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Exchange Rate Regimes and International Compelitiveness: The CARICOM Experience
Abstract

Two sets of issues are analysed in assessing the potential impact of the chofce of exchange rate
regimes on the international competitiveness of CARICOM economies. Oneconcernstheissue
of the choice of regime on cost competitiveness. The other involves the broader issue of the
role of the regime in contributing to the creation of a climate appropriate for the making of
optimal investment decisions. The analysis was based on the experience of Barbados , which
operated under a fixed exchange rate regime and Jamaica and Trinidad and Tobago,
operating under a flexible exchange rate regime. A series of indicators were used to assess
developments in the international competitive position of the respective countries and the
potential imapact of the exchange rate regime on these indicators. No direct link could be
established between the exchange rate regime and these indicators It was also found that there
was no unique relationship between the exchange rate regime and the investment climate in
the countries.

Introduction

Given the trade dependence of economies in the CARICOM region, maintaioing and
enhancing international competitiveness would appear to be critical for assuring improvements in
Hving standards, In this paper, attention will be directed to the role of the exchange rate regime in
determining the competitiveness of export and import competing industries ofeconomies of countries
in the region.

In cvaluating the role of the exchange rate regiroe in this context, there are two broad sets of
issues which will be explored.. The first, concerns the issue of international cost competitiveness.
An atternpt will be made to identify potential linkages between changes in cost competitiveness and
trade patterns.  Central ta this investigation will be the question of the extent to which the chosen
exchange rate regime might have led to the emergence of exchange rates which undermined
international competitiveness.. Associated with this issue would be the role of the regime in helping
exporters and producers for the domestic market tdentify new market opportunities.

Beyond the narrow facus on the issue of cost competitiveness, there arc what might be
considered broader dynamic considerations. These include the following. How will the ¢hoice of the
exchange rate regime contribute to efficient resource atlocation by assuring that the exchange rate
does not distort the pricing mechanism? To what extent is the role of the exchange vate regime
relevant in the creation of a climate conducive to the promotion of investment?  The focus of
attention will be the potential mfluence of the choice of exchange rate regime on the willingness of
a government to exercise discipling in its conduct of fiscal and monetary policy. The cxercise of such
discipline would contribute to the maintenance of a low inflationary environment which would make
a positive contribution to competitiveness.

Most countries in CARICOM have adhered to rigidly fixed exchange rate regimes. The
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notable exceptions areé Guyana, Jamaica and Trinidad and Tobago. All three countries operate with
some form of floating exchange rate regime. Jamaica and Guyana adopted these regimes in the
sighties and Trinidad and Tobago in the nineties. For purposes of this exercise, the issue of the
relevance of the exchange rute regime, with vespect to competitiveness, will centte on the
comparative experiepces of Barbados, Jamaica and Trinidad apd Tobago, three of the largest
ecopomics in the region. Barbados has adhered to a rigidly fixed exchange rate regime, while the
Jatter two countries have, as indicated, operated with flexible exchange rate regires,

The paper will be organized as follows. In the first section, an effort will be made to identify
potential links between the exchange rate regime and competitiveness by examining the evelution of
trade patterns for the respective countries, since the mid eighties. Of particular intercst, on the export
side, will be developments in trade of what might be considered non traditional products.  In the
second section, there will be an examination of a series of cost competitivencss indicators for the
respective countries with a view to determining what rolc might have been played by the exchange
ratg in the cvolution of these indicators. Tn the final section, attention will be directed to the broader
issues related to the possible link between the impact of regime choice on resource allocation and
the investment climate.

Evolution of the Commodity Composition and Direction of Trade

In considering the implications of the exchange rate and the exchange rate regime for
competitivencss for the respective economies, the following factors will bs tuken into consideration.
On the export side, the overall growth rate, as welt as, changes in the composition of ecxports and
evidence of successful entry into new markets, will all be used as indicators of competitiveness. A
high overall export growth ratc might be taken as an indicator of an ability to maintain and enhance
price competitiveness in the sector. This might be deemed, among other things, to be a reflection of
the fact that the country was able to avoid exchange rate overvaluation. Exchange rate overvaluation
is often deemed to be a major contributor to the presence of a so called ant - export bias present
in many developing economies(Krueger, 1978). However, in the case of countries where a major
share of gxports consist of products which are not sold under what might be considered competitive
market conditions, caution must be exercised in linking export performance to price competitiveness
based on the exchange rate. This would certainly be the case with respect to such major exports, as
bauxite and alumina in Jamaica and petroleum, in Trinidad and Tobago. Similar considerations
would also apply in the sugar exports for all {hree countries. In the case of manufactured products,
a failure to retain and expand global market share, uas well ag establish new markets might more
appropriately be linked to a weak competitive position ussociated with exchange rate misaligniment,
Consequently, in the subsequent unalysis, particular attention will be paid to trends in exports of
mamifactured products,

On the impott side, an increased share of imports consisting of intermediate and capital goods
could be taken as & sign of z trend towards greater diversification of activity withinthe economy, with
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- Table 1
Exports: Barbados: Jamaica: Trinidad and Tobago
1983 - 2000
$ Mn.,
Barbados B$ Jamaica  US$ Trinidad & Tobago TTS
Total Mig. Total Mfg, Total Mifg.
‘ Products Products Products
' 1983 510.2 4117 685.7 62.3 5646.3 3273
1984 583.7 464.5 702,3 73.0 5216.3 271.2
: 1985 502.1 396.2 568.6 88.0 5247.1 283.3
| 1986 425.0 321.0 590.8 93.3 4988.6 449,0
1987 223.7 108.5 710.0 150.5 5264.6 494.9
1588 243.0 121.2 §83.0 172.2 54242 640.1
1989 251.6 133.6 1000.4 183.1 6706.9 892.0
1990 2539 105.6 1137.3 150.5 8842.0 11141
1991 244.6 103.2 1150.7 216.3 8436.4 987.1
1992 269.1 107.2 1053.6 204.4 7943.0 1112.0
1993 282.3 127.2 1075.4 242.0 8800.9 1531.4
1994 2703 122.5 12196 3147 11055.2 1638.3
1995 338.8 148.3 1436.8 362.1 14129.3 2331.3
1996 4285 165.0 13873 3163 14335.1 21820
1997 421.0 161.4 1387.3 271.9 15887.6 31775
19538 390.8 164.5 1316.3 262.5 14220.5 31427
1989 395.1 156,0 12457 204.4 17661.2 32320
) 2000 379.3 143.2 13010 201.4 26923.3 31231

Sources: Barbados: Central Bank of Barbados, Annual Statistical Digest. Jaruica: Bank of Jamaica,
Statistical Digest, Monthly, Trinidud and Tobago: Central Bank of Trinidad and Tobago, Annual
Economic Sucvey.
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a greater range of products being produced for home and international markets. On the other hand,
a rate of growth of imports of consumer goods in excess of the rate of growth of income, might
occur because import prices ave artificially, low due to an overvaiued domestic currency. Asaresult,
the overvalued currency would inhibit, what under other circumstances might have been an
expansion in the production of import substitutes.

Trinidad and Tobago was the only oue of the threc countries in which there was a significant
increase in the overall value of exports over the past two decades. This growth was in large part dus
to increases sales of petroleum. However, as can be seen in Table 1, there was also a major
expansion in exports of manufactured products, The decade of the nincties witnessed a itipling inthe
value of exports of manufactured products.  The total value of Barbadian exports was actually lower
in 2000, than in 1983, This was in large measure a reflcction on developments in the raanufacturing
sector. Exports of manufactured products collapsed in the mid eighties. This carue about as a result
of a decision taken by one of the major firins, which had been involved in the production of
electronic components for the export markel, to discontinue operations. Prior to that decision,
exports of electronic components accountad for more than 50 percent of lotal exporis.  One must
presume that cost considerations played an important tole in the decision to discontinue operations.

In Jamaica, there has been limited growth in the value of exparts since1992. There was a
significant expansion in exports of manufactured exports in the first half of the decade of the nineties,
However, by the end of the decade, the value of exports of manufactured products had falion back
to the levels reached in 1991, These developments reflected the country's initial success and
subsequent loss of position as & manufacturey of garments for the US market. This was due, among
other things, to the less favourable position the country found jtself in after the incorporation of
Mexico in to NAFTA and a deterioration in its overall cost competitiveness( see, for example, IMF
Staff Country Report, NO 00/19, 2000, where a series of jndicators to highlight a deterioration in the
competitive position of the country ).

In the case of Barbados and Trinidad and Tobago, there was evidence of change in the
commodity composition of exports. In the case of the former, whereas electrical components
accounted for more than one half of the value of total exports in the early eighties, during the nineties
the growth of the sector was associated with a greater degree of product diversification. In Trinidad
and Tobago, in addition to the aforementioned growth in exports of manufactured products, chemical
products emerged ag major exports. The growth in thesc exports reflects the success in employing
the petroleum sector as a basis for economic diversification. Therc was, however, no major change
in the composition of Jamaican exports in this period. Traditional exports, such as bauxite and
aluming and primary agricultural and food products, aceounted for the major share of exports.

Since the contraction in exports of electrical components 1o the United States, CARICOM
has emerged as the major market for Barbadiun exports. That market absorbed approximately 37
percent of the country's exports between 1990 and 2000, As indicated in Table 2, there was a modest
increase in the share of exports destined for the United Kingdom and other countries, in that period,
However, when one considers trends in the absolute values of exports, with the exception of the
CARICOM market, there was no nhoticeable evidence of an upward trend in export sales, In ali but
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Table 2
Direction of Trade
Percent
Average
1986 1990 2000 1986 - 1990 | 1990 - 2000
Barbados
UK 8.3 18.3 13.0 144 16.5
us 45.5 13.0 153 29.7 15.3
CARICOM 18.5 30.6 42.0 254 36.7
Other 17.6 334 24.8 23.7 24.5
Jamaics
UK 18.9 150 12.8 17.6 13.8
Us 33.9 29.3 38.0 257 35.2
Canada 16.1 1.2 9.5 14.7 113
EEC 8.0 144 19.2 113 14.6
CARICOM 7.2 6.1 3.8 6.8 4.5
Other 12.6 10.9 7.6 12.8 11.4
Trinidad &
Tobago
UK 4.9 2.9 1.7 33 2.0
Us 61.2 557 43,5 57.5 43.9
EEC 9.6 5.4 4.3 73 4.8
CARICOM 10.6 13.0 22.9 11.7 18.8
Other 12.1 21,6 26.3 18.2 325

Sources: Same as for Table 1.

four years, between 1990 and 2000, the aonual value of sales to the United Kingdom never exceeded
the level attained in the carlier year. In terms of export sales to other markets, a similar situation
prevailed. In this instance, on only two occasions in the period, did export sales exceed 1990 values.
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In the case of Jamaica, the dominant position of the United States as a market for the
country’s exporis strengthened over the period. There was 2 modest increase in the share of exports
destined for continental Burope during the ninetics. There were absolute declines in the value of
exports to the United Kingdom, the United States, CARICOM and other markets in that decade.
Exports to continental Europe and Canada declined in the latter half of the decade.

The United States maintained its position as the major market for exports from Trinidad and
Tobago. However, there was a significant decline in its market share, as during the nineties there
wete major increases in the share of exports destined for the CARICOM market, as well as other
misceltaneous countries, Unlike the other two countries, there were increases in the absolute valies
of expotts destined to CARICOM and new markets. ‘

Insummary, given overall export trends and developments in the direction of trade, Trinidad
and Tobago, would appear to have been the only one of the three counties which was able to expand
cxport sales, maintain its position in traditional markets and make some jnrouds into new markets.
This, at a minimum, would Indicate that there wus no wealening in the country's competitive position
over the past two decades. The increased reliance on the part of Barbados on sales to the CARICOM
market, a preferential market and an abscnce of evidence of increased sales to other markets might
be deemed indicative of a weakening in its competitive position, Finally, for Jamaica, all the trends
in exporis point to a weakening in its competitive position.

Turaing now to developments in the composition of imports. Therc were no major changes
in the structurc of Barbadian imports over the period, During the nineties, as indicated in Tabls 3,
there was & modest incrcase in the share of imports falling within the major functional categories. The
annual rate of growth of imports of goods falling within these categories in that period, exceeded the
overall rate of growth of GDP. This reficeted a sharp reduction in the share of imports falling in the
unciassified category. In Jamaica, there was a major increase in the share of imports consisting of
consumer goods during, the nineties. The average annual growth rate of imports of consumer goods
exceeded by a substantial margin the GDP growth rute, in current values, for the comparable peviod.
At the same time, the share of imports classified as consumer goods was wore than 60 percent higher
than that for imports falling in the category of capital and intermediate goods and raw materials.

Once again, the situation in Trinidad and Tobago was significantly different from that of the
other two countrics. During the nineties, the annual rate of growth of imports of consumer goads
of 6.5 percent, was much less than that of overall GDP growth rate in current vatucs, of 9.5 percent.
Consumer goods accounted for a declining share of total imporis in that period, with annual growth
rates being less than half that for imports of capital and intermediate goods.

The rclative stability of the share of imports across the major functional categorics in
Barbados might be taken as being indicative of the fact that the exchange rate had no discernabie
impact on competitiveness, At the same time, the fact that the growth ratc of imports of consumer
goods exceeded that of GDP in the ninctics, might be indicative of the relative uncompetitivensss
of the import substitution sector, The adherence to a fixed exchange rate might have warked to offset
any positive changes in cost competitiveness of domestic producers. The growth in imports of
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Table 3
Imports By Economic Function
Annual Average Percentage Share and Growth Rates

Barbados Jamaica Trinidad & Tobago
Consumer Goods
1934 - 1990 37.1 18.0 38.7
1991 - 2000 42.8 24.5 21.8
Intermediate &
Capital Goods
1984 - 1990 50.6 82.0 53.9
1991 - 2000 51.0 75.5 68.1
Annual Growth
Rates
Consumer Goods
1984 - 1950 4.5 25.3 - 5.1
1991 - 2000 6.1 32.2 6.5
Intermediate &
Capital goods
1984 - 1990 0.1 19.1 8.3
1991 - 2000 6.5 19.6 15.7
GDP Current Values
1984 - 1990 6.6 21.9 2.3
1991 - 2000 4.5 22.3 9.5

Sources: Same as Table 1.

consumer goods in Jamaica, suggest that the nominal depreciation of the currency, over the decade,
did not enhance the position of those engaged in the production of inport substitutes. On the other
hand, the relative decline in imports of consumer goods in Trinidad and Tobago, might be indicative
of an improvement in the competitive position of those engaged in the production of import
substitutes,
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The evolution of trade patterns from the mid eighties point to a potential weakening in the
overall competitive position of the Jamaican economy. The situation with respect to Barbados is
somewhat ambiguous. There was evidence of the development of new export activity in the late
nineties. However, the emergence of CARICOM, a preferential market, as the major export market,
raises questions about the country's international competitiveness. The evolution of trade pattermns
for Trinidad and Tobago, since the mid eighties, does suggest some overall improvements in the
competitiveness of its economy. This is reflected in the growth of exports of manufactured goods
and the relative decline in imports of consumer goods.

Cost Competitiveness and the Exchange Rate Regime

The negative impact on a country’s international competitive position, arising from such
developments s a decline in productivity or an increase in the rate of inflation relative to that of its
major trading partners, could be modified by the appropriate adjustients in the exchange rate. An
alleged advantage of a flexible exchange rate regime is that under such a scenario there would be a
greater likelihood of such an exchange rate adjustment. On the other hand, there is ample evidence
to support the notion, that under a fixed exchange rate regime, governments tend to vicw
devaluation as a last resort.

In analysing developments in international competitiveness for the respective countries, we
will begin by examining trends in labour productivity in the decade of the nineties. In Barbados,
there was an overall sectoral decline in labour productivity of 4 percent between 1991 and 1996,
This was followed by a modest increase of 3 percent over the remaintog years of the decade. The end
result was that there was virtually no change jn output per worker over the course of the decade, A
review of development in individua) sectors revealed some important differences, In the agricuitural
sector, as shown in Table 4, there were significant increases in labour productivity. Qutput per
worker incrcased at an anmual average rate of 5.6 percent from 1992 160 2000.  Inthe manufacturing
gector, there was a decline in labour productivity, between 1991 and 1993, but in the remaining
years of the decade, there were annual increases in excess of 3 percent, As a result, output per
worker was in 2000 almost 12 percent higher than in 1991, On the other hand, in tourism, there
were decreases in output per worker in most years during this period. ‘This resulted in output per
worker being, approximately, 12 percent lower at the end of the decade.

Wages remained fairly constant between 1991 and 1994. This was true for all sectors, as well
as the sectors discussed in the preceding paragraph. From 1995 to 1999 the nominal wage index rose
by, approximately, 24 percent. This increase in wages combined with the changes in labour
productivity point to an increase in labour costs across all sectors. The impact of the higher labour
costs on competitiveness could have been moderated by a lowering of the exchange rate. Since
Barbados operated under & rigidly fixed regime, any adjustment would be in the real sffective
exchange rate, In the post 1994 periad, the appreciations in the rate exeeeded the depreciations,
The appreciations could be largely attributed to the unchanged US dollar rate in a period when the
US dollar appreciated against other major currencies. The unchanged nominal rate and the
appreciation in the real effective exchange rate meant that exchange rate adjustments did not work
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Table 4
Barbados; Quiput Per Worker, Wages & Real Effective Exchange Rate
Percent Change

All Agriculture | Manufacturing | Tourism { Wages | Real Bffective
Sectors Exchange Rate!
1992 -2.3 - 15.1 -58 -4.9 -1.8 2.4
1993 2.1 8.7 -4.6 8.4 1.6 43
1994 - 0.6 3.2 4.8 -7.3 - 1.6 11.6
1995 - 1.9 9.4 0.0 -5.8 4.7 11.5
1995 - 14 - 17 15.9 - 1.6 30 5.5
1997 L3 59 -3.0 1.5 6.0 -23
1998 1.2 17 2.5 -33 4.0 9.4
1999 0.5 8.2 2.3 10.5 4,1 6.9
2000 0.1 16.9 0.5 - 6.7 - 157

1. Appreciation (+), depreciation(-)

Sources: Central Bank of Barbados, Annual Statistical Digest; International Monetary Fund, Country
Report, Statistical Appendix No. 80/161, October, 2000.

to modify the decline in cost competitiveness during the period,

(n Jamaicy, overall sectoral labour productivity increuse between 1990 and 1993, Since that
timne, as indicated in Table 5, there was a steady decline in productivity. In 2000, output per worker
was 4.3 percent less than in 1993, These general labour productivity trends were not reflected in the
performance of individual sectors. In the agricultursl sector, output per worker increased at an annual
average rate of 4.4 percent over the decade. In the mining sector, real output per worker increased
in all but two yeats in the decade. In the manufacturing sector there was significant prowth in labour
productivity, especially in the period from 1997, However, these productivity gains wete more
than offset by wage increases. The resulting rise in unit labour costs across the major economic
sectors would clearly be a major contributor 10 2 weakening in internationa) competitiveness,

Jamaica, operating under a flexible exchange rute regime, cxperienced a major cutrency
depreciation, The nominal effective exchange rate index depreciated in ail but two years over the
course of the decade. In spite of this, the real cffective exchange rate index appreciated by 71 percent
from 1992 to 1998. Consequently, the adjustments in the rate, under the flexible exchange rate
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Table §
Jamaica: Output per Worker, Unit Labour Costs, Nominal & Real Effective Exchange Rates
Percent Change
All Sectors | Agriculture Mining Manufactuting { Effective

Oo/w ULC |ow  uLe [orw ULC [O/w  ULC | Exchange Rates’
Nominal  Real

1991 (0.8 42,0 [27 534 1.3 242 1-78 570 [-300 -97
1992 177 610 (248 472 231 191} 376 717 1-47.2 135
1993 |18 470 (241 246 319 279] 13 33.2 7.5 12.7
1994 |-56 290 |42 323 302 327 -31 174 | -14.6 -2.2
1995 2.1 380 57 244 -40 3557 )-20 360 [-5.9 6.4
19%6 |-1.7 260 |4.1 9.1 143 83 |-135 210 |-34 19.0
1997 [-04 13.0 |-90 20.2 142 137} 101 7.2 8.1 15.6
19%¢ |-1.1 80 |-03 74 5.1 13.1 1.0 3.1 | -09 6.6
1959 0.6 3.0 3.2 0.6 5.5 -4.8 -0.9

2000 (1.9 100 [-10.1 152 0.7 - 6.7 -1.8
1. Appreciation(+), depreciation(-).

Source: International Monetary Fund, Staff Country Report No. 00/19, Pebruary, 2000:

regime, did not help to moderate the decline in competitiveness arising from the higher production
costs.  In fact, it might be argued, that in this instance, the depreciation in the rate was a major
contributor to the higher labour costs. This arises from the strong link between exchange rate
depreciation and the rate of inflation and the impact of inflation on the wage bargaining process, At
the same time, the link between the depreciation of the exchange rate and the inflation rate would
have been weaker if the Bank of Jamaica had placed more emphasis on limiting the rate of growth
of the money supply as a central feature in its strategy for combating inflation, prior to 1996
(Bennett, 2000).

In Trinidad und Tobago, there were significant increases in labour productivity in the
manpufacturing and petroleum sectors, In the manufacturing sector, as shown in Table 6, these
increases occurred in all but one year, while in the petroleum sector, most of the major
jmprovements occurred in the latter half of the decade. Unlike the other two countries the
productivity increases were not offset by wage increases. There were significant decreases in unit



519-725-6538 U OF W ECONOMICS 832 P12 acT 29 '@z 18019

12
Table 6
Trinidad & Tobago: Gutput Per Man Hour, Unit Labour Costs, Real Effective Exchange Rate
Percent Change
Manufacturing Petroleum
O/Mh ULC O/vh ULC REER
1991 10.1 -7.0 -17.8 9.8 0.5
1992 14.1 -7.0 14.9 -12.4 20
1993 -3.1 8.7 - 6.1 6.1 -97
1994 16.3 - 153 -2.0 2.0 -6.8
1995 12.1 -5.6 -47.6 35.2 -23
1996 1.5 . 2.2 26,3 -3.1 1.9
1997 2156 - 114 {34 - 6.7 04
1998 25.7 - 17.8 389 -34.4 4.9
1999 4.2 - 12.6 374 - 484 2.7
2000 14.1 - 60 156 12.6 4.6

Source: Central Bank of Trinidad & Tobago, Arnual Econonic Review.

labour costs, especially in the latter part of the decade. The country moved to adopt a flexible
exchange rate regime late in 1993, The real effective exchange rate index based on consumer prices
has appreciated since that time. However, the index based on unit labour costs has depreciated (se¢
IMF, Staff Report for 2001 Article IV Consultation No. 01/107). The apparent increases in
intermational competitiveness reflected the major gains in productivity and was neither harmed or
assisted by movements in the exchange rate.

In summary, the choice of exchange rate regime did not appear to have any particular impact
on the competitive position of the respective economiss. Thete appeared to be a loss in international
cotnpetitiveness for Barbados, operating under a fixed exchange rate regime and Jamaica operating
under a flexible exchange rate regime.  In Trinidad and Tobago, the major improvements in
productivity, the principal factor contributing to an enbancement of the country’s cost
competitiveness might be more 4 reflection on the quality of management investment decisions.

The Exchange Rate Regime and Resource Allecation
The exchange rate is what establishes the link between domestic and international prices. This

relationship wil} have a direct influence on the decisions taken by consumers and investors.  In this
section, our primary concern is with the impact of the exchange rate on the investment decision. To
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the extent that the relationship between domestic and international prices established by the exchange
rate reflects the underlying differences in domestic and international costs, one might cxpect
production decisions to be consistent with efficient resource allocation. For example, the generation
of an appropriate price relationship over time provides a rational basis for the decision as to whether
to invest in production for the home or international market, This leads to the question as to what
type of exchange rate regime will result in the generation of cxchange rates which establishes the
appropriate relationship between domestic and international prices.

Let us first consider the implications of opcrating under a fixed exchange rate regime.

Under such a regime the exchaoge rate will help maintain the appropriate relationship between
domestic and international prices to the extent that there is no change in the relationship between the
domestic rate of inflation and that of the country's major trading partncrs, This would be the case if
the following conditions held. There was, over time, no weakening in productivity leading to
relatively higher costs and prices in the home market. The authorities were able to exercise restraint
in the conduct of monetary and fiscal policy and in this way help contain inflationary pressures.
Finally, if the authoritics were prepared to devalue the currency, without wndue delay, whea it became
evident that the domestic/ intcrnationul cost rclationship had undergone fundamental change, the
proper relationship might be restored between domestic and international prices,

In the casc of the flexible exchange rate regime any development, such as a decline in
productivity, or expansionary monetary and fiscal policy leading to higher domestic inflation rates,
would through the impact of these developments on the trade balance, result in a depreciation of the
¢xchange rate. The movement in the exchange rate wouyld work to restore the appropiiate
relationship between domestic and international prices, reflecting the changes which had taken place
in cost and prices.  Given the reluctance of governments to resort to currency devaluation under a
fixed cxchange rate regime, a flexible exchange rate regime is often seen as one more likely to result
in the establishment of the appropriatc relation between domestic and international prices,

The preceding discussion was based on the premise that the prime determinant of movements
in a country’s exchange ratc would be trends in commodity flows. However, it is well known that
surges in portfolio flows are, in the main, responsible for short term volatility in the exchange rate,
when countries operate under a flexible exchange ratc regime.  As a result, because of the impact of
portfolio flows, the prevailing exchange rate might result in the cstablishment of 2 relationship
between domestic and international prices which does not accurately mirror the relationship between
damestic and international costs. Portfolio flows are influenced by factors such as, existing or
expected differentials in earnings on financial assets, as well as by speculation. Earnings differential
in financial assets might arise from a decision on the part of a central bank to aggressively pursue an
anti inflationary strategy by significantly increasing interest rates. The portfolio inflows attracted by
the higher earnings could result in a significant increasc in the money supply in the absence of
effective sterilization on the part of the central bank. Thesc developments would lead to an
appreciation in the real effective exchange rate, irrespective of the exchange rate regime. The real
appreciation would likely be greater under a flexiblc exchange rate regime given the combination of
inflation and a nominal appreciation in the exchange rate.
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Large portfolio outflows night be triggered by the actions of speculators. The result of such
activity would initially show up in the form of massive losses in international reserves as the central
bank intervened in the foreign exchange market , if the country operated under a fixed exchange rate
regime. This type of intervention in the foreign exchange market would also result in sowe
contraction in the money supply. In the face of persistent speculative activity, the authorities would
eventually be forced to abandon the fixed rate, The resulting devaluation is likely to be large, in light
of the reluctance of the authorities to devale. The large nominal devaluation would imply a
corresponding devaluation in the real effective exchange rate as Jong as the authorities did nothing
to counteract the impact on the money supply of the effort made to defend the parity. The
deflationary impact on the economy of such a decision and the perception of the likely political costs
are such that the authorities are unlikely to willingly pursue such a course of action. The direct
impact on internal prices arising from the devaluation, combincd with the attempt to offset the impact
on the money supply would lead to inflationary trends resulting in a real appreciation of the cxchange
rate. Under a flexible exchange rate regime, the speculative outflows would result in a sharp
depreciation in the exchange rate. Since by its very nature speculative activity is not based on
objective criteria, the amount of the depreciation would likely be excessive. In highly open
econormies, such a depreciation would likely trigger an inflationary spiral leading to an appreciation
of the real cffcctive exchange rate.

How relevant are the types of considerations outlined above likcly to be for our sample of
CARICOM countries? Given the relatively underdeveloped state afthe financial mackets in the three
countries under consideration, major surges in porifolio flows are not likely to be somcthing with
which the authorities will likely have to copc in the foresesable future, There is, however, the matter
of capital flight. Such capital flight has been seen as significant in the past (Bennett, 1995).
However, the decision taken in the ninaties to lift exchange controls and allow residents to maintain
US dollar bank balances should reduce the incentive for such Might since there is now an altcrnative
way to avoid exchange risk.

A potential indicator as to the degree of exchange rate misalignment could be trends in the
real cffcctive exchange rate.  The greater the degree of stability in the rate, or altermatively, the
abgence of evidence of persistent appreciation, the less would be the hikelihood of the rate providing
misleading signals for investors.  Figure 1, below, sets out annual movements in the real cffective
exchange rate for the threc countries from 1990 through the year 2000, In all cases there was 4 trend
towards appreciation in the rute over the latter purt of the decade. The most significant rates of
appreciation occurred in Jamaica and Barbados . The bohaviour of the rates suggest the emergsace
of a degree of rate misalignment, particutarly, with respect to Jamaica, and to a somewhat lesser
oxtent, Barbados. Howcver, in light of the differcnces in the experience of Trinidad and Tobago and
Jamaica, both operating under flexible cxchange rate regimes, it would be difficult to ague that
choice of regime was a critical factor in the different outcomes.



519-725-p338 ! OF W ECONOMICS 832 P15 OCT 29 'B2 182:21

15

Figure 1
Real Effective Exchange Rates 11995 = 100

150
140
130
120
110
100

80

80

T 7Tt T T T
S0 91 62 83 94 B85 88 H7 98B 8§ 0O

Barbados — — - Jamsice
......... Tnnidad

Exchange Rate Regime and the Investment Climate,

It is generally argued that a stable environment, one involving low rates of inflation, a stable
tax regime and no short term policy reversals on the part of government, is one which would be
decmed desirable by most investors. This leads to the question as to what role might the exchange
rate regime play in contributing to the emergence of such a climate. In other words, might there be
4 relationship betwaoen the exchange rate regime under which a country operates and the degree of
discipline exercised on the part of government in its conduct of economic policy.

It has been argued that the economic policy decisions taken by a government in a democratic
socicty will be conditioned by the desire to prolong its period in office( Collins, 1996; Edwards,
1996). Under a fixed exchange rate regime, a failure to exercise restraint in the conduct of fiscal and
monetaty policy would likely result in 2 weakening in the country's balance of payments position and
a run on reserves, This would, likely, force the government to abandon the peg. It is argued that a
government associated with a forced currency devalvation is unlikely to survive in office.
Recognition of their limited ability to support the rate, along with a desire to avoid the political costs
agsociuted with a devalvation, would encourage governments to exercise restraint in their conduct
of policy. The adoption of a fixed peg, by cstablishing a direct link between the domestic rate of
inflation and that of the country to which the currency is linked, is seen as providing evidence of a
cornmitment to a future rate of inflation. This will help to reenforce confidence in the povernment’s
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commitment to maintain price stability.. Alternatively, it is argued that since the government i3 not
seen as bearing any direct responsibility for the for the external value of the currency under a flexible
exchange rate regime, it would not have to bear the political costs associated with a depreciation in
the value of the cutrency.  As a result, the government wight be less witling to adhere to limits on
the size of fiscal deficits, as well as nflation targets and allow the curtency to depreciate.

On the othet hand, there arc those who argue that a goverament’s decision to adopt a fixed
exchange rate regime, at a particular point in time, does not preciude the possibility of subsequent
adjustments in the rate.  This line of argument 3 based on & recognition of the contingent nature of
a government’s policy decisions( see, for example, Kenen, 1994). A policy decision will be taken
after assessing the costs associated with various policy options. For example, a decision will be
taken to devalue the currency if it Is believed that it would be less costly than pursuing the policy
alternatives necessary to support the fixed rate. Consequently, a fixed exchange rate regime, rather
than promoting discipline in the conduct of policy, is as likely to be associated with a series of
financial crises, followed by devaluations{ Aghvel, Khan and Monticl, 1991).

In reviewing the fiscal performance of the respective countries over the decade, there did not
appeat to be any significant differences in so far as the exercise of fiscal discipline was concerned,
In the casc of Jamaica, the country which recorded the poorest economic performance, where one
might have expected that there would have been a great deal of pressurc on the governient to
expand spending programmes, total governiment expeaditure as a percentage of GDP , as shown in
Table 7, remained virtually unchanged over the first half of the decade. The sharp increase in
spending in the latter half of the decade was due to the increased weight of interest payments in
overall government spending, This aross from the obligations the government assumed in response
to the crists in the financial sector in 1997.

Tatal expenditure as 2 share of GDP declined jn Trinidad and Tobago and rose slightly in
Barbados in the latter past of the decada, The spending restraint excrcised by the three governments
alse worked 1o kecp the fiscal deficit under control. Tripidad and Tobago, with two exceptions,
operated with balanced budgets in virtually every year. The Barbadian deficits, apart from one year
was well within the three percent range normally viewed as being an acceptable upper imit, The
large deficit ratios for Jamaica starting with the 1996/97 fiscal year, was duc mainly 1o an upsurge
in interest payreents on the additional debt obligations assumed, rather than as a result of any
significant new cxpenditure programmes. In fact, as indicated in the table, if one were to exclude
nterest payment on debt, the government would have operated with surpluses in each year of the
decade.  An earlier study comparing the fiscal behaviour of CARICOM governments operating
under different exchange rate regime could find no evidence linking fiscal performance to the
exchange rate regimes under which they operated(Seerattan,2000).

In summary, CARICOM governments are all committed to the pursuit of the kind of orthodox
policy initiatives thought to be essential in establishing an environment conducive to the promotion
of economic growth. Comsequently, as the evidence of the last decade indicates, the regime under
which the country operates will not likely have a decisive impact on the conduct of policy.
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Table 7
Fiscal Indicators
Percent GDP

Total Expenditure Deficit/Surpivs
Fiscal Barbados | Jamaica Trinidad Barbados | Jamaica Trinidad
Year
1991792 | 36.7 23.1 30.4 -1.9 3.7 -0.2
1992/93 | 38.7 23.5 29.8 -1.9 3.7 -2.8
1993/94 37.9 25.4 22.5 -2.4 3 -0.1
1994/95 {369 25.6 25.8 - 1.2 3.1 0.0
1995196 | 37.1 28.6 26.7 -0.9 20 0.2
1996797 1393 35.2 28.5 -3.7 671 55 [-05
1957/98 40.8 36.0 274 -14 83 LY 0.1
1998/9% 139.8 36.6 272 -0.9 7.5 61" §-11
199%/00 | 40.0 373 25.6 - 1.7 4.6 106" |-21

* Excludes interest payments

Conclusions

The review of the evolution of the internatjonal coropetitive position of the selected
CARICOM economies conducted in this study, suggests that there was no unique relationship
between the exchange rate regime under which the countries operated and there competitive position.
This arose fromthe finding that although exchange rate misalignment might have contributed to aloss
of competitiveness, it was not possible to establish a divect Jink between the occurrence of exchange
rate misalignment and the exchange rate regime under which the respective countries operated. The
prime determinants of compctitiveness are such factors as the quality and quantity of productive

inputs, the level of entrepreneurship and the quality of fiscal and monetary management displayed by
the authoritics,

It was found that the declinc in international cost competitiveness in Barbados and Jamaica
was due in large measure to a decrease in labour productivity. In view of the openness of these
economies, the impact of this decline in productivity on competitiveness could not have been modified
in any meaningful way by an adjustiment in the exchange rate.
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Given that the fundamental determinants of competitiveness are based on public and private
sector initiatives which are seen to have an jmpact on productivity, the role of the exchange rate
regime may be seen to rest on the extent to which it might influence investment decisions and the
conduct of government policy. It was shown that when one incorporates the impact of portfolio
flows on exchange rate determination, therc is the possibility of exchange rate misalignment
regardiess of the exchange ratc regime. The distorted price signals gencrated would undermine the

. efficiency of investment decisions. Furthcrmore, partly as a result of the influence of external
agencies, such as the International Monetary Pund, all governments in the region have committed
themselves to the current economic orthodoxy, reflected in the belief that creation of a stable price
environment is essential if the economy is to ambark on a stable growth path. Exchange rate stability
s scen as ctitical to the achievement of success in achieving and maintaining a non inflationary
environment.  Governments seem willing to accept the constraints on fiscal and monetary
wanagement necessary to ensure exchange rate stability. In essence, there will be self imposed
discipline on governments regardless of the cxchange rate regime.

In spite of the declarcd commitment by governments to exchange rate stability the decision
of investors will be partially based on the eredibility they attach to government policy declarations.
‘ The fact that a country operates under a flexible cxchange rate regime may lead investors to believe,
that in spite of the governments stated conmnitment to exchange rate stability, there is a greater
) probability of significant movernents in the rate than would be the case under a fixed exchange rate
regime. Since the authorities seem to accept the same constraints when operating under a flexible
exchangc rate regime than under a fixed cxchange xate regime, the Jutter regime may then seem to
provide a better climate for investors by removing an element of uncertainty, while imposing no
additional costs on government. However, the flexible exchange rate regime, operaling in the
appropriate policy environment, does allow for smoother adjustments in the rate in the face of
changing circumstances. Accordingly, there is tto strong rationale for those couniries currently
operating under a flexible exchange ratc regime 1o revert to a fixed rate regime,
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