In periods where eXpenditure must be curbed to over-

come budgetary imbalanCGS'these areas must as far as possible

‘be -spared from expenditure reductions.

The expansion of social'Services'for-example,,Health and
Education also play a vital role in promotihg growth. Once
again a disaggregated'apprbach must be taken in attempting to

reduce expenditure particularly in the area of education.

Fihally,'not,all areas of capital expenditure are growth
promoting and not all areas of current eXpenditufe have no

favaourable dimpact on growth. ‘lt is important that a

-
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disaggregatéd_appréach be adopted in attempting to control
éxpanditﬁre {o maintaiﬁ budgetary balance while at the same
timé trying to improve the growth.and export prospects of the
economy'és far_as possible. 1In addition, it might be found
that redistfibutional objectives must be sacrificed in an

attemﬁt_to'improve the growth prospects of these economies.

6 3 The 1ntegrated Approach

in the‘pbst—independence_period.the éentral problem
confrqﬁtingrthe O.E.C.S. economieskhas been the diversification
of fhe Structure oflproduction tb im?rove the possibilities
for growth ana=the expansiog of exports. _In this context
shért;run policies should be aimeéd at reorienting the productive
system and at the'policy levei this would neceésitate integrating
macroeconomic policy to facilitate Jong-run goals of e¢onqmic
transfdrmationp In oprrdiscussions of the model we recognized
- that iDCIeaSing the supply ofrexports was the most appropriate
means of dealing with the problem of imporf 1eakage.énd increasing
income. The centrepiece of this approach 1is that emphasis
should be plaéed}on su§p1y~side measures réther,than the control .
‘of aggregate demand. Such an apprdachbis'consistent with the
'real economy' approach advocated by Killick, Bird, Sharpley

and Sutton (1983). Iin addltlon 1t essentlally confllcts with



IMF stabilizafion ﬁrogrammes ﬁhich have as {heir,centre—piece
dempand-management ﬁgiicies supported by supply-oriented -
measures. We are nbt'arguing that such an approach be adopted
solely during a period of adjustment precipitaféd-by balance of
payments disequilibria; It is-being-éuggésted that this should
_gdidé the fofmulationrof policy irfeSpective of the state of ‘
the bal#ncé-of,payments. Finally, this approach to shortjrun
pélicy formulation réquires that there is a_iOng—run strategy
for the_transfoymation of the economy which includes among

- a host of bthér‘thingé the identification of new exports and
-measures-to improve the efficiency of production of existing
'exﬁortsgg So short-run ppligies must be as far as poésible
éonsistent with‘the bolicY difections of the long-run programﬁe
: of sﬁructural transformatién._ Implicitly, this requirés that
O'-.E-.C.S. countries aevelop a so;t)histicated process of p'lanniﬁg
‘rather than the adoptién of 'ad hoc' measures. 1In summary, we
~are arguing for a sfrategy of_short;rﬁneconomié management
which_isrgrowthapromoting and export oriented and minimises

the conflicts with government objectives iorreconomic traﬁsforma—
_{ién.z3 ‘Furthermore, the pfqgramme will specifically aim at
rstimulafing outputrand productivity, ameliorating key bottlenecks
within the producti&e Systém And increasing the focus of pblicy

beyond broad macro aggretates to include speqific microeconomic
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policieé. In the O0.E.C.5. countries microeconomic policies
would have to focus on imprOVing'agricultural oﬁtput, developing
tourism énd possiblyY other service type activity and expanding

the manufacturing sector.

There are 'a priori reasons to expect that_sucﬂ an
rapprdach ﬁo short~ruq economic management would he appropriate
for O.E.C.S. economiés'if'it can be éuécéssfully implemenfed.
First, itrwill'direétly address the primarﬁ long-run problem
rather than treating it as a separate objective requiring
a different setrof-poliéies and instruments. Second, it Wduld
allow policy-makgrs to have a more precise underSténdiné of
the impact of short-run poiicyimeasures on the process of
ecdnémic transformation. This is in contrast to other approaches
which fécus on demand~mahagement policies withoﬁt sufficiently
considering:the'suﬁply effects that such policies induée and
the extent to which this consfrains the possibilities for growth
apd transformation. Third,-in periods of 'adjustment' the
emphasis will simply-hot be on restoring equilibrium‘but
achieving equilibrium at a higher level of ecénomic activity;
Implicitly, we Are7arguing that these are not irrecoﬁciable
objectives. Fourth, achieving gfowth with adjustment shoﬁld
lessen the welfare costs of adjustment.x.A'frequent critique

of IMF‘type_policies is the large welfare costs that are incurred
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to reéto;e equiiibrium. _Finglly, fhe high'iével of economic
,planning-that is necessitated by sucﬁ aniapproach'to short-run
managemeqt would encourage diséipline on ﬁhe part of-thel
'authoritiésl-O.E.C,S. governments would requﬁre disciplineﬁfo
réstrain éxpenditﬁre duriﬁg periods of-'boom' to a level
consistent with anficipated medium term frends and objecti%es;
Thef.must'refrain,from embarking upon addiﬁional’social
pfogfaﬁmes and sophisticated infrastructural'projects. ‘For
'éxample,_highrise office bﬁildings, when'gdvernment resoufcesl
increase‘temporarilf.f A failure to do éo wduld interfere-with
the attainmentfdf medium—term objectives as they will encourage
patterns of expenditure that are not sustainable in the
absence of.relativély 1argersurp1uses WhiCh.Will fuei imports.
and Createrbalénce df‘trade.and_ultimatély balance of'péyments

diseguilibrium.

- A ﬁecessary pre-requisite for the efficient impiemehtation
" of such a étrategylin the 0.E.C.S. cQuntrieS is iong term
'financing. Thersmall size of these economies gives them their'
oﬁn-advantage-in'that relatively smaller amounts of concess-

- lonary finance WOuld-be required and as such their finanéing
-needs would not be as_lafgeras most Third‘Wor;d countries.
Supporting finahce-is'cfuciil since these céuhtries ability

to meet their;import needs is-vital to exﬁanding and dive:sifying 7

R ]




46

prdductionfand ekports. Another frequent crificism of IMF
prog;amme's of Stabilization that'compress imports, is that they
severeiy'constrain produétion of vital exports by starvingr
those industriesréf importanf imports of intermediate and capital
Agoods.‘ Hence; the country's ability to overcéme the structural
problem is reduced_since an expahsion'of these_sectors*is vital
to overcoﬁing the prgblem._ This does not mean that demand-
management and in particular import compréssioﬁ is not fequired
by such an approach during periods of 'adjustmenf'n If si@ply
meanS'that.adjustment‘requires a reduction in absorption but-
with iﬁcome incfeasing the extent to,whidh absbrption would be
re@uired to fall would be reduced. In addition; a disaggregated
approach must be ‘adopted idin reducing absorﬁtibn'rather thah
iust simply réducing absorpfion,per se to satisfy Broad macro
targets. Therefore, demand-management policies would be.persued

as far as possible to support supplyéoriented measures.

In conclusion, the succeséful implementatibn of such an
approach which wé argue is most appropriate to the 0.E.C.S.
econgmieé requires a high_level-Of political commitment on'the

part ofrthe governments. A survey of the Thir& World countries
economic.experiénce'in the 1970s points out that polifical
considerafions havé tended to influence policy prescriptionS'td

- an unnecessary degree and have essentially served to exacerbate
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the balancé'éf payments disequilibria mbSt of the economies
:have experieﬁcéd;-Therefore; a sdphistiéated'level of planning
aﬁd a high-iével of political'commitment is'nebessary for the
‘success of such an approach %o short—runrmanagement given'the

broad parameteré of the approach that we have outlined.

R )
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FOOTNOTES

The Organization of Eastern Caribbean States is composed
of the following Caribbean +dslands: Antigua, Montserrat,
St. Kitts- Nev1s Grenada, 3t. Vincent, Saint Lucia and

Dominica.

See IMF "A Comparative Study of Balance of Payments
Development and Financial Policies in the Caribbean
Countries” (See IMF Institute Semlnar, Barbados
August 1883)

See Lestrade, S,

0.E.C.S. Economic Affairs Secretariat, St. John's, Antigua.
Direct Enquiry.

Ditto.

The turning peint in the growth of visitor arrivals to
Grenada seems to have ocecurred in 1979. It can be suggested
the the political instability that was prevalent at that
time particularly the March 13th 1979 coup d'etat led by the

Jdeft-wing New Jewel Movement was largely responsible for

the substantial decline in visitor arrivals.

Compiled from ECCM - Digest of Trade Statistics 1975;

- 0E.C.8./EAS - Digest of Statistics, 1882.

Dittor

This is also true of most Commonwealth Caribbean Governments
in the post-independence period and is not peculiar to the

0.E.C.8. countries.

0.E.C.8./EAS, St. John's -Antigua. 'Diréct Enquiry.
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12.

13.

14.

15.

16.

17.

18..

19.

19.
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Caribbean Development Bank estimates. Direct Enquiry.

~The. ECCB area is composed‘of'the same dJroup of countries

that make up the OECS since the ECCB is the Central

Bank of the OECS countries.

. See IMF "A Comparative Study of Balance of Payments

Developments and Financial Policies din the Caribbean
Countries" - (IMF Institute Seminar, Barbados, August
8th 1983). '

See -ECCA Annual Statement of Account 1976 -and Economic
and Financial Review, December, 1982.

The lack of data on the volume of imports and the absenoe
of an appropriate deflator prompted the use of the
value of imports and as a result nominal domestic expen-

‘diture rather than real expendlture was used as an inde-

pendent varlable

‘We arque that in the OECS economy output is essentially from the

tradeable goods sector and non-tradeable goods output is

rextremely small.

The absence of data on  the VOlome'of domestic exports

~and the absence of an appropriate deflator promoted

the use of the value of domestic exports and as a result

nominal rather than real agricultural output was 1ncluded

as an lndependent variable.

Although we had data on foréign trade (i.e. exports

-and imports) there is no data on net Ffactor payments

abroad so that we could not calculate GNP.

The short length of our data series reduces the use
fulness of our econometric results. Hence in our analyses
we cannot make a lot of use of our parameter estimates.
But theé results do allow us to have some understanding
of some of the macroeconomic relationships ‘and the
importance of some of the macro variables. ’

We suépect that the short leogth. of ‘the data series
may have affected the performance of the rate of inflation

- variable. Since 'a priori' there are strong reasons.

to hypothesize that the rate of inflation is a 51gn1f1cant
-varlable in the demand for real money balance.
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21. The following are values for the excess supply of money in
the period 1972-82:

OBSERVATIONS | EXCESS MONEY (EM)

1972 - . 5.2360
1973 | . ~24.9560
1974 : R ~ -3.9690
1975 '\ - 29,7670
1976 ~24.1370°
1977 : | 28,6490
1078 | | , ~11{5440
1979 - , ~15..8340
iss0 . 18.4670
1981 | S ~51.4910

/ 1982 '_ S 49,8230

22. We must remember that the ECCB is a multi-state Central Baunk
and this raises problems for increasing Central Bank financing
of fiscal deficits of member states which must be resolved
before increased access to Central Banks credit can be
obtained by individual states.

"23. I am indebted to Compton Bourne for a clearer exposition of
this point since he pointed out that recent strategies of
export-led growth tended to place emphasis on the ddentifica-
-tion and production of new exports. However, these are - -
activities with very long lags and as such the efiects of
which will be transmitted in the medium-term, Hence, the
prospects for growth in the short-run could be improved by
measures aimed at increasing the efficiency of production of
existing exports with the intention bheing to lower the cost
per unit of output which may give producers a 'competitive
edge' in the international market. In addition, we observed
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by casual empiricism that Caribbean countries were repeatedly
failing to meet their quotas under existing commodity :
agreements, e.g. Lome Agreement and that this could partly

be due to inefficient production. ,

Balassa (1984) argues that developing countries that used

-output-increasing policies of export promotion and import
. substitution to offset the balance of payments effects of
~external shocks in the 1970s experienced higher rates of
~growth than inward-oriented economies output-increasing

policies of adjustment. The latter group of countries

‘financed the balance of payments deficits caused by external

shocks by foreign borrowing in the 1974-76 period and as a
result had to adopt deflationary measures in 1979-81 as

their high level of indebtedness reduced the possibilities

for further borrowing. To some extent the -experience of
developing countries in the 1970s is testimony to the wisdom
of emphasizing supply-oriented policies which encourages the
growth of exports.



52

'BIBLIOGRAPHY
. Adenkunle, J.0. 'The Deamnd for Money: Evidence from Developed
and Less Developed Economies” in Coats, W.L. and |
Katkhate, D. '"Money and Monetary Policy in Léss Developed

Countries. (A Survey of Issues and Evidence) Pergamon
Press, 1980

Aghevli, B and Khan, M.S. "Credit Policy and the Balance of
Payments in Goats, W. and Khatkhate, D. 'Money and

Moneftary Policy 1n Less Developed Countrles (Pergamotl
Press, 1980)

Bourne, C. '”Dynamic Utility - Maximizing Models of the Demand
for Money in the Caribbean (with an application to
Jamaica) (Social and Economie Studies, Vol.23, No.3,
September, 1974)

"The Petermination of the Jamalca Money -Stock: 1961-71,
(Social and Economic Studies).

Brunner, K. . "Money Supply Process and Monetary Policy in an
Open Economy" in Connolly, M.B. and Surocboda, A.K. (ed.)
International Trade and Money.

Balassa, B. "Adjustment Policies in Developing Countries: A
Reassessment” (World Pevelopment, Vol.12, No.9, pp 955-972,
1984) : '

Coats, W.L. and Khatkhate, D, "Money Supply Implications of

Commercial Bank Financing of Government Debt in Developing
Countries in Coats, W.L., and Khatkhote, E. (ed.) Money
and Monetary Policy in Less Developed Countries,

(Pergamon Press, 1980)

"Daniel, B.C. ”Monetary Expan51on and Aggregate Supply in a Small
Open Economy. (Economica, Vol.492., August 1982) :

Eastern Caribbean Common Market (ECCM) Digest of Statistics 1975
1979,



53

GuiSchardQWade, M.  "An Eeclectic View on ECCBs Balance of
Payments. (Paper presented at 17th Regional Monetary
Studies Conference, Kingston, Jamaica. October 10-12

1984),
Joéfield—Napier, W. "The Demand for Impofts: The Case of
Barbados 1954-70"., (I.S.E.R., U.VW,

VKillick, Tony (ed.) The_Questrfor‘Ecbnomic Stabilisation.
(Heinemann Educational Books. London, 1984),

‘Laidler,fD.E[W. "The Demand for Money-Theories, Evidence and
Problems . (Th1rdrEd1tlon Harper and Row Publishers,
New York, 1985) L

Maclean, A WA, ”Some Evidence on the Demand for Money in a
Small, Open Economy.. Barbados, (Social and Economic
Studies. Vol.31, No.3. September 1982).

Modigliani, ¥ and Tarantelli, E. "“The Consumption Function in
a Developing Econnmy and the Ttalian Experlence” {(A.E.R.,
Vol. LAV, No 5, ‘December 1975)

Organlzatlon of Eastern Caribbean States Digest of Statistics.

1985.

Park, Y.C. ”The‘V&riabilityrof Velocity: An International
Comparison®. IMF Stafi Papers, Vol. XV11, 1970,

St. Cyr, E.B.A. 'Wages, Prices and the Blance of Payments:

Trinidad and Tobago Inflationary Experience (Social and
Economic Studies, Vol.28, No.3. September 1879).

""A Note on the Trinidad and Tobago Inflationary
Experience. (Social and Economic Studles Vol,28, No.3,
September 1979).

Sharpley, JJ "The Potential for Domestic Stabilisation Measures"”
in Killick, T.(ed.) The Quest for Economic Stabilisation.
(Heinemann Educational Books, London. 1884).

LWbrrell, D. “A Model of Price Formation for Small Economies: ,
Three Caribbean Examples”., (Central Banks of Barbados,
Mimeo, January 1984). B

I., Mona, Jamaica 1982),



54

“Worrell, D. ‘"External Influences and Domestic Policies: The
- Economies of Barbados and Jamaica in the 1970s'". (Social
and Economic Studies, Vol.30, No.9, December 1981).

"Monetary Mechanisms in Open Economies: A Model
for the Caribbean'". (Research Department, Central Bank
of Barbados, February 1984).




et e

B

TR T -

"APPENDICES



(i)

APPENDIX 1°

.The Pooled Results

There are several techniques by which the data might be
pocled.. -The first technique is to combine -all cross-section and
time-series data and perform ordlnary least-squares regression on
the entire data set,

_ The second approach recognises that omitted variables may
‘lead to changing cross-section and time-series intercepts. f
Co-variance analysis involves the addition of dummy wvariables to
the model to allow for these changing intercepts. For our model,
-we-employed the co-variance analysis and dropped the intercept

- but introduced dummy variables for each of the individual dislands. L@

" We then estimated the behaviorial eguations for the foreign
trade variables i.e., imports and exports supply. It was not
possible to estimate the other behavioral equations as they all
used money supply and we could not find data for money supply in
the individual islands; we obtained the following results:

0.880Z + + 10.6012 PL-

S IM =
o (6.857) - (0.11)
 ®® = 0.8677.°  D.W. =2.08 N =24
S.E. = 209.4053  -IM = 115.337
- where: IM 'Imports
' Z Domestic expenditure

S0

Pl Relative prices i.e, price of imports/

domestic price level

o+

X5 = 2.3311 Q

), *+ 2.8521 P2
(5.58)  ° (0.48)
B2 = 0.8434 D.W. =1.43 1 = 32
'S.E. = 10,7798 Xs = 25.819 F = 27.937
~where: Xs = Export supply

wonon

QA Nominal agricultural:GDP' 7
P2 Relative prices i.e. export prices.
‘domestic price level.

b



(ii)

The results from our export supply and %mport demand

“fluctions indicate a ''good fit" with a high R™¢ and a low S.E.
“In .addition, only Z. and Q, are significant at 5 per cent or e
~better- Once again. our.. . results. 1ndacate that ‘relative- prlces’
_-are not smgnlfloant explanatory variables. However we are”
"~ reluctant .to accept this result for the reasons we dlscussed
“earlier. Finally, - data. limitations presented us from estlmatlng
_.the rest of our ‘behaviorial eguations. Speelflcally it was: not
'*p0851b1e to- obtaln data on the money supply din. the 1nd1v1dua1
'lslands ~All of the. islands ‘belong to: the_ECCBrand the money.
upply- data is presented. for the ECCB area’asia whole: rather
thanﬁforﬂthe*lnd1v1dua1 islands.

e, wee
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VAPPENDIX 2

THE MONEY MULTIPLIER .IN THE O.E.C.S.

Using the money-multiplier framework .the equation defining
the money- supply as sone multiple of the monetary base was
treated as a behaviorial relationship and estlmated for the
0.E.C.S. countrles for the perlod 1974-82,

_'M = m MB

_ M = 4.97823 MB
%2 - 0.302  D.VW. = 0.664

S.E.E= 191.5009

n = 9.

. The explanatory power of the money-multiplier framework as
measured by the adjusted coefficient of determination is extremely
low and not encouraging.. Serial correlation measured by the
Durbin-Watson statistics (D.W.) in present. 'Finally, the regression’
reveals that the money-multiplier is 4.97823, however, the overall . ...
fit of the Tegression is not good. ' ' -

- In. addltlon we - attempted to calculate the money multlpller
using the_publlc currency /deposit ratio and the commercial bank
reserve/deposit ratio and we employed the following equation:

M= (1L + c)
e =1 )
< T
WHERE
,M‘: Money supply
. C = Public currency/dep081t ratlo
T o=

Reserve/dep051t ratlo



(1v)

" YEAR

ife}
I
=]

1974 . 0,107 0.052 - 6.962
1975 . 0.010 . 0.196 4.903

1975 0.090 258  3.132

1977 . 0.094 144 - 4.597

1978 0.109

.

.153 .. . 4.233

1979 - . 0.190 L092 . 4.914

o .o

g0 1260 ,083 - 5.387

Lo

.115

o o

S 108T - 068 - 6.093

. 1es2 .~ o0.102 0,054 . 7.064

o L It is evident that there is. varlablllty in the two ratlos
"¢ and r and the money multiplier m. The money multiplier
beglns to decrease in 1974 76 then staalllses and increases
1980 82 : : . .
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COUNTRY

GEOGRAPHIC
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GRENADA
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6.4
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09.61
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I 0.E: c s /EAS ESTIMATES



: y TABLE 2 - SUMMARY ACCOUNTS OF ECCA/ECCB
Lo © 0 ! SOURCES OF MONETARY BASE . - © USES 'OF MONETARY BASE -
f-.?‘ § |97 | 197k | ve7s T| 1976 | f977 | 1978 || i 1973|1974 (1975 1976 |1977 |1978
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. o ”-ADDITIONS AND COKKECTIONS TO

“Flnance, Growth and the Balance of Trade in the O0.E.C.8. Countries"

by Arnold McIntyre

APPENDIX 3

~ OUTLINE OF MODEL

For 51mpllc1ty and mathematlcal convenlence we manlpulated

)-_the model treatlng our equatlons as a system of llnear equatlons.?*i o

Ymzamel

o -
xa + P2 :

. l. A. _'_‘.,_' - 2. ‘1:_‘:,' '—-V

RS

ST hyT T byt by PH

™ —‘OIT (Income - expendlture ldentlty)



2

N:B: We have changed our symbol on the weighted average

R

rate of. interest -on savings and time depoéits. In
addition, the'absenée of.datazon_iﬁvisible-trade-réquire

that we include a balancing item (OIT) in our income-

‘expenditure identity.




