XXVIil ANNUAL CONFERENCE

OF MONETARY STUDIES

INTERNATIONAL CAPITAL MOBILITY
AND THE CARICOM ECONOMIES

Karl M Bennett
University of Waterloo

JACK TAR VILLAGE
FRIGATE BAY
ST KITTS

NOVEMBER 8 - 11, 1995




International Capital Mobility and the CARICOM
Economies '

By
Karl M. Bennett
University of Waterloo

Prasented at the XXZVII Annual Ceonference of Monetary Studies
St.Kitts, November, 8 - 11, 1995.



Internapional Capital Mobility and The CARICOM Economiss
?g

4
Iix¥roduction:

& There has been a major incraase in private capital fiows to developing
céﬁntzies, since the end of the decade of the eighties., A small subset of developing

4
countries in Asia and Latin America have experienced very large inflows over short
;réiods of timme. In early 1995, Mezico, one of the countrizs which had besn a major
r%‘ipient of capital inflows over the previous two years, experienced massive
caziFlows. The volatility of these capital movements, is takan a5 one indicater of
th% oxtant tb which global financial markets have become highly integrated., This
i::.;agraﬁbn permits investors to balance their porticlics to arrive at their optimal
gt;fals with respact fo maximization of sarnings and minimization of risk. The higher
thi degree of financial integration of a developing country with the outside wozld,
t"i% greater will be itz success in attracting externsl capital. At the same tlme', the

gl‘i%ee.ter wiil be its vulnerability to eurges in inflows an cutflows of capital.
|
] . . L. . ) e
Inflows of foraign capital have, historically, played an important rode in the

adonomies of CARICOM countries. The anfiity of these counirias {0 condnue to
atliacl and retain foreion capital wﬁl be determined by tha dagies to which they are
integrated into glcbal financial marksis. In this paper, thers will e an
exasination of‘the extent to which they are integrated into global capikal markets and
the impﬁca ‘>ns of this iuteyration in & context of very high capital mobility. The
paper will be organised as follows. In the first section there will be an overview of
the degree of dependence on external finance. This review will draw on the
experience of tiie [our larger countries, Barbados, Guyana, Jamaica and Trinidad

and Tobago since the early seventies. This will be followed by and agssssment of
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dmgras of integrativn of the respsciive countTiss with external finandial markets.
in cenducting this exercise, we will rely on zome of the measurzs useda by
Montiel(1994}, in his wide ranging =xploration of the integration cf developing
rountrics with saternal BEnancal markets, In the third section, thers will e an
sramination of the potential maérc and micyo ecnnomic implications azising from a
nigh degres of integraticn.

The Dependence on Bxternal Finance:

Zxternal financs has, over the vears. played an impertaat role in the leading
sconoruic sectors in CARICOM economdes, 23port agriculture and mining. In this
sectien, we will review the role of external finance in supporing investmant activity
sinca the seventes. One might expect Tordign finance 10 play an wmporiant role in
'these evonomies Ior two reasons. First, as developing sconomies, theair low levels
of income would impose a constoaint on their Jevel of savings., Secondly, as small
cnen econorxﬁes, foraign financing will be zequired lu support adequate lavels of
conaumptmn and investment, given their heavy dependency on imports.

The ratios of investment and naticnal savings to GDP for Barbades, Guyana,
Jamaica and Trinidad and Tobagn, from 1972 o 1993, are set out in Table 1. With the
axception of Trinidad and Tobago during the seventies, the savings ratios were very
low. In the cass of Barbados, the national savings ratio excseded 20 percant on ordy
two coramions over the period. The ratio was uegative or close to zero, i Guyana,
in most years duzing the decade of the eighties. In Jamaica, hstween 1974 and 1990,
the savings ratio exceeded 20 percent on only one cccasion and was 10 percent ox
lasz on seven ociasions.

Given thess very low national savings rates, it is then not surprising that the
investment ratios for thase countries, in most vears, axceedad the savings rado, by

substantial margin., The notable excepidon was Tonidad and Tobago duding the
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seventies, the period when that countTy experienced its petroleum boom.  Afte
1980, in all of the countries, investmant activity was to varying dograes, supporte
by toreign savings. The couttry whers foreign finance played the most impottan
role in supporting investment was Guyana, given tha wide differential betwesn th
national investment and savings ratics. On the other hand, there was a vary clos
ralationship bhetween the investment and savings ratios in Barbados, after 1982,
This was a period in which the investment ratio in most years was very low and there
were also low growth rates.

Indead the investient ratie for Darbados, during this

period, was substantially below that of Guyana and Jamaica.

Table 1
Tnvestment and MNational Savings as a Percent of GDP

Trinidad

Rarbadas Guyana Jamaica
Inv. Sav. Inv, Sav, inv. Sav. Inv, Bav.
1872 23.3 11.1 18.0 14.9 27.4 19.2 31.3 18.4
1973 24.5 14.1 24.0 53 31.5 22.1 25.9 24.6
1974 24.1 18.2 20.7 22.6 24.3 17.9 21.8 32.0
1975 19.2 10.6 29.5 29.4 25.8 17.0 27.3 41.3
197¢ 27.0 11.2 33.3 6.2 18.2 6.3 24.6 35.5
1977 ie.5 7.0 25,7 8.7 12.2 10.7 6.6 32.6
1978 22.9 17.%9 19,1 15.4 15.0 14.8 30.2 31.8
1979 23.5 16.2 24,5 15.8 19.1 12.9 29.1 28.8
1980 24.5 21.3 26.8 132.4 15.9 9.5 3.6 36.4
1981 27.4 15.0 31.3 ~1.8 20.3 10.6 27.6 33.3
1982 22.5 17.7 26.3 -5.9 20.9 8.6 28.2 20.7
1983 19.9 14.8 26.9 -13.0 22.3 10.0 6.5 13.B5
19R4 16.2 17.4 22.9 1.5 23.1 9.2 22.1 15.1
1985 15.4 19.4 20.9 -0.B 25.3 7.3 12.4 17.9
1986 16.0 16.8 26.6 2.3 18.5 14.9 22,2 4.1
1687 16.0 14.8 33.5 0.5 22.3 16.4 19.9 15.1
1988 17.5 18.5 21.5 =1.8 25.7 28.1 13.1 10.6
1689 19.2 19.3 34,2 14.8 28.8 1a.4 6.6 15.1
1990 18.8 1B8.2 42.3 5.2 28.0 10.0 12,6 21.2
1991 17.1 13.0 3B.3 7 27.4 13.7 13.4 13.1
1992 9.5 17.5 53.7 24.4 28.3 30.5 12.3 14,7
1993 13.8 13.2 52.0 22.0 34.7 28.7 13.1 15.3
Bources: World Bank, world Tables, 1993. Iatermavional Monetary Fund,

International Fiuancial Statistics Yearbook, 1994.
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Wh
The data = the table indicates, that over the pericd, investment was
supportad to a sigzdficant degree by external finance, in Guyana and Jamaica and

g‘;l‘l:-
was impertant in Errpadus uu Ulose orasions , when the investment ratio exceeded

20 percent. If f:a%se countries are to make a sustained recovery from the pericd of
stagnation e.&pez...mced during the eighties, the national investment ratbos would
have to be maintza:z'rfjed at lavels of around 30 percent. Although it would appeac Wial
there should bezégme gcope for raising national zavings rates, it is clear that a
combination of & ﬁcessful national savings effort, combined with attracting foreign

Q&F
financs wonuld fam= tata the realizanon of the investment effort requirad to optindzs

growth. _
The Degree of Fifiencial Integration:
In this saction, we will use two popular methods for estimating the degree to
22
which a country hntegrated into international capital markets. The first, involves
' 2R
an investigatinr:{;:)f the relationship between the propensity to save and the
propensity to mmst. In =0 dmng, our analysis will be based on the hypcthesis
formulated by F@Jﬁstem and Horigka (1980). Their effort was directed at assessing
?‘\u
Lhe dagres of firanicial integration in the world sconomy, by measuring the extent
#a .
to which nationsissaving and investment rates, were correlated. They estimated

cross section re:r:assmns of the followmq form

(I/¥). =a¥ b(S/¥), +e (1)
where I,/Y is the ::aho of gross domestic invastment o gross national product(GNP) ,
and S/Y the rati ?nf mational savings to GNE, They argued that the higher the
degree of financia.l integration, the lower should be the value of b.

The second method inveolves an examination of the relationship between
rates of raturn on comparable domestic ané foreign financial assets, The argument

here, ié that if capital is mobile, arbitrage will result in an equalization in the rates
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of return: on assets, which embady a comparable dagree of risk. In those countries
in which there are propelly functioning rforward forewgn exchange markets, this
would imply a condition of coverad intersst parity. This might be expressed as
fullows

{1 +,) =F/5(1 +1:} (4)
where i, and i., are the domestic and foreign interest rates, respectively, and F and
3 are the domestic currency price of foraign currency in the forward and spot
markets.

In the absence of a forward market, asis the case in most doveloping countries
~ the relevant criterion would be that of uncovered interest parity (UIP). If UIP
holds

(1 +4) = (1 +i)E{8,..)/8 {(3)
whera E is an expectation operator with respect to the relationship between the
tuturs and current spot rate.

The Savings Investment Relalionship

Egquation (1) was estimated in time sexies form for Barbades, Guyana, Jamaica
and Trinidad for the years 1972 to 1993, Gross domestic product{GDP) was
sibsttuted for GNP. The coefficients were estimated using ordinary least squares

in levels and First differences. The estimates are set out in Tabla 2.

Tahia 2.
Coefficient of the Savings Ratio: 1972 - 1883
Country Lavals First Diffgrancas
Barbados =0.18" .13
Guyana 0.27 0.08°
Jamaica 0.47 D.0og
Trinidad ' 0.41° -0.02°

* Different from one at the 1 percent level, _
* Differsnt from both zere and one at the one percent lavel.
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The sstimaies in leveis, with the exception of Barbados, were significantly
nigher L= hose derived using first differences. in all cases, the estimated
coefficients were significantly different from one, the autarky conditicn, for al
countriss, at the 99 percent confidence leveal. The estimated coefficients, whether
based on lavals or Iirst differencas, suggest a high degree of capital mobility for all
of *_che counttwies. Indeed, the estimated coefficients were significantly below tha
value of 0.6, deemed to be representative of the vaiue for small industrial countries
derived Ly Murpny and Capris and Howard cited in Montisl{19941.

The ragrassion in levels could lead o a spurious correlation, If the savings
and invastitent ratios are ncn stationary variabvles and are not cointegrated. As
Montiel points out, if each"of these variartles possess a zinglie unit r_oo:t, then first
differancing would render them stationary, and regrassions based on changes would
not exhibit the spurious correlation problam. In his estimate of the co&ficient-fcr
62 develcping countries, he found that in many cases a country's status would
change from being relatively open to being closad, depending on whether the
egtimate was based on first differencas or levels. This was not the case with respect
to these CARICOM countries. In three of the four cases, the first differencs
asHmates provided sironger suppors o the ncoHon of a high degres of capital
mobility. |
Comparative Rates of Return

The graater the degree of financial integration, the closer would he the
relaticnship betwesn expected rates of Teturn on comparable domestc and foraign
Financal azsats. Since the expectad spot rate is not observable, empirical measures
of rates of return on foraign assats, “mm'ny rely an actial ex past exchange TAtRR.
The foraign interasst rate, adjusted by the exchance rate for the relevant peried,

is then a guide to what domestic interest rate would hava been, in the absence of
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financial represzu=n, transaction cost diffareniials and unexpacted changses in tha
exchange rate.

in this sawison, a comparizon was made between the intertest rate on threae
month Treasury iils, in each of the countries, with that of similar bills inthe United

rares, adjustadiy the exchange rate, on a monthly basis, from January 1991, to
December 1994. fhpe following differential was estimated

de = {1 +3m = (1 +4.)8..,/3. {4)
whers 5., represenis the actual spot rate after thires monthe, ri‘ and £ ne domestic
and US three monmiz Tr2asucy bill rate and S. the current spot rate. The graater the
degres of financiw integration, the smaller should e the differential. A changein
the differential crRHd come about from a widening in the nominal negative, or positive
Gifferontial, in amnestlc and foreign interest rates, as well as a depredciation., or
appraciation Iin t;‘nt‘;;ﬂexchange Tate. The goeater the degree of financial intsgration,
the smaller shcm.%:j be the differantial, since arbitrageurs would transfer funds
between cantres.swhenever the opportunity for profits arcse.

Figure 1 shrws the nmonthly deviation of the three month Treasury bill xata in
Barbados and -‘I'x*;-:.idac’., from the corraspending US Treasury bill rate, adjusted
for changesin thé;axchanga rata, in the rase of Trinidad., In the cass of Barbados,
which maintained san unchanged exchange rate over the period, the differentisl,

except for 1997 . fluctuatad between two and five percaentage points. The

¥

Sitfarantial in Trmidad was also stabla over the pericd. Inm 14801 and 1992, it was in
vhe range of two T Six percentage points. The sharp negative differential in the
first three months of 1953, refiected the impact of the depreciation in the exchange
rata arising from the move o a floating sxchange rate regime, on the realised TUS

Treasury bill rats. The ovarsll relative stability of the differsntial in both

countries, suggest that the vields ware sof with a view to maintaining a stable
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relationship with respact to rates in the United States.

The difierentiabs, <«s shown in Figure Z, ware much larger for Guyana and
Jamaica. In Guyana, the diffzrential remained fairly stabie over the pericd. Thers
was, nowever, & significant narrowing of the differential in 1993 and 1994. In 1992
and 1993, the differentizl remained in the 20 to 30 perceniage pont range. in the
latar peried, it remained for the most part, in the 12 to 15 percentage point range.
Althoughn the relative stability of the differsntial might suggeast a limited degrae of
inteznadonal financia: integration, the narrowing of the ;iiffarerxtial in the last two
vears, might be indicative of a trend towards graater integraticn.

In Jamaica, not only wers the differendals large, but it was also the country
in which thé largest month to month variation in differentisiz occurred. The monthly
deviations foilowed a fairly consistent cyclical pattern. The negative differentials
in the last quarter of 1991, were in large part due to the decision taken to iberaliza
the foreign exchange mai:ket in the face of a weakening in the country's balance of
payments position. The subseguent large depreciation in the exchange rate, caused
the exchange rate adjusted US Treasury bill rate to exceed the domestic rate. The
large positive differential in the first quarter of 1992, was s reflecdon of the impact
on the foreign interest rate of the revaluation of the dollar in the second quarter.
The sharp depreciation of the exchange rate, which occuzreci over the last half of
1993, once again caused the exchange rate adjusted US Treasury bill rate to rise,
relative to the domestic rate.  However. this trend was guickly reversed, when
thers was sharp increase in interest rates to deal with the deterieration in the
international payments position of the country. The Treasuzry bill rate rose from
23.5 percent in July, o 33.6 percent in Angust. The rate rose sieadily over th
succeeding months, peaking at 42.7 percent in May 1994.

The ratio of the differential ko fhe exchange rate adiusted foreign interest rate
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tight also be used as an indicator of how far the domestic rate deviated from what
wouwld have been observed under strong financial mtegration, [n Table 3, eshtimates
of the mean abpsolute monthly differential and the ratio of the mean differential to the
maan exchange adjusted US Treasury bill rate are provided.
The ratio of the mean absolute differential to the exchangs rate adjustea US

thres month Treasury bill rate for the entire period is reported in the third column

of the table.
Tabla 3
Interest Differentials

Mean Mean Adj. Ratio of Mean Absoiute Differential/

Absolute UST.Bil Mean Adijusted US Treasury Bill Rate

Differential Rate J'91 - D'94J'91 - D92 293 - D94
Barbades  4.19 4.04 B 37 1.28 0.74
Guyana 16,70 $.20 2.70 3.10 2.20
Jamaica 16.03 15.02 1.07 D.44 2.50

Trinidad 2.60 6.48 0.40 0.90 0.14 -

Owver the four year pericd, Trinidad recorded the lowest rato. To pl_aée
these values, which ranged from 0.4 to 2.7, in peispecﬁve, one ¢an compare them
with the astimates darived by Montiel for 48 déveloping countries for a weriod from
January 1985 to December, 1990. Only Colombia, Cesta Rica and Uruguay, had
lower ratios than Trinidad. In addition, the ratios for Barbadeos and Jamaica fell
within the mid range for the 38 non CFA cm‘mtﬁés(Mnntiel 1994, pp. 336 ~ 337).

The last twol columns of the table provide estimates of the deviations for the
firgt and second half of the paxiod. In the case of Barbados, Guyana and Trinidad,
therc were gignificant redustions in the ratinin the srcond half of the pacicd. This
would suggest a trend towards greater integration. The widening of the Jamaican

diffarential should not ba interpreted as z léssening in the degree of financial
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integration. Rather, it might ba linkad to the nacessity of offering a higher interest;
pramum, to ofiset the expectation of a substantial depreciation in currency values,
The sharp dapreciationin the exchange rate, immediately following the liberalization
of the foreign exchange market and the limited success of the revaluation effort of
1992, aill contributed to a heightened expectaticn of turther deprecation 1 the
exchange rate,

Implications for CARICOM

In this section we turn to a consideration of the implications of high capital
mobility for CARICQM countries., These countries have not been major racipients
of inflows of capital during this peried of enhanced flows {0 developing couniries,
These flows were highly concentrated. In 1993, for example, over 80 percent of ths
poertfolio flows through bonds to Lakin America, were directed to Argentina, Bra=i
and Mexico. QOver 78 percent of the equity {lows geing to Latin America in that
yvear went to Argentina and Maezico. Thers was a similar high degres of
concentration in the flows to Asia, with China, Koréa and Thailand, being the
principal recipients( Claeszens and Geoptu, 1994).

Given the high degree of capital mobility, the issue arises as to what are the
types of policy initatives, which might enable a couniry to attract and retain
capital. In couniTies, such as Mexico and Argentina, such flows ware facilitated
by initdatives like the privatization of public sector entities and debt conversion
schames. Of possible greater impartanca, ware those initiatives perceived as
creating an environment favourable to private investors. Thase included, reforms
to the tax system, the reduchion of trade restrictions snd deregulation of the |
sconomy. Thess wera for the purposa of #ffecting atruetural reforrs. which were
aimed at improving supply condiions and liberalizing financial markets. in

addition, steps taken to reduce the debt/ GDP ratio, combined with a nominal
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depraciation in the exchange rate, contributad to a significant improvement in tha
international competitiveness of these gc:onomies(Scha.d.ler et al; 1993 )

The governments of all CARICOM countries, now subscribe to the types of
policy initiatives pursued by those countries, which have been successful in
attracting substantial capital inflows. Attention is also being directed towards
what can be done to address the structural weaknesses in regional capital markets,
to facilitate more portfolio capital flows, However, the dominance of closeiy held
family owned businesses, in the respective economias, limits the volume of tradable
sacurites, which would be of interest to_ foreign investors. Conseguently, there
is little Mkelihood of a major infusion of portfolio capita;l in the near future. One
area in which foreign exchange and financial market liberalization might have some
impact in the short term, is on the repatriation of flight capital. The remarkahle
growth in foreign currency deposits in the Jamaican banking system, following the
steps taken to liheralize the forgign exchange market in 1991, would seem to lend
support 4o this notion. | |

The questi&n arises, as to whether particular eﬁphasis shouid be placed on
trying to attract more portfolio inflows. This is related to the widely held view,
that sueh flows are easily reversihle and hanca likely to be more volatile than, for
example, direct investment flows. The substantial porifolio outflows irom Mexico
in the first quarter of 1995, | fallowing the devaluation of the peso and the spill over
affects on othor hemispheric financial and curraney markefrs, highlights the
problems arising from the short term reversibility of this type of investment.
However, the findings of a recent study, has challenged the widely accepted
notivn, that onc c:a:ﬁ. necessarily draw any conclusions with Tespact to the veolatility
of different capital flows{ Claessens, Dooley and Warner,1395), The authors

ostimated moans, standard deviations and coefficients of variation, for various
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kinds of capital flows, broken down by type, for a sample of five industrial countries
{ France, Germany, Japan, Unitad Kingdom, Umted States) and five developing
countries (Argentina, Srazil, Indonesia, Korea, Mexics), from the mid seventies to
199Z, They found that there was no syshtematic patitern in volatility, as measured
ny the coefficient of variation of varicus types of flows across countrias., In three
of the five developing countries, Argentina, indonesia and Korea, foreign direct
investident had & substantially higher coefficient of variation. *than portfolio
investment. There was, however, a significant degree of variability 1n capital

flows for all of the countries.

There are potential destabilizing conseguences arizming from wvariations in

{1

apital flows, irrespective of whether such variabiity i3 agsociated wi;ch direct or
por-h‘folio investment. An increase in inflows, will under normal circumstances be
associated with the emergence or widening of the deficit on current account. If this
deficit, is in large measure a refiection of an increase in consumption, as opposed
t‘o investment Axpanditure, the deficit will not be sustainable. Furthermore, the
monetary conssquenceas of the inflow, in the absence of sterilization initiatives,
could isad to higher rates of inflaticn and an appreciation in the real exchange rate.
Countzias, such as (hile and Colombia, when faced with a surge in capital inflows,
nave found it necessary to introduce measurss designed to dampen the inflows.
Thess have included such initiatives as changes in withholding taxzes on interest
paymenta to non rosidents. In addition, thara wera chianges in reserve requiremernts
designed to make it less attractive for banks to compete for non resident deposits.
Given that portfolic flows are likely to be inconsegquential for the foreseesble
Tuture, criphasis t;zil'i have to he placed on devising and implementing policies, which
ara likely to be succassful in attracting and retaining foreign direct investment.

A country's success in gttracting such investment, will be determined by iis



15

international cost compstitiveness. In addition, in.vestors" decisions will ba
influenced by the access to markets provided by a partdeular location. The former
will ke determinad by the quality of government conduct of economic palicy.
Specifically, this will require a concerted effort to limit the size of the fiseal deficit,
Success in this régard, wiil make it easier for the Central Bank to pursue a non
inflatiorary monetary policy. This in turn will reduce the frequency of balance of
payments crises and ezchange rate misalignment.

The issue of market access will be, by and large, beyond the control of
governments. External 'dwe_lopmentr-:., sn¢h as the pace of advance towards trade
iiberalization on a global basis, as well as progress towards the establishment of a
hemispheric free trade arca, will be the uitimate determinants of the sitnation. for
CARICOM countries in this ragard.

Conclusions:

The increase in capital mobility and in particular, the increased interest on -
the part of iniernational investors in investing in dévelopi.ng cpuntries creatés an
oppartunity for CARICOM countries to attract a greater share of international
capital flows. This would make a positiva contribution to the countries, in that it
would help to ease lhe balance of payments consgtraint, lower inferest rates and
stimulate investment and growth.

The increased integration of capital markets and the fact that investment
decigions by firms are now fregusntly based on global considerations, has
contributed to a high degres of volatility in investment flows. This volatility imposes
severs constraints on governments in their conduct of econormic policy. Investmant
flows will be artracted to counlcies where investors porceive the investment climate
to ba attractive. in grder for their countries to be perceived as attractive

locations, governments in the ragion will, at a minimum, have to pursue policies
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geared to the liberalization of commercial and financial markets. Moraeover, ag the
capital flight from Mexico in the first gquarter of 1995 illustrated, governments have
to he concerned with investor perception of the credibility of policies being pursued.
A perception of credibility is likely to be enhanced, when policies ars seen to be
working in 2 consistent manner to control and reduce the fiscal and currant account
daficit, inflation rates and the stabilization of the resl exchange rate.

The external censtraints on government policy do not represent a new
devalopment for CARICOM countries. As small open economies, they could never
isolate tham_salves from global developments. The increass in capital mobility, in
recent vears, can be thought of as intensifying the nature of the external

constraint, to whick they have always been subject.
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