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ABSTRACT 

This dissertation advances a model which assumes extreme openness 

characterised by the absence of non-tradables. The pivoJ J relative price is 

the real wage which is of central importance in the analysis of devaluation. 

The mode} incorporates a simple supply function on the basis that the supply 

response to a devaluation cannot be taken for granted because of structural 

factors and unstable expectations characteristic of the transition al period 

following a devaluation. The effects of devaluation depend on a combination 

of factors among which are highlighted capitalists' expectations of future 

stability and the constraints on disabsorption. Our analysis underlines the 

need for financial assistance to sustain the adjustments associated with 

devaluation episodes. An econometric application of this model to Jamaica 

finds devaluation to be adverse both with respect to output growth and the 

trade balan\.e. 
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RESUME 

Dans cette thèse, on présente un modèle qui SUI pose une ouverture 

extrème marquée par l'absence d'éléments non commercialisables. Le prix 

relatif pivot est le salaire réel lequel revêt une importance primordiale dans 

toute analyse de la dévaluation. Le modèle comporte une fonction d'offre 

simple, la réponse de l'offre à la dévaluation ne pouvant être tenue pour 

acquise en raison des facteurs structurels, d'une part et des attentes 

instables caractérisant la période de transition qui suit la dévaluation, 

d'autre part. Les effets de dévaluation dépendent d'une combinaison de 

facteurs parmi lesquels sont soulignés les espérances capitalistes d'une 

stabilité à l'avenir et les contraintes sur la désabsorption. Notre analyse 

souligne le besoin de l'assistance financière pour soutenir les rajustements 

associés aux épisodes de dévaluation. L'application économétrique de ce 

modèle à la Jamaïque permet de conclure à la répercussion négative de la 

dévaluation tant sur le plan de la croissance de la production que sur celui 

de la balance commerciale. 
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PREFACE 

After a period of relative stability in their e",~rnal accounts prior to the 

1970s, countries in the Caribbean have encountered a time of disconcerting 

extemal imbalances and exchange-rate instability. Guyana, Jamaica and 

Trinidad and Tobago have introduced substantial devaluations in the 1970s 

and 1980s and face the prospect of further devaluations. The experiences of 

Caribbean countries are not isolated as economic instability has been a 

widespread feature of the last two decades and the problems of stability and 

adjustment have dominated economic discussions. These developments bring 

into foeus the constraints facing small countries and the question of the 

policy options for achieving developmental objectives within the context of 

these constraints. 

The recent experiences of Caribbean countries also underline the 

relevance of the study of the effects of devaluation in a small country at this 

time. This dissertation attempts to make a contribution in this area by 

isolating theoretically the implications of devaluation for output growth and 

the trade balance in a comparative statie framework. Its original 

contribution relates to the assumption of the absence of non-tradable goods 

as an extreme way of modelling openness, and the simple supply function 
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employed. The assumptions used cause a particularly sha rp focus to be 

tumed on the issues of supply and .lbsorption that lie at the centre of the 

analysis of devaluation. The theoretical discuSSIOn is presented against the 

background of a review of experiences with stabIlization and adjustment in 

the Caribbean and elsewhere in the 19708 and 1980s. 

In the completion of this dissertation, an enormous debt is owed to a 

large number of people who provided invaluable assIstance at various stages. 

The International Development Research Centre (lDRC) provided critical 

financial support without whlch It would not have be€..n possible ta reach 

completion without interruption with respect to lecturing commitments at the 

University of the West Indies. Particulal" mention should be made of Dr. P. 

Buttedahl and Mrs. A. Guay for their constant atten :ion to matters 

connected with this undertaking. Dr. J.E. Greene and the Institute for 

Social and EconoTIiÎc Researcn, U.W.!., of which he is the Directar were a 

constant resource. Mr. 'Vilbeme Persaud, Head of the Department of 

Economics, U.W.!. (Mona Campus), was a constant source of assistance and 

encouragement. For assistance with respect ta computer facilities, 1 thank 

Mr. W. Persaud, Dr. M. John and the Department of Biochemistry, U.W.!., 

Messrs. L. Wilson and R. Bailey who facilitated my access ta power in the 

difficult period following Hurricane Gilbert, and the people in the computer 

facility, Faculty of Arts, McGill. Many people facilitated access to data and 

among them 1 wish to mention Mrs. A. McKenzie and Miss. M. Bartlet of 

The Statistical Institute of Jamaica and Mr. C. Bullock and Mrs. E. Birch of 
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the Bank of Jamaica. Finally, 1 acknowledge the guidance of Prof essors K. 

Levitt and R. Rowley and the useful discussions with colleagues in the 

Departments of Economics at both the University of The West Indies and 

McGill University. 

Last but not least, 1 express appreciation to my wife, Sharon, and son, 

Julien, who have shared in the frustrations and triumphs of this undertaking 

every step of the way and have been constant sources of inspiration. 1 

dedica te this disserta tion to them. 
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Chapter 1 

l.INTRODUCTION 

The issue which this dissertation attempts to address is the economic effects of a 

devaluation in the conditions of a 'small, open' economy. We shaH focus, in particular, 

on the effects of a devaluation on output growth and the trade balance. In 

concentrating on the trade balance in preference to the whole of the current account, we 

are following a number of analyses in this area. 1 However, the theoretical arguments 

are applicable, in princip le , to larger categories of the balance of payments. For 

exarnple, in the context of Jarnalca, arguments have been put forward for analysing the 

tourism account along with the trade balance.2 In the emprrical application which is a 

part of this study, the formulation by which exports are represented allows for an easy 

'Examples of works whieh have focussed on the trade balance 
include: Carlos F. Diaz-Alejandro, "A Note on the Impact of 
Devaluation and the Redistribution Effeet," Journal of Political 
Economy (1963), Rudiger Dornbusch, "Devaluation, Money and Non­
traded Goods," Arneriean Economie Review (1975) , Idem, Open 
Economy Macroeconomies (New York: Basic Books, 1980), Manuel 
Guitian, "The Effects of Changes in the Exchange Rate on Output, 
Priees and the Balance of Payments," Journal of International 
Economies (1976), Albert O. Hirschman, "Devaluation and the Trade 
Balance: A Note," Review of Economies and Stat istics (1949) and 
Ronald Jones and W. Max Corden, "Devaluation, Non-flexible Priees 
and the Trade Balance for a Small Country," Canadian Journal of 
Economies (1976) 

2See , for example, Carl Stone "t-lystifieation and 
Distortion," Daily Gleaner, January Il, 1988, p. 8. 

-
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incorporation of tourist expenditure. 

It is also clearly recognized that exte,mal problems have several important 

dimensions, of which the capital balance is a primary ex ample. The focus on the trade 

balance is a justifiable attempt to analyse an important part of the overall balance of 

payments. With respect to Jamalca, for example, net capital mflows have been 

significant in their role as a source of accommodation for current account deficits. 

Their availability may aIso have promoted CUITent account deficits. Prior to 1970, the 

accommodating capital flows were predominantly private in nature. Subsequently, with 

the reduction in net private inflows, the overwhelming proportion of capital inflows are 

obtained through officiaI channels.3 In this light, an Improvement in the trade balance 

can have desirable repercussions with respect to the capital account and debt and may, 

moreover, be an indication of a sounder economy. 

The analysis of the effects of devaluation is very relevant at this time as indicated 

by the proliferation of articles on the subject since the early 1970s. In the 1980s, the 

debt crisis, which burst onto the headlines in 1982, has precipitated increased pressure 

for stabilization of external accounts. As IS shown in chapters three and four, 

devaluation is almost invariably a prescribed ingredient of the se stabilization efforts in 

the Ca-ibbean and elsewhere. 

The main daims to originality of this dissertatlon relate to its theoretical analysis. 

In this connection, there are two aspects that should be highlighted. Firstly, the central 

thrust of the theoretical analysis is to examine the real-wage implications of a 

3This point is expanded upon in chapter six. See also, 
Adlith Brown, "Economic POlicy and the IMF in Jamaica," Social 
and Economie Studies (1981). 
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devaluation. Recent rnodels have tended to focus on the allocation of resources and the 

switching of demand between tradables and non-tradables as a result of a devaluation 

and the consequences of these changes for the trade balance and output growth. While 

it is acknowledged that a decline in the real wage 13 a necessary condition for 

devaluation ta be effectIve in irnproving the trade balance, the real-wage implications 

are relatively neglected. 

Secondly, this dissertation takes the structuralist positIon that an adequate supply 

response to the stimuli of a devaluation cannat be taken for granted. It therefore 

incorporates an explicit specification of supply as a major aspect of the analytieal 

framework. The dissertation aIso incorporates an ernpirical chapter composed of an 

applicatiol1 of an econometric model based on our theoretical model to the case of 

Jamaica. 

The anaIysis of the effects on output growth is worth noting because it is not 

always considered. There exist approaches, as we shaH see in chapter two, which 

assume that full employment prevails and therefore the question of output effects is not 

an issue. Other models, also deaIt wlth in chapter two, have highlighted the importance 

of investigating output effects, arguing that, under conduions that are relevant with 

respect to developing countries, a devaluauon may affect output adversely. Al any rate, 

it is important to consider devaluation in the context of under-ernployment which is a 

conclition applicable 10 many countries. 

The theoretical analysis with respect to output effects is statie and therefore does 

not address growth 10 a dynarnic framework. However, conclusions with respect to 

output effects can be assumed to bear relevance wlth respect to growth. Sorne 
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considerations with respect to growth are touched on at different points of the thesis 

including the problems of devaluation bemg accompanied by over-restrictive monetary 

and fiscal policies and the important role identified for adequate financing to 

accornpany a stabilization program. 

Inflation is another matter that is important to consider in connection with 

devaluation. It will be argued that a devaluation is associated with an increase in 

prices in a small, open economy and this increase may give rise to inflationary 

expectations which undermine economic stability and lead to the likelihood that resort 

may have to be made to further devaluations. Another aspect emphasized in 

stabilization programs is fiscal balance. While the assumptions of the theoretical 

analysis abstract from the activities of govern ment , these aspects receive sorne attention 

in the discourse on stablhzation experiences. 

The assumption of smallness plays a key role in the analysis and it is therefore 

important to use a clear and acceptable definition. For our pUI'poses, it is not defined 

in geographical or demographlcal tenus. Rather, a small economy will be defined as 

one which IS a price-taker in international markets. It is not large enough to influence 

the prices of importables or exportables by a change in 11S sales or purchases but will 

conduct all trade on the basis of prevalling international priees. 

Evidently, smallness defined in this way cannot he divorced from openness which 

IS generally accepted to mean that a country is involved in international trade. 

Openness, however, is subject to degrees, depending on the extent to which 

international trade makes an impact on the domestic economy. In a small econorny, it 

is reflected in the extent to which changes in domestic priees are detenruned by 
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changes in international prices. Taken to its extreme, a small, open economy will be 

one in which the prices of all goods are detenuined in relation to the international 

market. This assumption is the counterpart to the cIosed-economy assumption, which 

has been widely employed in economic theory, and will be a principal assumption of 

our analysis. 

The definitions of smallness and openness presented above have a central 

importance in our analysis. By assurning away non-tradables, the focus is turned 

towards the real-wage implications of devaluation. The real wage takes on the mie of 

relative priees around WhlCh the Shlfts In supply and demand revolve. Where models 

have tended te emphasize the expenditure switching effects between tradables and non-

tradables, our model looks directly at the responses with respect to absorption and 

production. 

Our definition of smallness obviates ambiguities inherent in definitions of size 

based on physical characteristics. Countries which qualify as small on the basis of 

geographic cnteria may turn out ta he large in demographic tenus and vice versa. 

Moreover, in eeonomic analyses, the size of the market is invariably a major 

consideration and such definitions may faù to encompass this aspect. Our definition 

can he applied to a wide variety of analyses, provided that lt can he assumed that 

domestic prices are linked to international prices. However, 1t should be noted that, for 

the purposes of this dissertation, these asslllnptions were originally conceived bearing in 

rnind the conditIOns of Commonwealth Caribbean countnes. 

Arguments will he put forward in defence of our strong assumption of openness, 

I.e., the assumption that aIl goods are tradables, to show that it is not a far-fetched 
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assumption. However, the validity of the assumption, as is often the case in economic 

theory, does not rest on its realism. A lot depends on whether the implications of the 

assumption can be described as non trivial and interesting. The interest of this 

assumption lies primanly ln the way il allows us to use the real wage as the fulcrum 

around which changes take place and to analyse its ImplIcations. 

Apart from the disabsorption aspect, our model explores the key Issue that a 

devaluation is supposed to be effectIve by reducing the real wage and thereby raising 

the rate of profit in the productIon of tradables. Small countries are typically highly 

dependent on Imported intennediate goods, the domestic pnces of which nse wnh a 

devaluauon. This underlines the importance of a reductIon 10 the real wage if the 

profit rate is to be Increased. This mechanism is brought to the forefront and we 

investigate the posslbllity, on the production side, that the Increased profit-rate is not 

successful in generating improved vitality in the expansion of output. 

This brings us to the second aspect of our contribution which should be 

highIighted. It is the explicit specification of a supply function and the associated 

assumptions. A dmi ttedly , the incorporation of a supply function into a balance-of-

payments model is not without precedent. For example, one may refer to the analysis 

of Ahluwaha and Lysy who employ a CES prrxiuction function in their mode1.4 

However, on the whole, balance-of-payments analyses have tended 10 emphasize the 

demand side. 

4Montek S. Ahluwalia and Frank J. Lysy, "Employment, Incorne 
Distribution and Prograrns to Rernedy Balance-of-Payments 
Difficulties," in William R. Cline and Sidney Weintraub eds., 
Economie Stabilization in Developing Countries (Washington, D.C.: 
The Brookings Institution, 1981). 
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Our theoretical model is designed to demonstrate the usefulness of integrating 

supply and demand considerations into an analysis of devaluation. In reality, there are 

many factors which can frustrate the expansIon of tradable output which is a dimension 

of central importance to the analysis of devaluation. This is especially true in the 

context of LDCs where proJ.ucnon bottlenecks and problems of factor immobility may 

have to be overcome. Consequently, it may be mistaken to take supply for granted. In 

addition, it wou!d seem more theoretically appropnate in a small-country context to 

assume the absence of a demand constramt, i.e., that all exports can he sold al the 

prevailing internanonal price level, and to investigate the implications of supply 

bottlenecks and other problems. 

One of the rnerits of our model worth mentlonmg is ilS practicality in light of 

prevalent data problems. The mclusion of non-tradables in theoretical models presents 

a problem because, typIcally, data on non-tradables are not available. Consequently, 

many models are not advanced beyond the stage of theoretical analysis. In formulating 

a convincing model which aVOlds non-tradabies, we are presentmg a model which is 

readily susceptible to empirical analysis even in cases where data are fairly limited. 

1.1 PLAN OF THE DISSERTATION 

In ilS attempt to add to the large literature on devaluation, this dissertation is 

composed of four main parts. In terms of the sequence in which they appear, there is, 

firstly, a look al the literature on devaluation and its effects. Secondly, we present our 

own modeI of the effects of de valuation on a small, open economy as already defined. 
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The third part presents a description of the salient aspects of the Jamaican economy and 

is essentially a preparation for the next pan. The final part is an econometric 

application to Jamaica, based on our own theoretical model. These substantive parts 

are bounded by the introduction and conclusion. 

The survey of the [terature consists of three sections represented by chapters two 

to four. Chapter two concentrates on the theoretical literature, starting wlth the three 

main approaches to the balance of payments and their prescriptions. It also seeks to 

clarify relevant concepts such as the definitions of tradables and non-tradables and 

extemal disequilibrium. 

Chapter three approaches de valuation within the wider context of stabilization 

programs. This is a matter of considerable current interest as we try to analyse the 

interacting elements of the conventional package, including monetary and fiscal policy 

trade and other fonus of hberalization. It is also an area of controversy reflecting 

neoclassical versus structuralist views of the economy. On the one hand, there are 

those who, while acknowledging that the standard stabilization package causes a 

deterioration in living standards, see this as inevitable and indeed a pan of the solution 

to external imbalance. On the other hand are those who emphasize the implications of 

stabilization packages which they consider excessively deflationary. 

Chapter four narrows the focus to highlight the analysis of devaluation in the 

Caribbean. Devaluation is a matter confronting Caribbean economists in the 1980s 

against the background that there have been devaluations in several countries of the 

region, starting with currency realignments in the late 1960s and more recently, 

devaluations aimed at external adjustment. Chapter four chronicles the se experiences 
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and discusses the views of Caribbean economists. 

The second part consists of chapter five which introduces our model of 

devaluation In a small open economy. !ts key assumptions are defended at length. It 

should be emphasized that, apart from its central assumptions which have already been 

mentioned, all the assumptions employed are familiar in the hterature. These include 

the assumptions of a fixed wage rate, fixed proportions for inputs, no capital account 

and constant tenns of trade between exports and Impons. This is also true of the 

computations by which the effects of devaluauon are derived. The working of the 

model is demonstrated through a basic version, which presents the model in its bare 

essennals, and an extended version, which expands the demand side and is formuJated 

in aggre gate tenns. 

Chapters SIX and seven constitute the third part WhiCh is devoted to a description 

of social, poli tic al and economic developments ln Jamaica in recent decades. This is an 

important preliminary step to the empirical applicatIon of the model to Jamalca. The 

aim is to show the factors which may have glVen rise to the need for stabilization 

effons in order to understand the ')Durees of the problems. In addition, special attention 

is paid to aspects that have a special relevance in the econometric application. 

Consequently, supply and trade factors figure prominently as do Issues of other areas 

of the balance of payments and debt. SoclO-political factors are also highhghted, in 

light of our emphasis on confidence and expectations in determining the suppl y 

response to devaluation. 

The final substantive part of this dissertation 15 chapter eight which seeks to 

demonstrate the praetical relevance of our model by applying it to an actual situation . 

. ,.' 
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An econometric mode l, based upon the theoretical model of chapter five, is applied to 

the case of Jarnaica for the years 1974 to 1985. The length of the time series available 

is relatively short but lt is still possIble to obtain some statistically significant results 

and draw useful conclusIOns. The results of the empirical application provide 

condition al conclusions on the effectiveness of devaluation in Jamaica. They also 

provide some feedback conceming the most appropriate specifications far the theoretical 

analysis. Although the conclusions reached a..-e conditional, this exercise constitutes a 

very worthwhile culmination to the faregoing analysis. Finally, chapter nine concludes 

with sorne general comments on the achievements of the dissertation and indicates 

possibilities for fruitful extension. 
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Chapter 2 

2. ISSUES IN THE THEORY OF DEVALUATION 

2.1 INTRODUCTION 

The theoretical analysis relating to exchange rate changes has been fonnulated 

since the early part of this century in tenns of three general approaches: the elasticities 

approach, the absorption approach and the monetary approach. The three approaches 

have been concemed with identifying the policies and conditIons for achieving internaI 

balance (i.e. full employment equilibrium) and extemal balance (balance of trade 

equilibrium). The elasticiries approach, a most authoritative expositIon of which is that 

of Robmson, was the accepted approach in the 19308 and onwards for a couple of 

decades. 1 The absorption approach was advanced as a challenge in the 1950s nùtably 

by Alexander.2 In its tum, the latter was eventually challenged by the monetary 

lJoan RObinson, "The Foreign Exchanges" In Essays in the 
Theory of Employment (London: Macmillan and Co. Ltd. , 1937). 
Reprinted in Readings in the Theory of International Tracte, H. 
S. Ellis and L. A. Met zler eds. (Philadelphia: Blackiston Co., 
1949) . 

2Sidney S. Alexander, "Effects of a Devaluation on a Trade 
Balance," IMF Staff Papers (April, 1952). Reprinted in Amer:i can 
Economie Association Readings in International Economies, Richard 
E. Caves and Harry G. Johnson eds., (London: George Allen and 
Unwin Ltd. 1968). 
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approach whose early outlines could be attributed to Polak, Heming, Mundell and 

Johnson.:3 Currently, the dominant approaches are the absorption approach and the 

monetary approach, the bias of favour being determined by whether the analyst pre fers 

a non-monetary or monetary approach respecrively. 

The three approaches should he viewed as complementary rather than competing, 

each one adding a worthwhile dimension to the others. The elasticities approach is 

essentially a partial equilibrium analysis which focusses on the effects of terms of trade 

changes resulting from devaluation and other trade measures on the trade balance. It 

tends to ignore income and expenditure repercussions. The absorption approach takes a 

step forward by bringing the in come and expendinrre consIderations into the forefront of 

the analysis. As its name suggests, the monetary approach emphasizes the need to 

specify the behaviour of monetary variables and the role of the monetary authorities in 

the analysis of the balance of payments. These are all elements whose contributions to 

a modern theory of the balance of payments are widely acknowledged. 

3J. J. Polak, "Monetary Analysis of Income Formation and 
payments Problems", IMF Staff Paners (1957). Reprinted in IMF, 
The Monetary Approach to the Balance of payrnents (Washington 
D.C.: Johns Hopkins University Press, 1977); J. Marcus Fleming, 
"Domestic Financial policies Under Fixed Exchange Rates", IMF 
Staff Papers ( (1962); Robert A. Mundell, "The Appropriate Use of 
Monetary and Fiscal Policy for Internal and External Stability", 
IMF Staff Papers, (1962); Idem, "Cap_~_tal Mobility and 
Stabilization Policy Under Fixed and Flexible Exchange Rates", 
Canadian Journal of Economies and Political Science, (1963) i 

Harry G. Johnson, "Towards a General Theory of the Balance of 
Payments", in idem, International Trade and Economie Growth: 
Studies in Pure Theory, (Cambridge, Mass.: Harvard University 
Press, 1961). Reprinted in AEA Readings (1968). 
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There is a tendency to rank the three theories in terrns of a temporal series from 

the short-run to the long-run.4 The elasticities approach, by virtue of its partial 

analysis, may be associated with the short-run impact of a devaluation on the trade 

balance. The absorption approach, incorporating the incorne and expenditure 

repercussions, would tend to be viewed over a mediurn-term horizon. Finally, on the 

assumption that as set portfolios take a long time to adjust following a disruption, there 

are grounds for associating the monetary approach with the long-tenn. Cooper cautions, 

however, that such a sequential vie", would be a serious oversimplification since "all 

factors are present ta sorne degree even immediately following a èevaluation".s It is to 

be noticed, however, that recent stabilization approaches incorporating the monetary 

approach to the balance of payments have tended to operate within a very short-tenu 

framework. 

There is aIso a tendency to link the elasticities and absorption approaches with 

Keynesian analysis because of their use of real variables and the Keynesian 

transmission mechanism. The monetary approach has been applied on the basis of 

Keynesian al1d monetarist assumptions. 6 However, its essential monetarist character is 

revealed by the central role of the assumption of a stable money-demand function. AIl 

tmee approaches have focused on the behavlOur of the current account or the balance 

4See Richard N. Cooper, Currency Devaluation in Developing 
Countries (Essays in International Finance, Department of 
Economies, Princeton University, 1971) pp. 7-9. 

5Ibid., p. 7. 

6Mundell (1963) and Fleming (1962), whose analyses are 
widely associated w:i th the monetary approach, both employ sorne 
typical Keynesian assumptions. 
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of trade. In principle. the monetary approach is intended to address the balance of 

payments as a whole. However, it is usual for convenient assumptions to be made to 

allow the capital account to he ignored. and direct the focus to the trade account. For 

example, one article states at the outset: "There is no market for securities nor 

international capital movements in the model. Therefore, the balance of payments is 

equivalent 10 the balance on international (traded) goodS".7 

2.2 THREE BALANCE-OF-PA YMENTS APPROACHES 

2.2.1 The Elasticities Approach 

The elasticities approach essentially combines the Marshallian apparatus of supply 

and demand analysis with Keynesian assumptions of underemployment and wage 

rigidity and tries to establish "the conditions under which de valuation would improve a 

country's balance of payments".8 Under this approach, devaluation results in relative 

price changes between exports and imports. The direction and magnitude of the 

consequent effects on the balance of trade are detenruned primarily by the combination 

of four elasticities: the home country's elasticity of demand for imports and e1asticity of 

supply of exports and the foreign country's elasticities of demand for imports and 

7Guitian (1976), p. 66. 

9Harry G. Johnson, "The Monetary Appraach ta Balance-af­
payrnents Theory", in Jacob Frenkel and Harry Johnson eds. The 
Manetary Approach to the Balance of payments (Toronto: University 
of Toronto Press, 1976), p. 149. 
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supply of exports.9 These assumptlOns aIso help to establish balance of payments 

adjustment as lia policy problem for govemments"IO rather than an automatic process. 

This is another reflection of the Keynesian influence. 

Invesugating the conditions for devaluauon to be favourable to the balance of 

trade, the analySlS yields the 'Marshall-Lerner condition' i.e. that the sum of the 

demand elasticities of the home country and the forelgn country (In a two-country 

world) must be greater than one. This condition is based upon the highly questionable 

assumption that the elasticities of supply are both mfinitely elastic and the further 

assumption that the balance of trade is mitially in equihbrium." Extensions have been 

produced which allow for an initial deficit and result in an increase in the critical value 

of the sum of elasticities of demand. '2 

A number of other underlying features of this analysis may be rnentioned. Firstly, 

there is the implication that a favourable effeet of a devaluatlOn requires that export 

supplies be highly elastic requiring the existence of unemployed resources. Because of 

this, the elasticiues approach has attracted the criticism that it is not sUltable for 

conditions of full-employment. 1l This criticism may have been pertinent ln the buoyant 

conditions affecting developed countries in the early post-war era but appears 

9See Robinson (1937), Part II. 

lO,Johnson (1976), p. 149. 

llThe latter assumption is typical of a lot of balance-of­
payments anal ysis . 

l2S ee , for example, A. C. Harberger, "Currency Depreciat ion, 
Income and the Balance of Trade," Journal of Political Economy, 
(1950). Reprinted in AEA Readings (1968) . 

:3See Alexander (1952), Johnson (1961). 
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uninteresting in the conditions at present prevailing in underdeveloped countries. 

Secondly, although it is recognized that changes in the balance of trade may affect 

incorne and ernployment which in turn may have further repercussions on the balance 

of trade, the analysis has typically tended to under-emphasize or abstract from these 

repercussions. 14 This does not mean that the awareness of incorne repercussions was 

lacking but they were just not considered relevant enough to he fully incorporated into 

the analysis. For example, Robinson states: 

"The final change in the balance of trade in either direction will he smaller, 

the greater are the change in demand for irnports and the change in supply 

of exports brought about by the changes in home activity and expenditure 

which are due to the initial change in the balance of trade"IS 

Thirdly, in stressing the changes in relative prices of exports and imports there has 

been neglect of non-traded goods. It is not obvious that a de valuation should alter the 

relative prices of imports and exports or the direction of any change. Dornbusch has 

demonstrated that "there is no presurnption whatsoever about the direction in which a 

devaluation ... will change the tenus of trade."16 Recent analyses have adopted the 

approach of assuming that the tenns of trade are exogenous under the small-country 

assurnption and have focussed on the changes in relative priees of trad able and non-

14See Robinson (1949), p. 88. 

15Ibid., p. 93. 

16Dornbusch (1975), p. 867. 
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tradable goodS. 17 

A final criticism of the elasticities approach is that It is partial, not taking account 

of all the complexities ("total elasticities") of a system adjusting as a whole 10 a new 

equilibrium after a devaluation l8
• The fact that it IS partial should not dctract from its 

validity and usefulness. The elasticities approach, although partial, IS sull very relevant 

in the context of a worId trade environment characterized by many departures from free 

trade. 

In spue of the criticisms that have been levelled against the elasticities approach, 

it is likely to be an enduring feature of balance of payments analysis. Machlup states: 

"The study of the elasticities of supply and demand is, thus, the core of the theory of 

foreign exchange rates."19 More recently Dornbusch has sald: "Ihese shortcomings not 

withstanding, the model continues 10 enjoy consIderable popularity In pohcy diSCUSSIOns 

and interpretations of current events,... The BRM20 model IS likely to remain the 

preferred tool in the analysis of trade balance issues". 21 In another context he points 

DAnne O. Krueger "The Role of Home Goods and Money in 
Exchange Rate Adjustment" in Willy Sellekaerts ed., International 
Trade and Finance (London: Macmillan, 1974) i Dornbusch 
"Devaluation, Money and Non-traded Goods" American Economie 
Review (1973); Cooper (1971); Guitian (1976); w. Max Corden, 
Inflation, Exchange Rates and the Wor Id Economy: Lectures on 
International Monetary Economies, 2nd edition (Chicago: 
University of Chicago Press, 1983). 

JaSee Alexander (1968). 

19Fritz Machlup, "The Theory of Foreign Exchanges" in 
American Economie Association, Readings in The Theory of 
Internat ional Trade, Ellis and Metzler, eds. (1949" p. 111. 

2°BRM stands for Bickerdike, Robinson and Met z 1er. 

2:Dornbusch (1975). Quoted in Krueger, Exchange-Rate 
Determination (Cambridge: Cambridge University Press, 1983), p. 
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out : "Relative priees and priee elasticities ... do play a eritical role even in an 

otherwise quite monetarist rnodel."zz 

2.2.2 The Absorption Approach 

The absorption approach, with which we associate the name of Alexander, focuses 

on incorne and expenditure aetivities in the detennination of trade balance changes. 

Essentially Keynesian in assurnptions, it attempts to incorporate the incorne and 

expenditure repercussions of trade balance measures using the Keynesian multiplier 

apparatus. Starting with the familiar national incorne identity: 

where 

and 

y = C + 1 + G + (X - M) 

y = total output or incorne 

C = eonsumption expenditure 

1 = investment 

G = government 

X - M = B = the balance of trade, 

it is possible to derive B = Y - A (or b = Y - a in tenns of changes) where A = C + 1 

+ G is total dornestic expenditure or absorption. This analysis links the balance of 

trade (X - M) to foreign savings. 

In another version, which Johnson (1968) refers to as a "payrnents approach", the 

balance of trade is viewed as the difference between total receipts (R) of residents and 

total payments (P) by residents: 

22Dornbusch (1980), p. 136. 
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B == R - P. 

It is evident that the balance of trade will be impmved to the extent that the 

difference between Y and A is mcreased. It is argued th:u under the assumptions of 

the eXIstence of idle resources the devaluauon will came an expamlOn ln Y. The 

mechanisrn by WhlCh thlS cornes about relies iniually on changes In relatIve pnces 

between tradables and non-tradables. After that, the famlhar forelgn trade multiplier 

process will act 10 expand Incorne?3 Absorption on the olher hand IS affected in two 

ways: 1) as an mcome-induced response, 2) ducctly as a response to the assumed 

increase in the general price level. 

The direct effect on absorptIOn will be more notice able as pnces rise domestically. 

for exarnple, under conditions of full-employment. Alexander introduces the cash 

balance effect as one of the mechanisms by WhlCh this operates. That 15, the reductlon 

in the real value of cash holdings as a result of a devaluauon causes the comrnumly ta 

hoard to re-estabhsh the reai value of their holdIngs. Acconitngly, there lS a reduction 

in spending. ThIS mechanisrn IS more typlcal of monctanst analyses. 

Under full employment conditIons Jt IS c1ear that real output changes, y, cannot 

occur and therefore direct dlsab'iorpuon becomes morc Important. In thesc 

circumstances a dcvaluation has to be accompamed by 'iome 'expendnurc-reducing' 

policy such as monetary or fiscal restramt. Another way to look at Increases 10 Y 

being caused by a devaIuation depends on money wage mcreases laggmg bchmd 

increases in the priees of traded goods 10 domestIc CUITcncy tenns. ThIS makes the 

production of traded goods more profitable and may lead lO an overall expansion In 

23See, for ex.arnple, Johnson (1968). 
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output. 

Johnson has introduced the convenient tenns 'expenditure-switching' and 

'expenditure-reducing' to describe the action of balance-of-trade rneasures on 

expenditure behaviour.24 An expenditure-switching measure is one that may cause 

domestic as weIl as foreign demand to be redirected towards domestic production. An 

expenditure-reducing policy is one which results in a reduction in absorption. A 

devaluation has the property that il is supposed to achieve both effects sirnultaneously 

due to the change in relative prices 10 dornestic currency tenns. Typically however, the 

absorption effect of a devaluation rnay have to be supplemented by sorne other measure 

to achieve internaI and external balance.1.5 

The absorption approach is advanced as suitable to full-employment cond1tions 

because il makes explicit the need for expenditure-switchmg policies to he accompanied 

by expenditure-reducing policies to allow for the expansion in the production of 

exportables and import-substitutes. The question of rigidities arises as one considers 

whether the resources released from one sector can be applied readily in the expansion 

of other areas of production.26 

A controversy erupted between the supporters of the elasticities and absorption 

approaches and attempts were made to seule the matter by a synthesis which treated 

elasticities as a frrst stage which could be superimposed on the incorne and expenditure 

24See ibid. 

Z5See Carden (1983). 

26Alexander (1968) p. 372. 
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analysis.27 However, Tsiang has demonstrated the inadequacy of this procedure 

indicating the critical absence of considerations of money effecrs. 28 

2.2.3 The Monetary Approach 

The modern origlOS of the monetary approach to the balance of payrnents are 

associated with the works of Polak, FIl.!ming and Mundell.29 Polak's analysis in 

particular arose from the con cern that although payrnent problems have an essentlal 

monetary dimension, an adequate theorencal basis and analytlcal apparatus for 

"integrating monetary and credit factors in the explanatlon of Incorne and payments 

developments"~ seemed lackmg. Fleming and Mundell approached the subject by 

investigating the effects of rnonetary and fiscal pohcies in the context of an open 

economy incorporating particularly the role of monetary reperCUSSlOns. What cmerges 

frorn this analysis is a taxonomy of outcomes on the balance of payments and incorne 

given different exchange rate reglmes (fixed or flexible) and macro-econornic policies 

(fiscal or monetary). 

The main findings are that a monetary expansion has a strong positive effect with 

27See Sidney S. Alexander, "Efects of a Devaluation: A 
Simplified Synthesis of Elasticities and Absorption Approaches" 
American Economie Review (1959). 

28See S. C. Ts iang, "The Role of Money 
Stability: Synthes~s of the Elasticities 
Approaches," American Economie Review (1961). 
Readings (1968). 

in Trade-Balance 
and Absorpt ion 

Reprinted in AEA 

29See Polak (1957), Fleming (1962) and Mundell (1963). 
Frenkel and Johnson (1976) have however claimed a long line of 
classical antecedents to thlS approach. 

30 Po l a k (1977), p. 15. 
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respect to incorne and the reserves under flexible exchange rates but has no effect on 

incorne and causes a deterioration in reserves under a fixed exchange rate regime. 

Conversely, fiscal policy is favourable under a fixed exchange rate but is futile under a 

flexible exchange rate regime. In addition, Mundell presents an analysis of the 

appropriate poliey rnix for stability under fixed exchange rates and concludes that 

monetary polie y should be aimed at achieving external balance and internal balance 

should he dealt with via fiscal policy.31 

The monetary approach to the balance of payrnents is based on the premise that 

the balance of payments is "essentially a monetary phenomenon".32 A simple 

illustration may he used to indicate the monetary aspect. In an economy which is not 

growing and with a constant money supply, 

where 

Mb = R + C, 

Mb = the monetary base, 

R = international reserves, and 

C = Domestic credit. 

It follows from the relationship above that any change in C would have to he offset by 

a change in R to keep Mb constant. An expansion of domestic credit CC) would 

therefore he associated with an equal drop in international reserves (- R) reflecting the 

occurrence of a deficit. 

It is evident that as Mussa points out, this proposition flows from the fact that the 

3lSee Mundell (1962). 

32Frenkel and Johnson, ( 197 6), p. 21. 
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balance of payments refers specifically to the Official Settlements Balance, that is, to 

the 'money account'. 33 This means that the monetary approach essentially ignores 

considerations with respect to specifie accounts of the balance of payments. Inslead, it 

"coneentrates on the offiCial settlements accounts and lumps everythmg el se into a 

single category, 'items above the line,,,.)4 

The definition of the balance of payments advanced above gives the ImpreSSIon 

that both the current and capital accounts are analysed in this approach. Although this 

is within the capabiliues of the approach, such an impression would in genual be 

misleading. A large number of balance-of-payments analyses assume away the capital 

account altogether or have it more or less ln the background whlle they concentrale on 

the CUITent account. Even though, ln pnnciple, the monetary approach should be 

applied to the enlire balance of payrnents, applications tend 10 define external balance 

in tenns of the current account or the merchandlse account. 

Mussa also emphasizes that though the balance of paymenls has an essential 

monetary dimension, it is "not excluslvely" a monetary phenomenon. To a greater or 

lesser extent depending on the ClTcumstances, real variables such as incorne and the rate 

of interest may influence the behaviour of the balance of paymellts. The rationale for 

the monetary approach rests therefore on the essenual relevance of money. It ean he 

argued however that sorne applications, especially those that depend on a monetartst 

33See Michael Mussa, "The Monetary Approach to the Balance 
of Payments," In Robert E. Baldwin and J. David Richardson, eds., 
International Trade and Finance, 2nd edition, (Boston: Little, 
Brown, 1.981), p. 368. This point is aiso made by Frenkel and 
Johnson (1976), p. 21. 

34Ibid., p. 369. 
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transmission mechanism, run the risk of over-simplifying the role of non-monetary 

factors. 

The recognition of the monetary dimension of the balance of payments does not in 

itself represent a theoreticai proposition. As the illustration outlined above lndicates, 

the monetary aspect flows purely from balance sheet relations. To extend the analytical 

usefulness of the monetary approach it is necessary to integrate it with a theoretical 

framework which is organised around the role of money. Consequently, the money 

demand function has become the central theoretical relationship around which the theory 

has been organized. This function in tum rests critically on the proposition that the 

demand for money is a stable function of a small number of vanables. As Mussa 

points out: 

If money demand were passive, the monetary approach would have no 

predictive power. The cumulative balance of payments surplus would be 

whatever was dictated by exclusively non-monetary considerations ... 3S 

The centrality of the role of money tends to bias the analysis in a monetarist 

dirGCtion. It should be noted however that the analyses of Mundell, Fleming lJnd others 

were based on explicitly Keynesian assumptions, e.g., fixed money wage rates, 

unemployed resources, savings and taxes as a function of income, investment as a 

function of the interest rate, and money demand as a function of income and the 

35Ibid., p. 370. 
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Î.1terest rate.36 The more monetarist versions emphasiz.e changes in the money supply 

as the driving force behind incorne changes through the hoarding or dlshoarding of 

excess cash balances. 

Polak illustrates the argument that the monetary approach is conformable with 

either strong monetarist assumptions or more Keyneslan assumptions about ~penc1ing. 

He proposes two alternative specifications of the incorne-spending relationship as 

follows: 

1) MOt = Y\ - Yt•1 = YI' and 

2) Y\ - CY\.l - gr\ = YI - YI.I + hrt. 

where 

y = nominal national incorne 

= change in 

r = the rate of interest 

MO = money supply 

c = marginal propensity to spend 

g = the coefficient linking incorne and the interest rate 

h = the coefficent linkmg rnoney and the interest rate. TT 

Equation (1) states that changes ln the money supply are equal to changes in 

rnoney incorne, irnplying the assumptlon that the velocity of circulation of rnoney is 

constant. This is an extrerne quantity-theory assurnpuon. Equation (2) involves more 

typically Keynesian spending relations, mcorporaung a marginal propensity to spend that 

3&See Mundell (1963), and Fleming (1962). 

37Polak (1977), pp. 32-33. 
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is less than one, and relationships between incorne and rnoney on the one han d, and the 

rate of interest on the other. 

One consequence of the relations in equation (2) is that the velocity of money is 

no longer constant. However, it is possible to draw conclusion::; about money and 

incorne if a stable rnoney-demand function can be assumed. The latter assurnption 

indicates the essentially monetarist basis of the approach. There is therefore sorne scope 

in terms of theoretical framework, provided that there is an explicit and stable role for 

rnonetary variables. 

Two typical aspects of the apparatus of the monetary approach 10 the balance of 

payments are the real balanee effeet and the priee specie-flow rneehanisrn. Real 

balances refer to the real value of money holdings i.e. the ratio of nominal money 

supply to the priee leveI. A disturbance in this ratio presumably triggers off 'hoarding' 

or 'dishoarding' activities to restore equilibrium between real money dernand and 

rnoney supply, given the assumption of a stable money demand function. It is assumed 

that aIl rnoney that is not being hoarded (during an adj u strnent process) is spent. 

Consequently the adjustment to changes in real balances provides the link between 

rnonetary events and incorne and expenditure changes. 

The price specie-flow mechanism is the classical idea, often associated with David 

Hume, linking the state of the balance of payments with the domestic price level. A 

balance of payrnents surplus, for example, rneans that the country is accumulating 

reserves which in turn cause the money supply to expand in the absence of intervention 

by the monetary authorities. The increase in the money supply causes prices to rise 

compromising the competitiveness whieh was presumably the basis for the original 
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surplus. Eventually external balance is restored and internaI balance is maintained 

provided flexibility in prices and wages prevails. 

The priee specie-flow mechanism operating in the way outlined implies the 

existence of an automatic self-correcting mechanism for the balance of payments. This 

of course depends on assumptions of flexi!>ility in priees and wages. In the monetary 

approach, it is emphasized that among the factors that can frustrate this automatic 

mechanism is the action of the monetary authorities with r(!spect to domestic credit 

creation. The monetary approach therefore focuses attention on the operations of 

monetary polle y with respect to internaI and external balance. 

The monetarist bias of the monetary approach is revealed in the apparatus which 

is the basis for its analysis. For example, a major assumption encountered is that 

income-velocity of money is constant. Polak advances this assumption as lia 

worthwhile step in a monetary theory of income formation"311 on the basis of "crude 

empirical observations" of 44 countries from 1950 to 1954.39 

The assumption of a constant income velocity is explicitly made by Mundell also 

when he states that, "Since interest rates are unaltered, this rneans that incorne must rise 

in proportion to the iI1crease in the money supply, the factor of proportionality being 

the given ratio of incorne and money (incorne velocity)."40 An assumption that is 

38Polak (1977), p. 22. 

19Ibid., see Chart 1. 

4°Mundell (1963), p. 477. It is aiso stated: "Before the 
flow equilibrium is established the dernand for rnoney will 
increase, at a constant interest rate, in proportion ta the 
increase in incarne." Ibid., p. 479. Ernphasis added in both 
quotatians. 
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linked to the one above is that the interest rate is constant. The connection of the two 

things is made evident in Polak's fonnal system and discussed above.41 In Mundell's 

system, the constancy of the interest rate is assured by the assumption of perfect capital 

mobility, which means that the rate of interest remains fixed by the international rate. 

Another interrelated assumption is that all money created is spent and therefore 

enters into the incorne stream. This is made explicit by Polak who says: "Thus the 

assumption of full spending of credit creation is a necessary corollary of the assumption 

of constancy of the velocity of circulation"42 and again, "the assumption made earlier 

that all credit expansion is spent is a necessary condition. 1143 This assumption is 

significant in reflecting the monetarist character of much of this theorizing. The 

Keynesian alternative wou Id he for changes in the money supply to affect spending by 

changing the interest rate and thus the level of investment. The outcome would operate 

through the multiplier process. The analytical framework is more complex than that of 

the monetarist approach but is probably more complete in its treatment. 

At the back of all this is a major point of appeal of the monetarist apparatus, I.e., 

its relative simplicity and convenience. In place of the complexity of propensities and 

leakages of the Keynesian system, it employs a slmplified system with money supply 

linked directIy to money incorne and expenditure. Polak acknowledges this aspect 

noting that "There is, in this respect, a real and perhaps unexpected gain in 

41See Polak (1977), pp. 32-33. 

42Ibid. , p. 41. 

43Ibid. , p. 40. Emphasis in the original. 
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simplicity. "44 The problem with this is that many important details of a non-monetary 

nature are being glossed over or ignored and the apparent elegance of fonnulations may 

he misleading. 

A central distinguishing feature of the monetanst approach IS the assumption of 

full employment. Indeed, it is observed that the 'Chicago world' is a world of fixed 

output and variable prices:5 The assumption of full employment is defended by 

Frenkel and Johnson on the grounds that 

in the context of a growing world economy in the long-run, the assumption 

of wage rigidity and variable employment becomes uninteresting; euher 

employment expands into the full-employment range and quantity adjustments 

yield to money priee and wage adjustments or it con tracts and people either 

starve to death and go back to full-employment numbers, or ... ~ 

A final assumption ro mention is that "a country' s priee level is pegged to the world 

priee Ievel".47 This seems a reasonable assumption In line with the small-country 

assumption. However, this , sumption is itself subject to quahfications. 48 

44Ibid. 1 p. 22. 

45See John McCallum and David Vines, "Cambridge and Chicago 
on the Balance of Payments," Economie Journal (1981). 

46Frenkel and Johnson (1976), p. 25. 

41Johnson (1976), p. 153. 

"1 48Peter Isard, "How Far Can We Push the ' Law of One Priee' 7" 
American Economie Review (1977). 
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Serious questions are raised about sorne of the assumptions that are at the core of 

the monetarist analysis. In the context of contemporary stabilization efforts in LDCs it 

is the assumption of full-employment which is most questionable. As will be observed 

in chapter six, unemployment in sorne LDCs is not only an existing problem of 

considerable magnitude. It is also a rather in tractable problem. 

The assumptions of high capital mobility, a constant income velocity and a 

constant interest rate, which are somewhat linked also raise doubts. For one thing, the 

models abstract from the existence of speculative international capital flows, which are 

a significant factor in the experiences of many LDCs.49 A look at the criticisms and 

reservations with respect to sorne of these assumptions will be undertaken further on. 

2.3 FUNDAMENTAL DISEQUILIBRIUM 

So far we have focused on de valuation as an instrument for achieving 

macroeconomic balance internally and externally. There is also a set of considerations 

which. while not completely divorced from those discussed so far, focus more centrally 

on the level of the exchange rate that might he considered an equilibrium exchange 

rate. 

The question of the relevant exchange-rate rneasure to use arises given the 

existence of at least three definitions: the market equilibriurn exchange rate (MEER), 

the current equilibrium exchange rate (CEER) and the fundamental equilibrium 

49This is made explicit in Fleming (1962). Fleming devotes 
a section to conditions that wou id violate this assurnption. 
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exchange rate (FEER). The MEER is the eaSlest to identify being defined as "the 

exchange rate that balances demand and supply in the absence of official intervention ". '10 

It is basically a nommaI exchange rate that Is assocIatcd wJth extcmal balance The 

CEER is defined as "the rate that would obtain If markets had full InfonnatJon of ail 

relevant facts and reacted rationally to that mfonnation".51 This concept suggest<; the 

rate, in nominal lenns, that would c1ear the external market m the contex! of 

considerations of the path of interest rates, the state of the business cycle and risk 

aversion in an essentially rational-expectauons analysis. 

The one most relevant 10 this study however is the FEER for the practIcal reason 

that it is the one most assoclated with devaluauon arguments under the Bretton Woods 

arrangements. Fundamental eqUlhbrium involves a measure of the 'real' exchange rate 

which takes account of rnovements in a country's pnce level relative to that of Its 

trading partners. As such it is what is kept in mmd when people talk of an exchange 

rate bemg 'over-valued' or 'under-valued'. Underlying thls notion of exchange rate 

equilibrium IS the purchasing power panty theory. It 15 suggested that the concept also 

takes account of "underlying capital flOWS"S2 in determmmg the nominal exchange rate 

that is sustainable. 

At this point it IS worthwhile to digress bnefly to olltline the purchasing-power-

parity (PPP) theory. One versIOn of the theory referred ta as the "strict relative PPP 

50John Williamson, The Exchange Rate System, (Washington 
D.C.: MIT Press for Institute for International Economies, 1983), 
p. 13. 

51Ibid., p. 16. 

52Ibid., p. 14. 
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hyp\lthesis" states that "the exchange rate between the currencies of any pair of 

countries should be a constant multiple of the ratio of general price indexes of the two 

countries,,:n Le. the exchange rate should be a constant proportion of the ratio of general 

price mdexes between trading panners. The maintenance of purchasing power panty is 

attributed to a number of factors among which one can mention (a) "cost-of-production 

indexes",S4 operating through competition and the 1Oternational mobIlity of industry and 

(b) "commodity arbitrage through international trade".55 

Several aspects of ppp theory have been analysed and subjected to empiricai 

testing. Balassa has pointed out the relevance of producnvity considerations, for 

example, in determining pariues.56 Dornbusch has argued that the presence of non-

traded goods is aiso a factor making for "dlvergent behavlour of priee levels" . .57 In 

addition, there is a connection between the ppp theory and the "law of one priee" 

which will be discussed in section 2.4. 

The baSIC Idea, therefore, is that if prices are out of line with those of trading 

partners, thiS imphes (hat the exchange rate is also out of line, i.e., over-valued or 

under-valued. Such a diseqUllibrium would precipitate forces for adjustments 10 

exchange rates. Special problems arise however in the case of fixed exchange-rate 

53Peter Isard, Exchange-Rate Determination: 
Princeton Studies in International Finance, no. 42, 
New Jersey: Princeton University Press, 1978), p. 3. 

54 rbid., p. 4. 

S5rbid.,p.4. 

A Survey, 
(Princeton, 

56See Bela Balassa, "The Purchasing Power Parity Doctrine: A 
Reappraisal," Journal of Political Economy (1964). 

57Dornbusch (1980), p. 151. 
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regimes as attempts must be made to idenufy the preciSt" level of exchange-rate 

adjusttnent required. In practical terms, this has to be based upon a pres umed 

equilibrium sOllle time in the pa st when Jt was feIt that the exchange rate (ruly rcllected 

purchasing power parity. In addition there are complIcatIons such a~ vanatIons in the 

speed of adjustments in prices and assetsSll which may cause sorne 'overshooting' in 

devaluation exercises. 

AIl the se considerations serve to underline the fact that, 

there is no simple objective test of whether or not a rate is 10 fundamental 

equilibrium. At best, esUmates of FEER rcquue ]udgements (hat in practtce 

contam subjective elements regardmg cyclical adjustment, the underlying 

capital flow and trade elasucltles. At worst, skeptlcs deny any hope of 

identifymg the fundamental equihbrium rate. 59 

This Vlew reflects the spirit of one expressed nearly fifty years earlier by Robinson, 

who said: 

It is now obvious that there is no one raIe of exchange which is the 

equilibrium rate correspondmg to a given state of world dcmands and 

techniques. In any given situation there is an eqUllibnum rate corresponding 

58See Rudiger Dornbusch, "Expectations and Exchange Rate 
Dynamics," Journal of Political Economy (1976). 

59vHlliamson (1983), p. 16. 
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to each rate of interest and the level of effective demand, and any rate of 

exchange within very wide limits can he tumed into an equilibrium rate by 

altering the rate of interest appropnately ... The notion of the equilibrium 

exchange rate is a ehimera. The rate of exchange, the rate of interest, the 

level of effective demand and the level of money wages reaet upon each 

other like the balls in Marshall's bowl, and no one is determined unless all 

the rest are given.60 

2.4 TRADED GaoDS AND THE LAW OF ONE PRIeE 

In recent times it has become the aeeepted practice to conduet balance-of-trade 

analysis in tenns of traded goods and non-traded goods. The implication for traded 

goods is that there is a fixed priee ratio hetween exportables and importables and 

indeed between any (WO prooucts included m these categories.61 The eonstancy of this 

relationshlp is argued on the basis that the mdividual country is usually small relative 

to the rest of the world and faces given pnces ln international markets.62 In addltion 

the aetivities of arbItrage and international competition ensure that the priees of traded 

goods do not diverge from international priees except in a fixed way detennined by 

transportation eosts, tariffs, etc. Non-traded goods on the other hand, are home goods 

6°Robinson (1949), p. 103. Emphasis in the original text. 

61See Guitian (1976) 1 Dornbusch (1980) and Corden (1983) 
for discussions of how traded goods are defined. 

62Dornbusch refers to this as the "dependent economy model". 
See idem (1980), chapter 6. 
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sheltered from the international market by tariff and non-tariff protection, transportation 

costs or other factors. The priees of these goods are determined by domestIc conditions 

of supply and demand and are completely independent of International priees. It IS 

usually assumed that the bulk of non-traded goods are services whlch must be produced 

and consumed in the same place. 

The assumption that the priee ratio between exportables and Importables is fixed 

allows us to treat aH tradables, mcluding both types of goods, as a single composite 

good. Similarly, non-tradables are treated as another composite. Consequently, in 

analyzing the effects of devaluauon, attention IS paid ta changes in the relauve prices 

of the two composItes of traded and non-traded goods. 

The vahdity of this procedure has been called lOto questIon by an empincial study 

undertaken by Isard. Isard found that "ln reahty, the law of one priee is flagrantly and 

systematically violated by emplrical data". 63 Furthermore Il was observed that 

"exchange rate changes substantially alter the relative dollar-equivalent pnces of the 

most narrowly defined domestic and foreign manufactured goods for WhlCh prices can 

readily be matched". These, relative pnce variations could not be dlsmlssed as 

transitory because in sorne cases they were found 10 perslsl "for al least several 

years".64 

Isard's findings are not surpnsing 10 the Imperfect market condmons prevalhng 

internationally where there is enough product differenuauon, at lcast in the perceptIons 

of consumers, to make for vanations in relatIve pnces among categories of traded 

63Isard (1977), p. 942. 

64Ibid., p. 942. 
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goods. Imperfections extend to the markets also in the sense of bottleneeks affeeting 

expansions in supply. 

In spite of Isard's evidence, it is arguable that the law of one priee holds validity 

in the context of small countries such as those of the Caribbean region. Firstly, Isard's 

evidence IS based on investigation of the USA. Japan, Gennany and Canada. These 

countries being large, it is not surprising that their domestic pnces may govern the 

determination of the prices of their tradables to a consIderable extent. It is arguable 

that this would not be the case for small countnes such as those of the Caribbean 

region. Secondly, as Isard observes, empirical evidence supports the law of one priee 

when applied to primary products even in the case of large countries. This is probably 

attributable to the faet that prirnary products tend to be fairly homogeneous. irrespective 

of their place of origin. The evidenee agamst the law of one priee is based on 

investigations of manufactured goods where the scope for product dlfferentiation is 

greater. Prirnary products constitute a substantial portion of the output of sorne small 

countries providing sorne basis for the validity of the law of one priee. 

2.5 THE EFFECfS OF DEV ALVA TION 

Having sketched the general features of the dominant balance of trade theories, we 

now narrow our foc us to consider the prescriptions of the different conventional 

approaches specifically with respect to devaluation. 

A useful starting point 1S to detennine what questions and problems devaluation is 

intended to address. For this purpose, attention is drawn to four configurations of 
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internal and external imbalance, which have been tdentified in the liternture and whose 

origins are usually traced to James Meade.M The four possible combmatlons are (i) 

unemployment/surplus, (ii)overemployment/surplus, (111) overempioyrncntldcficll, and (IV) 

unemployment/deficit. 

Two of these combinations, (1) and (Iii) abovc are dcscnbed as 'compaublc' 

because, in each case, it would take one consistent policy to chminatc both 

imbalances.66 For example, in a situation of unemploymenthllrplus, a policy of 

expansion would be required to attam both internai and external balance. The olher 

two combmatIons present 'pohcy dJlemmas' ln that the chmlnatlon of the imbalances 

require confllcting policlcs. For example, glven a situation of lIncmployment/deficit, the 

achlevement of internai balance wou Id require an cxpan!'1lOnary pohcy whlle the 

elimination of the deficlt wou Id call for a contraction ln dcmand 

For our purposes the really relevant pohcy dllcmma IS that prcsentcd ln (IV). The 

situatIon of overemployment/surplus would be an cmbarra'lsment of nches as far as 

LDCs are concemed and IS not known to be an eXlsung problcm among them in the 

1970s or 1980s. Our focus Will therefore be turned on the combmcd problems of 

unemployment/dcficit lt is rather 'itrange that the modeb Intcndcd to addrc~s this 

situation typically operate on the assumpl10ns of InItlal balance both Internally and 

externally. 

65See Dornbusch, (1980) Ch. 4, Krueger (1983), Ch. 3, James 
Meade, The Balance of Payments (Oxford: Oxford University Press, 
1951) . 

~6See. Krueger (1983). 
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2.5.1 Non-Monetary Models 

The effects of a devaluation on output and the trade balance can firstly he 

explored via an elasticities model.67 Important assumptions are that "world prices of 

importables are given and that the price of domestic goods is given".68 These 

assumptions ensure a "one-to-one correspondence between exchange rate depreciation 

and terms of trade worsening".fIJ It is also assumed that there is equilibrium in the 

trade account at the out set. The significance of this assumption will be made clear 

when we consider contractionary models. 

In the context of these assumptions, the Marshall-Lerner condition emerges as the 

critieal factor determining the outcome. This is the condition that the absolute sum of 

elasticities of demand of the two trading countries (in a simple two-country model) 

must be greater than unity. Once this condition holds, it is found that a devaluation is 

favourable both to output and the trade balance. The output increase induces an 

increase in imports which dampens but does not offset the improvement in the trade 

balance. A eritical assumption is that domestie priees are unaffeeted by the devaluation 

measure so that the relative priee change is not reduced. 

The move from elasticities models to absorption models involves largely the 

explicit recognition of sorne assumptions that have tended to he kept in the background 

67See Dornbusch (1980), Ch. 4. 

6B 1b1d., p. 62. 

69Ibid., p. 62. 
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in the former. 70 These assumptlons allow account to he taken of the income and 

expenditure repercussions of devaluation. 

It IS first of ail evident that there must be sorne good or market in the background 

to the elasucnies analysls "or else the model vlolates the budget constraint" 11 One 

interpretation IS ta assume that money 15 that addaional good but the more accepted 

approach is to assume a sector of non-traded goods. 

Secondly, the behavioural equatlons of the onginal forrnulal1ons were based upon 

the absolute priee levels of imports and exports. This is also incongruous in that the 

real effects of a trade mode 1 require a change 10 a relative priee. For this reason it is 

necessary ta assume that sorne nominal quantity is bemg he Id constant. Sorne nominal 

variables that could be he Id constant lOclude money mcome, money cxpcndJture, wagcs, 

the price level or pnces of a partIcular cIass of comrnodiues n Jones and Corden, for 

example, choose ta hold the money wage rate constant 1J 

From arnong the array of vanables ta hold constant, Dornbusch chooses the 

nominal priee of home goods. This IS kept constant by the deliberatc action of fiscal 

policy. It is shawn by Domsbuch ta be of matenal Importanœ WhlCh nommai variable 

is being held constant. 

Accordingly, the set of assumptions that are appended to the usual rnodel are: 

10See Dornbusch (1980). 

llDornbuseh (1975), p. 860. 

?lIbid., p. 861. 

13See Ronald W. Jones and W. Max Corden, "Devaluat ion, Non­
Flexible Pr iees, and the Trade Ba lanee for a Small r::ount ry", 
Canadian Journal of Economies, (1976). 
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(i) a nominal price of home goods that is maintained constant in each country by 

fiscal polic)', 

(ii) a unit marginal propensity to spend on non-traded goods, 

(iü) zero cross price effects (substitution effects) between traded goodS.74 

On the basis of this model, Dornbusch finds that fla devaluation unambiguously 

irnproves the trade balance of the devaluing countryfl.7S The question of the output 

effect is averted by the assumption of a fiscal policy that maintains internal equilibriuM. 

It is pointed out that "it is essential to the suecess of a dcvaluation that there be an 

internai balance policy that validates the relative priee changes by a reduction in 

absorption at home and an increase in absorption abroad".76 

This last point underlines the importance of the assumption of continuous internal 

balance. The initial impact of the devaluation is to shift demand towards non-tradables 

which may cause their prices 10 rise. This suggests the need for a deliberate policy to 

tax incorne and thereby maintain the prices of non-tradables constant. Otherwise the 

ri se in the priees of the latter would vitiate the effects of the devaluation. One 

conclusion that can be drawn is that, unfortunately, this analysis is not directly 

applicable to a situation where high unemployment 1S a major feature. 

One point worth stressing is that a dec1ine in the standard of living, in the fonn 

of a reduction in real wages, is an inevitable cost of improvement as a result of a 

devaluation. It is argued that the policy is necessitated by downward rigidity in money 

74 I bid. , pp. 861-2. 

75' b' d p. 865. 
f 

l 1. ., 

1, 76Ibid. , p. 866. 
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wages, otherwise adjustment ta imbalanee would be spontaneous. On the other hand, 

'real-wage resistance', i.e., downward Inflexlbility of real wages would frustrate a 

devaluation measure. It is questionable If 'real-wage resistance' can be a long-run 

feature in the presence of rismg unemployment. 

A possible solution to the problem of real-wage reslstance would be to subsidize 

labour. This would drive a wedge between the wage reeeived by labour and the cost 

of labour ta firms. However, this solution has the drawback of "substituting a 

budgetary problem for a real wage problem". n 

With respect to the ill1I'e typical absorption model, referred to as the 'depcndent 

economy model', we may conslder the conclusions of two interpretations.7t! These 

models are based on the dIstinction between tradable goods on the one hand, and non-

tradable goods on the other. Tradables are definea as goods which "have their 

domestic priees determined broadly by the world market, ... " Non-tradables are goods 

and, especially services, "the prices of which are deterrnined by supply and demand 

domestically".79 In order to treat tradables as a compOSIte good, it is necessary to take 

the relative prices of all categories in this group as glven. 

The process by which devaluation affects the economy in the se models depends on 

tl~e changes in the price of tradables relative to those of non-tradables. It IS assumed 

that a devaluation raises the relative price of tradables. This attracts productive 

resourees to that category of goods white reducing the demand for them. Non-

77 I bid. , p. 74. 

7BSee Ibid. 1 Ch. 6; Corden (1983) . , 
~ 79Corden (1983) 1 p. 8. 
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tradables, meanwhile, are subject to a reduetion in suppl Y and an inerease in demand. 

The eombination of these forces acts to reduee the excess demand for tradables which 

is the manifestation of extemal imbalance. 

The assumptions about the ways in which external 1mbalance IS manifested differ 

between these models. It IS worth reiterating that Dombusch is making the extreme 

neoclassical assumption of "full and instantaneous wage and priee fIexibility, thus 

ensuring full employment".80 It is also assumed that initially, there is external balance. 

These assumptions appear ironIe because they dlspel the very motivation for a polie y 

intervention such ~s a devaluation. 

Dornbusch observes that "trade balance problems are either a reflection of 

imbalance between income and spending (Y -E) or of a disequilibnum in the home 

goods market".81 He proceeds 10 assume that ineome is identically equal 10 expenditure 

and therefore external imbalance is represented by diseqUllibrium ir the home-goods 

market. Corden takes the alternative route of assuming eqUllibnum in the market for 

home goods. An external imbalance is therefore reflected by an excess demand for 

tradables. Bnngmg tradables and non-tradables together, it is eVldent that external 

imbalance would be reflecteà by expenditure (or absorption) exeeeding incorne. It is 

worth noting that Corden cI',nducts his analysis in terms of the current account, not just 

the trade account. 

The differing assumptions underlying these models provide the basis for 

conclusions of varying interest. The Dombusch model considers a relative price change 

8°Ibid., p. 104 (emphasis in the original). 

B1Dornbusch (1980), p. 102. 
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(such as that caused by a devaluation) between tradables and non-tradables in response 

to extemal imbalance. It is to be noted that the external Irnbalance IS reneeted in an 

excess supply of home goods By assumption, there IS never any mternal ll11balance, a 

rather extrerne simplification. It is found that the relative pnee change has amblguous 

results WIth respect to the balance of trade. Measured in terrns of home goods, total 

expenditure and incorne ri se. whlle they fall ln tenns of traded goods. Given the fact 

that the domestic price level would be an mdex of the pnces of these two catcgones of 

goods, Il is evident that the outcome ln tenns of output is arnblguou<;. In other words, 

it is indicated that startIng from a position of mternal balance and external deficIl, 

external balance can be achleved by a devaluatlon but wnh arnblguolls reslIlts showing 

up wlth respect to output. 

Corden's analysis aIso provides sorne interestmg conclL;slOns. It IS 10 he recalled 

that the externaI imbalance takes the fonn of an excess dernand for tradables. An 

apparently reasonable solutIon would be to use monetary and fi'ical pohcy to restrain 

this demand. However, that action would also affect non-tradables As~uming pnces to 

he sticky downwards, unernployment would resuit and external balance would be 

achleved at the expense of lmernal balance. 

To addre~s the problem, Corden invokes the well-known doctnne attnbuted to 

Tinbergen. that the number of Instruments must he eqllal the nllmber of objectives. In 

this case, monetary or fiscal restramt IS needed to reduce ab~orpti()n and a '~wltching' 

policy such as devaluation IS requlred 10 'iwltch demand from tradables to non-tradables 

and thereby obviate the precIpitation of an mternal Imbalance In praC!lce, lt is to be 
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noted that a devaluation also has disabsorption effects. This complicate~ the question 

of detennining what are the levels of both devaluation and rnonetary restramt required. 

To sorne extent, the problem addressed by Corden flows from his assumptions. 

Since he stans from a posinon of internal balance,82 I[ is necessary for expenditure 

switching to be accompamed by disabsorption pohcies. It seems reasonable to argue 

that in the more re?hstic crrcumstances where the external deficit is accornpanied by 

substantial unemployment, a devaluation need not be backed ap by monetary and fiscal 

restraint. The devaluation does have a certaIn amount of dis absorption effect and lhere 

is presumably no short-run di fficllltY 10 obtaining the additlonal resources required by 

expenditure swltching. This is an important practical Issue because, as we shaH see in 

chapter three, a cnticlsm of IMF-type stabllization programs 1S the tendency to insist 

on monetary restraint along with devaluation. 

2.5.2 The Monetary Model 

The effects of a devaluanon are analysed through the monetary approach in a 

large number of models.83 These models typically assume full employment, flexible 

pnces and wages, and money as the only asset. The assumpuon of conunuous full-

employment c:quilibrium detracts sornewhat from the mterest of th~ mode 1 because the 

question of contractionary or expansionary effects on output ne ver arises. Output is by 

S2I.e., full ernployrnent equilibrium where "increased output 
of sorne industries ean only be brought about by redueing the 
resources avai lable to sorne other industries", requiring "sorne 
change in relative priees". Corden (1983), p. 8. 

83See for exarnple: Dornbusch (1973, 1980); Corden (1983); 
Guitian (1976); Polak (l977). 
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assumption constant. 1Io4 We are therefore interested only ln balance-of-payments effccts. 

The assumpuon of priee fleXlbility also mvializes the analysls somewhat becausc m 

these circumstances there IS not much reason to undertakc an exchange-rate change in 

preference to monetary-pohcy actIon. 

In analysIng the effects of a devaluation, the monet,rry approach cmphaslzes the 

effect of rnoney suppl Y changes of spendmg vIa the real balance effect. The balance of 

payments IS detenmned by the dlfference between total Incorne and total ~pending, ail 

in nominal renns When thls relatlonshlp 15 positive, the balance of paymcnts 1., ln 

surplus. Relative priees also play a raIe 10 determmlOg the comp()',ltlon of pnxiucuon 

and spendmg between tradables and non-tradables This too has !'Iome relevance for the 

balance of payments. 

Starting from mitial external balance (as generally a~sl1med by these models), a 

devaluation WIll cause a rise in the domestlc pnces of traded goodli. ThiS means that 

the domestIc priee level rises unarnblguously Slnce the pncc~ of non-traded good\! elther 

nse or rernam the same. The nse ln the pnce level reduce~ the rcal value of money 

holdmgs and ~ets off a process of hoardmg AccordlOgly spcnding 1'\ redl1ccd and so 

Incorne IS now greater than spendmg. Accordlllgly the balance of payments goes Into 

surplus propomonate to the rate of hoardlng. 

The story does not end here however. Assuming that thcre IS no stenlizauon by 

the monetary authoriues, the surplus means that the domesuc money suppl Y l'i 

increasmg. This IS where the pnce specle-flow mechanism cornes mto play. Increased 

84Guitian (1976) manages to assume full-employment and, at 
the same time, the possibil~ty that productive services could 
vary in response to factor priees. 
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money supply leads to increased spending and rising priees. Eventually balance 

between incorne and spending IS restored and the balance of payments is once again in 

equilibrium. 

Two observations emanate from this analysis Flrstly, the effeet of a devaluauon 

on the balance of payments is seen to be transirory In this framework. Secondly, there 

is one sigmficant result of the whole process, namely that forelgn exchange reserves are 

increased. lndeed, Guinan rnakes the pomt that the questlon of whether or not the 

economy IS 10 a general equihbnum de pends on how satIsfied the authonnes are about 

their new level of reserve holdmgs.85 Another change to note IS that, at the end of the 

process, the general pnce level IS hlgher and this rnay have side-effeets Wlth respect to 

incorne distrIbutlon, for example. 

The role of the monetary authoriues is also brought into focus. We have assumed 

the rnonetary authonties dJd not 10terfere with the money creatIOn process. le can be 

shown that if they increased the money supply equiproponIOnately with the devaluation, 

there would be no balance of payments effects and the only change would he an 

increase 10 the pnce leveI. There is the ImplicatIon that the only way a deficlt could 

be sustalned IS If there 1S contInuous eredIt creatIOn In excess of the growth of money 

demand. This lS the underlymg th10kmg which leads practltloners of thiS approach to 

attnbute balance of payments problerns ta 'm1smanagement' of monetary pohcy. 

Another aspect brought out lS that a devaluatIon may be a response to a situation where 

85See Guitian (1976), p. 73. 
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the currency IS 'overvalued' because of past price mcreases. ln thiS way lt insulates 

the international transactions from the consequences of domestlc pnce nses.1Il> 

A few considerations an<;e which are borne out by both the absorption and 

monetary approaches. A devaluation can be 'Ieen 10 have both expcnditure-"wllchlng 

and disabsorption effecls. In the monetary approach, the swltchmg effecl'\ re~ult from 

relative pnce changes whilst dlsabsorpuon is a consequence of the nse In the gcneral 

priee level. Where monetary restramt has to accompany a devaluatlOn, there IS a 

problern as ~o how severe this should he and Corden suggests that monetary rcsrraint 

should be graduaI. ThIs matter has sorne relevance 10 the Issue of 'ovcrkIlI' to be 

considered in the next chapter. 

Exammauon of devaluauon effects also sho' vs up the mevltaole real co<;ts of 

macroeconomlC adJustment. Sorne of that real cost conslsts of the reductlon ln real 

wages and standards of hVlng which I~ a necessary condillon for devaluauon to achteve 

its targets. As Corden points out, "To make devaluauon nece~,ary money-wages have 

to be mflexible, and to make it effective real wages have to be flexIble. "87 What thls 

means is that If money wages and other pnce~ are flexible. adju~tmcnt to eqlllhbnum 

would be automauc or cou Id be achlcved by monetary poltcy. Whcn (a<; I~ often the 

case) money wages are ngld downward'i. monetary deflatlon would result :n reduced 

output and employment as sIdc-effects DevaluatIon may he called for as lt allows 

money wages to be mamtamed whllst real wages are reduced. 

e6Ibid., p. 73. See also Corden (1983). 

9"Corden (1983), p. 32. Emphases ln the or ig l.na 1. 
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However if real wages are oot flexible (as in the case of sorne automatic wage 

indexation against devaluation los ses), a devaluation WIll not improve the trade balance. 

It is clear that money illusion is an underlymg assumptlOn of this analysis as people 

who would not accept a money wage decline must be willing to accept a real wage 

reduction. The analysls mcorporates the judgement that a eut ln real wages is more 

politically feaslble Via priee mcreases than cuts ln nominal wages DevaluatIOn 15 seen 

as useful because it offers a way of raISlOg pnces and thereby reducmg the real wage, 

providing nominal wages are resmuned. The alternatIve may be direct deflatIon, WhlCh 

may be resisred and may also cause unemployment If money-wages are mflexible 

downwards. 

In terms of the efficacy of devaluation. the overall plcture emerging from the 

literature IS not very favourable. The results of the analysls rest heavily on the 

assumptIons about the features of the economy and about whlch nommaI variable is 

he Id constant. We have seer the ambiguous results suggested by the models of 

Dombusch. In addition, we may conslder the mode! of Jones and Corden, which pays 

explicIt attentIon to the shares of labour and capItal 10 producuon.88 On the assumption 

that fiscal pohcy 1S deslgned to keep nommaI wages constant, a devaluauon raises the 

cost of capItal. Consequently, goods that are capItal-mtensive expenence an increase m 

priees relative to labour-mtensive goods. If, therefore, tradables are labour-intensive, 

their relatIve pnce falls instead of nsing, stimulating an e.xcess demand for them and 

thereby causing the extemal deficit to worsen. 

88Jones and Corden (1976). 
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This is only one of the models WhlCh mdicate the possibihty that a devaluatlon 

could have unfavourable balance-of-payments effects. Consequently, one senses 

wldespread skepuclsrn even 10 the rnamstrearn hterature wlth respect to the efficacy of 

devaluauon. Decades ago, Johnson rernarked that "hl~toncal e'{pencnce can he adduced 

in suppon of the propositIon that devaluauon IS a doublful remedy""'l for balance-of-

payrnents disequIllbrium. More recently, an IMF offiCial ha~ admltted Ihat whether a 

devaluauon "will IaIse overall efficlency and production is ~tlll an open questlon".~ 

2.6 CONTRACfIONARY EFFECTS OF A DEVALUATION 

Considerable impetus has been glven to skepncal views about devaluation by an 

article written by Krugman and Taylor. 91 nus article has mvesugated conditions under 

WhlCh a devaluatIon will cau~e output to decline. It draws heavIly on the long-

neglected analyses of Huschman and Dmz-Alejandro.'12 Hlrschman demomtrated that 

the ex.istence of a deficit pnor ta a devaluallon made a contract!onary outcome hkely. 

Diaz-Alejandro Investigated the Incorne distributIon effects of devaluatlOn and showed 

89Johnson (1968), p. 386. 

)'Mohsin S. Khan, "Macroeconomic 
Countnes: A policy Perspective," 
Observer, (1987), p. 37. 

AdJustment 
The World 

ln Deve loplng 
Bank Research 

':Paul Krugman and Lance Taylor, "Contractionary Effects of 
Devaluat1on," Journal of Intprnatlonal EconomlCS (1978). 

?2Hirshcman (1949) and Dlaz-AleJandro (1963) . These 
analyses had been relatively neglected by the llterature. One 
analysis WhlCh followed them up before that of Krugman and Taylor 
(1978), however, was that of Cooper (1971). 
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them to he conducive to contractionary effects. The Krugman-Taylor mode 1 has been 

subjected to criticism by James Hanson93 for its structuralist assumptions. We shaH 

explore these analyses and criticisms. Attenuon wIll also be drawn to other adverse 

aspects of devaluation in the context of LDCs, discussed by Cooper.94 

Hirschman observes that most analyses of the effects of devaluation stan from a 

position of mitial equilibrium with respect to the trade balance. The Marshall-Lemer 

condition IS relevant only to the case where initial balance is assumed. It is interesting 

to find thal, given initial dlsequilibrium In the trade accounts, the implications for trade 

balance differ dependmg on whether it is specified in domestic currency or foreign 

currency terms. Given an inItial deficIt, the sum of demand elastlclties is required to 

be less than unit y to cause an improvement in the trade balance m foreign currency 

tenns. In the case of a trade surplus, the demand elasticitles are required to be above 

unit y to show an Improvement. 

Moreover, an improvement in terms of foreign currency, starting from an initial 

deficit, may be accompanled by a deterioration in tenns of domestic currency. One 

implication of thlS analysis IS that "the greater the disease (I.e. the pre-devaluation 

relative import surplus), the hkelier il IS that devaluation wIll provide at least a partial 

cure".9S On the other hand, it is pomted out that the ratio of exports to imports 

provides an indication of the size of adjustment required, i.e., the same absolute import 

93James A. Hanson, "Contractionary Devaluation, Substitution 
in Production and Consumption and the Role of the Labour Market," 
Journal of International Economies (19B3). 

94See Cooper (1971). 

95Ibid., p. 53. 
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surplus will generally he more difficult to eliminate if it represents one-half than If it 

represents one-tenth of total imports.'l6 

Diaz-Alejandro focusses on the incorne dIstributIonal effects of a devaluation. It 

is argued that a devaluation increases the pnce of traded goods 10 terms of domestlc 

currency by the amount of the devaluatIon Itself. Assummg tïxed money wages. Ihis 

arnounts to a redistributIon of mcorne 10 favour of the capltah~ts ln the sector 

producing tradables. On the usual assurnption that capltalists have a lower marginal 

propensity to consume than workers. thlS leads to a fall ln output. At the same time. it 

is likely that the balance of trade will Improve although It is possible 10 have a 

deterioration ln thlS as weil. 

The analysls of Krugman and Taylor essentIally combines those of Hirschman and 

Diaz-Alejandro outlined above. Thelr only innovation is 10 conslder the contractIonary 

effeets of a redlstnbution of mcorne frorn the private sector to the government as a 

result of ad val6rem taxes on exports and irnports. It is assumed that the govemrnenl 

has a "savmg propensity of umty In the short-run"'17 and so thiS redIstribution tends to 

be eontractIonary. 

Wnh respect to the case of an mmal deficll. the Impact of the price Increases of 

traded goods IS to reduee real income. Wuh respect to the distributional effects. It is 

shown that "the elastlclty of output . WHh respect 10 devaluauon IS proportional to the 

difference in margmal propensnies to consume, ... "98 Assuming workers to have a higher 

96Ibict., p. 53. 

97Krugrnan and Taylor (1978), p. 446. 

98 lb i ct., p. 450. 
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Krugman and 

Taylor also consider the case of an export tax and find a devaluation to be 

contractionary. This case has particular relevance for agricultural exports which have to 

be sold to the state at fixed prices entailing a marginal tax rate of one and 

consequently a strong fiscal drag on output. 

Krugman and Taylor take the view that "in the short-run the balance of payrnen!s 

deficit is 'structural' ,that is, both imports and exports are not very sensitive to price 

changes for a given level of dornestic OUtpUt."99 Consequently, the model incorpora tes 

sorne rigidiues with respect to producnon and substitution and this has been the basis 

for sorne cntlClsm. It IS adrrutted that given the structural rigldities, the only way to 

improve the balance of payments is through econOffilC contraction. 

Krugman and Taylor do not think that devaluatio,l should be discarded as a tool 

of stabilization. However, the pnncipal conclUSion emerging from their analysis is that 

since devaluation is contractionary, it should not be accompanied by other policy 

measures of restraint. This, in their opinion, would amount to "piling deflation on 

deflation." Rather, governments should resort to borrowmg and aid to finance measures 

aimed at "eliminating structural difficulties by expansion of traded goods production in 

the medium run".lOO In other words, devaluation should be part of a rnedium-tenn 

effort to restructure the economy with sufficient external finance made available to 

make the restructuring feasible. 

99Ibid., p. 454. 

looIbid., p. 455. 
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Hanson (,'t'Îticises the Krugman and Taylor analysis mainly on the rigidity of its 

assumptions. He argues that one reason for the contractionary result is the neglect of 

the "possibilities of substitution 10 production and consurnpl1on". 101 ln particular, 

Hanson argues that a devaluation is effective In achleving ~orne expansion 10 exports in 

the short-run. It is worth noting that this conslderal1on was acknowlcdged by D13Z-

Alejandro who observed that "if sorne elasticity were allowed to the productIon of F 

with respect to the mcreases in its pnce, a decrease In domestic output following a 

devaluation would become less likeIy."UJ2 However, both DIaz-AlcJandro and Krugman 

and Taylor defend the view that in the short-run, thc eXIstence of rigidlties, which 

Impede the possibilities for substitution, IS a pract!cal reality JO LDCs. 

A second cnticism by Hanson pertains to the assumption made by Krugman and 

Taylor with respect to monetary poli~y. The latter assume that monctary policy is 

designed to keep the interest rate pegged at a given value. This imphes an expansion 

in the money supply, which wou Id be associated with reserve los ses that would he 

ultimately unsustamable. 

These criticisms Iead to the general view that the root of the deficit may be the 

policies heing pursued and therefore a contraction of output may he pan of the 

solution. Hanson argues that, 

.OlHanson (1983), p. 187. 

l02Diaz-Alejandro (1963), p. 578. F stands for what Diaz-
, Alejandro refers to as "a single Hicksian composite good" 
1 consisting of exportables and importables. 
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Aggregate demand eventually will have to decline relative to supply and the 

temptation to measure losses from such an unsustainable peak should he 

avoided,... a reduction in aggregate demand is generally necessary in such 

situations and thus there is no reason either to eHmmate a devall1ation from 

the polie y options because it may be contractionary, or to take (lffsetting 

monetary and fiscal actions. 101 

54 

This is consistent with the view often expressed by the multilateral ageneies that a 

balance-of-payment crisis may have heen caused by inappropriate domestic policies and 

therefore sorne contraction is a necessary and desirable part of restructuring (see chapter 

three). 

Hanson also criticises Krugman and Taylor for suggesting that borrowing ~hould 

be resorted to in order to avoid the contractionary effects of devaluation on the grounds 

that, in most cases, the government would probably aIready have utilized this option to 

the fullest before the situation reached a critical stage. 

In addition te the points raised by Hirschman, Diaz-Alejandro and the others, 

Cooper104 has pomted to a number of other factors that will present difficulties in the 

effort to achieve improvements in output in the short-run in the context of LDCs. The 

success in promoting an expansion in capacIty by devaluation depends cntlcally on a 

perception of durability, i.e., on investors expectmg the "improvement in their position 

l03Hanson (1983), pp. 188-89. 

l04See Cooper (1971). 
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to last" . lOS This is important since investors may he faced with the drawn-out task of 

establishing new products in unfamiliar foreign markets. These are important 

considerations in the context of many LDCs. Often their exports conSlSt of products 

which are not consumed at home (e.g., bauxite) and therefore export expanslOn 

inevitably involves increasing capacity (instead of compressmg domestlc consumption) 

or embarkmg on the production of new goods (e.g., non-tradltional exports). 

Devaluanon may also be associated WIth speculative effects. If it is anticipated, 

stocks are lncreased and sWlftly run down after the devaluation so that the initial 

impact IS a decline 10 output. In addwon, a devaluation causes a proportlOnal increase 

in the value of the external debt in terms of dornestic currency and this can adversely 

affect the avrulabiluy of credit. There may be a credit squeeze arismg from the initial 

trade-ba!ance detenoration in local currency tenns which WIll be adverse to output. 

Cooper has drawn attention to two funher sets of clrcumstances which alter the 

realistic prospects emerging from a devaluauon Flrstly, devalua.Lion may typlcally be 

introduced to replace eXlsting restrIctions such as Import controis and quotas. Secondly, 

devaluauon is usually mtroduced in LDCs as part of a package and HS effects must be 

considered In that context. For cxample, the package may mc1ude hberahzatlon of both 

trade and capItal flows and these could complicate the convennonal plcture by 

introducing a further tendency towards a balance-of-payments deficlt. 

l05 I bid., p. 14. 
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2.7 CONCLUSIONS 

We are left with the question of how ultirnately to evaluate the uses and 

effectiveness of devaluation on the basls of the vanous theoretical analyses we have 

looked at. 

In general, one finds no serious confllcts in prescriptIons emerg10g from onhodox 

Keynesian as opposed to monetary models. Orthodox models depIct devaluation as 

bemg favourable to output growth and the closmg of the balance-of-payments gap by 

switching domesuc demand away from traded goods whIle promotmg their production. 

It IS panlcularly recommended 10 a situatIon where money wages are inflexIble 

downwards. If money wages are flexIble and assummg that the Imbalances are 

compatible (as descnbed 10 sectIon 2.5), conventional rnonetary and fiscal pohcles 

would be adequate. 

Where money wages are inflexible downwards, a devaluatîun has the additional 

propeny that 1t can lower the real wage without the necessity of rnoney wage cuts. A 

flexible real wage IS a sine qua non for the effecnveness of devaluatIon. This suggests 

that sorne element of 'money IlluSIOn' IS at the hean of de valuation analysis. It also 

draws attention to the fact that the real cost of devaluation in the shon-run IS a decline 

in the standard of living of wage and salary eamers. 

The harmomous view of the effects of devaluatlon has been questioned by 

Hirschman, Diaz-Alejandro, Cooper, and Krugman and Taylor. They have argued that 

a devaluauon will have contractionary effects on output if, as is usually the case, it is 

taken when the economy 1S in a balance-of-payments deficit. In addition, a devaluation 
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tends to redistribute incorne towards capitalists which may he adverse to output in the 

short run. 11us does not mean that the instrument should be abandoned. Rather, 1t is 

suggested that !tH may sometimes be deslrable to accompany devaluauon with modestly 

expanslOnary pohcies" .106 ThIS IS dlametncally opposed to the conventIonal 

prescriptIons In the monetarist view, an expansIOnary monetary pohcy accompanymg a 

devaluation will tend to neutralize Hs effects. 

Krugman and Taylor, In parncular, suggest that govemments should seek foreign 

assistance as part of a stabihzatIon package to help them oven::ome the structural 

difficulues presented in the short run Speclfically, lt IS stated that "the government 

should beg or borrow to meet the short-term deficit and work toward eliminaung its 

structural difficulties .. " 107 

The Krugman and Taylor article is important in stressing the structural nature of 

many balance-of-payments problems in LDCs. Theu solution therefore reqUIres more 

than the stralghtforward macroeconomlc prescnpuons. In additIon the analysls draws 

attention to the short-run costs in terms of employment eqUlhbrium of achleving 

external balance ThIS IS a serious problem in reahty because lt undermmes the basis 

for balance-of-payments llnprovements to be ~ustamabk It gIves nse to economlc and 

poliucal problems wInch tend to reverse the short-run external gams. 108 

We have so far neglected an aspect of the analysls of devaluatlOn which is of 

much current relevance. It IS the preoccupauon wllh , liberahzauon , of trade regimes as 

,C6Cooper (1971), p. 19. 

·C7Krugman and Taylor (1978), p. 455. 

:OBSee Cooper (1971). 
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a means of solving the current problems of developing countries. This subject belongs 

in the discussion of devaluation in the context of stabilization programs to which we 

turn in the next chapter. 
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Chapter 3 

3. DEVALUATION IN A ST ABILIZATION CONTEXT 

3.1 INTRODUCTION 

In the last chapter we looked at the theoretical issues relating to devaluation 

somewhat 10 isolation. It is important however to to place the diSCUSSion of exchange­

rate analysis WIthin the context of the 1970s and 1980s. This IS a highly contenUous 

subject in the economics profession and bears dlrectly on pohcy prescnptions and 

stabilization programs for developing countries. Many of these eountnes face senous 

problems of low or stagnant growth, severe balance-of-payments dlseqUlhbna and 

stranghng debts. The orthodox prescnptlOns fOI the solutIon of these probIerns usually 

come ln a package of pohey recornmendauons. DevaluatIOn, although a typlcal 

recommendatlon, IS only one of the Instruments prescnbed and has to be analyzed wlth 

the rest of the package in mmd. Here we bnetly survey the devaluation Issue In the 

context of recent stablhzatlOn programs. 

International instltutlons, notably the IMF and the World Bank, are major agents 

in stabilizauon efforts. Developmg countrles fac10g CriSIS conditIOns are forced to 

approach the IMF 10 order to pave the way for further external credits. The IMF is 

ther,efore able to make recommendatlons for finance from a position of strength and has 
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starnped its mark on stabilization programs. The issues of IMF conditionaliries and 

associated policy recommendations have becorne an area of great controversy which has 

not been laid to rest by the theoreucal hterature. These Issues are a1so of concern to 

the developmg countries thernselves and 10 the OECD countnes as pnmary creditors 

and donors with strong control within the Bretton Woods lnstltutlons. 

We shaH attempt to analyse the devaluation Issue in connectlon and interactlon 

with the other elements of stabllization pohcles, whlle trying to keep tt the main focal 

pOInt. We shaH he interested partIcularly 10 the Issue of 'overklll'.1 This ungainly term 

IS used here to refer ta the tendency for the cantractianary effects of a devaluatton ta 

be aggravated by the mSlstence that the devaluatIan be backed by deflatIonary 

demand-management palicles WhlCh cause extemal balance ta be achieved at severe 

costs in terms of the standard of livmg and prospects for the resumpuon of growth. 

We begm by outhning the general settmg ln section 3.2, showing the shifts in 

emphasis wlth respect [0 development and trade strategies that hdve mfluenced 

approaches to stabilizatlOn and adjustment pohcles. In sectIon 3.3, we present the 

arguments generally used by advocates of devaluation and the typical stablhzatlon 

package. SectIon 3.4 exammes sorne of the criticlsms and reservations raised with 

respect to these Issues. Finally section 3.5 presents sorne concluding remarks suggested 

by the discuss10n. 

lThis term has been attributed to Carlos F. Diaz-Alejandro, 
"Southern Cone Stabilization Plans," in Cline and Weintraub eds., 
Economie Stabilization in Developinq Countries (Washington, D.C.: 
The Brookings Institution, 1981), by Sidney Dell, "Stabilization: 
The Political Economy of Overkill, Il in Williamson ed., IMF 
Conditionali ty, (Washington D. C.: Institute for International 
Economies, 1983). 
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3.2 THE SEITING 

The emphasls on devaluation and the other elements of stabilization packages is a 

reflection of a major shift in the orthodox approach to development economics. This 

approach has been charactenzed by a renewed emphasls on the priee mechamsm as the 

basls for achlevmg optimal resource allocatIon and, thus, growth and development. 

This marks a eontrast with the structurahst approaches of the 1950s and 196Os, whlch 

emphasized investment and saw a major role for the public sector. 

In order to put ln perspective the dlrectlon that CUITent orthodoxy In development 

economlcs has taken, it IS best to start by lookmg bnefly at the theones of the 1950s.2 

It was beheved that the example of the developed countnes pomted to a high degree of 

mdustriahzatIon as the princIpal charactenstic of economlC development. Rapid 

industnalization (in order to 'catch up') was considered to reqUlTe an acceleration of 

capItal accumulation. The capital fonnatlOn reqUlred was consldered to be 'lumpy' and 

assocIated WIth large 'mdlvisibilities') and externahtles. Market pnces were thus 

considered to be a poor guide to socially optimal mvestment declsions. The role of the 

2See for example, W. Arthur Lewis, "Economic Development 
with Unlimited Supplies of Labour," The Manchester School (1954). 
Reprinted in A. N. Agarwala and S. P. Singh, The Economies of 
Underdevelopment, (Bombay: Oxford University Press, 1958); W.W. 
Rostow, The Stages of Economie Growth: A Non-Communist Manifesto, 
(Cambridge: Cambridge University Press, 1960); Paul N. 
Rosenstein-Rodan, "Notes on the Theory of the 'Big Push'" in 
Howard S. Ellis ed., Economie Development for Latin America 
(Londen: Macmillan and Co. Ltd., 1961). 

3See Paul 
Underdeveloped 
(1961) . 

N. Rosenstein-Rodan, Il Internat ional Aid for 
Cou nt rie s," :..cR""'e;...:v.....:l=-· e:::;.w.:..:....-....;o:::...:,f--.-:E=c..:::o..:..n:..;:o::.;.m.:.:..;l=-· c::::..;s==---=a.:..:n.::::d:-..=S....:t::.,:a:;..:t::..;l::.,:· s=-t=i.;::e=s 
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public sector was stressed since much of the required infra-structural investment was of 

the type which would not usually attract private capital. Employment generatlon was 

aIso a central .... bjective, as stressed m LeWIS' outstanding article. 4 Inflation, on the 

other hand, was not percelved as a senous problem. A notable variant of the structural 

approach was the 'two-gap' model which emphaslzed the structural constramts in 

converting domestic savings mto forelgn resources and promoted the need for medium 

to long-term capital mflows into developing counoies.s 

One consequence of the se analyses was a tendency towards import-substitution 

industriaIizauon (ISI). Most of the models were inward-looking except to the extent 

that they consldered the need for capital assistance. As a pracncal matter, import 

substitution seemed 10 offer an ObVIOUS basIs for achleving the desired rapid growth in 

industriahzatton. ThIS outlook was also fostered by the argument that import 

substItution was a natural process in the expenence of countries 10 the course of 

development. 6 

There was one branch of development thmking that emphaslzed trade maUers from 

the outset, however. ThIS was the Latm Amencan schooI, in which Raul Prebisch was 

a prime moyer, WhlCh argued that, as pnmary-producmg countries, there were 

4See Lewis (1954). 

5See Hollis B. Chenery and Alan M. Strout, "Foreign 
Assistance and Economie Development, Il American Economie Review 
(1966) . 

6S ee Hollis B. Chenery, "Patterns of Industrial Growth, Il 
American Economie Review (1960); Hollis B. Chenery and Lance 
Taylor, "Development Patterns: Among Countries and Over Time, " 
Review of Economies and Statistics, (1968). 
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fundamental tendencies towards a deterioration in the terms of trade of developing 

countries with adverse consequences for development.1 These arguments became 

associated WIth efforts to rnount preferenual trade measures such as the Generalised 

System of Preferences and to desIgn commodity pnce stabilizauon schemes at the 

international level as means to promote the development of the LDCs. 

Against the background of such Ideas, ISI flounshed as a development strategy in 

Latin Amenca, East Asia and elsewhere. The mItIal successes of thlS strategy boosted 

its acceptance as developing countrIes experienced respectable growth performances in 

the 1950s and 196Os. It should he pomted out, however, that at the conceptual level 

sorne tensIons were begmning to be expenenced between the , structuralists , and 

'monetarists'. Indeed, It has been observed by several wnters that the debates of the 

1950s and 1960s foreshadowed theoretlcal dIscussIOns that preoccupled mainstream 

economics somewhat later.8 

Starting In the late 196Os, sorne development econornists influentlal wlth 

policy-making bodies 10 OECD countries started to emphasize a market-oriented 

approach to development econorrucs.9 Thelf main recommendations may be summarized 

'See United Nations Economie Commission 
The Economi..:: Development of Latin America 
Problems (New York: United Nations, 1950). 

for Latin America, 
and its Principal 

8S ee , for example, Diaz-Alejandro (1981) and Alejandro 
Foxley, "Stabilization Policies and Their Effects on Employment 
and Income Distrlbution: A Latin American Perspective," ln Cline 
and Weintraub eds. (1981). 

9S ee , for example, Harry G. Johnson EconomlC Policies 
toward less Developed Countries (Washington D. C.: Brookings 
Institution; 1967); ran Little et al. Industry and Trade in Sorne 
peveloping Countries (Oxiord: Oxford University Press for OECD, 
1970); Bela Balassa, Policy Reform in Developing Countries 
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as follows: 

(i) Outward-oriented growth and liheraIization instead of inward-looking 

industrialization. 

(ii) Greater reliance on the priee mechanism. 

(iü) Emphasis on the promotion rather than the protection of industry. 

(iv) A larger role for the private sector. 

(v) The maintenance of an 'equilibrium' exchange rate. 

It can he seen that there is considerable overlap in tenns of the implications of 

the se policy prescriptions. Outward-oriented growth implies greater emphasis on 

exports as the main engine of growth In preference 10 an Import-substltutlng type of 

industnaIizanon strategy. It IS argued that a strategy of outward-onented growth is 

more favourable to economic development because It allows the country ta exploIt its 

comparative advantage and produee for a virtually unhmlted world market. In the 

conditions of under-employment characteristic of LDCs, export-oriented strategies were 

believed to he favourable to the generation of employment. These policies are, 

however, cnncally dependent on the dlscourag~ment of wage mcreases ln real tenns. It 

has aIso been argued that growth performance will he [aster and more sustained under 

this srrategy than under an inward-looking import-substitution strategy. While 

import-substituting industnalizauon (lSI) was said initially to enjoy an 'easy' period 

with rapid growth, this growth was likely to he short-lived. Inefficiencies and policy 

(London: pergarnon, 1977); Anne O. Krueger, Liberalization 
Attempts and Consequences (New York: NBER, 1978); Bela Balassa et 
al., Development Strategies in Semi-Industrial Economies 
(Washington D.C.: Johns Hopkins University Press, 1982). 
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distortions wouId, inevitabIy, produce balance-of-payments crises and inflation. 

The orthodox strategy (for want of a hetter description) emphasizes a reliance on 

the priee mechanism as the basls for resource allocation. Thus, for example, it is 

recommended that quantItative restrictions he replaced by tariffs, preferably at a unifonn 

rate across the board. There IS a great preoccupation wlth 'distortions' as obstacl~s to 

efficient resource allocation. These would include the whole battery of possible 

controis such as rent controIs, price controls, food subsidies, exchange controIs, etc. 

The objectIon te these measures is that they lead to inefficlent resource allocatIon 

WhlCh is mevitably immical to growth. Furthermore they may involve a Iarger 

bureaucratic machmery which may be conduclve to corruption and waste. It is argued 

that they distort the mcentlve aspects of the pnce mechanism and sus tain inefficient 

productive actlviues which cannat be competitlve m external markets. 

Similar arguments are used with respect to the preference for promonon over 

protectIon. Where sorne mdustnes need speCIal help, lt IS recommended that direct 

measures such as Subsldles be used rather than tariff and quota protectIon. Apart from 

the arguments summarized above. it is argued that protectlve measures inevitably 

contnbute to a regtme whlch is biased agamst exports. They may make mputs more 

cosdy, especlally if Imported, and tend to he assocIated with an over-valued exchange 

rate. 

The maintenance of an equilibrium exchange rate is a central feature of orthodox 

proposais. It is considered of major importance wlth respect to the effort to ensure the 

competitiveness of exports. It is also a major reflection of the preoccupation of 

onhodox economics with the problem of inflation. By contrast, earlier development 
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theories had given central focus to unernployment. 10 Inflation is seen as an enerny of 

good export performance if it exceeds that of trading partners and rivaIs. The typieal 

recommendations are for floating exchange rates or for a erawling peg regime, which 

would msulate expon priees in foreign eurrency tenus from the effects of domestic 

inflation. 

Underlying these proposaIs is a dermite preference for an enlnged role for private 

enterprise. Emphasis is placed on a strategy that will promote private initiative by 

ensuring good profits. Among other things, the crawling peg wIll prevent rising wages 

from eroding profits. Also the idea of equilibriutn factor priees in a labour-surplus 

situation inevltably implies low wages. To this extent, govemment intervention in the 

form of minimum-wage legislation and trade union activity to increase wages are fonns 

of market distortions and imperfections not favoured. The maintenance of so-caUed 

'free' market factor prices is also considered to he a stimulus to employment as Iow 

wages would be associated with a hlgh labour demand and the subsLÎtution of labour 

for capital. A notable paradox emerging is that 'free' market conditions are considered 

consistent with measures, often harsh and confrontational, to restrain wage increases. 

This IS constrasted with the situation characteristic of inward-Iooking growth 

where, it is argued, the exchange !'ate tends to be overvalued and, along wnh rising 

wages, there is a bias towards capital-intensive industrialization. These conditions tend 

to aggravate balance-of-payments problems and under-employment. In situations of 

import-licensing, it is argued that under-utilization of capacity may he encouraged by 

the system for distributing licences. 

lOFor exarnple, Lewis (1954). 
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There have been many studies in the 1970s and 1980s aimed at providing 

empirical support for the expon~oriented strategy. Typically they have focused on the 

so-called 'Newly Industrializing Countries' (NICs) and especially the South East Asian 

NICs (South Korea, Taiwan, Singapore, Hong Kong). It has been established that these 

countries have enjoyed relatively high growth rates even during the difficult times of 

the 1970s and 1980s.1I They rapidly completed the :1djustment process in the face of 

the oil priee shocks, so weB in fact that they have given nse to a concern "that their 

aetual or incipient CUITent account surpluses both endanger their continued economie 

progress and hinder global balance of payments adjustment. 1112 

It is very sigmficant that the empirical foundation for the outward-oriented strategy 

has relied very heavily on the perfonnance of the four South East Asian NICs. Other 

countries whose embrace of sirnilar policies was heralded about a decade ago, including 

Mexico and Brazil, are no longer looked on Wlth such favour. 13 

An important question that arises is the extent to which the experiences of the 

East Asian NICs can serve as a praetical example for LDCs on the whole. Cline has 

estimated the level of export expansion that would he required to achieve a satisfactoI) 

performance for LDCs. He has concJuded that such a level of export expansion would 

llSee Bela Balassa and John Williarnson, Adjust ing to 
Success: Balance of payments Policy in the East Asian NIes, 
(Washington, D. C.: Institute for International Economies (1987), 
Tables 1.1 and 1.2. 

12Ibid., p. 1. 

13See for exarnple, Little et al. (J 970) where Brazil and 
Mexico are among a sample of countries favoured for their 
outward-looking policies in the late 1960s. 
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require an expansion of impons which is beyond the t'ounds of likelihood. 14 Two other 

considerations that arise are the cyclical recurrence of rece3sions and the growth of 

protectionism in industnalized countries. 

The focus of the South East Asian NIes reflects a fundamental shoncoming of the 

literature promoting export-onented growth. The ide a that export-oriented growth is 

favourable and deslrable is widely accepted. The question that thlS literature fails to 

address is how to achieve a successful transition to such a strategy on the part of the 

majority of low-mcome developmg countries. The limitatIons of the internatIonal 

market are Just one of the problems ta be façed. 

In thlS connection, the problem of protectionism in industrialized countries rears an 

ugly head. BhagwatI has observed that "whIle the developed-country nominal tariffs are 

low on aIl countries, they are hlgher for products of interest to the developing 

countries".IS In addmon, glven tanff escalation which affects exports from developing 

countries especially, effective protecnon is sald to be even higher than the nommaI 

tariffs indlcate. Of further concern is the fact that while tariff levels have been 

declining under GATT arrangements, there has been "an offsetting rise 10 the mcidence 

of NTBs [nomariff bamers]."16 These developments mllHate vIgorously against the 

chances of successful adoption of the outward-lookIng strategy by developing countries 

genera11y. 

14William R. Cline, "Can the East Asian Model of Development 
be Generalized?" World Development (1982). 

lsJagdish Bhagwati, "Outward Orientation: Trade Issues," 
(mimeo) IMF-World Bank Symposium (1987), p. 21. 

16Ibid., p. 22. 
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Among other questions raised about the South East Asian NICs, the extent to 

which they are all really liberalized and free of governrnent intervention has been 

disputed. It has been argued that "the Far Eastern econornies (with the exception of 

Hong Kong) and others that have come close ta the EP strategy, have been 

charactenzed by consIderable government acuvIty in the economie system."17 This 

view finds support in the statement that, 

Their strategy has been mueh closer to a cornblnation of import-substitution 

and export promotIon than pure hberalization. They rely on the mternational 

economy, they have relatively few dIstortions, but thelr governrnents are far 

from a laissez-faire philosophy and policies. 18 

It is clear that many lessons can he learned from experience of the NIes. 

However, doubts linger about specifie aspects of the strategy In favour of which their 

perfonnance is advanced i ,-1 about the possibihues of extending the mode} to the other 

LDCs in crisis. As already observed, emplrical suppon for the expon-oriented strategy 

has been based excluslvel)' on the NICs. Indeed Balassa sets out exphcitly to make 

recommendauons "for refonning the system of lncentlves ln developing countries that 

have already established an mdustnaI base. "19 On another occaSIon he argues that "the 

17Ibid., p. 5. 

18Stanl ey Fis cher, "Economie Growth and Economie Pol iey, " 
(mimeo) r'MF-World Bank Symposium (1987), p. 23. 

19Balassa (1977), p. 7. See aiso idem (1982) 
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objective conditions for adjustment were better for the more industrialized than for the 

less industnalized developing economies. "20 There are enough qualitative differences 

between such countnes and the maJonty of low-Incorne developmg counmes facing 

crisis conditions for us to question the posslbllity of an easy applicatIOn of hberalizauon 

and the other pohcy recomrnendatlOns to LDCs on the who le. 

3.3 THE STANDARD STABILIZATION PACKAGE 

It IS conceivablc that a country mlght embark on a stabllization program on its 

own mitiative when unsatIsfactory economlC developments persist Ir IS therefore 

possible that stablhzation lItrategles rnay vary wldely from country to country and 

situation to situation. In the context of the late 1970s and 1980s however, stablhzation 

programs have mvanably Involved the IMF and, mcreasingly, the World Bank as well 

These agencles have played the dominant role in the desIgn of stabillzatton programs. 

Consequently, there has emerged a standard stabihzauon package and thlS wIll serve as 

the basis for our analysls 

Although each mdlvldual case shows sorne variatIon, It IS fair to say that the 

standard package conSlSt~ of the foUowmg three mam elements: (a) deval uatIOn, (b) 

restraint on aggregate demand, and (c) hberalizauon Restramt on dell1and typically 

takes the forrn of monetary and fiscal restraint. CeIlmgs are prescnbed for the 

expansion ai ùomestîc credIt. Fiscal restramt is introduced partly to ensure that the 

2°Bela Balassa, "The Adjustment Experience of Developing 
Economies After 1973," in Williamson ed., (1983), p. 170. 
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private sector does not get 'crowded out'. To this purpose cellings are placed on the 

extension of credit to the public sector. Liberalization IS typically almed at the trade 

reg1me Where QRs eXlst there are recommendatlOns for a process of ehmmatIon and 

replacement wlth tanffs at low levels acros~ the board Liberallzauon may also involve 

InternatIonal flows and a lively debate has arisen wlth re~pect to the sequencing of 

different aspect5 of hberalizauon 21 There seems to be an emergmg consensus that 

where hberahzation 15 appropnate the CUITent account should be hberal1zed first. 

The domaln of operatIon and supervlSlon of the IMF IS supposed to be limited to 

the se macroeconomlC areas. ConcentratIon on macroeconomlc areas 15 supposed to be 

in accordance WIth two lmponant aspects of ItS mandate Flrstly Il ~hould be observed 

that the three measures hsted here are expected to Impact pnmanly on the balance of 

payments. The state of a country's balance of payments lS the pnmary concern of the 

IMF or as a staff member of the fund put H, "Desplte the mterdependence among 

economlc policies and their objectives, the mandate of the Fund focuses mainly on 

external obJccuves, 10 panicular on balance of payments Vlablhty.,,22 The concentration 

on the extemal accounts results partly from the perceptIon that the mam responslbllity 

of the Fund IS wlth respect to the heallh of the InternatIonal economy. GUll1an pomts 

out that "the Fund stresses the attamment of balance of payments objectives as the 

21See Sebastian Edwards, The Order of Liberalization of th€. 
External Sector in Developing Countries, Essays in International 
Finance, no. 156 (Princeton, New Jersey: Princeton Uni versi ty, 
1984). 

22Manuel Guitian, nAdjustment and Economie Growth Their 
Fundamental Complementarity, Il (mimeo) IMF-World Bank Symposium 
(1987), p. 36. 



1 
1 

1 

1 

1 

72 

nomain where the interests of each member and those of the membership as a whole 

intersect and comclde."2J Ir is also assumed that an essential complementarity prevails 

between the Interests of member states and the mternallonai communay as a whole. 

The second aspect of the Fund's fI1andate that IS ~aJd to be advanced by the 

concentratlOn on macroeconomlC consideratIons IS the pnnclple of polltIcal neutralny. 

It IS stated that the effon "to avert undur: 1Oternational mterference 10 domestic policy 

decisions .. IS mamfest m the pnonty the Insutution accOlds to external objectIves - e.g. 

the balance of paymenrs, exchange restnctIons, external payments arrears."24 It is 

questlonable whether concentratlon in these areas consututes an acceptable observance 

of polltIcal neutrahty. A lot depends for instance, on the level in the hlerarchy of 

pohcy forrn1.llatlon and ImplementatIon 10 whlch the Fund extends Its supervIsion and 

we shall see that the Fund tends to die ta te pohcy at low levels of policy 

implementauon. For example, the IMF IS not sausfied to recommend the achlevement of 

fiscal balance but will typlcally 10sist that thlS goal be achieved on the basis of 

expenditure cuts Funhermore, when we conslder the operatIons of the Fund and the 

World Bank as Il team, :. IS clear that much mterference prevalls. The role of the 

World Bank under Its structural adjustment lendmg program (SAL), Inltiated 10 1980, is 

to supervise in microecononuc areas paymg speclfic attentIon to removmg distortIOns 

that affect the operatIons of the publIc and pnvate sectors. Increasingly, the 

connectIons between IMF faclhtles and the SALs are bemg observed. 

Several kinds of cntlcisms have been attracted with respect to the Fund's 

23 I bid., p. 9. 

24Ibid., p. 10. 
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concentration on the balance of payments. There has been the concern that the Fund's 

concentration on the balance of payments leads to a cntical neglect of growth and other 

aspects of natIonal well-bemg. 25 Another critlclsm somewhat along the same lines lS 

that m pursuIng balance-of-payments obJectives, there IS the tendency to use devices 

that are adverse to output and employment (we shaH refer to these as "overklll" 

arguments). A third line of argument accepts balance-of-payments stabllity as a valid 

target of the Fund and takes Issue WIth respect to the confusion of Instruments and 

targets and the meffectlve Interference thIS entalls. 26 A founh cntICIsm disputes the 

theoreucal claIms of the orthodox school wlth respect to the merits of hberahzanon and 

other aspects of the ,tandard stabIllzation package on the basIs of an examination of the 

characterisucs of the East ASlan NIes.v We shaH retum to the ~onSlùeratlOn of these 

cnticisms and the pOInts made earher. 

It is useful at thls pOInt to examme the arguments which surround the formulatIon 

and ImplementatIon of the ..randard stabLhzauon package. E!ll)enually, lt is considered 

by the Fund to be the correct and necest:ary respol1'~e to a condItIon of 'fundamental 

diseqULlibnum' This involves a Judgement that the balance-of-payments imbalance 

being expenenced by a country IS not a temporary setba"ck due to sorne transient 

ÎOS ee for example, Diaz-Alejandro (1981), Dell (1983), Kari 
Polanyi-Levitt, "Mr Seaga's IMF Blues," Caribbean Newsletter 
(1984) . 

26See John Spraos, IMF Candi t ionalit y: l neffect ual. 
Inefflcient, Mistargeted, Essays in InLernational E""inance, no. 
166 (Prlnceton, New Jersey: Princeton University, 1986). 

2'Jeffrey Sachs, "Trade and Exchange Rate Policies in 
Growth-Oriented Adjustment Programs, Il (mimeo) IMF-World Bank 
Symposium (1987). 
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exogenous shock such as bad weather or Cl tenns-of-trade deteriorauon. If the problem 

is a temporary 1mbalance then the orthodox recommendation is for a period of 

financmg to nde out the period of diseqUlhbnum. The nature of the dlagnosls will also 

detenmne the strength and pace of the adJustment t"ffort reqUIred for Hs elimlllanon.28 

Financmg may take the form eaher of the depletlon of mternatIonal reserves or 

borrowmg In practlce, thiS tums out to be a supertluous analysls from the point of 

view of the IMF because a country faeing a temporary dlseqUlhbnum is unllkely to 

resort 10 the Fund. 

Once it lS clear that a fundamental diseqUllibnum exists, the next step is to 

determine HS ongins. The orthodox Vlew typically attnbutes Imbalance to two things: 

(a) the country lS 'livmg beyond HS means' or (b) proper management and operatlons 

are being inhlblted by dlstomons and mefficiencies WhlCh cause the country to operate 

within ils productIon -poss1bllity fTOnuer. In the words of Guitian, the need for 

adjustment can develop, 

because the sum total of demands for resources that develop in an economy 

exceeds the global amount of resources From abTOad on an approrpiate seale and 

on sustainable terms. But It ean also emerge on account of meffic1encles in the 

use of 1vailable resources or other distortIOns that constrain the level or rate of 

expanSIOn of aggregate supply.29 

2BGultian (1987), p. 5. 

29Guitian (1987), p. 4. 
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This diagnosis leads to the adoption of demand management prescriptions and 

liberalizatIOn measures as the solurion. 

On the basis of <Juch a dlagnosIs. the orthodox analysis implies the need for 

devaluauon and demand restramt. The high incIdence of these prescnptIons IS borne 

out by the available eVldence. It has been observed that Ha reductlon 10 the fiscal 

deficit appears as one of the stabllizatlon objectIves In 86 out of 94 Fund-supported 

programs dunng 1980-81".}} In this context, lt should be noted that fiscal and 

monetary restraInt are mextncably hnked as ob~erved by Avrarnovlc, Khan and Knight, 

GUltlan and Connolly Wlth respect to Jamalca, among others.)! 

Devaluanon IS also found to he a tYPlcal rccommendatIon. Spraos reports that "in 

61 percent of standby and Extended Facllny credits ln the period 1973-80 a devaluauon 

occurred Wlthl'l Sl.( months on either slde of the credIt arrangement".32 Moreover, 1t 

was observed that "exchange rate acuon (not necessanly devaluatlon) was set as a 

precondition in Olne cases out of thmeen".13 

The purpose of devaluation IS pnmanly to turn the balance of payments around by 

switching expendlture from tradables ta non-tradables and reallocating resources in 

300ragoslav Avramovic, "Conditionality: Facts, Theory and 
Policy - Contribution to the Reconstruction of the International 
Financial System," (rnimeo) WIOER/UNU (1987), p. 3. 

llAvramovic (1987), Mohsin S. Khan and Malcolm O. Knight "Do 
Fund Supported Adjustment Programs Retard Growth? 11 Finance and 
Development (1986); Guitian (1987); M.B. Cnnnolly "The Exchange 
Rate and Monetary and Fiscal Problems in Jamaica: 1961-82," in 
Michael Connolly and John McDermott Eds. The Economics of the 
Caribbean Basin (New York: Praeger, 1985). 

32Spraos (1986), p. 8. 

33Ibid., p. 8. See aiso Avramovic (1987), p. 9. 
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favour of the production of tradables. If the exchange rate is adjudged to be over-

valued because of internaI mflation, as it most usually IS consldered to be,34 the 

devaJuauon wouJd enhance competltlveness by bringmg the relatIon between domestlc 

and foreign pnces back Intù line The need for monetary and fiscal restramt IS 

generated by three consIderations, namely, (a) the Idea that the country was lOmally 

livmg beyond HS means, (b) the need for real wage restrumt to support the objecoves 

of the devaluauon, and (c:) the effort to promote the pnvate sector by restraining 

governmen t demand. 

In addItIon, the reliance on these policies reflcct a dogmatic attachment to the 

vlew that imbalances have a demand origin. In the words of a senior IMF official, 

In aIl cases of continued payments difficulties, the authontles' attention wIll have 

to be focussed on ways of reducmg the level of the rate of growth of demand -

which broadl~' means deflauon - and on redirectmg resources - which broadly caUs 

for devaluatlOn If. 35 

The promotion of these policies is based on a harrnonious view of their effects with 

respect to the balance of payments and output. An extreme view is that "trade-offs 

HThere are suggestions that a deficit is taken as 
sufficient evidE:nce of the overvaluation of the ex change rate. 
See, for example, J. Salop' s comments to Ahluwalia and Lysy 
(1981). Lysy [(1981), p. 189], on the other hand, "disputed that 
one could say clearly whettler a country had incorrect relative 
priees or excess absorption, ... " 

35C. David Finch, "Adjustment policies and Conditionality," 
in Williamson ed. (1983), p. 78. 
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among policy objectives are more apparent than real. Under most circumstances, the 

only trade-offs that eXlst are mtertemporaI ... "36 The same author considers a reduction 

in growth under stabihzation pro gram not as a setback but as an Indication that the 

economy was hnheno operaung al an unsmtamably hlgh growth rate and therefore the 

slow down IS to be seen as "an element of the solutIon rather th an being a 

manifestation of a problem".17 A view WhlCh has wider currency is that adjustment 

does inevitably Involve short-tenn costs In terms of output perfonnance. 3IJ However this 

15 seen as "a necessary priee for achlcvlOg longer-term benefits".'l9 It IS considered as 

an aspect of the transHlon From a protected mdustnal structure to an export-onented 

one. The reductlOn In output occurs as uncompemive Industries close down and 

investors hesHate to commlt themselves to large investments ln export products in the 

uncertain circumstances of the transItion. In addItion, the difficulties of gettIng 

established ln producmg new products for new markets engender a temporary slow-

down in mru"trial aCbvity. In these circumstances, the questIon of whether adJustment 

should he graduai or shon and sharp is brought lOto focus. Krueger concludes thar, in 

View of pOSSIble poliucal problems. "there is a presumption 10 favour of a once and for 

aIl sharp adjustment" 40 The short-term nature of IMF upper tranche arrangements is an 

36Guitian (1987), p. 33. 

37 Ib id., p. 13. 

JaSee Anne O. Krueger, n Interactions Between Inflation and 
Trade Regime Objectives in Stabilization Programs," in Cline and 
Weintraub (1981); aiso Khan and Knight (1986), Khan (1987). 

39Krueger (1981), p. 111. 

qOlbid. 1 p. 112. 
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indication that this institution is influenced by this view. 

3.4 THE POLITICAL ECONOMY OF OVERKILL 

The general vision of stabllizatIon and adjustment outhned above has been brought 

into question 10 a nJ 1mber of recent expositions. One approach finds that devaluation is 

not expansionary as generally supposed by the orthodox analysis. Consequently, the 

complete stabIhzation package causes unnecessary contractIon whlch jeopardizes the 

chances of long-tenn adjustment. ThIS criuclsm draws ma:nly on the expenence of 

"Southern Cone"41 countnes In South America. 

DiaL-Alejandro observes that "stablhzation plans achieve their clearest and quickest 

success in the balance of payments".42 This is due to developments with respect to the 

capital account rather than the current account. StabIlization programs may be 

accompamed by inflows from the IMF and other sources that immediately improve tre 

balance of payments.43 The situation on the current account is less sanguine. 

Improvement from this direction is usually geneiated by a drop in the quantum of 

imports as their domestIc currency priees go up. This has adverse consequences for 

4lThis expression is used ta describe countr les "located in 
th~ southern part of South America", Diaz-Alejandro (1981), p. 
119. 

42Ibid., p. 124. 

43This is at the expense of massive debt as in the 
experience of Jarnaica. See Owen Jefferson "Jarnaica' s Rxternal 
Debt: Size, Growth, Composition and Economie Consequences", in 
Omar Davies ed., The Debt Problem in Jamaica, (Department of 
Economies Monograph series, University of the West Indies, 1986). 
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investment and output generally and even for exports given the typically high import-

content of production. The reduction In impon quantities and the collapse of sorne 

formerly protected industnes may cause difficulues ln production even of non-

tradables. 44 On the expon side, expansion Will he slow in coming but, in the medium 

tenn, there IS wldespread agreement that "evldence indicates a clear victory for export 

optimists".45 

Inflation proves to be a far more stubborn problem. The upward thrust in prices 

due to devaluation IS mescapable. What is more, the priees of non-tradables cannot he 

relied upon to lag behind. Arthur Laffer has observed a strong link between 

devaluation and inflation even wlth respect to the American economy where trade is a 

small portIOn of GNP.46 Diaz-Alejandro observes that "The upward thrust provided by 

exchange rate de valuation works faster than the downward pressuI""s generated by tariff 

cuts and the ehmmauon of import quotas. 1147 It has also been observed that there is a 

tendency for devaluauon to be assoclated wnh inflation makmg subsequent devaluations 

necessary. 

The escalation of inflation in the short-run may urge the need for repressive 

actions with respect to money wages. lndeed Diaz-Alejandro ilrgues that any slow 

down in inflation is due to these measures. The result of all this is sagging aggregate 

demand in real terms. The emergence of substanual excess capacity in the se 

HDiaz-Alejandro (1981). 

45Ibid., p. 125. 

46See Arthur Laffer, "The 
Wall Stréet Journal, January la, 

Bitter Fruits 
1974, p. 14. 

47Diaz-Alejandro (1981), p. 126. 

of Devaluation" , 



l 

80 

circumstances should inrucate that excess demand is no longer a plausible explanation 

for imbalance. Nevertheless demand-oriented ~straint may continue in use causing 

further contraction, beeause priees may be 0bserved to be StiJl nsing. 

A particularly adverse aspect of the dl'mand restramt measures is that they impact 

not only on consumptIon but also on mvestment. There 1S an air of uncertamty that 

prevents investors from rushmg into long-tenn investrnent. Also the reduetion in public 

sector investment may prove aàverse to private sector activity. Liberalization of capital 

markets provides relatively safe investment opportunities that may not benefit the 

domesDc economy. Investors "show more mterest in buymg paper than in installing 

machinery and equipment'· and in short-tenn rather than long-tt'rm !nvestment.48 AlI 

these developments weaken the investment thrust and undennine the prospects for long­

tenn recovery. 

Another analysls that takes the Vlew that the standard stabilization program is a 

source of overlall is that of Ahluwalia and Lysy.49 They take the view generally that 

"deflatlon as the consequence of a devaluation IS a genume possibility in sorne 

economle~" 50 Ahluwalia and Lysy take a pessimistic view of export possibilitles in the 

short run. Exports tyrically are dominaled by pnmary commodities "whose supply is 

rigidly limited in the short-run by sector-specific capItal such as a number ')f rubber 

trees". On the import side, similar rigidlties are assumed because "imports have often 

48 I bid., p. 128. 

49Ahluwa1ia and Lysy (1981). 

SOIbid., p. 151. 
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been reduced by developing countries' governments to the minimal necessary imports of 

raw materials or capital goods for which there were no domestie industries that could 

come close to compcting". 51 In these cm.:umstances the depressant forces prevaii 

through high impoit priees and a redistribution of Incorne from 10w to hlgh savers. If 

the redistributive effect is weak, profits fa11. The balance of payments may Improve 10 

the short run but long-term competitiveness IS affeeted by low investment alld future 

balance-of-payments prospects are jeopardized. Ahluwalia and Lysy wnclude that 

devaluation "is baslcally a clum~y tool in effecting a balance of payments lmpro-.. ement 

becaus~ of the hlgher import costs that aceompany it".52 They favour sttpS to directly 

influence exports. 

lt is significant, that the y find Income dlstnbu~ion 'fairly msensiti\e" to 

stabilization programs. In this regard the y agree with Diaz-Alejandro who also muId 

not deteet any unambiguous movement. 

Contractionary effects of the standard stabilizatton package In the circumstances of 

LDCs are also observcd by Van Wijnbergen. The analysis notes 10 parucular the high 

dependence of investment actIvities on bank lendmg ln LDCs 10 the absence of a 

sophisticated Jevel of financial mtennedIation. It IS observed for example that 

"debtlequity ratios in countries like Korea range From 5 or 6 to 1 upwards as opposed 

to 1 or 2 to 1 in the Umted States or Western Europe",53 Aiso bank credit is typically 

5lIbid., p. 154. 

52Ibid., p. 151. 

53S. Van Wijnbergen, nStagflationary Effects of Monetary 
Stabilization Policies: A Quantitative Analysis of South Korea," 
Journal of Development Economies (1982), p. 134. 
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dominated by loans to finns rather than consumers. Two important conclusions flow 

from these clrcumstances. Firstly, the business sector in LDCs is found to be highly 

vulnerable to adverse credit conditions. Secondly, the impact of tight credit is felt not 

only m the area of con~umpt1on but parucularly In the area of Investment. 

Van Wijnbergen 's analysls posas a supply-side transmission mechanism between 

monetary Instruments and reai output. Tight money pohcles push borrowing more and 

more into the 'curb' market where lnterest rates are tYPlcally high, causing them to rise 

further. Higher Interest rates are incorporated lOto prices through a mark-up pricing 

rule. The results of this process are hlgher mflationary pressures and a tendcncy '(0 

reduced output. These forces opera te rapldly (more sa than the demand-managcment 

proccsses) bccause of the Important role of the curb market where borrowing is very 

short tenn. By introducing this mechanism operating on the suppl Y side of the credit 

market, Van Wljnbergen dcmonstrates an aspect of the relationship between interest 

rates and inflation which is Ignored by the orthodox analysls, and helps to explain why, 

in practice, events so often diverge from the expected course. It is evident that van 

Wijnbergen IS thinking mainly about the effects of monetary restraint. Devaluation may 

aggravate the problem through mcreases in the pnces of Imported inputs, which add to 

the cost-push forces mentioned above. 

Another explanation of the 'overkill' effects of the stabilization policies is 

presented by Alejandro Foxley.S4 Looking at the orthodox stabilization experience of 

Southern Cone countries. Foxley makes four general observations: 

54See Foxley (1981). 
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Inflation was resistant to the efforts to reduce it. Specifically "it took between 

four and five years to bring the inflation rate to around 40 percent a year" in 

three of the countries considered. In Argentina inflation remained al 150 percent 

after 3 1/2 yecrs. 

ii) Inflation coincided with recession for equivalent periods. In two cases per capita 

GDP actually fell in real tenns. This observation weakened the arguments for 

demand management prescriptions, as Diaz-Alejandro observed. Recession was 

reflected also in a sharp increase in un~mployment. 

iii) Wages fell between 20 and 40 percent in real terms. 

iv) Contrary to the other studies which we have mentioned so far,Foxley found that 

income distribution had deteriorated notably. 

In explaining these developments, Foxley presen.s an initiaI 5~enario of 

"disequilibriurn characterized by repressed inflation". In thest: cu cumstancf S, the market 

is not allowed to provide the signals that might restore equilibrium. When priees are 

liberalized abruptly, there is not a stable situation of expectations on which to base 

decisions about the future. Inflation tends to rise as frrrns proteet themselves against 

uncenainty with high mark-ups. At the sarne lime, repression of wages reduces 

consurnption, causes excess supply of goods and may therefore cause a faH in real 

output. The situation is aggravated by the existence of oligopolistic market structures. 

Foxley rnakes sorne observations with respect to the financial sector, which 

reinforce the analysis of Van Wijnbergen which has already becn discussed. Sharp 

increases in the interest rate have the effects of a 'supply shock'. Inereased costs 
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caused by higher interest rates feed their way into price fonnation. This is a 

consideration neglected by the orthodox analysis because it concentrates on the effect of 

higher interest rates on savings. However, the srrength of the relationship betwcen 

interest rates and savings in developing countries has been disputed. It has been 

observed that 

the evidence from developed and developing countries alike is not quite 

conclusive in regard to the interest elasticity of savings ... For less developed 

countries, even allowing for the dubious nature of statistics, the evidence 

points toward the same kinds of doubt about the interest elasticity of 

savings.S5 

and furthennore that 

despite the amount of research expended on the responsiveness of savings in 

general, and in developing countries in particular, it is still uncertain 

whether an increase in interest rates will, on balance, raise the savings rate. 56 

550. Khatkate, "Analytic Basis of the Working of Monetary 
Policy in Less Developed Countries," in Money and Monetary Policy 
in Less Developed Countries, W. J. Coats and D. R. Khatkate (eds.) 
(Oxford: 'Oxford University Press, 1980), p. 134. 

56Khan and Knight (1985), p. 14. 
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It is conceivable that these adverse repercussions of price and interest-rate 

Iiberalization might reverse themselves in time. However, the introduction of 

devaluation and monetary restraint as components of the stabilizatlOn package serves to 

aggravate the situation. The problem is one of improper diagnosis. As is imphed by 

Spraos, the problem of stabilization may require a substantial reformulauon of approach 

when a country is aJready in crisis. 

Foxley tmds that the effect of a devaluation could he favourable or unfavourable. 

It all depends on the relative strengths of export expansion and the depressive 

tendencies of internal demand. On the whole, Foxley's analysis reinforces that of Diaz­

Alejandro already discussed. 

The skeptical Vlews on devaluation are supported also by De l 1.57 Among other 

things, Dell questions the basic arguments for the standard application of demand­

management policies. 

Among the considerations which make the demand-management diagnosis 

questionable, one may mention: 

(i) the ofren observed coexistence of unemployment and excess capacity with 

inflation, 

(H) the faet that inflation may be cost-indueed along the lines suggested by van 

Wijnbergen and Foxley, and 

(iü) the low mobility of resources in a developing country relative to the situation in a 

developed country. 

57See Dell (1983). 
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In addition, Dell disputes some of the monetarist foundations which infonn the 

approach of the IMF. For example, 

(i) doubts exist about the dU'ectlon of causality between the money supply and levels 

of expenditure, 

(ii) practIcal problems of measurement of the money supply and the appropriate 

liquidity measures persist, 

(iü) the eXIstence of substantial ponions of idle bank money ma) invaJidate the 

analysis, and 

(iv) the existence of excess capaclty and unemployment might weaken the link 

between money demand and inflation. 

With respect to devaluation, he points out the difficulties of detennining the precise 

degree of adjustment needed glVen the problems associated with purchasing-power-parity 

measures. 

In generaI, Dell believes that prescriptions for stabilizatlOn need to be tailored on 

the basis of a careful analysis of individuaI cases. Aiso he IS skeptical about sorne of 

the theoretical foundations of demand-rnanagement pohcles. He aIso draws attention to 

the implication that the burden of adjustment 15 imposed dispropontonately on the oil-

importing LOCs. 

In this connection, it is wonhwhile to draw attention ta sorne observations by 

Roben Dunn Jr. on aspects of the adjustment by the developed countries to the oil-

priee shocks.58 Inquiring why current-account deficits persist in developed countries 

58See Robert Dunn Jr., "Exchange Rates, payments Adjustrnent 
and OPEC: Why Oil Deficits Persist," in Baldwin and Richardson 
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despite the adoption of floating exchange rates, he finds the answer in the behav10ur of 

the capital account. Current-account deticits have been accommodated by large capital 

inflows generated by the recycling of OPEC surpluses thus obvlattng the need for 

painful adjustments. He argues that thiS 1S a fortunate development because full 

adjustment on current account would have been intolerably injunous to developed 

countries. 

ThIS analysis helps to underline the asymmetry in the positIon of deficit countries. 

Surely the implicatIon IS that adJustment ln the CUITent envlronment facmg LDCs 

warrants a greater rehance on financmg, especlally If Il IS accepted that the CUITent 

difficulties have been precipltated largely by the extemal forces of a sharp deterioration 

in the terms of trade (as a result of the Oll-pnce shocks) and nsing mterest rates. 1b1S, 

in itself, would Imply a shift of the burden of adjustment. Such an approach may also 

be more favourable to an expanslOnary process for the International economy as a 

whole. The present approach Imphes that the International agencies are contnbutmg to 

a beggar-my-neighbour approach to internatIonal adjustment. 

Sachs, Spraos and Avramovic have provided a funher set of cnticisms of current 

adjustment practlces under the supervision of the IMF and the World Bank. 59 In 

general, these authors take issue with the theory and practice of condnlonahty. Briefly, 

Avramovic feels that national governmems should have a more positive role in the 

design of stabilization programs and that conditionality should he limited to 

(1981) . See also Morgan Guaranty Trust Co. of New York, "The 
Response to Higher Priees: Adjustment and Financing," in Baldwin 
and Richardson (1981). 

59See Spraos (1986), Sachs (1987) and Avramovic (1987). 
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considerations regarding the debt-servicing capacity and the financial management of the 

borrowers. Somewhat consistent with that Vlew, Spraos argues that the major legitimate 

basis for condltlonahty In a world of soverelgn stateo.; is Improvement in the balance of 

payments because this IS Important In order for the Fund to he pald back. It cioes not 

mean that other conSIderations such as growth and develo"ment are not Important but 

condmonahty should not be related to them He feels th. pnmary problem in the 

operations of the IMF IS the tendency to treat Instruments of policy as targets. 

Sachs draws on the expenence of three East Asian counrnes (lapan, South Korea 

and Taiwan) to raIse questIons about the vahdlty of the onhodox analyses wlth respect 

to liberahzation and other aspects of the standard stabdizatlOn package 

Avramovlc accepts the need for certain measures usually assoclated with 

stabihzatlon effons mcludmg: 

(i) fiscal disciplIne, 

(il) export expansIOn, 

(iit) proper management of public enterpnses, and 

(iv) aIleVlatIOn of price distortions. 

On the other hand, other areas are found to be based upon weak foundations. 

With respect to monetary programmmg for example, A vramovic observes that the 

"inability to foresee the velocity of money" undennines the whole analysis. The 

velocity of money is found 10 be subject to major unpredlctable shifts in response to 

"changing expectations and lately to deregulauon of financial markets and introduction 

of new credit instruments .. ". 60 In addition, problems of defimng, measuring and 

6°Avrarnovic (1987), p. 8. 
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controlling the money supply arise. Attempts to achieve targeted reductions in the 

money supply In conditIons of inflation have had severely contractionary effects on 

employment and output due to an exaggerateu shortage of liqUldity. AttentIon is drawn 

to the case of Jamruca, where monetary constramts became so severe that cntIcal bank 

financing was eut off from sorne export manufacturers. 

Questions are raised about the effectiveness of devaluation in certain 

circurnstances. Drawing on the findings of a recent IMF study,6\ Avramavic observes 

that where trade 1mbalance is attributable ma10ly to a fall 10 expart receipts due to a 

priee decilOe, "devaluauon may fail ta have the expected favorable effect on the 

balance of payments as domestlc spending it generates could lead to a funher trade 

deterioratton" . 62 

AttentIon 15 also drawn to the adverse impact on output when "as 1S frequent", the 

price elasticities of supply of tradable goods are Jow in the short run. The balance of 

trade may Improve in these circumstances but thls is a rnixed blessmg since it may be 

due mamly to dechmng Import volumes ln response to the Incorne contraction. The 

experience of Jamatca shows that this 1S a very plausible scenario especially where the 

devaluation is accompanied hy monetary restraint which creates dIfficulties for investors. 

Genuine concern with respect to these consIderations is expressed by a World Bank 

official, cornrnennng on African experience, Mellar thmking mainly of agricultural 

61rql::?al M. Zaidi, "Currency Depreciation and Nonclearing 
Markets in Developing Countries," IMF Staff Papers (1986). 

62Avramovic (1987), p. 9. 
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supply response and Blackman commenl1ng on the Barbadian experience.61 These 

observatIons are not presented to suggest that devaluauon !.hould not be used but that It 

should be approached wlth clrcumspectIon and .,hould be accompamed by posItive 

measures to promote expon'\. 

Avramovlc aho que!.l1ons the pohcy of ralsmg the real mtere!.t rate wlth a view to 

promonng savmgs. Empmcal studies have on the whole not been able to cstabhsh a 

strong posIUve relatlOnshlp between Interest rates and savlngs On the other hand, hlgh 

mterest rate~ have adverse effects wlth respect to mvestment and mflatIon through a 

cost-push effect on pnee" It IS recognlzed however that the domestlc interest rate, 

relative to lntemallonai rates, may have relevance wllh respect to the encouragement of 

capital inflows The general recommendatIon IS for a poslllve but low rate of interest 

consistent WIth the need to encourage capital mflows from abroad. 

Import IIberalizailon IS another Issue that IS subJcct to severe criticlsms. Import 

hberalizauon IS advanced by the orthodox school as an Important clement of the overall 

thrust to enhance the competltlveness of the LDC econoll1y In terms of a statie, 

theoreucal framework, the arguments appear reasonable. -r I,e mam, however, are wlth 

respect to attempts to hberahze imports ln the mlddle of a balance of payments cnsis 

and in aSSOCIatIon with other stabllization policles. As Polanyi-Levitt observes, Import 

liberalization may drastically affect production in areas such as the agncultural sector to 

an extent that is not justified by considerations of competiuveness. 11us IS 

substantiated by the experience from Turkey, ctted by A vramovIc, which indlcates that 

"liberahzation through ils inCIdence on import composition has worked ... against capital 

63 l b i ct ., p. 1 0 . 
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fonnation, in favour of consumption and current production requirements".64 

Il is aIso observed that devaIuation and import hberalization are at odds with each 

other, the fonner depending on an Increase In the pnce ratIO between tradable and non-

tradable goods and the latter tending to reduce that pnce ratio 65 

An assault has been made on the Vlew that the successes of the NICs are 

attributable to liberahzatÏon. Lance Taylor observes that "the major 'success' cases 

such as Korea, BraZ11 and Turkey are scarcely histoncal paragons of liberal philosophy". 

On the other hand, "extreme anu-distortiomst reglmes were assoclated wlth policy 

disasters In the southem co ne (Argentina, Chlle, Uruguay) and current stagnation 10 

Mexico and elsewhere".66 

Sachs has devoted his paper to demonstratmg the falsehood of the myth that the 

successes of lapan, Korea and Taiwan have been based upon the tradillonai Vlew of 

Iiberahzauon. He argues that those countnes had achieved stab1l1zation before the 

problems of the 1970s arose. They have, moreover, displayed high levels of 

government interventIon. Indeed, lt is observed that "TaIwan is more heavlly dependent 

on state-owned mdustry than is probably any country in latIn America wnh the 

possible exception of Venezuela".67 On the question of Import hberaIization, he notes 

that "in none of the countries was there a sudden removal of tanff or quota protection 

64See Korkut Boratav, "Distribution, External Linkages and 
Growth under Orthodox Policies: The Turkish Economy in the Early 
1980s," University of Zimbabwe and WIDER, (June 1986). Cited in 
Avramovic (1987), p. 13. 

65See Sachs (1987). 

66Cited in Avramovic (1987), p. 14. 

67 Sachs (1987), p. 11. 
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for domesuc lndustry, or indeed anything approaching the adoption of a flat tariff of 10 

to 20 percent ln the course of a five year penod."1111 Impon decontrol was not 

mtroduced In the~ countne'i untl! after the 'iUccc!.s of expon-promol1on efforts was 

assured. Sach'i add.., to the chorus of skepucs who accept the baSIC theoretical 

pnnclp!es of !\tabihzauon but counse! that there may be 'ipeclal vroblems when 

auemptIng to stablhze ln the mlddle of a CriSIS 'iuch as that facing many LDCs 

currently. 

In addItIon. Sachs emphasl1.eS that attcntion should also be directed in areas 

typically neglected by the orthodox approach For exampie. c are fu 1 attention should he 

glven to the question of Importation of forelgn technologies. Sachs also emphasizes 

that a movement towards an equitable dIstributIon of mcome is not a consequence of 

liheralization but an Imponant precondnion for economic progress. 

3.5 CONCLUSIONS 

Devaluation in the 1970s and 1980s has been typically introduced as part of a 

wider program of stabilization and adjustment, whlch is linked to the outward-looking 

strategy of development. It is argued that the outward-!ooking strategy, which 

emphasizes the role of the private sector in the development process and which 

highlights reliance on the price mechanism and the exploitation of comparative 

advantage in labour-intensive products, is more favourable to the optImal allocation of 

resources, the promotion of employment and the achievement of economic stability. 

68Ibid., p. 19. 
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Stabilization programs also come against a background of economic crisis reflected in 

the rapid accumulation of debt dictating the need for external suppon. Consequently, 

the IMF and the World Bank are inevitably in a strong position to Influence the 

contents of the stabilization package. A major raie is advanced for monetary and fiscal 

restraints, which aggrava te the contractionary tendencies inherent ln the devaluation 

instrument. 

Some dispute arises with respect to the elements of the typlCal stabilization 

package. Those in favour see the contraction of incorne which is suffered as a result 

of the demand restraints imposed as transitional as the economy adjusts to a more 

efficient pattern of growth. Moreover, contraction IS seen as part of the solution and 

consistent with the achievement of extemal stabihzatlon on a sustainable basis. Critics 

of the package do not oppose devaluation ~ but question the conditionalities which 

are associated with 11. While accepting the view that devaluation may be favourable to 

the expansion of manufactured exports, they doubt the wisdom of the addition al 

contraction Imposed by the policles of monetary and fiscal restraint. It is argued that 

this contraction faIls not ùnly on consurnption but also on Investment, jeopardizing the 

likelihood of achieving long-term stabilization and growth. These analysts favour a 

greater mie for financial support to help overcome structural difficulties and promote 

long-term growth. 
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Chapter 4 

4. THE CARmBEAN EXPERIENCE WITH EXCHANGE RATE MANAGEMENT 

4.1 INTRODUCTION 

The Caribbean expenence with exchange-rate management since the beginning of 

the 1970s provides a vlrtual laboratory for the analysis of the effect<; of devaluation. 

Among the countries of the Caribbean Community (CARICOM)\ can be found examples 

of a wide variety of exchange-rate regimes and experiences. There are examples of 

tixed and floating exchange-rate regimes, unitary and multiple regirnes. Sorne countries 

have been characterised by stable exchange rates whlle others have expenenced several 

exchange-rate changes. Since the collapse of the Bretton Woods system in 1971,2 

IThe Caribbean Communi ty consists of Antigua, The Bahamas, 
Barbados, Belize, Dominica, Grenada, Guyana, Jamaica, Montserrat, 
St Kitts-Nevis, St Lucia, St Vincent and Trinidad and Tobago. 
Antigua, Dominica, Grenada, Montserrat, St Kitts-N8vis, St Lucia 
and St vincent belong to a sub-group known as the Organization of 
Eastern Caribbean States (OECS). 

2The precise date of the collapse of the Bretton Woods 
system is subject to disagreement but a significant landmark is 
the suspension of convertibility by the United States on August 
15, 1971 when ntwo pillars of the Articles of Agreement -- the 
par value system and the gold convertibility of the dollar -­
crumbled;" See Margaret G. De Vries, The IMF in a Changing World 

1 1945-85 (Washington, D.C.: International Monetary Fund, 1986), p. 
83. 
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countries have pegged their exchange rates to a single reserve currency whilst, in one 

case, there has been experimenting with a basket of currencies. 

In 1970, aIl the countries were still operatmg fixed exchange-rate regimes with 

currencies pegged to the pound sterling. Exchange rate changes vis-à-vis the US dollar 

were typically passive in the sense that they were undertaken to maintam a fixed pari'y 

with the pound sterling when the latter changed relative to other major currencies. An 

example of this was the 14.3 percent devaluation of the Jamaican currency on 

November 21, 1967 following the de:'Tll!~al~on of the pound by the same percentage 

three days earlier.3 An exception 10 this mie was Guyan: which, while still pegged to 

the pound sterling, devalued by 8.5 percent in 1971 to offset the impact of a 

revaluation of the pound by that amount and maintain parity with the US dollar. 

The dominant form of exchange rate regime has been a fixed exchange rate 

regime with official intervention being carried out to maintain a given parity with the 

U.S. dollar. The term 'fixed' needs to be qualified in this ,'ontext insofar as the 

exchange rate does fluctuate along with its intervention currency against alI other major 

currencies. Guyana is the exception because its rate has been determined in tenns of a 

basket of currencies rather than a single currency since 1981. 

The [IfSt active exchange rate changes came in the early 1970s when countries 

switched to pegging their currencies to the US dollar and used the realignment as an 

opportunity to change their exchange rates. Jamaica has had the most varied experience 

3Bank of Jamaica, Thë Central Bank and the Jamaican Economy 
1960-1985 (Kingston: Bank of Jamaica, 1985\, Appendix A. See 
also Michael Witter, "Exchange P,~te Policy in Jamaica: A Critical 
Assessment, " Social and Economie Studies (19B3). 
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of exchange rate changes and systems. Up to 1973, its exchange rate changes relative 

to the US dollar consisted of passive responses in order to maintain parity wit.h the 

pound sterling whenever the latter underwent change. In 1973, the Jammcan dollar was 

devalued by 18.5 percent relative to the US dollar in an action designed to address an 

external imbalance and to repeg the currency to the US dollar at a rate of 0.909 : 1.00. 

This was the rust time that Jamaica had adopted a devaluation as a debberate exercise 

designed to correct an extemal imbalance, 5.6 percent of the devaluation being 

attributed to that purpose.4 In April 1977, Jamaica adopted a dual excha,lge rate, under 

pressure of deteriorating balance-of-payments performance, involving a basic rate of 

0.909 : 1.00 (all exchange rates will be given in terms of umts of domestic currency 

per V.S. dollar) and a special rate of 1.25 : 1.00. The special rate represented a 

devaluation of 37.5 percent. Several devaluations were introduced, ranging from 2 

percent to 48 percent until May 1978, when the rates were unified. 

In June 1978, a system of monthly mini-devaluatiol1s was introduced and this went 

on untii April 1979. By this time, the official exchange rate had reached 1.78 : 1.00, 

where it stayed for aimost four years. Dunng that tIme, there developed a black 

market in foreign currency and in January 1983, a dual exchange r~le system was again 

adopted by the formalizing of the paraliei market. Under this system, each commercial 

bank was allowed to determine its ow.'1 parallel rate on a dally basis. In May 1983, a 

CARICOM rate of 2.25 : 1.00 was introducerl In addition to the other two rates. 

August 1983 saw an amendment being introduced requiring all commercial banks to 

trade at the same parallei market rate which was determined weekly. In November 

4S ee Witter (1983), p. 8. 
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1983, there was another unification of the rates achieved by a 77 percent devaluation of 

the official exchange rate. The new exchange rate was set within a band of thirty cents 

and the band and rate were adjusted periodically. 

March 1984 marked the introduction of an auction system by which the exchange 

rate was detennined twice weekly and was allowed to fluctuate within a prescribed 

band. The auction system was modified in November 1984 in order to allow the rate 

to fluctuate freely without reference to a prescribed rate. The exchange rate displayed 

an inexorable slide downwards with very few appreciatiom, reaching 6.40 : 1.00 in 

October 1985, subsequently appreciating to 5.50 : 1.00 where it has been maintained 

since November 1985. Although the auction is still in operation on a twice weekly 

basis, it i~ .:lear that the system is being managed to keep the rate at 5.50 : 1.00, 

casting doubts on the accuracy of calling it a floating exchange rate system. 

In 1975, Guyana pegged its currency 10 the US dollar at the cross-rate of G$2.55 

: US$1.00. In 1981, Guyana initiated a system of basing HS exchange rate on a basket 

of currencies consisting of me US dollar, the pound sterling, deutsche mark, Trinidad 

and Tobago dollar and the Japanese Yen. With the US dollar continuing as its 

intervention currency, the rate was set at 0$3.00 : US$1.00. In 1984, the composite 

basket of currencies was changed, dropping the US dollar and the Trinidad and Tobago 

dollar and introducing the French Franc and the Netherlands guilder, and a new 

exchange rate of 0$3.75 : US$l.OO was adopted. Finally, at the beginmng of 1987, 

there was a massive devaluation setting the official exchange rate at G$lO.00 : 

US$1.00. 
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The Barbadian currency was repegged to the US dollar in 1975 with a revaluation 

of 9.5 percent, setting it at B$2.00 : US$1.00 and it has remained at that exchange rate 

until this time. The currency of the OECS countries was repegged to the US dollar in 

1976 at the cross-rate with a slight devaluation for rounding purposes, arriving at a rate 

of EC$2.70 : US$1.00 where it has remained. 

Trinidad and Tobago did not transfer its link from the pound sterling to the US 

dollar until May 1976, when it did so with a revaluation of 11.4 percent. The rate was 

set at T1'$2.40 : US$1.00 where it remained until December 1985, when there was a 

33.3 percent devaluaoon. A further devaluation of 18 percent was announced in August 

1988.5 

An interesting experiment has been that of the auction ln Jamaica. The essential 

objective is to allow the exchange rate to he determined by market forces. However, 

given the tendency for the currency to float downwards, and the adverse consequences 

of this movement in terms of inflation and instability, a decision has evidently been 

taken to stabilize the rate at J$5.50 : U.S.$l.OO. Consequently, instead of being an 

instrument for maintaining external stability, the stability of the exchange rate has been 

converted into a goal. This goal presents serious conflicts with other objectives as 

illustrated by the fact that one of the means by which it 1S achieved is a contraction of 

output caused by monetary restraint in the forrn of high interest rates. The stability of 

the exchange rate has aIso been assisted by declining petroleum prices and capital 

goods imports, the increase in tourism earnings and the availability of ready access to 

5Information on the movements of exchange rates in the few 
paragraphs is taken from Bank of Jamaica (198S), Central Bank of 
Barbados Quarterly Report, sevaral issues, and Witter (1983). 



1 99 

foreign capital assistance.6 

It is interesting to note that the auction may involve an ami-export bias. 

Exporters cannot be assured of heing able to recoup any losses from unanticipated 

adverse fluctuations in the exchange rate because they have no control over 

international priees. On the other hand, "distributors of lmported consumer products 

and producers for the home market would he in a much stronger position to make priee 

adjustments to offset these costs.,,7 The existence of an anti-export blas 10 the auction 

mechanism is contrary to a basic objective of the poliey. 

Considerable skepticism has been generated concerning the effectiveness of 

devaluauon on the basis of the Canbbean experience. At the superfieial level, this 

skeptieism is supported by observmg that the countries WhlCh have used the devaluation 

instrument most sparingly, Barbados and the OECS, have enjoyed the best 

circumstances in terms of external and internal stabllity. On the other hand, reversing 

the direction of causation, il may he argued that good fiscal and monetary management 

has obviated the need for devaluation. In addition, it is important to take account of a 

range of exogenous factors which may have affected the countries in different ways. 

The effectiveness of devaluation as a poliey instrument 10 the small countries of 

the Caribhean is exarnined in section 4.2 with special attention to the work of 

6See Karl Bennett, "The Caribbean Experience with Floating 
and Managed Floating Exchange Rates." Paper presented to a 
symposium on The Management of Exchange Rates, Port of Spain, 
January 12 - 14, 1988. 

7 I bid., p. 26. 
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Caribbean analysts who have addressed this question.8 The final section notes sorne 

insights of relevance to the theoretical model presented in chapter five. 

4.2 THE EFFECfIVENESS OF DEVALUATION 

The effectiveness of de valuation has to be evaluated 10 the context of the 

objectives for which it is employed. The primary objective of devaluation in the 

English-speakmg countries of the Canbbean in the 1970s and 1980s has been the 

achievement of acceptable external balances 10 the face of detenorating debt conditions. 

The ulnmate objectIve was to generate current account surpluses in order to reduce the 

debt which has accumulated. However, In the practical circumstances of Caribbean 

countries, there are several competing objectIves. 

Firstly, there is the objective of promoting the growth of output. Mindful of the 

fact that stabIliza_tIon efforts may be at odds wnh the growth objective, Blackman 

argues that "pohcy makers in small open developing countnes therefore require a 

bifocal model that addresses both the problem of short-run external and internaI 

BA frui tful resource is the proceedings of a symposium on 
The Management of Exchange Rates, organized by the Commonwealth 
Secretariat in cooperation with the Central Bank of Trinidad and 
Tobago, the Caribbean Community and the Institute for Social and 
Economie Research, held in Port of Spain on January 12 - 14, 
1988. In particular, see Courtenay Blackman, "The Exchange Rate 
in the Balance of payments Ad]ustment Process of CARICOM States", 
Karl Bennett, "The Caribbean Experience with Floating and Managed 
Floating Exchange Rates", Marion Williams, "Clearing and payments 
Arrangements in the Caribbean", DeLisle Worrell, "The 
Harmonisation of Exchange Rates in the Commonwealth Caribbean", 
idem, "The Effects of Devaluation on Competitiveness and Trade". 
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stability, as well as that of long-tenn growth."9 Secondly, against the background of 

black markets in foreign currency, govemments have taken measures to eliminate the 

leakage of foreign exchange from the official channels. 1o 

A third consideration of major importance in the Caribbean context is that 

exchange rate changes of individual member countnes should not be unfavourable ta 

intra-regional CARICOM trade. It is necessary to be conscious of sensitivities to unfair 

advantages ln CARICOM trade conferred by devaluations to prevent retaliatory 

measures wlth dIsruptIVe consequences. The question of efficIent exchange management 

and the maintenance of converttbility IS an important preoccupation of policy makers in 

the CARICOM context. 11 

In our analysis of the effectiveness of devaluauon ln the recent experience of the 

Cari b bean , we shaH concentrate on the twin objectives of stabihty and growth. The 

problem of black markets appears susceptIble to amehoration through the use of 

devaluation. The eVIdence from the Jamaican experience suggests that an element of 

flexibility in the regime IS desirable because it 15 the auction WhlCh, ta sorne extent, 

"has been effective In reducing the leakage of currency to the black market. "12 The 

question of the appropnate machinery te facilitate intra-CARICOM trade and payments 

9Blackman (1988), p. 9. 

lOSee Karl Bennett, "Exchange Rate policy and External 
Imbalance: The Jamaican Experience, 1973-1982, ct Social and 
Economie St1?il ies (December 1983), p. 52 where "the role of 
exchange rate management in helping ta minimize the leakage of 
foreign exchange from the official market." is discussed. See 
also idem (1988). 

llSee Worrell, (1988a); Williams (1988). 

12Bennet t (1988), p. 25. 
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on an on-going basis is a matter to be subjected to further study. 

It is also important to hear in mind a number of factors associated with a 

devaluation as an Instrument of stabilization and adjustment. It is necessary to 

dist10guish the respective effects of the elements of a stabilisatIon package. Account 

has to he taken also of exogenous factors, such as changes in conditions affecting 

markets for the major exports of Caribbean countries. If major commodity priees are 

declining on international markets, the effectiveness of a given level of devaluation may 

be underrruned. 

Another major concem IS the inflanonary effect of devaluatlon. Indeed, this is the 

primary factor accountmg for its unpopularity. The questIOn of capital flows and 

adverse expectations is eVldently of considerable importance 10 the Caribbean context. 

Finally, we must mentIon the effects of devaluauon on the dismbution of incarne 

between the rich and the pùür. ThIS is clearly an Important dImenSIOn. However, it 

tends to be approached in tenns of the effects of the overall stabllization package rather 

than by attempting to isolate the effects attnbutable ta devaluauon alone. 13 The 

relationship between the distnbutional impact of Mabdizatlon programs and their success 

in achleving their goals is too often ignored or dismlssed with the observation that "the 

cost of adjustment should however appear equitable in order to engender social 

13See Derick Boyd, "Macro-economic Stabilization in Jamaica: 
The Lessons of Recent Experience, " Overseas Development 
Institute, Working Paper no. 19, 1986. 
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cohesion. "14 

Recent experiences with devaluation in English-Speaking Caribbean counoies have 

engendered skepticism among policy makers and academic observers. This is perhaps 

best reflected by the following observations made by Courtenay Blackman, then 

Govemor of the Central Bank of Barbados, WIth respect to the Barbadlan experience: 

For example, upon realigning our currenc)' from the pound sterling to the 

U.S. dollar in July 1975, the Barbadian authoriues revalued upwards by 10 

percent. We went on to enJoy five of the most prosperous years in our 

economic history and have maintamed that parity ever since. \5 

Blackman's arguments against devaluation being effective m a small Caribbean 

country rest on the limitations of the market in these countnes. 16 Adopting an argument 

attributed to Solow, he states that there is a corndor around an equlibrium path within 

which market mechanisms can be relied upon to correct disturbances but lf the 

economy is propelled outside that corridor, extta-market measures have to be resoned 

to. Smce markets in LDCs "lack the depth and sophistication of those in developed 

14nSome Issues and Conclusions from Discussions on Exchange 
Rate Management in the CARICOM Region," Summary of Proceedings 
from the Symposium on the Management of Exchange Rates, January 
1988, p. 3. 

15Courtenay Blackman, A Heterodox Approach to the Adjustment 
Problem, Adlith Brown Memorial Lecture, (Barbados: The Central 
Bank of Barbados, 1986), p. 4. 

16See Blackman (1986) and (1988). 
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countries",17 the corridor is narrower for the fonner and therefore the resort to extta-

market measures would be required more often. 

This argument is followed up by observing that LDC economies are characterised 

by market imperfections which inhibit the effectiveness of market-oriented measures. 

Account has to he taken of rigidities and bottlenecks which hamper the smooth 

reallocation of resources. In these conditions, shocks such as those experienced ln the 

1970s and 1980s can precIpitate a crisis which Blackman argues is comparable to the 

expenences of Japan and Europe after World War II. 

Blackman speaks of a situation of market collapse where market disequilibria are 

enonnous. He uses the ex amples of Guyana and Jamalca where "foreign debt arrears 

are so huge that It would require an inconceivably large devaluation to bring about the 

equalization of demand and supply of forelgn exchange.,,18 The Inflation caused by 

such a devaluation WOU Id he highly adverse ta output growth. 

These consIderations lead to the conclusIon that the promotion of growth and 

stability require a longer time horizon than tYPlcally apphcable In a developed country. 

Moreover, he urges that approaches to stabilization should involve larger amounts of 

concessionary financing. 

A second line of argument pays more attentIon to the ngidnies inherent in the 

economic systems of smaU LDCs, associating the ineffectiveness of devaluation with a 

"crisis of production". 19 This analysIs is based on an elastIcities mode 1 which sees a 

17Blackman (1986), p. 7. 

18Blackman (1986), p. 11. 

1 19See Michael Witter, "Devaluation and Balance of Payrnents: 
The Case of Jamaica," Department of Economies Occasional Paper 
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devaluation affecting the current-account balance by making exports cheaper in foreign 

markets and imports more expensive In the domestic market. With sufficiently high 

demand elasticities in both markets, a de valuatIon is expected to improve the external 

account by increasing the value of exports and decreasing that of imports. 

Against the background of such an analysis, low elasticines play a major role in 

explaining the i.1effectiveness of devaluation. Domestic demand for imports is said to 

he inelastic because of the attachment of consumers to imported consumer goods and 

particularly because of the heavy reliance of domestic production on imported 

intennediate and capital goods. On the export sIde, supply IS said te be severely 

inelastic in the short run. This is aggravated by the fact the that major tradition al 

exports of Jamaica (including bauxite, sugar and bananas) are sold al prices negotiated 

in foreign currency so that a devaluation does not lower its foreign priee. This IS 

advanced as an expl.mation why ex i>Ort s of these products may fall ta respond to 

devaluatton. The combination of these conditions may actually lead to a deterioration 

of the current account lU response to a devaluation. 

An alternative strategy IS proposed as the solution to Jamaica's problems of 

stabilizatlon.20 It is argued that the emphasls should he placed on ways of reonenting 

consumers' tastes towards local products. ln additIon, the necessity is advanced for 

improving the social relations affecting labour if productivity is to be raised. Although 

a set of recommendations for achieving these goals are put forward, there is salI a need 

Series no. l, July 1984, University of the West Indies, Jamaica; 
aIs 0, idem ( 1 983) . 

20See Witter (1983) and (1984). 
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to identify the precise mechanisms by which they may he achieved. 

The deterioration of the balance of payments in response to a devaluation is also 

associated wlth large doses of capital flight. Devaluation redistributes income in favour 

of profits but instead of snmulaung investment, it favours luxury spending and capital 

flight. This factor has been examined in relation to the experience of the 1970s and 

the high level of foreign investment in Jamaica. 21 It is evidently a factor of 

considerable Importance in the Jamrucan context. 

The effectlveness of devaluation in the Caribbean experience has been observed to 

he highly susceptible to fluctuations of uncertainty and instability in expectations. It is 

observed that 

Most serious of aIl are the potential effects of a devaluation on public 

expectations. Devaluation will Immedlately add to mflationary pressures and 

unless it IS deep enough to he credible, and unless an adequate cushion of 

foreign exchange is avrulable, it cou Id lead to a general loss of confidence in 

the system, with a consequent expansion of the black market and capital 

Evidently, this is not an argument against devaluation peT se but a caution that, 

21See Norman Girvan et al., "The IMF and the Third World: 
The Case of Jamaica," Development Dialogue (1980), and Luca 
Barbone and Francisco Ri vera -Bat i z, "Foreign Capital and the 
Contractionary Impact of Currency Devaluation, With an 
Application to Jamaica," Journal of Development Economies (1987). 

22Blackman (1988), p. 15. 
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given the voiatility of the expectations of the public, a devaluation which is not 

properly timed and implemented can have adverse external and growth consequence~~. 

It is observed elsewhere that "fundamental diseqUllibrium creates and 1S fed by 

uncenainty and lack of confidence" .23 

4.3 CONCLUDING REMARKS 

The experiences of Caribbean countries in the 1970s do not engender ~n 

unequivocal faith in devaluation as an instrument of stab1lization. A high premium is 

placed on the protection of stable exchange rates for as long as possible. Empha~is is 

placed on the need to pre-e~npt d..?'valuat.on by the maintenance of sound 

macroeconomic policies, I.:ksigned to keep the economy on :! sustainable growth ,'Jath, 

following the well-wom adage that prevention is better than cure. The exchange rate 

should be kept at the highest level consistent with a sustainable growth perfomlance. It 

is to be noted that an appropriate level for the exchange rate may be an effective way 

of keeping the black market in foreign exchange in check. 

If il is evident that a country is losing its competitive edge 10 a fundamental way, 

.\ devaluation may he indicated as part of the approach to stabilizauon. In such a case, 

a timely and adequately determÏned devaluation should be undenaken. Even then, 

succ.ess is not guaranteed, given the rigidities th'lt may he typical of the smaU economy. 

It is .1rgued that stabilization in these circumst~nces should he viewed within a long 

time horiLon and should incorporate a significant role for net extemal fmancing to lend 

23Surnrnary of Proceedings (1988), p. 2. 
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credibility to the devalued exchange rate. 

The examination of views on devaluation in the Caribbean context generates 

insights, which are consistent with the intuitions that motivate the theoretical model to 

be introduced in the next chapter. In particular, mention may be made here of two 

aspects which wIll be taken up in the theoretical mode!. Firstly, there are the problems 

of rigidities and bottlenecks, which hinder the smooth expansion of output in response 

to conventional market stimuli. The existence of these elements underlines the 

importance of modelling the behavlOur of supply. 

Secondly, the posslbility of perverse responses to devaluation has been noted. 

These responses have been associated with the volatility of expectations in the face of 

the transmission of inflationary developments, and with capital flight and luxury 

spending. The latter characteristics reflect the relative immaturity of the Jamaican 

capitalist class in terms of its capacity to act as the central force In the development 

effort. 

Confusion arises because most of the analyses are based on an elasticities model 

of devaluation. 24 Whilst elasucities will always have sorne relevance in the expected 

effects of devaluation, it should he noted that the conventional assurnptions are 

unsuitable to a small, open country. An underlying assumpnon of the elasticities model 

is that the domestic priee of exports is given, which is inconsistent wlth the reality of a 

country that is a price-taker in the international economy. 

This inconsistency leads to several types of misdiagnosis in the analysis of t~e 

effects of devaluation. For instance, it is argued that an obstacle to the expansion of 

24See, for example, Witter (1984). 
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traditional exports is the fact that their prices are denominated in foreign currency. A 

more consistent argument is that the supply of the cornrnodities in question does not 

respond in the short run to price stimuli. For example, the evidence indicates that, 

given the organization and characteristics of the bauxite industry, factors such as market 

demand by the industrialized countries, access to cheap energy and long-tenn sourcing 

plans of the multinationals play a more important role in determining output decisions 

than domestic prices.2S 

Moreover, although the role of de valuation in reducing the standard of living is 

acknowledged, this important dimension is too often ignored in the analysis of the 

effects of devaluation. In addition, the use of an elasticities approach makes it less 

easy to integrate the analysis of devaluation with that of domestic macroeconomic 

policies. 

25Seé David Hojman, "The Economies of Bauxite and Aluminium: 
Distributed Lags and New Econometrie Estimates," Resources policy 
(1984). 
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Chapter 5 

5. A STYLIZED MODEL OF DEVALUATION 

IN A SMALL OPEN ECONOMY 

5.1 INTRODUCTION 

110 

This chapter develops a stylised model of the balance of payments in a small 

open economy. It will be employed for the purpose of analysing the effects of a 

devaluation on the balance of trade and total output. This model will emphasize the 

features of countries such as those of the Canbbean WhlCIl are not only small but 

extremely open to the influences of the international economy. A major aspect of our 

model is that it accords central importance to the real-wage i"'lplications of devaluation. 

In kecping with the practice followed In many balance-of-payments models, this 

one foc uses on the balance of commodity trade and, accordmgly, wIll ignore factor and 

non-factor services. l It must, however, he emphasised that, In principle, our model can 

be applied to sorne categories outside the commodity-trade account. Indeed, in the case 

of Jamaica, it is of practical importance to include tounsm earnings In the analysis both 

because they are the principal source of foreign-exchange earnings2 and "have the same 

lSee footnote 1 of chapter one for exarnples of papers which 
restrict themselves to the trade balance. 

2Tourism earnings (net of payments by resia~nts travelling 
abroad) were US$385.3m and US$375.3m in 1984 and 1985 
respectively, compared to US$283.8m and US$212.2rn for alumina, 
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impact on our economy as export earnings."3 While our model is equally applicable 

whether tourist expenditure is included or not, its role is stressed in the Caribbean 

context. 

It must also be emphasised that the decision to ignore the capital account does not 

imply its unimportance. On the contrary, it will be shown ln chapters six through eight 

that net capital flows are of major importance in the perfonnance of Jamaica which has 

the kind of economy toward which this analysis is geared. However, success in 

achieving improvements in the trade account would be a major contribution to the 

achievement of a sounder balance-of-payments positIOn and a stronger econorny. 

Our mcxlel will attempt 10 analyse the effects of devaluation in a small, open 

economy such as that of the typical Caribbean country. We shall ernphasise the feature 

of such economies as price-takers in the international econorny. A focal point of the 

analysis will be the real wage and the implications of a devaluation for the standard of 

living of labour. Moreover, we shaH adopt the sornewhat structuralist position that an 

adequate supply response to the stimulus of a devaluation cannot be taken for granted 

and shall emphasise the role of a favourable output response for the success of a 

devaluation. 

The development of our model will follow a number of steps. In section 5.2, we 

discuss the assumptions which are the foundation for the analysis. Issues to be taken 

up include its assumption of openness, the supply function and the price-wage fulcrum. 

the largest commodity export, in the same years. See Bank of 
Jamaica, Balance of Payrnents of Jamaica, 1985 (Kingston: BOJ, 
1986) . 

3Stone (1988), p. 8. 
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Section 5.3 introduces a basic version of the model, the purpose of which 15 to explore 

the implications of a model based on the real wage as liS central pnce relal1onshlp. 

Section 5.4 deals with manipulations of the basic modcl aInlCd at dClcnmning the 

effects of devaluation on output and the trade balance. Scellon 5 5 mtroouces an 

extension of the model which, while it maintams the essentlal a~~umptlOns of the basic 

model, adopts a more general structure. Two primary changes arc the incorporation of 

profit income on the demand side and the specification of incorne catcgones In 

aggregate tenus. SectIon 5.6 IS devoted to manipulations of the extended model 

towards the derivation of the effects of devaluatlon. Finally, Section 5.7 presents sorne 

general comments and conclusions. 

5.2 GENERAL ASSUMPTIONS 

5.2.1 Openness 

It is customary to assume two main categories of go<xis ln balance-of-trade 

analyses, i.e. tradables and non-tradables. Theoretical approaches make the assumptlon 

that the pricc ratio of any two goods or groups of goods mcJuded In clther of the5e Iwo 

categories is constant. This allows tradables to be rreated as one comp()~lIe good and 

likewise for non-tradables. 

FOli(j'wiI1g the small-country assumption that countries are price-takers in the 

international market, priee ratios among tradables are assurned to be exogenou~ly 

detennined. The pr!ce level of non-tradable goods IS determmed mdependcntly of the 

international market. The analySIS then revolves around changes In the pnce rclauons 
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between traded goods and non-traded goods as a consequence of devaluation. 

The principal innovation of our mode 1 IS the strength of the assumptlon of 

openness. It is assumed that a11 goods in a smaU open economy are tradables. There 

are no non-tradables and there~Jle that aH priees in the country are detenmned ln 

relation to the international market. One way to view this assumptlon is as the extreme 

counterpart to the closed economy model which has been widely applied ln economics 

and which essentially assumes that there are no traded goods. 

In its exclusIOn of non-tradables, this model rnay be said to resemble the 

elasticities models. Unlike those models however, this mode 1 adopts the funher 

assumption, typical of modern trade models, that the pnce ratios of tradables are 

constant, allowing us to treat tradables as a composite good. 

It may, at flfst blush, appear that our assumptions are extreme but on closer 

examination, strong grounds can be found for them. The mam rationale for non­

tradables is the existence of sectors in the country where domestic priees are 

determined independently of international pnces. To sorne extent, this situation may be 

contrived by trade policy as sorne goods are dehberately sheltered from the mternational 

market. The influence of international pnces on those of non-traded goods IS an 

indirect response to substltutIons in production and eonsumptlon as the priee ratl~ 

between traded and non-traded goods changes. If the priee of non-tradables fell relative 

to that of tradables, resources would be drawn away from the fonner and demand 

attracted towards them. The combination of these forces would tend 10 attenuate their 

priee decline and even cause this priee to rise. It is important to note that not a11 goods 

that are not being traded are non-tradables. Import-competing goods are clear examples 
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of tradables that are not traded since they are In competition with internatloual goods 

but are made for the domestlc market. 

One implicatIon of our sImple mode 1 IS that there IS perfect ~uh~tltlltabIlity 111 

production between goods for the domestlc and forcIgn markets Thl" aS'iumpl1on IS 

not unique to our model. Other models assume that the tradable good pnxiuced by the 

country conslsts wholly of an exponable good. of whlch "orne ponlOn IS consumcd 

domestically.4 It is also not unusual to assume that factor mputs transfcr rcadily 

between the tradable and non-tradable secrors. 

Such an assumption of substltutablhty IS a sigmficanr sImplificatIon of reality. It 

is widely recogmzed that a Shlft from domestlc to forclgn market" presents dlfficulties 

that have to be overcome. Not least among them IS that of presenting the product in a 

way that IS appeahng to consumers ln a forelgn market. However. by abstracting from 

this dlfficulty, it 15 possible to focus on other areas of mtere~t. 

The first consIderation that come~ to mmd in defcnce of our 'itrong a~~umpuon of 

openness is the hlgh Importance of trade 10 the typlcal ... mall country. In the case of 

Jamaica for example, Imports excecdcd fi ft y percent of GNP ln 1981 and 1984 and 

have usually been 111 excess of fony percent. Exports and Imponli added togcthcr have 

been almost 90 percent of GNP 10 wme yeaTS (sec Table 63) It 1 ... to he cxpectcd 

that with trade havmg such a preponderant po~lt1on In the cconomy, the formauon of 

prices domestically would be heavIly intluenced by lntematlonal pnœs. 

It may be argued, however, that even wherc goodli are not currently tradcd 

internationally, thclr pnce determmatlon IS mtluenccd by mternational priees. Thi~ 

~See, for example, Dornbusch (1980), chapter 5. 
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point has been made at sorne length by Frenkel and Johnson who put forward a number 

of explanations. S They argue that even if a good is not traded, its factor inputs have to 

he attracted from the production of traded goods and, therefore, this IS a channel for 

influencing the priee fonnatIon of the non-traded good 

Where a good employs an "Internationally unmobile specifie factor such as chmate 

or land of a specific quality",6 it IS argued that In most cases the product itself IS 

tradable. Frenkel and Johnson present the example of coal mmes which employ a 

specific naturaI resource but produce coal. which IS tradable. S uch an example IS 

important In demonstratIng that even though many goods are not traded, It is difficult 

to conceptuahze examples of gcxxls the priee determmatIon of which can be entIrely 

divorced from the international process. 

It IS significant that although Frenkel and Johnson are basing thelr cornments on 

the small-country assumptIon. the y are not thinking particula:ly of economies as small 

and as open as Jarnalca or the other Canbbean states and mmi-states. The pomt. 

however, applies a fort IOn to such countnes. 

It is usually assumed that non-tradables consist primarily of servIces, e.g., haircuts, 

medical servIces. Services are considered typical non-tradables simply because they are 

the most ObVIOUS examples of items which must he exchanged at the location where 

they are produced. For a number of reasons however, even this is not as significant a 

factor as usually assumed. Firstly, in the small countries of the Caribbean reglOn. 

tourisrn is a pnncipal mdustry, someUmes the most pervasive. This means that the 

SFrenkel and Johnson (1976), pp. 27-8. 

6Ibid., p. 28. 
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most pervasive service In many cases is tradable. 7 Furthennore. with the growing 

technological SOphIStICation in are as such as commUniCatIOns, other servIces are 

becoming htghly tradable Two examples, whlch are a growmg feature in Canbbean 

countnes, are data-entry computer service" and bankmg. 

Another relevant conSIderatIon IS the low ~ubstitutablltty hctween goods and 

services. It is dlfficult to Imagme that when the priees of motor cars, marganne and 

VIdeo machInes go up as a result of a devaluatlOn, people ",wltch to the consumptlon of 

more halrcut~ or VISlts to the dentIst. Therefore the eXI.,tencc of a few genume1y non-

tradable servIces does not affect our trade mecham~m ln an e~.,cntIal way What Il 

implies, however, IS that our predICtIOn of the IIlcrcase III the dome~tlc pnee lcvel will 

be overestimated to the extent that non-tradable~ exist. Howcver, thlS IS not expected 

to be a slgnificant overestlmate 

Another typlCal example of a non-tradable is land and other natural resources, 

which by thelr nature cannat be tran~ported. In this case, it can he argucd that the 

demand for land, for example, I~ a denved demand dependmg on the uses for which Il 

is suitablc. The priee of land wIll inevItably be affected by th()~e of the goods market. 

In addition, Ils demand 15 typlcally a funcuon of vanahle~ <;uch as wealrh rather than a 

straight-forward quesl10n of relatIve pnccs. Consequently, one would not expect that 

consumers would move Into the purchasmg of land slmply becau~e the pnees of g(xx1s 

have gone up. 

Geography is another factor and, In thl~ contexl, ~mallnc~s need not he a 

lTourism in the Caribbean 1S an extreme case of a tradable 
• in the sense that ail of its output 1S tYP1cally aimed at the 

forelgn market, just like bauxite, for 1nstance. 
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consideration. Countries that are landlocked and have good communication links with 

their neighbours will fmd their prices being significantly related 10 internatIonal priees 

throughout the seope of economlc activity, irrespective of size. We are, of course, 

abstraeting from govemment mtervention, which couid have the effect of creating 

sheltered sectors. ;\ good ex ample is Canada where superficial observation suggests 

that, but for govemment intervention, one would be hard put to find non-tradable 

goods. This is undoubtedly true also of Mexico and Central Amenean countrie'i. 

Jamaica is an island but it IS arguable that its good communIcations and close contacts 

with the Nonh American continent and elsewhere outweigh any tendencles to insularity. 

The strong assumption of openness finds support In the Caribbean literature. 

There have been severa! studies which have established the strength of the influence of 

international priees on price levels in the Caribbean reglOn.8 In partIcular, attention 

may he drawn to a recent analysis by Carlene Francis looking at monetary policy in the 

Bahamas.9 

On the basis of an emplrical study conducted by the IMF IO
, it IS found that 

"inflation in the Bahamas is aimost solely imponed".l1 The IMF study found that a 

change in the consumer-goods compone nt of the US producer price index (US being the 

BS ee , 
Car ibbean 
Research, 

for example, Compton Bourne (ed. ) Inflation in the 
(Kingston, Jamaica: Institute for Social and Economie 

D.W.r.,1977). 

9Carlene Francis, "Monetary Policy in a Small, Open 
Dependent Economy: The Case of The Bahamas," Social and Economie 
Studies (1986). 

lOIMF, "Bahamas: Recent Economie Developments," March 1980. 
Cited in 'Francis (1986). 

llFrancis (1986), p. 116. 



1 

l 

II~ 

main trading partner of the Bahamas) resulted in a roughly proponlOnal mcrease m the 

Bahamian CPI, wnh a 15-month lag. In addmon, Il IS found that "tndtgenous factors 

appear to have very little impact on InflatIon In the Bahama-;" 12 • ThiS I~ Mrollg ~uppon 

for our model since there IS the Impltcation that on averJge. the pnce~ of ail good., and 

services reflected in the CPI are mfluenced by mtematlonal pnee changc-;. rcsulung ln 

a change in the index of an equal percentage. The slmtlantlcs among the Canbhcan 

countnes are strong enough for tt to be assumed that Jamalca and other countries 

behave in a simllar fashlOn. 

The 15-month lag is sIgmficant because lt shows thal pnce~ do not reaet abruptly 

to a devaluauon but they change gradually over a penod llm Iag may ~trengthen 

rather than reduce the perceptIon of an mflationary proces., and Inflauonary expcctatlOn!l 

of a devaluation. Inflationary expectahons may contribute to general Imtabtltty ln the 

economy. 

5.2.2 The Supply Function 

Most analyses of the balance of payments are essenually demand-oriented. The 

focus of attention is on the effects of changes 10 relatIve pnees on the domest!c and 

foreign demands for domestic output relatIve ra forelgn g<xxls. In cmpha-;izmg the 

demand side, the y tend to ignore the supply slde, whlch 1'; an aspect of great pracucal 

and theoreucal sigmficance to the analysls of devaluauon To a certain extent, the 

concentration on the demand side IS a legacy of the elastlcltles approach, in which the 

roie of demand condJ.tions In achieving improvement 10 the trade balance is made 

:2Ibid., p. 1l5. 
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explicit. Trade analyses have, consequently, tended to take the supply side for granted. 

Our model takes the approach that il is necessary to specify the behaviour of supply 

explicitly. 

It is possible that, for various reasons, the supply response IS a point of critical 

breakdown in the actual response to a devaluation. One way 10 WhlCh a devaluation is 

supposed to affect the trade balance is by 10creasing profits (assuming real wages are 

flexible downward) in the production of tradables and thereby promoting an expansion 

in their production. In the concrete ClTcumstances of Jamalca and other LDCs, lt may 

be found that supply behaviour does not necessarily follow thlS course :md, therefore, 

may be described as 'perverse' in the light of conventlonai analysls. 

By a perverse response, we mean an outcome that is contrary to that WhlCh 

conventional price theory would lead us to expect. On the basis of an upward-sloping 

supply curve, we would expect rising priees to be associated with Increasing output. 

This supply curve, however, is based on the assurnption of nsing priees, aIl other things 

held constant. In the context of stabllization in a developing country, lt is important to 

take inta consideration such aspects as expectations, bottlenecks and rigidity, opening 

the possiblhty of obtaining an apparently perverse supply function. 

A basic explanation for perverse reactions revolves around expectatlons which tend 

to be excluded from orthodox analyses. However, there is rcason to believe that the 

nature of expectations is a very powerful feature of the devaluation situation, especially 

when devaluation is undertaken in an effort to achieve macroeconomic stability. A 

devaluation tends to stimulate inflation and inflationary expectatlons. Doubts may be 

raised as to whether economic stability is sustainable and funher rounds of devaluation 
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can be avoided. A stable economlc and social climate IS necessary If investors are to 

be persuaded to invest in posslbly new and unfamihar ventures involvlOg competItion ln 

foreign markets. In circum~tances loaded WIth uncenaInty, produccrs, m\tcad of 

investing increased profit earnmgs in the expamlon of goods for expOI1, may he 

inclined to purchaSt.! land (or other eXlstIng as~ts) or ret11lt funds abroad as capital 

flight. Other factürs which may have a slgmficant Impact on the ~upply respome 

mclude protectionism '" forelgn markets and the pohcy and commercial challenge~ of 

completing the tranSItion to an outward-lookmg development Mrategy. 

An Important conSideration to bear In nund 1<; the Clrcum~tances of most 

devaluations in recent years DevaluatIon IS usually postponed lIntJ! It has become 

absolutely unavOldable. 1J Consequently, a devaluauon often cornes 10 the nmklle of a 

bitter cnsis. In these Clrcumstances, it does not take much '" tenllS of addItlOnal 

inflatIon to set up destablhsing expectatlOns and precipllatc capital fllght mSlead of 

output expansion. 

The occurrence of perverse reacllons to a devaluauon ha<; becn alluded 10 by 

several writers looking at Jamaica. Sorne of the wnter'i have pald attenlIon panicuJarly 

to the bauxite mdustry. It has been observed, for example, that a devalual1on, by 

increasmg the domestlc currency value of forelgn exchange, reduccs the amounl of 

foreign currency reqUlred 10 service local CO~ilS. Consequently, Jt re!lults 10 sm aller 

amounts of profit being retained in forelgn l'urrency tenns, or effecl1vely, to larger 

;)See Spraos (1986). 
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outflows. J4 

This matter has been the focus of analysis in a recent application of the Krugman· 

Taylor model where it is shown that devaluation, resulting in a redistribution of 

incomes towards profits in a country where foreign investment is substantial, leads to 

higher remittanees abroad and a contractionary effeet on output. IS 

It has also been observed in an empirieal evaluation that increases in the world 

market priees of bauxite products have a perverse effeet in Jamaica. 16 Instead of 

generating an inerease in output, the y are associated with a decline. The explanation 

offered is that in the context of the conflict between the govemment and the bauxite 

companies over the bauxite levy, compames use the inereased profits from priee 

increases to finance the relocation of sources of supply. To the extent that this 

explanation is true with respect to world market priee changes, il would also apply with 

respect to a devaluation. Since foreign investment is widespread outside the bauxite 

industry, perverse supply reactions may affect other seetors also. 

We have developed a simple ad hoc suppl Y [unction employing two explanatory 

variables in order to incorporate our thinking on this aspect into the mode!. The first 

explanatory vanable is the price-wage ratio, reflecting the conventional assumption that 

supply is a funetion of priee, subject to eosts. Costs are reflected by the nominal 

wage. Other costs, such as the priees of intennediate goods are not specified, given the 

14 This point has been discussed by Girvan et al. (1980), 
and Barbone and Rivera-Batiz (1987). 

15See Ba]~bone and Ri vera-Batiz (1987). 

16Hojman (1984). 
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assumption that these priees vary in proportion to the general priee level Ir IS assumed 

that there are two factors dictating the impact of changes ln the pnce-wage mtio, as a 

result of exchange-rate changes, on supply. On the one hand. an mcreasc in thls ratio 

operates as a stimulus to expansIon by virtue of an increase ln the pmtït rate. On the 

other hand, the mfluence of mflationary expectatlons, bottlenecks ln production 17 and 

other transitional factors may Impose a negative tendency ln the rcsponsc to 

devaluation. The direction of the full impact of a change in the price-wage ratio on 

supply is assumed to be a combmation of the two factors above and may thcrefore be 

favourable cr unfavourable. 

The ~l..cond tenn relates the real rate of interest to the level of production. It is 

not unusual for a devaluauon to be accompamed by mcreases in the interest rate as part 

of a tightening of access to credit and an effort to mamtain po ... iuve real rates of 

interest in order to encourage domestic savmgs and oefend the new value of the 

currency. The evidence from Jamaica suggests that mterest-rate mcreases can be 

unfavourable to growth (see chapter 6). The response of output to a devaluation WIll 

depend on the outcome of the combined effects of these forces. 

5.2.3 The Price-Wage Relatlonshlp 

Any analysis of the balance of payments revolves around a principal rclative-pncc 

relationship. As Dombusch has observed, "exchange rate changes exen real effects 

17Shortage of foreign exchange for the purchase of raw 
materials is a typical bottleneck atfecting developing countries 
with balance-of-payments problems. 
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because the y eonstitute changes œlative to sorne other nominal variable."ls The 

elasticities approaeh took the relative priees of importables and exportables as its focal 

point. Recent analyses have tended to be based on the priee relations between 

tradables and non-tradables. The assumptions of our present model exclude both of 

these priee relationships. Instead, the central relationship of our model is that between 

domestic prices and nominal wages. 

The importance of the priee-wage relationship is acknowledged at many levels of 

economie analysis. In the context of balance-of-payments analysis, ils relevanee is seen 

in the consideratIon of real-wage resistance, which ean frostrate the effects of a 

devaluation. 19 In the implementation of stabilization and adjustment policies, the role 

of the reaI wage is refIected in measures to restrain increases in wages in the face of 

domestic priee nses arising from devaluation. In general, it can be argued that the 

relationshlp between priees and wages is a key relationship in the analysis of the 

balance of payments. 

5.2.4 Other Assumptions 

Sorne further assumptions need to he stated. Firstly, nominal wages are assumed 

to he constant. This is a familiar assumption and has been widely employed in 

balance-of-payments models.2D Consistent with the fixed wage assumption is the 

lBDornbusch (1975), p. 870. 

19See Dornbusch (1980); Corden (1983). 

2°E.g., Krugman and Taylor (1978), Fleming (1962) and 
Mundell (1963). 
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assumption that unt"mployed labour exists. This assumption is cenainly justified by the 

reality of Jamaica and other developing countnes. 

Secondly, we are focusing our attention on the merchandlse-trade account and, 

therefore, the balance of payments conslsts only of the balance of trade for our 

purposes. Th irdl y, we are abstracting from any aCUve role by the governmcnt as il 

matter of simplification. Our hypothetical small country will be assumed ta produce 

only e::portables. The nanonal output of goods IS either consumed domestically or 

exported. The descnption of domestIcally produced goods as exportables rather th an 

'import-compettng' (as is often done In trade models) IS not a dlffcrcnce In ~lIbstance 

but it has connotations worth noting. Trade analysis has been oriented towards a 

categorization of goods as import-competmg If the y displace potential imports. 

However, it must be remembered that the imports of one country are the exports of 

another so that the categorization is essentiilHy !!'\vial. In the context of LDCs, the 

current interest 10 expanding exports enhances the appropriateness of viewing each 

product as a potential ex port. 

Imports consist of consumer goods and intennediate goods. For the present, 

imports of capital goods will be 19nored but they will he mtroduced In an extension of 

our model. Intermediate goods enter the production of an domestic output in a fix';d 

ratio. This is a simplification whlch is conven~-nt for our analysis and has been widcly 

employed in the literature. Note also that our simple model ignores domesticalJy 

produced intermediate goods. 

In the ensuing sections of this chapter, we advance a model which is based on our 

assumptions with respect to the small open economy. In the simpliclty of its 
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assumptions, such as fixed proportions for labour and raw-material inputs and the 

absence of domestically produced intennediate goods, it resembles the work of 

Dombusch, Krugman and Taylor, and Jones and Corden21
, which have been influential 

in the analysis of the effects of devaluation. Its peculiar features are the extremc 

assumption of openness, reflected in the absence of non-tradables, and the inclusion of 

a simple supply function. Two versions of our model are presented: a basic one 

focusing on the operation of the price-wage mechanism in generating the absorption 

effects which underpin the effects of devaluation, and an extended one, in which 

demand depends more conventionally on incorne vanables. The two versions yield 

consistent conclusions about the effects of devaluation on output and the trade balance 

and they highlight the role of production in the process. 

5.3 TIIE BASIC MODEL 

This section is devoted to the presentation of our basic model, incorporating the 

features and assumptions outlined in the foregoing sections. The basic model tums the 

focus on the price-wage fuIcrum as a basis for analysing the effects of a devaluation in 

a small country. Implicit in this version is the assumption that all additions to profits 

are saved. Later on, we shall introduce an extended model which, while maintaining 

the essential assumptions of the basic model with respect to the role of the real wage, 

brings profits more explicitly into the analysis. 

2lSee Dornbusch (1980), Krugman and Taylor (1978) and Jones 
and Corden (1976). 
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To faeilitate our analysis, we shaH stan by presenting lists of notation and 

equations pertaining to the basic model. These lists wIll be followcd by full 

explanations aimed at clarifying the interpretation of the vanables. 

List of notation 

e : the nominal exehange rate in units of domestic eurrency per unit of foreign 

currency. 

Px : the price of exportables in domestie curreney. 

Pm : the pnee of importables in domestie curreney. 

p·x : the priee of exportables in foreign eurrency. 

P·m : the priee of importables in foreign currency. 

P : index of prices of tradables in domestic currency. (Given our assumptions, P is 

equal to the domestie price level). 

p* : index of priees of tradables in forelgn currency. 

W : the nommaI wage rate. 

S : total gross output In real tenns. 

D : total domestic denl..nd for domestieally-produced output in real tenns. 

X : volume of total exports. 

M : volume of total imports 

Mc : volume of imports of consumer goods. 

Mi : volume of impons of intennediate goods. (AlI mtennedlate goods are Imponed). 

a : share of intennediate goods in total output. 

b : the 'value added' ratio~ b = 1 - a. 

l 
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r : the real rate of interest. 

<la. (XI> <X.z : coefficients of the supply function. 

CPo. cp 1 : coefficIents of demand for domestic produce. 

130, BI : coefficients of demand for imports of consumer goods. 

y : gross domestic product in real terms. 

B* : the balance of trade in terms of foreign currency. 

A : total domestic absorption in real tenus. 

INmAL SPECIFICATIONS 

Accounting Identities 

y = (D + Mc) + (X - M) 

Y = bS 

X = S - D 

M = Mc + Mi 

A = D + Mc 

B* = P*.X - P*mM 

Price Assumptions 

p. = eP*., Pm = eP*m 

p./P m = P*.iP* m = c, where C is a constant. 

p*" = p* III = P*; P" = Pm = P 
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(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

(9) 
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Behavioural assumptions 

S = CXo + al (P/W) + ~r; <Xo > 0, ~ < O. ex. is constant for ail i. 

D = <1>0 + <1>1(P/W); <1>0 > 0, <1>1 < O. <1>. is constant for aIl i. 

Mc = Bo + BI(P/W)~ Be > 0, BI < O. B, is constant fo: aIl i. 

Mi = aS; 0 < a < 1 

Classification of variables 

Forcing variables (r, e, P*, W}. 

Inherent variables {S, D, Y, B*, X, M, Mc, Mi, P, B}. 

l2H 

(10) 

( Il) 

( 12) 

( 13) 

The assumptlons made about pnces are of central Importance to our model. Dy 

equation (7), we state the relationship between domestlc-currency and foreign-eurrency 

priees using the exchange rate, which is defined as units of domestlc currency per umt 

of forelgn currency. The exchange rate, e, 15 assumed to be exogenolls, while P*x and 

P*m are held constant. Since we are asslIming our country to he a price-taker in the 

international market, the relative pnce of exportables and Importables is fixed. This 

assumption is expressed by equatlOrI (8). As a matter of convenience, we set c equal 

to unity from which equation (9) follows. 

ThIS analysls absttacts from the operations of the government and the existence of 

transportanon costs. Moreover, slllee our analysis apphes to the case whcre aIl the 

products of a smaII economy are assumed 10 be tradable, P represents an index of the 

domestic pnce level. As a final step with respect to pnces, we combine (7) and (9) to 

obtain 
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(7*) 

Equation (1) expresses real output as the sum of total real domestic absorption and 

the balance between exports and imports In real tenns, (X - M). Equation (2) IS 

obtained by simplifying equatIon (1) and expresses the Identlty that total output is equal 

to the sum of value added in production, glven the assumption that mtennealare goods 

are all imported. 

Equation (3) is an identity which expresses exports as a residual equal to the total 

supply of goods avrulable domestically less the total amount absorbed domestically, 

abstracting from stock adJustmepts. Thus, ex ports are equal to total domestic supply 

(S) plus imports of consumer goods (Mc) less the total amount absorbed domestlcally, 

conslsting of goods produced at home (D) and consumer goods produced abroad (Mc). 

Total Imports consist of imports of consumer goods and intermedlate goods, as 

indicated by equation (4). In this SImple model, we abstract from the existence of 

capital goods but wIll remove this restriction in the extep.ded model. Equation (5) 

represents total domestic absorption which, under the assumptIons uf our basic model, 

consists of domestic consumption of locally-produced goods and imported goods. 

Equation (6) represents the trade balance In terms of foreign exchange, which will 

also he referred to as the 'foreign balance'. The foreign balance is glven as the value 

of exports less the value of imports, all expressed in foreign exchange pnces. By 

combining equatlons (6) and (9), we ob tain 

B* = P*(X - M). (6*) 

Equatlon (l0) is a simple ad hoc aggregate supply function which relates gross 

output, on the left hand side, to a positive intercept tenn, Clo, the ratio of priees to 
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wages and the real rate of intere~t. The direction of the effect of the pnce-wage ratio 

may be positive, negative or zero, depending on the expcctations generatcd by the 

devaluatlOn, which, in thlS model, would he rcsponslblc for a change ln the ratio. A 

zero effect on supply may be explamed by the expectatlon that a change 10 the pnœ­

wage ratIo is temporary. The nominal wage IS as~umed to he constant and the 

existence of unemployment is allowed for in the labour market. 

We adopt the assumption made by Krugman and Taylor that the mterest rate i'i 

kept constant by a dehberate monetary policy. ThIS IS not an unrealistic assumptlon 

because it IS not unusual for devaluatlon for stablhzal10n purpose'i to be accompaOlcd 

by a ughtemng of credit conditIons, aimed at mamtaming the rcal mtcrest rate or even 

raising it. 

Equation (1l) proposes aggregate demand for domestIc goods slmply as a functIon 

of the pnce-wage ratio with a posItive intercept teml, <1>0' bcmg mcluded The u,",ual 

assumption that demand IS a function of income IS m(xilfied ln order to emphaSlSc the 

effects of feal wages. We use the pnce-wage van able rather than the real wage rate a~ 

a matter of conveOlence and, consequently, <1>1 IS negauve. For the moment, wc as~umc 

that the marginal propensIty to consume out of profits is zero and thus an lOcrease 10 

priees relative to wages tends to depress demand. This assumption WIll he relaxed 

when we extend the model. 

Equation (12) relates to the demand for Impons of consumer goods and thls IS 

assumed to follow the same pattern as the demand for domestIc produce rcncctcd In 

equation (11). Equation (\3) expresses Impons of InterrnedIatc g()(xh a~ a fixcd 

proportion of gross output. Although a !)imphficauon, this IS a plau!)lble a!)~umption ln 
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the special context of small developing countries because of a tendency for the demand 

for impons of intermediate goods to be highly inelastlc, at least in the short run. 

We are left to explain the basis for imports of consumer goods. Since tradables 

are being treated as one good, it may appear that the country IS taking the lITational 

action of importing the same good that It is exporting at the same priee. Our 

explanation for imports has to rest, therefore, on product-dlfferenuation. Irnported 

goods are simply not being produced domestically because of physical characteristics 

and the narrowness of the productive base, typlCal of small econùmles. 

We now have our basic rncxlel consisnng of Il equatIons as follows: (1) - (5), 

(6*), (7*) and (10) - (13) inclusive. 

5.4 REMOVING INTERMEDIARY INFLUENCES 

The objective of this section is il: analyse the effects of devaluation on total 

output and the trade balance. We shall, therefore, pay attention particularly to the 

effects of changmg the exchange rate, e, on the trade balance, assuming the other 

forcing variables of the model to remain constant. 

5.4.1 Effects of a Devaluation on Output 

A convenient expression for total real output is providerl by equation (2). 

Substituting equatIons (10) and (7*) into (2) leads to 

y = b(Uo + o.le(P*/W) + Uzr]. (14) 
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A devaluation is represented by an increase in the exchange rate, e. Therefore, in order 

to detennine the effect of devaluauon on output, we take the partIal derivative of 

equation (14), obtaming 

oY/& = ba\(P*/W). (15) 

The tenns wIth rand <Xo disappear since, by assumptIon, or/Be = ~,/& = O. 

What does equatIon li5) tell us about the effect of a devaluation on output? Is 

the effect an expansionary on~ or a contractIonary one? ThIs quc'\lIon cannot be 

answered unamblguously by equatlOn (15). The dIreCtIOn of the OUlpUl effcct dcpends 

on the sIgn of al If the outcome of the combmatIon of pO'HtIve and advcr"e factors I~ 

favourable, al will be positIve and so WIll the overall output effect A ncgatIve output 

effect IS not an unhkely outcome, glven the typical chmate of unccrtamty affcctmg 

business 10vestment and the fonmdable tranSItIOnal problem~. It should be noted that 

whatever the value of al' the effect of b IS a dampenmg one reflecung the presence of 

intermediate Imports as a leakage abroad. 

5.4.2 DevaluatIon Effect on the Balance of Trade 

lt IS Important to observe, at the outset, that the balance of trade may he 

expressed In terms of enher domestIc or forelgn currency and that lt matters which one 

is used. Hirschman has pOlnted out (hat, 

It is only the balance expressed 10 ForeIgn exchange that matters when de valuation 

is undertaken to meet typlcal balance-of-trade problems. The habit of evalualIng 

the success of devaluauon 10 thl~ rc\pect by companng trade or current account 

balances berore and after devaluauon 10 dome~tIc currency can be very 
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misleading.22 

Hirsehman has shown that typically, the domestic balance will deteriorate whilst the 

foreign balance will improve when starting from a deficit. It is, therefore, of material 

importance which balance IS the basis for evaluatlon. Bearing in mind Hirschman's 

findings, we shaH emphasize the foreign balance. We trace the main calculations in 

thiS section, while presentmg a more detailed derivation of the effeet on the foreign 

balance ln appendix SA. 

The balance of trade in foreign-exchange terms (I.e., the foreign balance) is equal 

to the nominal value of total exports mmus total imports, expressed in units of forelgn 

currency, as mdicated by equatlon (6*). The first steps towards determining the effects 

of devaluauon on the foreign balance Will mvolve finding reduced-form equations for 

both exports and imports. SubstItutmg equations (10), (11) and (7*) Into equation (3), 

we are able to obtain 

(16) 

Similarly, we may combine equations (2), (4), (12), (13), and (7*) to arrive at the 

following equation for Imports: 

M = Bo + B1e(P*/W) + (ajb)Y. (17) 

A gen,'!ral expression for the effect of devaluation on the trade balance is the partial 

derivative of the trade balance equation with respect to the exchange rate, i.e., 

ôB*/& = P*(ôX/ôe - oM/Be). 

22Hirschman (1949), p. 53. Note that Hirschman refers to 
the foreign-exchange balance of trade as the 'foreign balance' 
and the balance of trade in dornestic-currency terms as the 
'domestic balance'. For convenience, this nomenclature will be 
followed here from time to time. 

(18) 



1 

T 

Substituting equations (16) and (17) into equation (6*) and differenuating yie1ds 

BB*/Be = (al - 4>1 - Bl)(p*2/W) - (a!b)P*ÔY/ôe. 

Fmally, by substItuting equation (15) Into equauon (19), we obtain 

oB*/Be = (bal - 4>1 - Bl)P*2/W. 
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( 19) 

(20) 

Equation (20) IS a convenient formulatIon of the balance-of-trade efrec! bet:au ... e 

thls equatlOn reflects the usual understanding that the change ln the balance of 

payments depends on the change In output, relatIve to that of ab~orptIon. It can be 

seen that the coefficients ln the bracket, whlch essenually detenmne the dH~cuon of the 

effect, are those that govern output and con<;umptIon respectivcly. 

Ir should be noted that the demand slde, refleclcd by 4>1 and 131, is lInamblguou~ly 

favourable to the trade balance due 10 the strong presence of dlsabsorption. This IS a 

direct consequence of the declme in real wages The declme ln rcal wagc!> as a re~ult 

of devaluation forces a cutback In absorption. This is favourable to the balance of 

payments m two respects. Fi~tly, It tends to reduce Imports of consumer g<xxh. 

Secondly, Il releases resources for the expamlOn of export~. The unamblguou'Ily 

favourable effeet of dlsabsorptlon In the baSIC mode 1 may he due partly to our 

exclu~lOn of profits from the demand slde of the model. Thlli rC!'ItnctIon will he 

relaxed In the extended model to follow. 

If Cll IS poSItive, the trade-balance effeet IS unambiguously favourJble. The 

reduction in domestic demand i~ reInforced by an expansIOn In output for the export 

market. If aIls negatIve, the trade-balance effect may ..,ull !Je p()~ltlve If the declme In 

output is overcome by the effects of dl!'lab ... orpllon The prc'Iencc of b. rcducmg the 

impact of al (0 < b < 1), strengthens the hkehhood (hat dl~ab~orptlOn effects will 
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Our basic model, therefore, lends suppon to the orthodox view that a 

devaluation will tend to he favourable to the trade balance, even if it is unfavourable ta 

output. 

A couple of qualitative observations should be made with respect to the 

disabsorption effect. Firstly, in the usuaI circumstances of a stabilization program in an 

underdeveloped country, the room for disabsorption may be very limited. It is quite 

plausible to reason, for example, that previous deflationary measures and the effects of 

an extended cnsis would already have reduced absorption to its lowest limit and the 

society may dlssave (If possible) or take advantage of credIt availabihty to mamtain the 

level of absorption. ThIS last point suggests the relevance of monl!tary factors. 

The second point is that, any disabsorpnon that does take place will be associated 

with a deterioration in the standard of living. This reflects the inevitably unplrasant 

face of a devaluation. It is panicularly unfonunate that the burden of this deterioration 

tends to faIl mainly on wage eamers.23 

5.5 THE EXTENDED MODEL 

Section 5.4 was devoted to a basic version of our model, which was aimed at 

exploring the implications of the assumption of the real wage as the central relauve­

priee relationship. We shaH now elaborate on that basic framework to develop a 

general model of the balance of payments. The central assumption that aIl goods 

produced and consumed in our country are tradables is maintained. In order to focus 

23See Foxley (1981). 
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on the real-wage aspect ln the basic mode 1 , we took the cxtTP.me position of modelhng 

demand vanables as functions of relative priees only. In the eXlcnded model. wc shaH 

make the more conventlonal assumption that demand IS a functlon of aggrcgalc income. 

A major additIOn to the mode 1 IS the explicit mcorporatIon of profit menme on the 

demand side. This extends the scope of the model and allows liS 10 comlder the 

effects of income redistribution, a factor given sorne emphasis in the hterature on the 

contractionary effects of a devaluation. 24 

As was done with respect to the basic model, we shaH begin wIth Itsts of notation 

and equations. Notation and eguatIons dupltcated from the baSIC model will not be 

repeated. 

List of notation 

<1>2 : propenslty to consume domestic output out of aggregate wage mcome. 

<1>3 : propenSIty to consume domestic output out of aggregate profii~. 

~ : propenSIty to consume lmports of consumer goods out of aggregate wage mcome. 

~ : propensity to consume Imports of consumer goods out of aggrc.gate profits. 

L: quanUty of labour employed. 

z: aggregate profits In nominal terms 

al : share of input i in domestic productIon. Two Inputs are consldered In the analy~ls, 

namely, labour (wnh subscnpt L) and intennedlate go<xis (wah ~ubscnpt m). 

;>4S ee for exarnple, Diaz-Alejandro (1963); Krugman and Taylor 
(1978) . 
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hm : the value-added ratio, Le. bm = 1 _ ~.25 

1 : investment in real terms. 

Mk : volume of imports of capital goods. 

AIl parnmeters (a,. B,. $,. 8, and a,) are assumed constant. 

INmAL SPECIFICATIONS (extended model) 

Accounting Identities 

y = (D + Mc + 1) + (X - Mc - Mi - Mk) 

Y = bmS; bm = 1 - a", 

A = D + Mc + 1 

M = Mc + Mi + Mk, 

Behavioural Assumptions 

D = $2WL/P + 4>3z/P; 0 -: 4>2' 4>3 < 1, $. is constant for all 

i = 2,3. 

Mc = B2 WL/P + ~l/P; 0 < 8z, ~ < 1, B, is constant for aU 

i = 2,3. 

Mi = a".S; 0 < a", < 1 

25The parameter am is the same as a in the basic model but 
the subscript is used here to make the distinction from a L1 the 
coefficient of labour input. 
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(21) 

(22) 

(23) 

(24) 

(25) 

(26) 

(27) 

(28) 

(29) 



Mk = 1 

1 = 9 0 + 9 tP/W + 8 2r; 8 0 > 0, 8 2 < 0; 8, is constant for aIl i. 

Classification of variables 

Forcing variables {r, e, P*, W} 

Inherent variables {S, D, Y, B*, Mc, Mi, Mk, I, P, L, z} 

138 

(30) 

(31) 

AlI the as~n!11ptlons with respect to the behaviour of pnces are retamed from the 

basic mode 1 so that !quations (7) - (9) as weIl as (7*) WIll contmue to be used 

Equations (3) and (6* J, which are identities representing exports and the foreign balance 

respectively, are also retained. Finally, the simple suppl Y function, represented by 

equation (10), will continue to be employed. 

Equation (21) expresses the national incorne identlty that GDP IS equal to total 

domestic absorption plus the balance of payrnents. When simplified, lt leads to 

equation (22), which expresses the identity that GDP is equal to the sum of value 

added in domestic production. Domestic absorption is more broadly defined in the 

extended than in the basic mode 1 because of the mcluslOn of Investment and IS 

represented by equation (23). 

The behaviour of investrnent IS indicated by equauon (31). It IS assurned that 

investment is detennined by the sarne factors affectmg gross supply. The underlying 

ration ale for the investrnent functlon is that, consistent wlth the small-country 

assumption, investrnent is not demand-constramed. Any level of output, produced by 

the small country, can be sold at the existing internatIonal pnce without influencmg that 
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priee. The maIn factor goveming investment decisions would be the prospects for 

future profits. 

The priee-wage ratio, reflecting the existing rate of profits, is assumed to be 

assoclated with expeetations of future profits. As In the case of the supply function, 

we allow for the possIbility that devaluation sets off unstable expectatIons so that el 

may be positive. negative or zero. The rate of interest is part of the cost of capital and 

is, therefore, inversely related to investment. 

The demand for dornestic output and imports of consumer goods is modified by 

making it a Ilmction of income and by the mtroduction of profit income exphcitly in 

equations (27) and (28) respectIvely. Our underlymg foc us on the real wage is 

maintained through the assumption that the nommai wage, W, IS con stant while 

domestic pnces are allowed ta vary. 

With respect ta the demand function for consumer goods imports, It is perhaps 

unusual to specify thiS separately from the demand for domestic consumption goods. 

However, thIS was done because It offered a convenient way of bnnging imports of 

consumer goods explicitly into the analysis. Our present approach allows us to explore 

the implications of different consumption propensines between local products and 

imports. 

There is a considerable a prion basis for assuming a relauvely high propensity ta 

import on the basis of a cultural and historical preference for imported goods. 

Furthermore, the range of domestlcally-produced goods is relauvely narrow and, 

therefore, it is not surpnsmg to find that as Incornes nse there wIll be a strong 

inclination towards imports. The idea that West Indian commumties may display a 
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marked preference for imported goods is widely accepted. 

With respect to total 1 mports , the ba~lc model only consldered consumptlon go<x!s 

and intermedlate goods. With the mtroductlon of capital goods Into the model. total 

imports are now more broadly defined as equatIon (25) shows. As hefme. II11POrts of 

intennedlate goods enter dome~Hlc production In a fIxed proportIOn. am' as rctlected ln 

equation (29). 

The total labour input IS detennined by the demand for labour for the productIon 

of domestIc output. Labour is assumed ta enter lOto pr<xiuctIon In flxed proportions, as 

expressed in equauon \26). Profits are modelled as a mark-up on costs. whlch con~l!lt 

of wages and mtennedlate input expendllures. After sorne manipulation, wc ohtain an 

expression for profits represented by equatlol1 (24).2h 

5.6 SOLVING THE EXTENDED MODEL 

On the hasls of the assumptions outhned above, we now have a model conslstIng 

of equations (3), (6*), (7*), (10) and (21) through (31). The model is mampulated ln 

order ta deterrnine the effects of devaluation on output and the trade balance 

l6Prof i ts are mode lled as a rnark-up on 
costs. Where the production costs consist 
materlals and wages, profits may be expressed 
z = PS - PMi - WL. 

nomina l product ion 
of outlays for raw 
as 

.. Given (29) 1 this equat.lon becomes 
z = PS (1 - a~) - WL := b..,PS - WL. 
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5.6.1 Effects of Devaluation On Output 

We use, as our pomt of de parture , equauon (22) which expresses output as the 

sum of value added in dornestIc production. Apart from a slight ffiexiIfication of 

equation (22) compared to equatIon (2) necessItated by the- need ta dlstIngUlSh raw 

material mputs from the labour input, It is eVldent that we have not altered the 

production sIde of our mode!. Not surprismgly, therefore, the result obtall1ed for the 

effect of devaluatIon on output ln the extended model is qUIte similar to those obtamed 

with the basIc model, i.e., 

aY/&! = <x\bmP*/W. (32) 

The same considerations WhlCh were applj~d with respect to (15) are now 

pertment. The direction of the output effect depends on the sign of <XI' This parameter 

can be posItive or negatIve but there IS reason to beheve that lt would tend to be 

negative in the uncertain climate following devaluauon. 

5.6.2 Effects of Devaluation on the Balance of Trade 

The balance of trade IS defined as the difference, in nominal tenns, between total 

exports and total Imports, thlS difference being expressed by equatlOn (6*). In order to 

arrive at the reduced form for exports, we combine equatlons (3), (10), (22), (24), (26) 

and (27), obtaining 

X = ~ + ulP/W + Clzr - Y{'!>3 + WaJ(bmP)(4>2 - q,3)}' (33) 

With respect to imports, we combine equations (22), (24), (25), (26), (28), (29) (30) 

and (31) in order to obtain 

(34) 
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Equations (33) and (34) are brought together as Indlcated by (6*) and. in additIOn. (7*) 

is introduced, leadmg to 

B* = P*[(~ - 8 0) + (al - 9 1)eP*/W + {Uz - 9 2)r 

- (a,jbm + <1>3 + B3)Y 

- WaJ(bmP*)(<l>2 + Bz - CP3 - ~)Y/el. (5) 

To determine the effect of devaluatlon on the trade balance ln our m<xiel, we tind the 

partial denvatIve of equauon (35) Wlth respect to e, obtaInmg 

ùB*/8e = bma l p*2/WO - <1>l - B3 ) - 8 1P*2JW 

+ Wa(Je2(<1>2 + Bz - <1>3 - Bl)(Uo - Uzr) (36) 

In order to evaluate the directIon of the forelgn balance effect Indlcated by 

equauon (36), n IS convenient to conslder the three terms on the nght hand ~Ide 

separately ln the first Instance. The sign of the first tenn depends on the slgn of al' 

the other terrns (Ill being positive. The pan in the bracket IS positive on the generally 

accepted assumptIon that the average propensuy to consume of capualists IS less th an 

one. At one extreme lt may be assumed to be equal to zero, the so-called Cambndge 

assumptlon, yleldmg a value of one for the bracket. 

The second term (8IP*2JW) retlects the adverse effect. from the pomt of view of 

the trade balance, of mcreases in lnvestment actlvlty, glven the fact that in a small 

developing country, Investment goods are largely Imported. The third term IS 

unambiguously posItlve, on the basis of rea~,onable a~\ump!lons about the propensltlc'i 

to consume and beanng m mmd the glven value~ of the other parameter\ The br..lcket 

(<1>2 + Bz - <1>1 - (31) is taken to he pmulve on the assumptlon that the average propemlty 

to consume of workers IS hlgher than that of capnahsts. A posslbihty worth 
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considering is that ~2 = ~3 and ~ = 8" i.e., propensities to consume of capnalists and 

workers are the same. In that case, the whole second tenn disappears and the foreign 

balance effect IS deterrmned completely by the first tenn 

Lookmg at equatIon (36) as a whole, It IS eVldent that the dIre ClIon of the foreIgn 

balance effect of devaluatlOn depends on the size of mvestment actIVIty. If mvestment 

IS low, the growth effeet may be small but wnh a greater tendency to a favourable 

trade-balance effecr. If mvestment actIvIty 15 strong, outpl!t may expand but at the 

expense of puttmg pressure on the external trade accounts An Important factor is also 

the proouctivlty of Investment because thlS would detenmne the extent to whlch Impons 

of capital goois are offset by the effects of expandmg output. Another major factor 

favounng an Improvement In the trade balance IS dlsabsorpuon. reflected In the thlrd 

term on the nght hand slde of equauon (36). The tendency towards dlsabsorptlOn IS 

caused by the reduced wage rate, although an offsettmg tendency may result from the 

expansIOn of employment. In addItion, the occurrence of dhabsorpnon depends on 

capItahsts havmg a lower propensIty to consume than workers so that the redistnbution 

of incorne toward capitahsts results in decreased consumption. 

Our mode 1 suggests that the overall foreIgn-balance effect wll! depend on the 

combined effects of the factors descnbed above A favourable supply response and 

rusabsorpuon tend to Improve the trade balance. whlle expandmg mvestment demand is 

expected to have an adverse effect. Our results underhne the Imponance of a hlghly 

productive response ta devaluauon, glVen the tendency for the srructural adJustment 

process to be a very Import-mtenslve one. It also suggests an Important raIe for 

financial aSSIStance ln the course of a transi non process. 
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As a matter of further interest, we may investigate the effects of devaluation on 

the domestic balance. A presentation of the detailed calculations is ta be found in 

Appendix 5B. 

The effect of a devaluatlOn on the domesuc balance IS expressed ln equatlon 

(B 19) as follows: 

ÔB/ôe = brn { 1 - ~3 - B3)(<lo + 2a1P/W + nzr)p* 

- aLa IP*(<)l2 + /3.z - <1>3 - ~) 

- P*(9o + 8 2r) - 28 Iep*2/W. (37) 

Assuming al to be posItlve, the first teon on the right hand slde of equation (37) 

will be positive, given values of the respective parameters reqUlred for suppl y (S) to he 

positive. If aIlS pos ltlve , the second term will have a negative Impact, glven the same 

assumptIons about the values of the propensItles 10 comume made before The thlrd 

and fourth terrns would both tend to have adverse effects. The overall effect on the 

domestic balance IS amblguous but hkely to he negative, given the relatIve Importance 

of negative and positive factors. If aIls negauve, 11 I~ hkely mat el WIll also be 

negative. The first tenn on the nght hand side would he amblguous but tendmg to be 

negauve ln as Impact and the thlrd tenn would he negauve. whlle the la~t tenn may 

have a favourable effect. The second term wou Id have a posItive Impact, whlch IS 

hkely ta be outweighed by the negauve Impact of the other terrns. 

The maIn Inslght emergmg from the analysl5 of the domestic-balance effect 15 that 

it has a tendency to be neganve even where the foreIgn-balance effect 15 poSItive ThiS 

is consIStent wlth the analysls of HITSchman that the foreign-balance effect will tend to 
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be positive and the domestic-balance effect negative, when staning from a deficit 

position.27 These diverging tendencles have Important implicatIons for the fiscal 

consequences of a devaluatlon. They lmply that, even where there is an improvement 

in the trade balance. thls may be accompamed by a detenoration in tenns of the abihty 

of the govemment te meet us fiscal comnutments mcludmg the national debt. 

5.7 CONCLUSIONS 

In the typical circumstances of a small developing country trying to overcome 

problems of extemal Imbalance and structural obstacles to grow th , the impact of 

devaluauon on the foreign balance may be hmlted and even negauve. The Increase In 

IOvesttnent, which is a deslrable feature In tenns of the growth of the economy, will 

tend to mcrease the demand for Imports and any growth In output expenenced wIll tend 

10 be assoclated with nsmg demand. On the other hand, dlsabsorpuon 10 the context of 

a dechning wage rate wIll tend 10 have a favourable effect There may be a tendency 

to emphaSlSe highly-producnve mvestments 10 an effort to offset the adverse effects on 

the balance of trade of lflvestment demand. Our analysls has placed emphasls on the 

importance of a favourable supply response in the achlevement of balance-of-trade 

improvement, stressing the posslbihty that this response can be frustrated by adverse 

structural and expectational factors, which may be panicularly Imponant during the 

transitional penod of restructunng of a small developmg economy. 

It IS possible that the usefulness and interest of our model might be enhanced by 

27See Hirschman (1949). 
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pursumg sorne extensions. An important step forward would he to incorporate the 

government sector lOto the analysis, mindfu1 that fiscal gaps are a typlcal COlleem 

during periods of econornlC lOstabIlIty. Other extensIOns which suggest them~elvc!l 

relate to possIble elaboratlons of the supply functIOn Il would he mtere"tlOg to explore 

a mode 1 mcIud1l1g a supply function wlth le!>s ngidlues, tncorporattng M.:ope for more 

substitutabllity of factors, and sorne response of the "hare of Imports of 1I1Iennediate 

goods to changes in prices. In addition, an Important place eXlsts for the tncorporation 

of locally-produced raw rnatenals Into the analysls, wah a vlew to detcnmmng the 

extent 10 whlch thelr output may respond to a devaluatlon. Glven the Importance 

attached to expectauons by our analysls, 11 would be an Important step forward 10 

model exphcltly the behavlOur of expectatiom, 111 a small open economy 111 the context 

of a devaluauon. 
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APPENDIX 5A: FOREIGN BALANCE (BASIC MODEL) 

The balance of trade is equal to the nominal value of expons less imports which, 

in foreign exchange tenns, is expressed as follows: 

B* = P*.X - p* mM. 

Combining (9) and (B 1) leads to: 

B* = P*(X - M)28. 

(3), (10) and (lI) lmply 

x = 00 + uiP/W + Uzf - cVo - cV,P/W, which is simplified to give 

x = 00 - 410 + (a, - $,)(P/W) + ~r. 

(4), (12) and (13) yield 

M = Bo + BIP/W + aS which, combined with equation (2), yields 

(7*), (B3), (B4) and (B2) combine to give 

B* = P*[~ - <1>0 - Ba + (a, - 4> 1 - BI)eP*/W + ~r - (aJb)YJ. 

oB*/& = (al - <1>1 - BI)(p*2/W) - (aIb)p*oy/œ. 

Along with equation (14) and recalling that b = 1 - a, (B6) yields 

2aIt is interesting to observe that equat ion (B2) may be 
combined with (3) and (4) to give 
B * = p * (S - D - Mc - Mi) . 
Given (13), we get 
B* ::: P* (S - D - Mc - aS) = P* (bS - D - Mc) • 
Substituting equations (2) and (5), we obtain 
B * ::: P * (y - A). 
This reflects the understanding (corning fram the incorne­
expendi ture approach to the balance of payments) that the trade 
balance is equal to the difference between output and absorption. 

(BI) 

(B2) 

(B3) 

(B4) 

(BS) 

(B6) 



APPENDIX SB: TRADE BALANC"'E (EXTENDED MODEL) 

Foreign balance 

Equation (B2) wIll he our point of departure. 

(3), (10) and (27) combine to give 

X = <Xo + alP/W + ~r - 4>2WL/P - <l> 3z/P. 

Combmmg (88), (22), (24) and (26), we obtam 

X = <lo + alP/W + ~r - {$3 + (Wa,fbmP)(4>2 - <I»)}. 

(22), (24), (25), (26), (28), (29), (30) and (31) yleid 

M = {a",/bm + ~ + (W aljbmP)(~ - 63») Y 

+ 8 0 + SlP/W + S2r. 

(B2), (B9), (B 10) and (7*) give 

B* = P*(X . M) = P*[(~ - 80 ) + (al - Sl)eP*/W 

+ (~ - 8 2)r - (a",/bm + 4>1 + BJ)Y 

- Wa.J(bmP*)(4>2 + ~ - 4>3 - B3)Y/e]. 
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(B7) 

(B8) 

(B9) 

(B 10) 

(B Il) 

To determme the effect of devaluauon on the trade balance, we take the partIal 

derivauve of (B Il) wnh respect to e, uulizmg (32) for the partIal denvauve of Y wah 

respect to e: 

8B*/& = P*[(Cl I - 9 ,)P*/W 

- (WaJbmP*)(4>2 - 4>3 + Bz - 63){ (bmCl1P*/We) - Y/e2) 

- (<1>3 + 63)bm(XIP*/W - ~ClIP*/W], (B 12) 
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which upon simplification, gives 

ôB*/& = bmU,P*2/W(l - cl>3 - ~) - e,p*2/W 

+ WaJe2(q,2 + ~ - q,3 - B3)(~ - <lzr). 

Domestic balance 
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(B 13) 

The domestic balance is defined as the nummal value of the difference between 

exports and imports denominated in domestic currency, Le., 

B = P~X - PmM. 

Combining (B14) and (9), leads to 

B = P(X - M). 

(BI4) 

(BI5) 

It can be seen that the only difference between the right hand side of (B2) and (B 15) is 

the price factor, the former being in foreign currency whlle the latter is in domestic 

currency. The expansions with respect to X and M are the same as above and so, 

using (BII) and (7*) and with the appropnate change in priee, we obtain 

B = eP*[<Y.o + u,eP*/W + ~r - (a,jbm + $3 + ~)Y] 

- (WaJbm)(q,2 + ~ - q,3 . ~)Y - eP*(9o + 8\eP*/W + e2r). (BI6) 

Differentiating (B 16), leads to 

ôB/ôe = P*[<lo + 2o.\eP*/W + nzr - (a,jbm + cl>3 + ~)ô(eY)/ôe] 

- (WaJbm)(q,2 + ~ - q,3 - B3)ôY/ôe 

- P*(8o + e2r) - 28\ep*2/W. 

Combining (BI7), (7*) and (32) gives 

ôB/& = P*[<lo + 2o.\P/W + a.:zr - (a,jbm + $3 + ~)(bmo.IP/W + Y) 

(B17) 

(BI8) 
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After substituting equations (2) and (IO) into (BI8) and simplifying, ~ 

ôB/& = bm(1 . 4>3 - B)(~ + 2a1P/W + ~r)P* 

. aLa 1P*(4)z + Bz - ~3 - ~) 

. P*(8o + 8 2r) - 291ep*2/W. 
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(819) 
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Chapter 6 

6. CHARACTERISTICS OF THE JAMAICAN ECONOMY 

6.1 INTRODUCTION 

The main objective of this chapter and the next is to provide an essential link 

between the theoretical discussion of the last three chapters and the empirical analysis 

whicil will be the subject of chapter seven. An attempt WIll be made ta examine the 

Jamaican econamy In relatIon ta aspects of specifie relevanee to our model. 

Jamaica IS categonzed by the World Bank as a lower middle income country on 

the basis of estimates of 1ts income ~ capita. The World Bank estlmated its nominal 

income ~ capita 10 be US$940 in 1985.1 As such, Jamaica displays many of the 

general features typlcal of developing countries. Among (hem we may htghlight two 

features that virtually define underdevelopment. Firstly, il is clear even fJOrn superfîcial 

observation that the maJonty of the Jamaican population lIve In conditions which are 

bclow acceptable standards. A major indicator of underdevelopment ln Jamaica IS the 

persistenee of high levels of unemployment. Secondly, the character of its economic 

activity èoes not provide a basis for a self-sLlstaining process of development. 

lSee World Bank, World Development Repon:, 
York:Oxford University Press, 1987), Table 1. 

1987 (New 
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Consequently, economic well-being is critically dependent on mfusions of capital from 

abroad. This point will be developed further when we look at the balance of payments. 

It is worth noting also that Jamaica IS an oil-importing country whlch, in the 1970s and 

1980s, has had to cope, like many other countnes, with tbe aftennath of the oil-priee 

shocks of the 1970s. 

JamaIca's prablerns of underdeveloprnent have been aggravated since the early 

1970s by a drastie detenoratIon in growth performance. This has helghtened the 

urgency of the need ta adjust and achleve a satisfactory economlC performance. Table 

6.1 is presented to indicate sorne significant trends and features of the perfomlance of 

the Jarnaican economy in the 1970s and 1980s. The real GDP of Jamaica whlch stood 

at $2246.5 million In 1973 declmed to $1828.8 million 10 1980 and was sull as low as 

$1835.2 million ln 1985.2 This represents an average annual rate of decltne of 2.9 

percent from 1973 to 1980 and 1 7 percent from 1973 to 1985. 

A major consequence of poor aggregate performance In the 1970s and 1980s has 

been the sustained decline in average Incorne as retlected in changes in real ru capHa 

GDP. From a level of $1055 ;n 1970, ru caplta GDP fell to $794 ln 1985, an 

average annual decline of two percent. Real wages also declined substanually over the 

period, going from $1535 in 1974 to $893 in 1985. Real QIT caplta consumption also 

declined rnonotomcally 10 the 1970s but It showed mcreases in the 1980s, nsmg from 

$544 in 1980 to $600 10 1984. In light of sustamed decrease:; 10 productIOn, Increasing 

average consumption is an indication of the raIe of net capItal mflows ln sustaining 

2Statistieal Insti tute of Jarnaiea [STATIN), Nat ional Ineorne 
and Product [NIPl 1985, (Kingston: Statistical Institute of 
Jarnaica, 1986), pp. 64-65. Ail figures in constant 1974 priees. 
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Table 6.1 

Selected Macroeconomie Indicators 1970-85 

Year Real GDP GDP Growth Real Real Unem- Exc. 
GDP growth p. c. in GDP cons. wages ploy- rate 
(1974 (%) J$ p. c. (1980 ment (1$/ 
priees) (%) p. c. pr.) rate US$) 
J$m. J$ J$ (%) 

1970 1972.7 1055.4 NA NA 25.1" .83 
1971 2032.2 3.0 1081.9 2.5 NA NA 13 5b .78 
1972 2218.2 9.2 1162.6 7.5 NA NA 22.9 .85 
1973 2246.5 1.3 1154.5 -0.7 NA NA 225 .91 
1974 2159.2 -3.9 1090.5 -5.5 741.8 1535 20 '7 .91 
1975 2152.6 -3.0 1069.5 -1.9 736.6 1549 20.7 .91 
1976 2013.5 -6.5 986.7 -7.7 720.2 1454 24.2 .91 
1977 1965.5 -2.4 952.7 -3.4 686.7 1384 238 .91 
1978 1976.0 0.5 946.4 -0.7 623.7 1278 257 1.69 
1979 1940.0 -1.8 918.5 -29 5746 1218 JO 8 1.78 
1980 1828.8 -5.7 857.3 -6.7 544 8 1137 26.6 1.78 
1981 18755 2.5 867.3 1.2 550.5 1168 2 

, 
1.78 

1982 1898.7 1.2 863.0 -0.5 553.0 1207 2~.2 1.78 
1983 1942.2 2.3 866.7 04 591.4 1160 269 3.28 
1984 1925.0 -0.9 844.4 -2.6 600.0 1029 25.6 4.93 
1985 1835.2 -4.7 794.1 -6.0 599.2 893 25.6 5.48 

Sources: STATIN, National Incorne and Product severa! years: idem, The Labour Force 
several Issues; Idem, SlatlstIcal Yearbook of Jammca, several Issues; IMF, InternatIonal 
Financlal Statistlcs (1986), Jefferson (1972). 

Notes: (a) Unemployment rate for 1943. 
(b) U nemployment rate for 1960. 
p.c.: per capIta. 
cons.: consumptlon. 
pr.: pnces. 
exc.: exchange. 

, 
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consumption in the 1980s. Another major feature of the period shown in table 6.1 is 

repeated depreclatIon ln the rate of exchange. 

6.2 UNEMPLOYMENT 

High unemployment has long been a feature of the Jamaican economy and 

recently has reached astronomical levels, as shown in table 6.1. The rate of 

unemployment was lowest In the 1950s, reachmg Ils lowest level in the post-War period 

In 1960 when Il was 13.5 percent. Il has tYPlcally been conslderably higher than the 

1960 rate and the problem has been aggravated by the poor economlC perfonnances of 

the 1970s and 1980s. In 1979, it peaked at the cnclcally hlgh rate of 30 8 percent anù 

ln 1982 and 1983, Il was stIll as hlgh as 28.2 percent and 26.9 percent, respeclIvely. 

The reductIon of unemployrnent to an acceptable level IS a pnmary target and cntenon 

of success 10 developmental effort" ln Jamalca. 

A weak relatIonshlp has been observe<! between growth and unemployment 10 the 

postwar expenence of Jamalca. This was parucularly eVldent 10 the 1950<; when growth 

rates were hlgh. Real GDP grew at 11.5 percent annually from 1953 10 1957 whll~t 

employment grew by one percent annually. ThIs sItuation contmued ta affect the 

economy through the 1960s. It has been observed for example, that "despite vigorous 

growth rates of five percent ~ annum, unemployment increased from thirteen percent 

in 1960 to twenty-four percent in 1972".3 

30wen Jefferson, The Post-War Economie Development of 
Jamaica, (Kingston: Institute for Social and Economie 
Research,1972), p. 29. 
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When the unemployment rate did faIl significantly, it was usually attributable more 

to demographic factors than ta the generation of Jobs. The unemployrnent rate feIl 

from 25 1 percent In 1943 ta 17 1 percent in 1957 and furtheï ta 135 percent In 1960.4 

However, 1t lS evident that demograph1c factors were predommantly re~ponslble for 

these developments Jefferson reports that the labour force declmed as a percentage of 

the populatIon from forty-five to fort y-one percent From 1943 to 1960. The labour 

force actually declined In absolute terms In 1955 and between 1957 and 1960. 5 The 

mam factor behmd these demographlc developments was net emlgrauon WhlCh was at 

its height In Jamalca around the late 1950s. Jefferson comments mat "lt IS a reasonabk 

speculauon that 10 the absence of emlgrauon the unemployment rate 10 1960 .... oulJ IlO! 

have been much , If at ail, below the rate 10 1943" 6 

The post-war experience of Jamaica wnh respect to unemployment trend, 

demonstrates that It is not enough to achleve h1gh rates of econOffilC growth, although 

negatIve growth can make matters worse. The pattern of economlC growth must 411..,0 

be labour-absorbmg In addmon, even wlth hlgh unemployment, there are cntlc41l 

shonages of Important skIlls This problem IS 1Ocrea~mgly bemg aggravated by 

emigrauon In the 1980s. There IS an observable trend 10 emlgratlon towards a hlgher 

proportlon of skilled persans, even though overall emlgranon IS falling. 7 

4Ibid., p. 28. 

5Ibid., p. 27. 

6Ibid., p. 30. 

lPlanning Institute of Jamaica [PIOJ], Economie and Social 
Survey of Jamaica [ESSJ], 1984, (Kingston: Planning Institute of 
Jamaica, 1985), p. 15.2. 
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6.3 PRINCIPAL PRODUCTIVE ACI1VITIES 

Consideration of supply factors in the JamaIcan context mevitably revolves around 

the analysis of agnculture, mining, manufacturing and tounsm, the four sectors which 

are the sources of economic growth. One sector, whlch assumes considerable 

importance 10 the analysis of developments smce the 1970s, 15 that of government 

services. ConsldcratlOn of thls sector IS deferred to chapter seven, however, because of 

HS affimty wllh ~ocIO-pollUcal aspects. We shall bnefly dcscnbe agnculture, mimng, 

manufactunng and tourism In arder 10 con vey sorne aspects of recent economlC 

developments and to mdlcate the Implications for our econometric model JO chapter 

eight. 

6.3.1 The Agricultural Sector 

Table 6.2 mdlcates that the share of agriculture in total output has dechned 

~Ignificantly since the 1950s, reflectlOg the bauXlte/alumlOa boom and mdustnahzatlOn. 

However, the revltalizlOg of agnr'l\lture remalOS a major target 10 an effon to achlcve 

sound economlc development. Agriculture has an Important raie to play as a source of 

food and raw matenals as weIl as of tradJtlOnal and non-tradlt!Onal expon~. 

Besides, Hs contributIon 10 natIonal output, the agricultural SCC1Or, sugar in panicular, 

conmbutes 10 the well-being of large numbers of people in fields ranging from 

education and health to housing and sports 8 Not least among the considerations wlth 

BS ee Al vin Burnet t, "Sugar as a Stabil i z ing Force in the 
Jamalcan Economy", Jamaican Association of Science and Technology 
(JAST) 50TH Annual Supplement, May 16, 1986. 
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Table 6.2 

Contnbution of Industnal Sectors to Real GDP 
(percentages) 

1950 1968 1974 1984 

Agnculture* 24.3 10.8 7.1 8.7 
Mining 0.2 9.9 9.2 6.1 
Manufacturing 13.9 16.2 17.9 15.2 
Construction 7.9 9.8 9.9 59 
Public utihtles 0.8 1.5 1.0 1.4 
Transportanon 8.9 9.3 6.4 7.1 
Distributlon 16.4 13.6 18.6 15.2 
Financial 
instItutions 3.9 3.0 4.0 67 
Ownership of 
dwellmgs 5.7 2.2 9.5 12.0 
Govemment 
services 5.7 8.0 11.6 18.9 
Miscellaneous 12.1 15.4 5.5 54 
Private 
nonprofit 
institutions 1.8 1.1 
less imputed 
service charges -2.5 -3.7 

Sources: O. Jefferson (1972), table 3.5; STATIN, NIP 1985, tables 2.6 & 2.7. 
* Foresrry and fishmg included. 
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respect to this sector IS the faet that it still has the highest share of employed labour. 

estimated at thmy-three percent m 1984.9 

Unhke most of the other major sectors. agnculture has di~played posItive real 

growth dunng the 1970s and 1980s For examp1e, over the penod 1974-84 when total 

real GDP dechned by 1.1 percent per year. agneulture grew by l percent annually. It 

must be emphaslzed however, that the growth of the agricultural sector was far from 

satisfaetory. especially m hght of the efforts made to promote as performance. 1O 

Agriculture looks favourable only agamst the background of the generally poor 

performance of the economy as a whole SlOce the mld-1970s. A notable advantage of 

the sector IS that It IS typlcally 1ess dependent on Imported Inputs than other major 

econonuc acnvmes. 

It is inœrestmg to dtstingUlsh between expon agneulture and domestlc agnculture. 

and to observe the dIvergent performances of these sectors. 11 The growth of the 

agncultural sector has been attnbutable entirely to the perfonnance of domestic 

agriculture (see table 6.3). Thus. In the decade 1974-84, domestIc agnculture grew 

annually by two percent whlle expon agriculture dechned by four percent annually 

One consequence IS that smce 1970, domestIc agnculture ha~ been making a greater 

contribution to total output than export agnculture. By 1985. domestIc agriculture was 

'lStatistical Institute of Jamalca [STATIN], The Labour 
Force 1984, (Kingston: Statistlcal Institute of Jamaica, 1985). 

"In the 1970s, the PNP Government embarked on 0s,_ration 
GROW to promote the sector and, in the 1980 s, the JLP have been 
uSlng the AGRO-21 project to spearhead lts efforts. 

:'For a description of 
respective categories, one may 
Statistics by STATIN. 

the product s inc l uded in the 
refer to issues of Production 
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Table 6.3 

Value Added in EXQQrt and Domestic Ag[!culture 
($m.; 1974 pnces) 

Year Total Sugar Total 
export cane domesnc 
agriculture production agriculture 

1970 39.9 24.7 50.6 
1971 40.7 23.7 70.5 
1972 40.7 23.9 71.5 
1973 34.1 21.0 66.0 
1974 36.5 22.2 70.1 
1975 29.6 17.6 72.1 
1976 36.2 20.9 68.0 
1977 29.5 18.5 75.8 
1978 33.3 20.8 90.0 
1979 26.2 17.1 80.3 
1980 24.6 16.1 75.9 
1981 24.9 14.2 78.6 
1982 24.4 14.6 69.2 
1983 23.6 13.4 75.2 
1984 24.5 14.0 87.0 
1985 23.7 13.1 85.7 

Source: STA TIN, National Income ann Product (several Issues). 

Note: livestock, forestry and fishing are not included. 
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nearly four times as great as export agriculture in tenns of real value added. 

It 1S not clear what are the pnmary reasons for these relatIve perfonnances. 

However, it IS a reasonable assumption that the externai market condwons facmg 

tradltionai Jamalcan products and the degree of t:.elr competitlveness are sigmficant 

factors. It IS also evident that external market conSideratIons are relevant wlth respect 

to the perfonnance of domestlc agncultUI~. A Ingh degree of substltutabiluy exists 

between domestlc agncultural output and Imports of food and other agncultural goods 

ThiS IS pJrtly the reason for the concern that the hberahzanon of the Import reglme in 

the 1980s has been adverse to the perfonnance of the agncultural sector 12 It IS evident 

that, 10 the absence of a consclOUS trade pohcy to glve sorne protect1on to domestic 

agriculture. pnce relations would be governed by the conditIOns of the external market 

possibly wnh dlsastrous effects for domestlc food production. Therefore, although the 

dominance of domestIc agnculture m Jamruca Imphes that the major part of agncultural 

output IS not traded, 11 is eV1dent thal aU of this output lS tradable aiong the lmes 

established 10 chapter five. It 15 also note worth y that the grow1Og 10terest In promotmg 

non-tradItlonal exports IS gradually erodmg the convennonal dl~tmCtIOn between traded 

(export) and non-traded (domestlc) agncultural goods as progranJs are mounted ta 

export such things as 'winter vegetables' and fruIts. 

6.3.2 Mimng 

The fastest growing sector in Jamaica ln the 1950s and the 1960s was the mining 

sector. ThIS growth was dominated by the establishment and expansIOn of the 

è2See Polanyi-Levitt (1984). 



t 
161 

bauxite/alumina industry.13 From virtually nothing in 1950, mining raised Its 

contribution to GDP tO ten percent by 1968. This was achieved through growth rates 

of twenty-two percent l2IT annum from 1955 to 1960 and SIX percent from 1960 to 

1965. 14 The mvestment activlty assoctated wlth thlS expansion had a major favourable 

Impact on the growth of the economy and the balance of payments. SInce that ume, 

bauxite and alumma have become the main Items dommaung export earnIngs. 

Bauxite and alumina are produced purely for export. Lmkages wlth the domestic 

economy In terms of vertIcal IntegratIon are vIrtually non-existent. The mdustry has 

been whoIly foreIgn-owned for most of Its lIfe and only In recent years !.o.lS the 

govemment acqUlred sorne mmor pamclpauon ln It The mInmg sector employed only 

one percent of those employed ln 1984, whIle as value added was SIX percent of real 

GDP. 15 Apart from the remuneratlon of natlonals, an Important source of Income for 

Jamaica IS the bauxite levy introduced ln 1974. 

Since Il...: early 1970s, the mining sector has showTI decline bec au se of the 

downtum In the baUXIte Industry. Between 1974 and 1984, its value-added dechned by 

five percent _ C ill}.!!!!!ll, causmg as share of total GDP to fall from Olne to SlX percent 

Output feIl by twenty, twenty-one and twentY-nIne percent m 1975, 1976 and 1982, 

respectively. These reverse~ have had disastrous consequences for the economy and the 

prospects for a speedy recovery from a decade of negatlve growth . 

. 3For convenience, we shall refer to the bauxite/alumina 
industry as the 'bauxite industry' from now on. 

,4See Jefferson (1972), p. 46. 

lSSee STATIN, The Labour Force, 1984. 
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Apan from the contribution of the bauxite industry to GDP, lhere are two aspects 

to he noted here: they are its importance to merchandlse exports, and its role wuh 

respect to capital mflows. With respect to the former, the data mdicate that bauxite 

and alumma exports averaged 70.6 percent of domestlc exports from 1970 to 1984. 16 

During thlS penod, the contribution of bauxIte/alununa to total commodity exports 

ranged between 87.2 percent in 1974 and 60.5 percent in 1983. Thl!se figures indicate 

the importance of the baUXIte mdustry to the health of the balance of payments. 

As already pomted out, the 10dustry suffered substanual decl10e In the 1970s, 

giving rise to contending explanations. One vlew is that "baUXIte productIon declined 

largely as a result of retaliation by the transnatIonal compames against the ProductIon 

Levy". 17 This comment refcrs to the levy first imposed by the government in May 

1974. The second VleW, which IS more wldel y held, IS t.1at by the 1970s, market 

forces were operating to curtaIl the growth of the 10dustry 10 Jammca. On the one 

hand, it is argued that by the 1970s, the Jamalcan bauxite 10dustry had entered the 

"maturity" phase in a staple cycle, 1Ovolving a "levelling off of productIon as major 

i60ata obtained from Statistlcal Institute of Jamaica, 
External Trade, (Kingston: Statist ical Insti tute of Jamaica, 
several issues). See also table 6.5 of this dissertation . 

. 7Girvan et al. (1980), p. 143. See also Hojman (1984). 
Hojman identifies the developments in the Jamaican industry with 
the conflict between the government and the foreign 
multinationals, arguing that this resulted in "perverse" 
responses to price changes. He states that "during most of the 
estimation period, Jamaica has represented one of the most 
outspoken nationalist pressures in the International Bauxite 
Association, and in 1974 a lev} on Jamaican production was 
imposed that increased the cost of Jamaican bauxite to consumers 

• several fold. Consumers (sic) reacted by increasing output in 
Australia, Brazil, Guinea and other countries". p. 187. 
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developments are undertaken in other host countries" such as Guinea, Australia and 

Brazil. 18 Moreover, the general international market conditions of the alummum 

industry were less favourable, being affected by the recessionary tendencies of the 

1970s. 

The other aspect of the bauxite industry of relevance to our analysis IS ilS role as 

a source of private capital flows. The avrulabllity of net cap!tal mflows is a feature af 

critical imponance to the functianing of the Jamrucan economy This point will be 

developed funher when we look at the balance of payments. Girvan et al. have 

provided informa non on the imponance of capital mflows, lsolating the contnbution af 

the bauxite mdustry. They observe that, 

the private inflow represented a considerable fraction .n relation ta the 

current account deficit, and that direct forelgn investment in the bauxite 

industry was a significant share of the total. Bauxite investment was 

especially imponant m the mid-1950s and the late 1 960s, the periods of 

major expansion in productive capacity.19 

They have alsa indlcated a link between bauxite investment on the one hand, and 

18Kar i Polanyi-Levitt, "Changing Country-Company Relations 
in Successive Stages of the Staple Cycle: Jamaica, 1942- 8 0", 
(mimeo, 1981). See also Brown (1981), where it is stated: "The 
decline in inflows to the bauxite/alumina industry, for example, 
was consequent on the scheduled completion of construction 
activity". p. 16. 

19Girvan et al. (]980), p. 131. 
pp .132-33. 

Also ibid., Table 6, 
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GDP growth and growth in the construction industry, on the other. Developments with 

respect to capital inflows into the bauxite industry have also been noted elsewhere, 

where it has been pointed out that capital inflows in the 1970s "consisted largcly of 

govemment official inflows or government guaranteed inflows" reflecting the "decline in 

bauxite/alumina investment as well as other tradition al forms of inflows and the 

difficulty in finding new sources of long-run finance".20 These comments remain 

peninent in the 1980s with the continued poor, often negative, performance of private 

capital inflows. 

As a final point on the bauxite industry, It is important to note that the industry is 

dominated on the world scale by six large vertically-integrated firms, namely, ALCOA, 

ALCAN, Reynolds, Kruser, Alusuisse and Pechiney. These six firms have total or 

partial ownership of sixty-seven, sixt y-six and fifty-four percent of the Western World's 

bauxite, alumina and aluminium capacity respectively.21 

One ImphcatIon of this ohgopohstic and transnational market structure is that 

doubts arise concerning the true priee and cost relauonships facing the mdustry. It is 

possIble that published priee data bear little relationship to aetual priees paid. 

Furthermore, produeton decisions are subject to consideratIons not reflected ln the 

published priees. For these reasons, it is deemed advIsable that the output of the 

bauxite industry be isolated from the rest of the economy and be treated as an 

exogenous variable in our econometric modelling. 

20Srown (1981), p. 27. 

2lS ee Janet Thym, Global Corporate Strategy of Aluminium 
Multinationals and Implications for Producer Countries (The 
Hague: Master's thesis, Institute of Social Studies, 1981). 
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6.3.3 Manufacturing 

It IS eVIdent from table 6.2 that. at least unul the mid-1970s, manufactunng 

displayed a growmg contnbution to GDP. It is customary to view this trend as a slgn 

of progress In development. This Vlew, however, IS Imked Wlth the perception that the 

growing manufactunng activity Involves the proce~smg of local raw materials, glVIng 

rise to increased value-added. Also implied is a growing technological sorhistIcation 

It is doubtful whether this picture fits the Jamalcan case, however. As table 6.4 

illusttates, manufactunng In Jamaica IS highly lrnport-mtenslve and linkages within the 

domestlc economy are weak. A further 1i1dICatlOn of thls is the hlgh level of raw-

material imports, amounti~~ typically to more than fi ft y percent of total imports (see 

table 6.8). As a const'quence, manufactunng 15 senously thrcatened when the 

availability of forcign exchange IS limited and thiS IS one reason for the difficultles 

expenenced by the sector In recent limes. These consIderatIOns underhne the need for 

change in the pattern of manufactunng actlvlty to deepen the scope of mternal lInkages 

A second point to note is that manufactured goods have been produced primanly 

for the domesuc market as an import-subsutuung acnvny The bulk of exported 

manufactures go to the Canbbean Corn mon Market (CARICOM). Thus, the portions of 

manufactured expol1s gomg to CARIer ,ountnes were ~Ifty-nmc, seventy-six and 

eighty-two percent In 1975, 1978 and 1 Yb 1 respecuveJy.22 In a sense, this amounts to 

import-substitution on a wider scale. The manufacture of sugar, rum and molasses 

constitutes a departure smce this is carried out primanly for export to extra-regional 

22Bas~d on figures obtained from Caribbean 
(CARICOM] Secletariat, CARICOM Statistics Digest 
(Georgetown, Guyanâ; CARICOM Secretariat, 1983). 

Community 
1970-1981, 
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Table 6.4 

Sector 
content 

Average Import-content ratios 
of selected manufacturing sectors 

Rum and alcoholic beverages' 
Jewellery and handicraft 
Chemicals 
Footwear 
Garments 
Plastic products 
Buildmg materials 
Tobacco, CIgarettes and cigars 
Food processing 

Source: Jamaica National Expon Corporation [JNEC]. 
Washington Associates. 

a refers to brewing in particular. 
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Import 
(0/0) 

84.9 
77.6 
74.1 
69.9 
69.5 
67.3 
62.1 
57.0 
50.7 

Estimates done by First 
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markets. However, since 1970, these products make up less than five percent of total 

value added in manufacturing. 

The manufacturing sector has been favoured in tenns of the attitudes and policles 

of succeSSIve govemments. It has been observed that, 

on average: manufacturing activIties are encouraged relative to agnculture, 

mining and tourism; Import-substitutlon acttvlùes are encouraged relative to 

exportIng actlvuies and tounsm and final good~ actlVItles are encouraged 

relatIve to mtermedlate goods acuviues and posslbly sorne capItal goods 

actlvities 23 

The favourable attitude to the manufactunng sector and to the fabrication of final 

goods, especially at urnes when the avrulablhty of forelgn exchange is limited, is 

reflected aiso in the me ln the share of non-fuel intern1ediate goods In total impons. 

Recent Interest in export promotIon and the detenoratIon of tradaional sources of 

foreign-exchange earnings (e g., the baUXIte mdustry) have turned attentIon towards 

manufactured goods as potentlal exports ta extra-reglOnal markets. One of the focal 

points of exchange rate and other stablllzatJOn pohcIe" ln the 19RO" ha<; heen the 

competitiveness and perfonnance of manufactured ex ports. Thus, Prime Mimster Se aga 

provided the following justification for currency devaluation: 

2JConstantine Michalopoulos, Azizali Mohammed and Sidney 
Weintraub, "Jamaica, A Medium-Term Assessment: Report of the 
Tripartite Mission", (mimeo), World Bank, Washington, D.C., April 
16, 1985. 
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It is not to improve the vlability of the tounst sector WhlCh does not need 

the present rate of exchange, not to Improve the vlabihty of the agricultural 

sector, WhlCh can sell everythmg It produces and could have sold them at 

J$1.78 instead of the present rate of exchange, not to Improve the mmmg 

sector, but to improve the manufacturing export ~ector.lA 
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Improvernent 10 the performance of the manufactunng sector IS a major compone nt 

of attemptc; to expand the economy Structural change In the directlon of a lower 

average impon-contenc and an enlarged export capacity must be an Imponant pan of 

any long-lerm strategy associated wnh a sounder balance-of-payments perfonnance. 

6.3.4 Tourism 

The tourism sector has shown steady growth during the 1970s and 1980s and has 

come to be one of the leamng aCtlVitles on which the overall performance of the 

Jamaican economy depends. Between 1970 and 1985, US dollar earnmgs showed an 

average annual mcrease of ten percent (see Table 6.5) Its Imponance as Il wurce of 

export earmngs has mcreased ln the 1980s wnh the dechne of the other tradltional 

exports, notably bauxite and alumina. Sorne concern is, however, caused by the relal1ve 

volattlity of tourism earnmgs whlch IS subject to the fluctuallons of economic actIvlty 

abroad and political mstability at home. 

In 1984 and 1985, estlmated gross vlSllor expenditure reached US$406.6 mIllIon 

and US$406.8 million, respectJ.vely, compared to eamings of US$220.2 million and 

24Quoted in Polany i -Levi t t (1984). 
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Table 6.5 

Contnbution of Tounsm to ForeIgn Eammgs 

Forelgn Total Rano of Index Index of 
travel goods tourist of Import purchasing 
receipts exports receipt~ priees. power of 

(J$m) /e x ports (1974 travel + 
US$m. J$m. (%) =100 expons. 

Year 

1970 95.5 79.6 284.8 28 44.4 122.4 
1971 111 2 90.8 282.7 32 52.9 105.3 
1972 135.7 107.9 300.1 36 52.2 116.6 
1973 127.6 115.8 3546 33 68.6 !O2.3 
1974 133.5 121.2 549.1 22 100.0 100.0 
1975 128.7 116.8 690.2 l7 115.8 104.0 
1976 105.Q 96.0 572.8 17 124.4 80.2 
1977 104.5 115.0 698.6 16 156.2 77.7 
1978 1482 218.6 1142.5 19 222.2 9l.4 
1979 194.3 341.3 1445.8 24 283.0 94.2 
1980 241.7 4302 1715.0 25 365.3 87.6 
1981 284.3 5072 1735.1 29 404.3 82.7 
1982 337.8 601.3 1367.0 44 373.7 78.6 
1983 399.2 877.5 1392.0 63 481.5 70.3 
1984 406.6 1655.0 2732.5 60 856.0 76.5 
1985 4068 2237.4 3128.3 72 1221.7 65.5 

Sources: STATIN, Stattstlcal Yearbook of Jamaica l 1986; Idem, Provisional External 
Trade, 1987. 

Note: These figures do not take account of payments by Jamaican residents travelling 
abroad. 
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US$138.7 million for the bauxite industry.2S 
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The 1980s have witnessed a sharp 

escalation in the dependence on tounsm earnings due to both the Improved performance 

of the latter and the stagnatIon of merchandise exports The ratio of gross travel 

receipts to total merchandlse exports Jumped From slxteen percent In 1977 to seventy­

two percent in 1985. 

Besides export earmngs, tounsm is Important In tenns of the contnbution it makes 

to the provisIOn of cmployrnent. In 1982, ernployment In accommodatIon amounted to 

Il,300 persons, nsmg to 13,600 by 1985. These numbers representcd 1.5 percent and 

1.7 percent of total employment, respectIvely These figures do not take account of 

ernployment In the wide range of tounsm-related aCUvltle~ beSIde\ accommooatlon 

faCl1ines. Tourism IS a slgmficam source of employment for women, who .,uffer a 

hlgher mcidence of unemployment than thelr male countcrparts. Although Il IS 

concentrated In a few centres on the Island, Hs effects are felt almost country-wide and 

partlcularly in sorne rural areas, where resldents can provlde services such as nver­

rafting for tourists. The widespread opportumtles for small-scale self-employment IS a 

posItive feature of the tounsrn mdustry In a country characterised by hlgh 

unemployment. 

The potenua1 benefits of tounsm to the Jammcan ecollorny are se"erely 

constramed by the high import-content uf the 1I1dustry, Tourists to Jamaica who come 

prodominantly from North America, expect their accustomed tas!es In food and other 

corn forts to he sati~fied, inevitably engendenng a hlgh Import-content. Conscquently, 

estimates of earnmgs from tounsm tend to be somewhat overesumated as an indIcatIOn 

25See ESSJ, several issues. 
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of the increase of resources available to the economy. 

6.4 TRADE 

It is striking how important trade is In the Jamalcan economy. This underlines 

the important feature of the openness of the economy, whlch is Illustrated in Table 6.6. 

In the years presented, exports averaged thlrty percent of GNP whIle lrnports averaged 

forty-slx percent These hlgh shares reflect the Importance of trade actÎvmes to the 

performance of the economy. Jrnports enter, In sorne measure, mto almost aIl econOffilC 

activiues, even the provlSlon of exports Exports, by provldmg Import capacay, as well 

as natIonal Incorne, play a major role m the econOffilC well-bemg of the country. 

Inevltably, the Jamalcan economy is hlghly susceptIble t:J events m mtematlOnal 

markets. 

The second point to be observed is that the balance of trade of Jamaica IS 

nonnally in deficit. Indeed, SInce 1960, thlS account has shown a surplus in only three 

years, namely 1963. 1977 and 1978 (See table 6.9).26 These three surpluses were due 

to SpeCial Clrcurnstances. The 1963 surplus was due to substantial Increases in sugar 

prices. 27 The major part played by export pnces is further indicated by observing that, 

26See Bank of Jamaica [BOJ], Balance of Payments 
of Jamaiea, 1985, (Kingston: Bank of Jamaica, 1985), pp. 
2-4. 

27See Economie Survey of Jamaica, 1963, (forerunner to 
the Economie and Social Survey of Jamaica [ESSJ)). It is 
observed that "the high priees obtained for sugar accounted for 
most of the increase in export reeeipts." (p. 11). 
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Table 6.6 

Imponance of Trade 

Year CUITent Total Total Total 
GNP goods gO<Xis trade 
J$m. expons impons J$m.(%) 

J$m.(%) J$rn.(%) 

1970 1014.9 2848 437.8 722.6 
(28.1 ) (43.1 ) (7l.2) 

1975 2620.2 690.2 1021.4 1711.6 
(26.3) (39.0) (65.3) 

1980 4432.1 1715.0 2086.6 3801.6 
(38.7) (47 1) (85.8) 

1981 4981.5 1735.1 2623.4 4358.5 
(34.8) (52.7) (87.5) 

1982 5563.2 1367.0 2460.3 3827.3 
(24.6) (44.2) (68.8) 

1983 6757.8 1392.1 2841.0 4233.1 
(20.6) (42.0) (62.6) 

1984 8478.9 2895.9 4509.5 7405.4 
(34.2) (53.2) (873) 

Source: ST A TIN (a) Extemal Trade; several issues. 
(b) National Incarne and Product (1974 and 1985). 

Note: figures in brackets represent the percentage of GNP. 
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between 1962 and 1963, the export price index jumped from 110 1 to 129.7 and the 

barrer terms of trade improved sharply from 76.6 to 90.6, after declimng consistently 

smce 1957 (1954 =100).28 

Wuh respect to the trade surpluses of 1977 and 1978, the reasons wcre sornewhat 

different. By this time, the economy was In deep trouble wlth mounung deficlts, 

wholesale capItal fhght, a negarive net foreign-reserves pOSItIOn and severely reduced 

access to external finance. 29 Consequently, the government was forced to take a 

number of measures to IImIt Import volumes, mcludmg forelgn-exchange budgeung 

Although the JamaIcan dollar values of exports Increased substanually In 1977 and 1978 

(as a result of devaïuauon), the surpluses m these years reflected the absence of 

external finance to caver a normal level of Imports. Thus, there W1S an absolute 

declme in the value of imports m 1976 and 1977.:JO Import xstnctlons had ta be eased 

m 1977 for fear of causmg funhcr senous dislocatIon~ m the manufacturing sector. 3
) 

It is clear that the Improvement m the balance of trade on a sustamable basls IS 

an important objectIve. This would cOl:tnbute towards a better overall balance-of-

payments perfonnance. It would aIso leflect the achlevement of a sounder economlC 

structure. Perhaps most Importantly, It would reduce the cnucal dependence on net 

mflows of capItal. 

28Econornic Survey of Jamaica, 1964, p. 39. 

29Acecrding to ESSJ (1977): net foreign reserves were 
$196m. at the end of 1977 and -$181.4rn. at the end of 1976. 

30See Bank of Jarnaica, 
issues. 

31See ESSJ (1977), p. 46. 

Tr.e Balance of payrnent s, sucees si ve 
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The infonnation presented here serves to lllustrate that the imbalance ln trade and 

the dependence on capItal Intlows are fundamental features. Therefore, whIie there IS 

an irnmedlate need for short-tenn stablhzation and eXLemal finance, there 15 also a long-

run dimensIOn of structural adJustment that cannot be 19nored 

6.4.1 Exports 

Expons have been the raison d'être of West Indian SOCleties From the ume of 

European occupation. Whether the product was sugar, bananas, tobacco or any one of 

the other lllaIn exports, a pnmary objectIve of productive acuVIty was exports. It can 

be satd that the Jamaican economy, hke those of nelghbour.ng Canbbean islands, has 

always been essentially an export-Ied economy even when thlS was not the consclOUS 

blas of national pohcy. 

Il is not surpnsmg to find, therefore, that the vlbrance of the export sector IS a 

major determmant of overall economlC performance. ThIS conclusIOn IS supported by 

compansons of export and GOP growth. Jefferson's figures mdlcate that for the penod 

1950-68, Illgh export growth and an increase In the share of exports In GOP were 

accornpanied by hlgh real GOP growth. Harm finds a "close correspondence 

(correlation coefficient = 0.96) between the rate of growth of exports and that of 

GDP. II32 

A second aspect of the export reglme in Jamaica IS us hlghly concentrated nature, 

based almost exclusively on primary products. For most of the postwar period, 

32Don J. Harris, lI~aving and Foreign Trade Constraints 
T in Economie Growth: 1\ Study of Jamaica," Social and Economie 

Studies 19 (1970), p. 153. 



Table 6.7 

Export Concentration 
Percentage Shares of Major Commodiry Exports 

(Selected years) 

Year Bauxite & Sugar, Bananas Citrus, TOTAL 
Alumma rum & coffee, 

molasses. cocoa, etc.b 

1950 n.a. 53.4 14.2 17.6 852 
1956 272 36.9 16.0 126 92.7 
1968 49.5 21.4 7.8 5.6 84.3 
1982 67.0 7.8a 0.6 1.0 78.4 
1983 61.8 9.6a 1.0 3.7 76.1 
1984 679 7.2a 0.3 3.7 79.1 

Sources: Jefferson (1972), table 8.5; ESSJ (1984), tables 3.1 & 3.4. 
(a) Molas!'~s not mcluded. 
(b) Inc1nJes plmento and ginger. Ginger not included in data for 1982-84. 
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lamaica's exports have been dominated by bauxite, alumina and sugar. 
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So-called 

'tradttional' exports of lesser importance include bananas (WhICh. at one lIme, nvalled 

sugar in Importance), caffee, cocoa, citrus fruits and pImentas From around 1890 to 

the 1930s, bananas were actually lamalca's leadlOg export but after the industry was 

devastated by disease In the 1940s, It never regained the earller prommence. 33 

Table 67 Illustrates the concentratIon of Jamalcan commodny exports In the 

selection of years presented, the major expons always amounted to more than 

three-quarters of dome~tIc commexiIty exports, reachlfig as hlgh as nmety-three percent 

m 1956 The raIe of baUXIte and alummna has grown over the years, while that of 

sugar and rum has declmed ln recent yeaTS. there has been a ~harp decline in the share 

of agricultural exports due maInly to faIlIng production 

The hIgh dependence on exports of pnmary goods has two Implications. In the 

first place, the considerable Incorne that mlght accrue from the processing stages IS 

foregone. Secondly, export earmngs are charactenzed by volatility and uncertamty, 

typically assocJated wllh the marketing of pnmary products. 

The marketmg of sugar presents a typlc<ll IllustratIon 

of the problem of volatlhty of pnces. Sugar priees In 1965 averaged two cents US per 

pound. After a penod from 1973-1976, when as annual average ranged From mne 

cents to thirty cents (actually reachIng fifty-slx cents ln November 1974), the sugar 

price again plunged to [ive cents by 1984 (although it wall high briefly in 19RO, 

reaching an annual average of twenty-nine cents). 

World market pnces do not affect the volume of Jamaican sales ùirectly because 

33Jefferson (1972), p. 2. 
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Jamaica sells aU of its exports in negotiated markets (LOME and US Generahsed 

System of Preferences).34 Bauxite and alumina pnces have also been subject, 

increasingly in recent years, to unforeseen fluctuatIOns, whlle production and export 

levels are subJect to company policy on a global level TI1e hlgh volaahty of firices 

severely affects the operatIOns of the economy as a whole gi ven the hlgh weight of 

traditional exports 10 total exports. 

The problems emerging from the volanlity of priees are aggravated by fluctuations 

In forelgn currenCles. Glven the currenCleS In WhlCh sales :rre denommated, it IS not 

unusual for lf:crease~ ln productIOn to cOlnclde wlth adver~e changes ln exchange rates. 

For example, although sugar expons 10 1984 exceeded those of 1983 by 3,349 tonnes, 

their export value feIl from US $57.3 million to US $45.8 1111I11on due to "the 

deprecmtion of sterling agrunst the US dollar"35 

Recent developmenls in the JamalCaIl economy draw attentJon ta the escalating 

burden being placed on the capacity to lm port and the failure of export earnings to 

keep pace. In addItion to the tradmonal need to provlde a capacity for the growth of 

merchandise Imports, there is the additlOnal need to provlde for the large debt-service. 

In tenus of estImat10g the capacity to Import, tourism earnings have been playing an 

increasingly Important role in the 1980s. On the basls of Information in table 6.9, Il 

can be shown that the balance on merchandise trade plus travel tends [0 be negative, 

but was posItlve for sorne years in the 1960s, in 1977 ta 1980, and In 1984. In 

addition to nominal comparisons, there is the question of the impact of changes in 

34See Burnett (1986). 

35ESSJ (1984), p. 3.5. 
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impon priees. Table 6.5 is useful in dramatising the failure of the sum of expons and 

tourism earnings to keep pace with rising import priees. An index of the purchasmg 

power of merchandise exports and tounst receipts is observed to be dechning from 122 

to 65 between 1970 and 1985. 

6.4.2 Imports 

We approach the analysis of imports by disaggregating them by economic end-use. 

For that purpose, it IS customary to distingUlsh three main categories: 

i) consumption goods imports, 

Ii) intermediate goods imports, and 

iii) capital goods import~. 

Table 6.8 presents a percentage breakdown of imports by econ~J!.t1I·· end-use for 

1967-84. Intermediate goods are funher disaggregated into fuel imports and non-fuel 

tntennediate goods because fuel IS such an important singlt: item in Imports. Lookmg 

separately al non-fuel intenne.dlate goods also sheds 11ght on significant aspects of the 

structure of economlC activity. 

In the late 1960s and early 1970s, merchandise imports were dlvided fairly equally 

between the three mmp categones. By the late 1970s, a new pattern was emergmg 

with the bulk of imports consisting of fuel and other lOtermediate goods. lndeed from 

1976 onwards, intennedlate goods constituted a larger proportion of lmports than lite 

other two categories combined. The extreme cases were 1979-81 when Imports of 

intennediate goods were double the combined impOlts of consumption goods and capital 

goods! , 
,. 
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Table 6.8 
Percentage Distribution of 

Merchandise Imports by Economie End-Use, 1967-84 

Year J$m. Cons. Intenn. of which Capital 
Total goods goods goods 
goods imports imports fuel non-fuel imports 
imports (%) (%) imports (%) 

1967 252.4 33.6 35.5 8.0 27.5 30.9 
1968 320.0 31.2 34.8 7.1 27.7 34.0 
1969 362.6 32.6 32.8 6.9 25.9 34.6 
1970 434.5 30.2 32.2 6.4 25.8 37.6 
1971 458.4 303 34.9 9.5 25.4 34.8 
1972 592.2 448 30.2 7.5 22.7 25.0 
1973 615.2 ~3.6 42.8 10.9 31.9 33.5 
1974 850.8 21.4 51.6 20.8 30.8 26.9 
1975 1021.3 20.8 48.4 19.1 29.3 30.8 
1976 829.7 18.0 56.4 22.3 34.1 25.6 
1977 769.3 11.4 66.3 29.0 37.3 22.3 
1978 1260.1 14.7 62.5 23.8 38.7 22.8 
1979 17545 12.1 66.7 33.1 33.6 21.3 
1980 2086. 11.3 71.8 38.l 33.7 16.9 
1981 2623.1 12.9 67.0 33.1 33.9 20.0 
1982 2460.3 16.7 59.7 29.5 30.2 23.6 
1983 2838.4 16.3 59.0 29.0 30.0 24.8 
1984 4509.5 13.9 62.4 29.9 32.5 23.7 

Source: Statin, External TradË, several issues. 

1 
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The rise in the share of intennediate goods may be attributed to a number of 

factors. A primary factor is the escalation in the prices of fuel imports from 1973 

onwards. This had the effect of almost doubling the share of fuel impons in total 

imports between 1973 and 1974. The share made a funher surge upwards in 1980 

after the secund oil-priee shock. It is evident too that the share of imports of non-fuel 

intermediate goods also increased, though less sharply. 

The growth in the share of intermediate goods in impons tells us something about 

the impon-substituting nature of manufacturing which was established in Jamaica. The 

turn of events in the 1970s revealed the vulnerabIlities of this structure. For a number 

of reasons to he discussed later, acute balance-of-payments problems began to be 

experienced so the capacity to obtain the desired level of impons was threatened. 

Under these circumstances, priority was given to the mtermedlate-goods Imports because 

of their critical importance to the manufacturing sector and their attendant role in 

maintaining employment and income. Consequently, lt was the dec1ine 10 relative 

importance (though not necessanly in absolute tenns) of the other two categories, along 

with the fuel price effects already cited, which were responsible for the rise in the 

share of imports of intennediate goods. Typically, when economic depression threatens, 

it is relatively easy to justify restraint on imports of consumer goods, especially when 

such goods are considered to he non-essential. The importation of capital goods may 

he deferred as the business community take a 'wait-and-see' attitude in the face of 

uncertain expectations about the future. It can be concluded, therefore, that the rise in 

the share of impons of intermediate goods reflected the critical position attributed to the 

manufacturing sector. 
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This situation dramatizes the dilemma created by the pattern followed by irnport-

substitution. A principal objective of irnport-subsotution IS the reduction of imports in 

relative tenns in order to strengthen the balance of payments. What actually happened 

was one fonn of dependence and vulnerability was exchanged for a more insidious one. 

With so much manufacturing usmg imponed raw materials, the maintenance of 

operations was sustained by imports. When depression came, there was little scope for 

a temporary cutback in irnports which wou Id not affect production. The situation m 

Jamaica was aggravated by the faet that even expons were seriously threatened by the 

unavailabihty of foreign exchange.36 

The evident decline in the share of capital-goods imports is also a matter giving 

rise to concem. Because J amaica does not produce capital goods, a decline in these 

imports implies a reduction in investment activity. 

6.5 THE BALANCE OF PA YMENTS 

Sorne general observations rnay he made about the behaviour of the Jamaican 

balance of payments since 1960. Firstly, the early 1970s appear as a watershed in terms 

of the ability ta sustain balance in the external accounts. For the whole of the 1960s, 

there were three recorded deficits in the overall balance of payments (1964, 1965 and 

1969). From 1972 to 1985, there were only three surpluses (1974, 1982 and 1984).37 

36See ESSJ (1978), p. 4.1, where it is observed that "the 
state of external trade is influenced by ... the unavailability of 
import financing", among other things. 

37See Table 6.9. 
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TABLE ô.9 BALANCE OF PA'y~lENT5 -1960 -1984 

(USSMN.) 

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 

Merchandlse - ;.:: 0 ~ =-..L2 ~ .=......l.§..l. =-.lU ~ - 2' .6 =..JU..1. - 893 -107.0 -1396 -1.11.6 

Exports (f.o.b ) 1646 178 ; 1840 208 3 218.7 2167 ~76 5 ~39 1 ~51 0 291 8 342.1 3661 3535 

ImportS (r 0 b.l 18i 6 1907 19::! 9 1991 2548 2548 '::845 2607 3323 381 1 449.1 505.7 "'954 

Srrvices (nel) - 17 7 - 126 - 191 - 208 - 258 - 95 - 4&; -51.1 - 344 - 486 - 674 - 2.1 - 21.7 

Foreign Travel 75 140 7.8 8.9 31.9 529 6~ -. , - 59.1 75.4 78.5 80.0 100.9 87.2 

Investment ln· 
come - 27.4 31.9 - 33.6 - 36.7 - 40.3 - 42.8 - 90.1 - 80-; - 73.2 - 87.0 - 98.1 - 48.1 - 50.5 

Other 2.2 5.3 6.7 7.0 - 17.4 - 19.6 - 25.2 - 29.5 - 36.6 - 40.1 - 49.3 - 54.9 58.4 

Goods &. Services 
(net) 40.7 - 252 - 28.0 11.6 - 619 - 476 - 56.7 - 72.7 -115.7 -137.9 -1744 -141.7 -1633 

Unrequlled Trans-
fe •• (net) 16.8 13.7 18.7 18.8 18.2 17.1 14.6 12.0 12.3 14.3 .21.8 22.1 26.1 

Priv~te 17.1 18.2 20.4 21.0 21.0 19.9 18.2 15.4 16.0 17.6 26.1 27.9 32.4 

Officiai 0.3 4.5 1.7 2.2 2.8 28 3.6 - 3.4 3.7 - 3.3 - 4.3 25.8 63 

CUITent Account 
Balance 23.9 11.5 - 9.3 7.2 43.7 - 305 42.1 - 60.7 -103.4 -123.6 -152.6 -119.6 -137.2 

Net Caplui 
Movements 24.4 15.1 109 185 20.9 165 654 77.9 137.3 1182 '1609 143.5 70.0 

Official 84 - 4.5 22 6.2 11.5 84 10.4 6.0 15.1 124 - 1.4 5.1 21.8 
Pnvllte 16.0 19.6 8.7 12.3 94 8.1 55.0 71.9 122.2 1058 162.3 138.4 48.2 

Allocation of SORs 6.4 6.0 5.5 

Change ln Reserves - 03 3.6 1 8 - 257 60.7 140 - 23.2 - 76 - 32.8 13 6 - 21.1 - 54.1 596 

Net Errors &. 
OmisSions - 0.2 02 - 37.9 14.0 0.1 - 193 - 1.1 - 8.2 - 64 24 ::! 21 

(Conunurd) 
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BALANCE OF PAYMENTS 1960 -1984 (Continued) 

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 

Merchandl~ -177.3 -117.6 -1593 _ 135.2 83.9 445 - 67.9 - 75.4 -322.7 -441.5 -4385 -291 7 

ExportS (f.o.b.l 392.9 693.8 810.3 6564 7506 7945 8147 962.7 9740 767.4 685 7 745.3 

ImportS (f.o.b.l 570.2 811 4 9696 791 6 666.7 7500 882.6 1,0381 1,296 i 1,2089 1,1242 1.0370 

Services (n~tl - 29.8 - 72 8 -1496 -1734 -138.5 -1569 -1547 -181 7 -1384 - 968 -1435 -1187 

ForeIgn Travel 994 974 76.2 46.9 937 1364 184.5 228.9 2706 3061 3743 3866 

Investmenl 
Income 58.1 - 67.6 -102.8 -112.3 -1286 -1786 -2026 -251.7 -201.5 -1835 -266.1 -3Q18 

Other 71.1 -102.6 -1230 -1080 -103.6 -114.7 -1356 -158.9 -207.5 -2194 -251.7 -203.5 

Goods &. Services 
(netl -207.1 -1904 -3089 -308.6 - 54.6 -1124 - 222.6 -257.1 -461.1 -538.3 -582.0 -4104 

Unrequlted Tr~ns-
fers nel) 264 23.4 26.2 6.0 200 25.7 80.0 90 S 124 3 '504 101 5 120.6 

Prl~~le 33.8 32.5 21.0 2.0 15.1 152 700 81.8 123.3 134.5 947 804 

OffiCiai 7.4 9.1 5.2 4.0 49 10.5 10.0 9.0 1.0 15.9 6.8 40.2 

Current Account 
Balanœ -180.7 -1670 -2827 -3026 - 346 - 867 -1426 -1663 -3368 -387.9 -480.5 -289.8 

Net C.,..".I 
Moveme-nts 137.1 243.2 2OS!l 126.7 343 - 78 5 10.2 107.1 2254 4656 190.5 482.7 

Orr,c,al 367 901 124.2 79.2 2.9 1675 657 187.4 240.2 446.0 300.7 3629 

Prov,Jle 1004 1531 84 -, 47 5 31 4 -2460 75.9 - 803 - 14.8 196 -110.2 119.8 

AUoe.llOn 01 SDRs 100 100 100 

Ch~n,e on Re 0'-, ves ~5 9 - 595 80 " 180 ~ 30 ~ 165 6 13; 4 5- S 95 6 - 860 289 1 -125 Î 

t'.e" EHO', A 
O,."I50"on .. - , , - 1 '" - - (. 5 0 30 : 

" 6 
5 .: b (- 5 8 E, 3 09 3: li 

Source: Balance of Fay;-;ents of Jamaica, 1985 
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The current account balance is almost invariably in deficit and an overall surplus 

is thus sustained by net capital inflows. The capital account has shown substanual 

decline in private capital inflows and a truly phenomenal increase in reliance on official 

capital inflows. This provides a critical hnk between the perfonnance of the balance of 

payments and the escalation of external debt. 

6.5.1 The CUITent Account 

Apart from merchandise trade, major items of the current account are tounst 

earnings, investment income and transfers. Tourism, though a service, is akin to 

commodity expons in the Jarnaican context and IS de ait with alongside merchandise 

trade as has been done in sectIons above. 

Among the other service items, the most important are flows of mvestment 

income. This item consists primanly of receipts and payments of the minmg 

cornpanies, the central bank and the central govemment and government-guaranteed 

transacnons. Receipts by the mimng companies are used ta defray local costs so they 

vary Inversely wah the makmg of profits in local operatIons. Iromcally, In 1986, when 

the mimng companies recorded an overall profit, thelr Investment incorne receipts were 

zero, while payments origmating in that sector amounted to US$17.8 million. 

Net investment in come is always negative, reflecting the significance of foreign 

investment in the mining sector and elsewhere in the economy. This item is a major 

contributor to the negative balance of the services account. The situation has 

deteriorated in the 1970s and 1980s due to the growth of payments by the Bank of 

Jamaica and the Government of interest on the national debt, in spite of considerable 
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re-scheduling. JI! 

The remaining service items include freight and merchandise insurance and 'other 

transportauun '. Freight and insurance are sharply negative mamly on account of freight 

charged for impons. Other transportatIOn, on the other hand, is posItIve reflectmg 

receipts for passenger fares and port disbursements. The positive balance of this Item 

is, however, never enough to achievf" 

whole. 

osaive balance for the services account as a 

Net mvestment Incorne has always been negative, reflecting the high level of 

foreign ownership of business enterprises. A factor of growmg Importance In the 

1970s, and particularly, in the 1980s has been increasing payments of interest on the 

national external debt. 

6.5.2 The Capital Account 

Net capital inflows have traditionally played a cri tic al role in financing the deficit 

on current account of the balance of payments. Since 1960, net capItal mflows have 

been positive in cvery year except, In the cnsis years of 1978 and 1979. Pnor to the 

nud-1970s, inflows of capital were mainly assocJated with dIrect investments in the 

bauxite industry. Thus, from 1968 to 1977, approximately mnety percent of net capital 

inflows were pnvate. Subsequently, net private capItal movements became small and 

even negative. This change reflected a situation of reduced pnvate capital inflows, 

escalating repatriation of capital, and capital flight. From the mld 1970s, there was a 

sharp rise In officiai capital inflows solicited by govemments iO prcvent a collapse of 

38See BOJ, Balance of payments of Jamaica, 1986, p. 23. 
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Table 6.10 

Years 1964-70 

Net total 
capital 
receipts 597.1 

Net private 
capital 
receipts 534.7 

Net official 
capital 
receipts 62.4 

Ratio of 
Official 
receipts to 
total 
receipts (%) 10.5 

Private and Official Net Capital Inflows, 
Seven-Year Periods 

(US$m.) 

1971-77 1978-84 

963.7 1382.6 

603.7 -387.8 

360.0 1770.4 

37.4 128.0 

Source: BOJ. The Balance of Payments l 1985 
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econornic activiy. The CruCial role of large official capital mflows and the associated 

growing indebtedness IS a continuing aspect of the Jamaican economy. 

The nse 10 the Importance of offiCiai capital t10ws In the 1970s and 1980s IS 

Illustrated by table 6.10, where the flows are pre~ented for '\cven-year penods. Net 

officiaI capItal mflows, whlch were ten percent of net total capital IOflows in the late 

1960s, reached 128 percent In the thm! penod. EVldently, In thls latter penod, official 

capital recel pts have not only perfonned the role of accomm(xiatmg the CUITent account 

imbalance but have provlded sorne re~ource~ for pnvate capital outflows. 

After 1974, chromc balance-of-payments deflCIts have bec orne the norm. 

Surpluses were recorded only ln 1982 and 1984 These were attributable to mas~ive 

inflows of officIal capital, US$883.2 millIon and US$869.5 mIIIton respectlvely.39 With 

successive de fic 1tS, forelgn-exchange reserves were soon critIcally low and, by 1976, 

they were negative J$181.4 million (1$1 = US$l.lO In 1976) They have been negatlve 

ever since. 

This critical situanon set the stage for a "enes of stabllizatton agreements with the 

IMF, starting under the PNP Govemment In May, 1977 These agreements have 

becorne the focus of attentIOn in the operatIOn of the Jammcan economy over the last 

decade. The deficlts have been associated wtth an mcreasmgly serious debt situation, 

which is adding onerously ta the constraints already faced by the economy. 

39BOJ, Balance of Payments in Jarnaica, (1983) and (1985). 
Note that the figures above relate to inflows only while those of 
table 6.6 are net figures reflecting bath inflows and outflows. 
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6.6 DEBT 

As a culminaùon of a generally deteriorating balance-of-paymems perfonnance, the 

national debt has Tisen to astronomical levels. While the debt includes both domestic 

debt and foreign debt. we shaIl focus on the latter because Its magnitude has immediate 

harsh consequences for the prospects of achieving externaJ balance with acceptable 

levels of growth. The seriousness of the J anlalcan foreign debt situation is appreciated 

by observmg that on a ~ capita basis It is "Iarger than that of MexIco or BraziI. the 

developing world's largest debtors,"40 

Table 6.11 presents some basic data for the analysis of the forelgn-debt situation. 

It is immediately evident how rapidly the total debt has grown over the period, 

registering an average annual growth rate of 22.8 percent. At HS 1985 level, total debt 

was more than one and a half times total GDP and almost three urnes as large as tot!ll 

exports of goods and services. It is even more significant to note the debt servIce 

ratios. In 1970 and 1975, these were 2.6 and 7.4 percent, respectively. By 1985, the 

debt service ratio had reached 61.3 percent on an accru al basis and 40.9 percent in 

tenns of aetual payments. This means that 40.9 percent of total expons of goods and 

services were being diverted from the purchase of much needed impons to service the 

external debt. To complete the vicious circle, a large and growing part of official 

inflows has to be used to service debt. 41 

4°Robert W. Palmer, "How Washington sees Jamaiea, Part I" 
Sunday Gleaner, December 14, 1986, p. SA. 

4lSee Owen Jefferson, "Jamaica' s External Debt: Size, 
Growth, COMposition and Economie Consequences," in Omar Davies 
ed., The Debt Problem in Jamaica (Kingston: University of the 
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Table 6.11 

External Publtc Debt Ooerations Indicators 
US$m. 

Year 1970 1975 1980 1981 1982 1983 1984 1985 

Total debt 154 688 1734 2212 2690 2920 3207 3355 
(year end) 

Debt service 14 83 341 574 555 573 736 734 
(accrual basis) 

Debt service 14 83 263 4~8 409 372 394 490 
(actual basis) 

Exports of 538 1123 1421 1500 1394 1332 1378 1198 
goods services 

Percentages 

Total debt/GDP 15.8 31.2 82.2 105.0 128.5 140.5 135.3 154.1 

Total debt/XGS 28.6 63.4 122.0 147.5 193.0 219.2 232.7 280.1 

Debt service 2.6 7.4 24.0 38.3 39.8 43.0 52.7 61.3 
ratio (accruals) 

Debt service 2.6 7.4 18.5 29.2 29.3 27.9 28.6 40.9 
ratio (actuals) 

Interest payments 1.5 4.4 10.8 12.5 15.9 14.6 13.5 24.7 
ratio 

Source: O. Jefferson, "Jamaica's external debt: size, growth, composition and 
economic consequences" in O. Davies (ed.), The Debt Problem in 
Jamaica, Economies Department, Mona, UWI, monograph #1, 1986. 

West Indies, Mona, Department of Economies Monograph Series, 
1986), table 6. 
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This situation raises sorne profound questions with respect to future prospects. 

Inevitably, with such a large proportion of export earnings bemg divened from impon 

capacity, funher borrowing must he undertaken to sustain economic activity. Without 

radical improvements and little short of a miracle, Jarnaica wIll face the prospect of 

ever-growing debts and their attendant problems. It should be observed that a major 

reason for the rising debt-service ratio has been the poor perfonnance of exports. For 

ex ample, between 1981 and 1985, export earnings declined at an average annual rate of 

5.5 percent largely due to the collapse of the bauxite industry. 

A final observation from table 6.11 IS the large difference between debt service on 

an accru al basis and actual debt service payments. These differences refleet the hlgh 

extent of rescheduling which has been resorted to, almost rourinely, by the JLP 

administration. Jefferson shows that Jamaica has succeeded in rescheduling sorne 30 

percent of gross debt service falling due in recent years.42 This is an indicatIon of the 

relatively cooperative attitude of the international financial commum ty ta the Seaga 

Government. 

The devaluations were a major contributory factor in the growth of the debt. The 

large portions of the fiscal budget that have to he devoted to serviemg debt contribute 

to the serious neglect of social services and amenities and of important capital 

activities.43 The squeeze on resources is aggravated by the commitment of the 

govemment, as part of its agreements with the IMF, ta reduce the size of the fiscal 

42Jefferson (1986), p. 15. 

4JSee, Derick Boyd, "The Impact of Adjustment Policies in 
Jamaica on Vulnerable Groups," (mimeo) Department of Economies, 
U. W. 1., Mona, 1986. 
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1 deficit drastically. Total interest payments and amonization of the Government debt 

amounted to $33.03 million in fiscal year 1 972n3, representing nine percent of total 

expenditure. By 1985/86, interest and amortization were $197 J million representing 

fony-two percent of total expenditure. These figures dramatise the severity of the 

constraints on the allocation of spending in many needed areas imposed by the hieh 

debt and debt servIce. 

The massive accumulation of debt by Jamaica in recent years ralses questions 

about the efficacy of ald. A id flows to Jamalca have averaged thirty percent of GDP 

from 1981 10 1985.44 It lS evident that Jamaica is in a very favoured position with 

respect to bilateral and multilateral creditors and donors. It has been pointed out that 

Jamaica's use of Fund credit in relation to its quota with the IMF is the 

highest in the membership and the credit lIas been outstanding for a longer 

period than any other member. Jamaièa has been among the large st 

recipients on a Qg capita basis of foreign aid from the United States and 

loans from the World Bank.45 

The high level of rescheduling which Jamaica has been able to negotiate is further 

evidence of the sympathetic attitude of the donors. It is arguable that the economy has 

been able to achieve sorne positive growth in the 1980s, not because the economy has 

been put on a sounder footing, but largely because of the availability of large doses of 

44Michalopoulos et al. (1985), p. 8. 

45Ibid., p. 52. 
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official assistance. 

Another issue that arises in connection with aid is that aid flows are associated 

to a considerable extent with consumption rather than investment activities. It has been 

obselVed that, 

much donor assistance is tied to imports, often of low priority for Jamaican 

development. V.S. P.L. 480 assistance has the advantage of providing 

commodities which may have to be imported in any case on favourable 

terms but it has the potential deficiency of compromising the objective of 

Jamaica feeding itself to a greater extent from its own production by driving 

down domestic producers' priees.46 

VS PlA80 assistance, is cited as an ex ample of aid which, while providing needed 

assistance, threatens to undermine efforts to expand agricultural production. 

The problems of aid administration have- been attributed to the unsatisfactory 

perfonnance of both the ereditors and the Jamaican Government. On the one hand, 

donor coordination in identifying projects in line with development prionties leaves 

much to be desired. "More than one donor," it is pointed out, "has urged sizable 

reductions in public sector expenditures while providing financing through projects to 

46Michalopoulos et al., p. 51. See also Kieth B. Griffin 
and J. L. Enos "Foreign Assistance: Objectives and Consequences", 
Economie Development and Cultural Change 18 (April 1970). This 
is one of several articles which have dealt with the implications 
of aid supplernenting consurnpt ion instead of promoting investment. 
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On the other hand, it is argued 

that Jamaican Government requests and approval of investment projects are not properly 

coordinated either.48 

6.7 CONCLUSIONS 

The foregoing description has drawn attention to the general operations and 

features of the Jamaican economy. A high degree of openness, a high level of 

concentration of exports and the high depen1ence on primary products, especially 

bauxite and alumina have been marked features of the economy. Finally with respect 

to exports, we observe the distinction between traditlGnal exports (bauxite and sugar 

products) and non-traditional exports. Bauxite products, in particular, are subject to 

marketing arrangements, which justify their separate treatment in analyses of supply 

conditions. 

The analysis has also revealed sorne dimensions and underlying factors of the 

current economic crisis. Because of the nature of the economy and its dependence, 

capital inflows are of criucal importance to the maintenance of economic activity. As 

our empirical evidence will indicate in chapter eight, net capltal receipts are significant 

as an explanatory variable in most of the behavioural proces~es on which the model IS 

based. In recent years, they have been very large and predominantly official 10 origin 

and, therefore, they are influenced by policies of crerutors regarding economic 

47Michalopoulos et al. (1985), p. 51. 

48Michalopoulos et al. (1985), p. 50. 
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A significant feature is that economic assistance seems to be 

linked prirnarily with consurnption rather than investrnent activities. 
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ChapteLZ 

7. BACKGROUND TO STABILIZATION IN JAMAICA 

SOCIO-POLITICAL FACTORS 

7.1 INTRODUCTION 

195 

Socio-political developments provide an important background to the analysis of 

the Jamaican economy in the 1970s and 1980s. Major political developments have 

been witnessed over this period. They fonn an essential background to the economic 

policies which have been adopted and, indeed, help to explain the ernergence of an 

economic crisis, the need for stabilization and adjustment, and the different approaches 

followed by succeeding govemment administrations. 

This chapter will attempt to sketch the salient features of relevance to our 

exercise. It will not attempt to expand on the very ample Iiterature that already exists 

on the subject l but will de scribe selective aspects of particular relevance 10 this study. 

The existing literature has tended to follow a fairly set pattern of periodization, 

breaking the Manley administration into three periods, namely, 1972-74, 1974-76 and 

lSee, for example, Brown (1981), C. Bullock, "IMF 
Conditionality and Jamaica's Economie Policy in the 1980s", 
Social and Economie Studies (1986); Girvan et al. (1980) i Michael 
Kaufman, Jamaica Under Manley, (London: Zed Books Ltd., 1985); 
Polanyi-Levitt (1983); Sharpley (1984); Stephens and Stephens 
(1986). 
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1977-80.Z It will be adequate for our purposes to single out specific events such as the 

declaration of democratic socialism (section 7.3.2), and the introduction of the bauxite 

levy (section 7.3.3), rather than to follow a strictly periodized fonnat. To facilitate a 

quick glance at the period under consideration, a chronology of events is presented as 

an appendix to this chapter. There is aIso a brief sketch of socio-economic conditions 

existing at the beginning of the 1970s, which provided sorne motivation for the policies 

introduced by the Manley Government. Finally, section 7.4 is devoted to an analysis of 

the lLP in office, focusing primarily on their stabilization efforts. 

7.2 LEAD UP TO THE 1970s 

Jamaican society entered the 1970s in a state of socio-economic fennent. The 

signs of growing discontent and social instability were evident in the 1960s. Major 

manifestations of this situation were a riot in Kingston in 1965, widespread gun 

violence associated with the 1967 general elections making it necessary for a state of 

emergency to be declared, and rioting in October 1968 following the expulsion from the 

island of Walter Rodney. 3 Girvan et al. draw attentIon to cultural and musical 

expressions of the mood of social protest that was evident in the 1960s. Srephens and 

Stephens aIso provide indicators of the noticeable growth in violent crime.4 

2See , for example, Brown (1981), Girvan et al. (1980), 
Stephens and Stephens (1986), Kaufrnan (1985). 

3Girvan et al., (1980) p. 113. 

4Stephens and Stephens (1986). 
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This state of social instability has to he seen against the background of a set of 

salient features of the Jamaican society. Firstly, the distribution of incorne in Jarnaica 

reflected a state of profound inequality. An authoritative study of the distribution of 

in corne in 1958 found that the lowest seventy percent of households shared 27.3 percent 

of total incorne, whilst the upper ten percent enjoyed 43.5 percent of (vial incorne.s 

This level of concer.tration ranks the island among the countries with the highest 

recorded rate of inequality of incornes".6 

Indications are that this hlgh level of incorne inequality did not show any 

irnprovement over the period of the 1960s when econornic growth was still high. 

According to Girvan et al., 

Incorne distribution worsened, and it is estimated that between 1958 and 1968 the 

share of the poorest 40 percent of the population in personal earned rnoney 

incorne declined frorn 7.2 percent to 5.4 percent. Absolute poverty also grew, as 

between 1958 and 1968 it is estimated that the absolute incorne of the poorest 30 

percent of the population fell from $32 to $25 per capita, in constant 1958 

dollars.7 

SE. Ahiram, "Ineome Distribution in Jamaica, 1958", Social 
and Economie Studies (1964), p. 337. 

6Ibid., p. 335. 

7Girvan et al. (1980), p. 113. 
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The pattern of high inequality is reinforced when consideration is given to the 

distribution of land for agricultural use. In 1968, seventy-eight percent of the total 

number of farms used fifteen percent of total farm acreage while 0.16 percent of the 

largest fanns accounted for forty-five percent of total fann acreage. A comparison with 

the 1954 situation indicated a worsening of the inequalIty in the distribution of land.8 

A second alanning feature of the Jamaican society was high unemployment. It 

was particularly dlsturbing to observe that unemployment and under-employment 

persisted even during periods of high economic growth. This point has already been 

noted in the last chapter. Its mam implication is that attention has to be paid explicitly 

to the goal of reducing unemployment in any strategy of development, 

High unemployment continues to he one of the principal problems of 

underdevelopment facing Jamaica. Girvan et al. attribute thiS situation to the faet that 

"agriculture was relatively stagnant during this penod, and much of the new investment 

was of a hlghly capital-mtensive nature ".9 In the 1980s, there has been a funher 

deterioration of the unemployment sItuatIOn with an average rate of 26.3 percent being 

recorded from 1981 to 1984. The reduction of unemployment to an acceptable level is a 

primary target and cnterion of suceess in development efforts in Jamaiea. The chrome 

and severe social implications of unemployment are refleeted by the faet that the 

numbers of people who have never been employed are typically very high. 

The third underlying feature of the Jamaican economy as it entered the 1970s was 

the evident decline of aggregate eeonomic performance. The Jarnaican economy had 

BJefferson (1972), p. 81, Table 4.3. 

9Girvan et al. (1980), p. 113. 
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Table 7.1 

Period 

1950-55 

1955-60 

1960-65 

1965-68 

Average Annual growth of Real GDP 
(1956 priees) 

(%) 

10.1 

7.1 

4.6 

3.9 

199 
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experienced a declining trend of performance ever since the 1950s. This is borne out 

by the figures of table 7.1 which are taken from Jefferson. lO 

Although the economy did experience a spun of increased growth between 1968 

and 1972, wh en real GDP grew on average by 6.8 percent annuaHy, Il by the early 

1970s, Jamaica was experiencing "the exhaustion of the growth phase".12 Declining 

economic performance aggravated the social tensions that were emerging. 

7.3 THE PNP IN OFFICE 

7.3.1 Their General Approach 

On the attamment of power in 1972, the PNP Government embarked on a series 

of programs and policies aimed at achieving a more equitable distribution of income, 

overdue social reforms and structural changes in the economy. An aggressive policy 

aimed at expanding and improving the agncultural sectoT was a key aspect of the Ir 

economic policy. Under a general programme entitled 0pelation GROW13
, consisting 

mainly of IWO projects, namely the Land-Lease Project and the Food-Farms Project, the 

agricultural policy was aimed at "increasing food pPJduction and a wider distribution of 

the opportunity of access to land among farmers".14 Another major initiative was the 

lOSee Jefferson (1972), p. 46, Table 3.4. 

llIMF, International Financial Statistics 1985, pp. 414f. 

12Stephens and Stephens (1986), p. 56. 

13GROW stands for Growing and Reaping our Wealth. 

14ESSJ (1972), p. 73. 
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First Rural Development Project, "a comprehensive plan for multidisciplinary action in 

integrated rural development in the Western Region of the isiand".1S 

These proJects were rapidly implementedl6 but the y dtd !lot achieve the kind of 

results necessary to relieve the general pressures bUIlding in the economy and to ensure 

sustainability. The Food-Fanns Project was phased out in 1976 and it was clear by 

then that the whole of Operation GROW was in jeopardy. 

The early years of the PNP administration were aiso characterised by a range of 

social, economic and cultural programs which were chiefly targeted at the working class 

but many of which benefited al! classes. 17 Associated with these programs was a 

process of substantive wage increases and rapidly growing government spending. 18 The 

latter is reflected in the sharp rise of 8 percent in the share of the government sectoT in 

real GDP between 1974 and 1980 after It had prevlOusly taken over 20 years te register 

a 6 percent increase. These developments were associated with a deterioration in the 

balance of payments and rising inflation. Whilst the intrinsic merits of the actions of 

the government are unassailable, they have been criricised as a case of "redistribution 

lSESSJ (1975), p. 104. 

16By January 1978, 84,973 acres of land including 47,730 
acres of arable land had been leased to 23,618 farrners. Sorne 
47,000 acres were cultivated yielding $7.2 million. See ESSJ 
(1977) . 

17See Girvan et al. (1980), especially Table 1. 

IBGirvan et al. (1980) report: " contracted wage increases 
averaged·50-60 percent in late 1974 and through 1975 and began to 
exceed substantially cost of living increases". P. 117. See 
also Sharpley (1984) and Polanyi-Levitt (1983). 
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without growth"19 The issue of the containment of the public sector has become one of 

the focal points of policy in the 1980s. 

7.3.2 Democratic SociaIism 

In what is considered a major tuming point in the PNP administration, the leader, 

Manley, reaffinned the party's commiunent to democratic socialism in his speech ta the 

36th Annual Conference in 1974. This was the climax of a process of ideological self-

definition that started soon after the attainment of power in 1972.20 

The declaration of democratic socialism as the ideological platfonn of the 

govemment, instead of marking the emergence of political clarity and definition, 

precipitated a period of confusion upon which the opponents of the government were 

able ta capitalize. It has been pointed out that "the declaration of democratic socialism 

itself was not a turning-point in the government-private sector relationshlp" .21 A great 

effort was made to con vey the ideology to the public in moderate tenns emphasizing 

humanitarian and christian thernes. 22 

However, considerable tension was generated within the PNP between moderate 

and extreme interpretations of the ideology. Although the tensions were muted 

originally, they produced inconsistencies, and even "sabotage and footdragging"23, behind 

19Polanyi-Levitt (1983), p. 245. 

20See Stephens and Stephens (1986), pp. 105ff. 

21Ibid., p. 121. 

22Ib~d., 106 8 ... pp. -. 

1 23Ibid., p. 109. 
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the scenes within the PNP, which biunted its effectiveness. A major issue was not the 

substance of the democratic socialist program, which was ne ver clearly defined, but the 

rhetorie adopted by some party spokesmen.24 The main opponents of the PNP, led by 

the lLP and The Gleaner, the leading newspaper in the land, noted for its conservative 

tradition, exaggerated and misrepresented the rhetoric in ways designed to alann the 

private sector. These developments contributed to severe adverse consequences for the 

economy, including the migration of sk.illed personnel, capital flight and an esealating 

foreign debt. 

7.3.3 The Bauxite Levy 

In May 1974, the PNP govemment imposed a production levy on the bauxite and 

alumina companies which had the effeet of increasing bauxite revenue sevenfold and, 

furthennore, linked revenues with metropolitan inflation.2S The imposition was 

unilateral and was put forward after a period of unsuccessful negotiations. The foreign-

owned companies which controlled the industry were strenuously opposed to it. The 

two principal issues that arise with respect to the levy are the extent to which the 

deterioranon of the bauxite industry subsequently eould be attributed to the levy and the 

use to which the increased revenues were put. 

With respect to the fonner issue, the majority of opinions dispute the idea of the 

levy being a major discouragement to production. Stephens and Stephens for example, 

24See ibid., p. 109. Also POlanyi-Levitt (1983). 

25Stephens and Stephens (1986), p. 79. The Ievy amounted to 
7.5 percent of the prie? of a ton of aluminium ingot imposed on 
the bauxite equivalent of a ton of aluminium (about 4.3 tons). 
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point out that "very titde of the reduction in bauxite and alumina purchases by the 

North American companies can be attributed to the level of the levy or the act of 

imposing it unilaterally. They conclude further that "the total cost to Jamaica of the 

levy alone in tenns of discouraging foreign investments was certainly very small when 

measured against the tinancial benetits.26 The international recession, short-term 

switching of sources for bauxite, and falling demand for aluminium worldwide were the 

chief factors accounting for the decline of bauxite and alumina earnings. 

On the question of the use of the proceeds of the levy, there is also widespread 

agreement. It was originally intended that the Capital Development Fund, set up for 

the revenues of the levy, would he devoted to capital formation. Instead, "this money 

went into various items of current expenditures of irnmediate attraction to its pohtical 

constituency".27 ThIS was clearly a misallocation of resources insofar as they could 

better have been devoted to growth-oriented activities. Furthennore, the bauxite 

revenues allowed the government to postpOne needed policy adjustments in the face of 

deteriorating circumstances. This delay was disastrous because it meant that when 

adjustment was finally embarked upon, the economy was already in a crisis from which 

adjustment would be more painful and less likely to succeed. 

26Ibid., p. 81. 

21Polanyi-Levitt (1983), p. 246. 
for similar views. 

See also Sharpley (1984) 
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7.3.4 The Second Tenn 

In December 1976, the PNP was re-elected with an even more massive majority 

than they nad gained in 1972. B Y this time, the economy was facing a crisis with 

international reserves goîng negative in the fmt quarter of 1976. In addition, given the 

weight of official borrowing to support the balance of payments and the budget, the 

debt situation was becoming a matter of serious concern. 

In the wake of these developments, the second tenn of the Maniey govemment 

was dominated by the acknowiedgement of crisis and the preoccupation with adjustment 

approaches. Two IMF agreements -- a Standby Agreement (SA) undertaken in mid-

1977, and an Extended Fund Facility (EFF) entered into in mid-1978 -- are the central 

features of the second terro. The standby agreement was made in 1917 marking the 

full realization and acknowledgement of crisis. It was accompanied by the 

establishment of a dual exchange rate. 2B 

The two agreements both ended prematurely in failure. The standby agreement 

was tenninated in December 1917 after a performance test was marginally breached. 

The EFF was suspended after a performance test was not satisfied in December, 1979. 

Subsequently, in 1980, the govemment gave serious consideration to an alternative path 

of adjustment based on self-reliance. However, by this time, policies which might have 

succeeded had they been implemented earlier, were doomed to failure. 29 

28The events surrounding the IMF agreements of 1977 and 197 B 
are outlined in Girvan et al. (1980). See Table 4. 

29See POlanyi-Levi tt (1983), Stephens and Stephens (1986). 
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An issue which has generated sorne debate in the literature on Jamaica under 

Manley is the extent to which the undisputed economic deterioration could be attributed 

to policy mistakes, on the one hand, or to external factors beyond government control, 

on the other. While it will not serve our purposes here to enter into the debate, it is 

useful to mention sorne of the factors that may he taken into consideration. 

On the one hand, the PNP approach involved the rapid expansion of Government 

spending. The associated deficit which, on the whole, was not devoted to investment 

activities, was financed from the Capital Development Fund, from foreign borrowing, 

and from large-scale credit creation.~ These actions had unfavourable repercussions in 

terms of the stimulation of inflation, the depletion of reserves, and the expansion of the 

national debt. 

On the other hand, the country faced a number of unanticipated setbacks including 

the 'oil price shocks' of 1973 and 1980. There were sorne cases of lost agricultural 

production on account of inc1ement weather. Thirdly, there were instances towards the 

end of the decade when the maintenance of IMF agreements was jeopardized by 

shortfalis in foreign credits. This latter problem has been attributed to a deliberate 

credit squeeze airned at destablizing the PNP government.31 

The second Maniey tenn witnessed the beginning of a period of experimenting 

with adjustment policies under the guidance of the IMF. A central policy instrument of 

this approach was devaluation, intended to restore International cornpetItiveness. The 

period of experimenting, which was bterrupted only by the pursuance of the 'non-IMF' 

30See Girvan et al. (1980), Sharpley (1984), Levitt (1983). 

3lSee Girvan et al. (1980); Kaufman (1984) i Levitt (1983). 
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path in 1980, gathered force under the JLP govemment, which came to power in 

October 1980. 

7.4 THE lLP IN OFFICE 

The lLP came to power under the leadership of Edward Seaga in October 1980 

on the basis of a massive win at the polIs. The convincing electoral vic tory reflected 

widespread I...isenchantment with the PNP in the face of eVldent economic deterioration 

and the desire for a change. However, a feature of the period which must not be 

overlooked was the high level of political violence surrounding the elections. Murders 

increased by over 150 percent to 889 in 1980, compared with 1979, and offences 

described as 'breach of fIrearms act and shooting with intent' more th an doubled from 

1749 to 3882.32 The high level of violence had disruptive consequences for many 

aspects of life, notably for the tourism industry, which was aiso affected by a deliberate 

campaign of negative media coverage. 

The lLP proclaimed a frrm commitment to economic management based on 'the 

magic of the market' and the private sector as "the main engine of economic growth".13 

Their attitude heralded a more cooperative attitude to the IMF, and accordingly, 

economic policy in the 1980s has been overshadowed by successive IMF agreements. 

The principal aspects of the JLP policies include: 

J2See Stephens and Stephens (1986) p. 386. 

1 
3JGovernment of Jamaica, Ministry Paper #9/81, 

Economie POlicy Memorandum, paragraph 15. 
1981. 
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(i) devaluation, 

(ii) deregulation to "release private initiative, rebuild confiaence and suppon the 

operation of an efficient market economy",34 which involves a greater relianee on 

market forces with respect to priees, rent, impon licensing, state marketing and 

pay poliey, 

(iü) the goal of eliminating the budget deficit and generally reducing the relative size 

of the public sector in favour of the private sector, 

(iv) export promotion and outward-onented growth, and 

(v) tight monetary poHey. 

Devaluation has been pursued as the main tool for stabilizing the balance of 

payrnents in the 1980s. After a period of stability at J$1. 78: US$l.OO from 1979 to 

1983, a dual exchange-rate system was adopted in January 1983, involving a substantial 

depreciation. From then until October 1985, the currency depreciated to 

J$6.40:US$1.00, while different exchange-rate regimes were experimented with. Since 

late 1985, the rate has been stabilized at J$5.50:US$l.OO.35 

An imponant objective of these exchange-rate policies was the encouragement of 

exports in order to improve the balance of payments. The emphasis was on the 

promotion of non-traditionaI exports. The disastrous developments in the bauxite 

industry had given rise to considerable export pessimism with respect to traditionaI 

prooucts. Between 1984 and 1985, Reynolds pulled out of Jamaica completely, while 

34Ministry Paper #9/81, 1981, Economie Policy Memorandum, 
paragraph 4. 

35See Bank of Jamaica, The Central Bank and the Jamaican 
Economy 1960-85, Appendix A. 
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Kaiser and Alcoa reduced their operations considerably. Sugar, the other tradition al 

export, continued to show a sluggish output performance and, in addition, faced 

increasing marketing difficulties as the USA eut back its import quotas. 

In light of these cireumstances, the govemment pinned its hopes for expon 

expansion on non-traditional products, mrunly manufactures, and agricultural goods such 

as "winter vegetables" and omamental horticulture. In addition, much energy and 

attention was directed to restoring the tourism industry. Devaluation was seen as a 

measure ta make exports more competitive and as pan of the strategy to shift the bias 

of the economy towards export-orientation. These observations are funher justification 

for the view that, in the analysis of the effeets of de valuation in lamaiea, 1t is advisable 

ta distinguish between trJditiona! and non-traditional expons and treat the former as 

exogenous. 

It IS important to note that the lLP government has abandoned devaluation as a 

1001 for restructuring the economy. Seaga has statcd emphatically thal, "we do not 

intend to use devaluation as a technique for further adjustment as this technique has 

been used already to the fullest extent possible 10 Jarnaica .... ". 36 

Over a period of nearly a decade, lamaica has experimented with devaluation and 

other conventional demand management measures and has had ample opportunity to 

observe its effects. The balance of payments has not Improved but, as expected, the 

devaluations have eut the standard of living, especially that of low ineorne sections of 

the population, which cou Id least afford such reductions. 

36Edward Seaga, 
1985", p. 18. 

"Statement ta Parliament, September la, 
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With respect to the fiscal objectives to achieve a budget surplus by the end of the 

1983/84 financial year and to reduce the size of the public sector, success has not been 

attained despite sorne drastic measures. It was agreed under the 1981 EFF that 

government expenditure, standing at 34.4 percent of GDP in 1981/82. would be reduced 

to thirty percent or less. Instead it increased. By 1985/86, the prelimmary outturn was 

showing total expenditure at 39.9 percent of GDP.37 Expendlture-cutting measures 

included the reduction and elimination in sorne cases of subsidies, forced redundancy of 

workers in the governrnent sector and a rapidly implernented program of divestment. 

At the same time, a rationalization of the tax system and 50me increases in revenue 

measures were introduced. 

Although sorne reductions have been achieved in the fiscal deficit and the growth 

of the public sector has been arrested sornewhat, the targets of the stabllizauon program 

have, on the whole, not been achieved. By 1983, it was necessary to revise se veral of 

the targets downwards, including the target for the overall deficlt. 38 

Another aspect of lLP policy has been a tight monetary policy. Aspects of this 

policy included increases in the liquid-assets ratios, the cash reserve ratio and the 

interest rate. These measures made credit costly and, sometimes, even unavailable. 

This had severe adverse effects on production especially with respect to agro-industries 

and small industries. "Financing is pretty steep" was the assessment of one expert, 

commenting on the high initial outlay requirements aggravated by the high costs of 

37ESSJ (1985) p. 6.l. 

3BThe information on the fiscal targets of the government 
has been obtained from ESSJ (1981) and (1983), and World Bank, 
"Jamaica: Economie Situation and Public Investment, n April 1985. 
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credit, of establishing the cultivation of omamental horticulture.)9 It has also been 

noted that sorne fmus ran large overdrafts at rates of interest of 26 and 28 percent, 

with adverse consequences.40 

One motivation for the JLP Govemment entering into IMF agreements was "to 

keep the lifeline of credit open without winch conditions would be incalculably 

worse".41 The effort to maintain credit availabihty from this direellon reflects the 

acknowledgement of the importance of capital inflows to the economy and the faHure 

of private capital mflows ta matenalize on the seale hoped for by the Government. 

The objectlve of mamtaming access to foreign capital was certamly fulfilled as Jamalca 

became the recipient of massive inflows from the IMF, the IBRD and bilateral sources. 

Jamaica's use of the IMF credit has been the hlghest among Fund members in relation 

to its quota and this credit has been outstanding for longer than any other member.·2 

By 1983, Jamaica was using 540 percent of 11S quota.43 In addition, Jamaica was one 

of the eleven countries (out of a total of fifty-seven countnes wllh upper tranche 

arrangements) which, by 1986, had upper tranche positions exceeding 25 percent of 

39Daily Gleaner, April 15, 1987. 

4°Sylvia Lee, "Big Farms Face Collapse: Working Capital Said 
Short; Appeal to Banks," Daily Gleaner, March 25, 1987. 

41Edward Seaga, Statement by the Governor of the 
the Bank of Jamaica, in The Summary Proceedings of 
Meeting of the Board of Governors of the IMF, Seoul, 
1 9 85, ~ Wa shi n g t on, D . C.: l MF, 1 9 85), p. 15 9 . 

42Michalopoulos et al. (1985), p. 52. 

43rnternationôl Financial Statistics 1985, p. 35. 
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maximum nonnal access continually for 6 years or more.44 Moreover, the IMF 

agreements paved the way for credits from other sources. 

In summing up, the social and poli\:ical climate of the 1960s and 1970s fonn an 

essential background to the economic developments and policies of the 1980s. Real 

growth actually became positive in the 1980s after a pcriod of sustained decline in the 

1970s. However, there is widespread dissatisfaction with the package of policies. The 

reduced social programs and a deteriorating standard of living, seem out of proponion 

with the gains. The salient factor has been the availability of maSSIve levels of 

economic assistance, WhlCh has been responsible for the maintenance of stability and 

even a little growth in a still unbalanced economy. 

44Michalopoulos et al. (1985), p. 54. 
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APPENDIX 7: Chronology of Selected Events, 1962-87. 

August 3, 1962 

February 29, 1972 

January, 1973 

May, 1974 

1974 

December 15, 1976 

April, 1977 

July 1977 

May 1978 

June 1978 

May 1979 

March, 1980 

October 30, 1980 

April, 1981 

January 1983 

May ]983 

November 1983 

1984 

Independence. 

Election of the PNP. 

Active devaluation to correct external imbalance. 

Introduction of the bauxite levy. 

Declaration of Democratie Socialism. 

The PNP is re-elected. 

Adoption of a dual exchange-rate system. 

Standby Agreement with the IMF. 

Extended Fund FacIlity begins. Devaluation and end 

of the dual exchange-rate system. 

Beginning of monthly mim-devaluations. 

End 0f system of mmi-devaluations. 

Break wlth the IMF. 

Election of the lLP. 

Extended Fund Facility begins. 

Fonnalized parallel forelgn-exchange market 

introduced. 

CARICOM rate of exchange introduced. 

Unification of the official, CARICOM and parallel 

exchange rates wilhm a prescribcd band. 

Reynolds bauxIte operations cease. 



, 
March 1984 

June, 1984 

November 1984 

February, 1985 

July, 1985 

August 1985 

January, 1987 
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Introduction of an auction system for detennining the 

exchange rate. 

Standby Agreement with the IMF. 

Modification of the auctlon system. 

ALCOA alumina plant closed. 

ALCOA alumina plant reopened by the Govemment 

as Clarendon Alumina Production Ltd. (CAP). 

Standby Agreement with the IMF. 

Standby Agreement with the IMF. 
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Chapter 8 

8. ECONOMETRIC ESTIMATION OF DEVALUATION EFFECTS 

THE CASE OF JAMAICA 

8.1 INTRODUCTION 

8.1.1 The Role of Econometries 

Econometrie analysis is an important complement to model-bUllding in the proper 

evaluation of an economlC Issue. This study incorpora tes such an cconornctric analysis, 

which is the subject of this chapter. Before movmg ioto the econometrie analysis, Il 

will he worthwhile to discuss briefly the ways in which the econometric aspect 

complements the theoretical analysis. 1 

Model-bUllàing 15 aimed primarily al presenung an explanauon of the underlying 

mechamsm of a process occumng in the real world. Most real world phenomcna arc 

quite complex and therefore sorne modifications are required in order to make the 

analysis manageable and useful. Manageabillly IS achieved through "vanous proees'lcs 

of idealization including the ehmmation of 'extraneous' Influences and the simphfication 

IThis section draws on the comments of G. Judge et al., The 
Theory and Practice of Econometries (New York: J. Wiley and Sons, 
1985); M. Intriligator, Econometrie Mode1s, Technigues and 
Applications (Englewood Cliffs, New Jersey: Prentice-Hall, 1978); 
and R. Klein, Lectures in Econometries (Amsterdam: North-Holland, 
1983) . 
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of processes"2. 

It must be stressed, however, that these idealized processes are more than just a 

matter of simplification. The very design of a model is govemed by the specific 

insights al which it is aimed in ways which may involve a deliberate distortion of 

reality. Consequently, as Judge et al. point out, the model-buildtng process "tells us 

nothing about the truth or falsity of the conclusions. It only gives us the pvsslbllities, 

provided we have correctly made use of logic."3 Besides logic and the basic principles 

of economic theory, model-building caUs on our resources of intuition and hence it IS 

considered as much an an as a science. Finally, in the area of macroeconomics we 

almost invariably make sorne use of the national accounting framework. 

In the Instance of our particular model, the object of our interest has been the 

effects of a devaluation on output and the balance of payments. In our Idealization, we 

have elected to focus on the implications of a very open economy which is a price­

taker in the world market, and to emphasize the behaviour of supply factors. Our 

theoretical mode 1 has made the simplification that ail pre-detennined variables are 

considered constant. These include the wage rate, relative prices and the rate of 

interest. The;,e restrictions have to he removed in the econometric model. 

When conclusions have been reache.d through model-buildIng, the process is far 

from complete. Typically, the usefulness of the analysis depends upon an evaluation of 

the direction of effects and their magnitudes. This factor has been evident in our 

theoretical mode l, where ambiguity prevails with respect to the direction of sorne of the 

2rntriligator (1978), p. 14. 

3Judge et al. (1985), p. 2. 
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effects of a devaluation. This ambiguity could be solved, at least conditionally, if we 

could attach sorne plausible values to the parameters. 

Econometries has a major role to play in this area. It involves the use of tools of 

mathematics and statistical inference to fonn quantifiable con::lusions based on estIma tes 

of parameters. The particular character of economic phenomena dlctates the imponance 

of statistical mference. Because economlCS relates to social phenomena whlch cannot 

be controlled, the experimenter has to utilize observations generated indl.',pcndently and 

statistIcal inference suggests probable conclusions in such circumstances. In addition, 

the statistical aspect is preoccupied somewhat with helping ensure that the model 

specification IS appropriate. In this way, econometrics can provide valuable feed-back 

for the model-bUllding process. 

Apart t'rom mode 1 building and the econometric analysis viewed in isolation, other 

important considerations are the data which are the raw matenal, so to speak (' the 

facts'), and the purposes of the analysis. Typically, data are hmited and this will 

influence the design of the experiment. In addition, the available data have to be 

refined or 'massaged' ioto a useful fonn. Refinement may involve seasonal 

adjustments, extrapolation, merging of data from different sources, etc. Finally, the 

purposes of the whole exercise are identified as structural analysis, forccasting and 

policy evaluation. Structural analysls is the analysis of the re!ationshjp~ of the variables 

of the model facilitated by the quantification of the parameters. Forecasting, as the 

name suggests, involves the use of the econometnc m(xiel to make quantitative 

predictions and other extrapolations beyond the eXlsung sample. Pohcy evaluatlon 

involves the use of the findings to draw conclusIOns Involvmg policy options (e.g., to 



1 
devalue or not to devalue? to devalue by 5 percent or 10 percent?). 

218 

The sequential 

relationships of all the se elements may be summarized graphically in figure 8.1 taken 

from Intriligator.4 

It is expected that our econometric analysis will be able to serve the three 

purposes identified above. In tenus of structural analysis, it is expected that the 

es timate s of the parameters will indicate what are the important behavioural 

relationships which govem the effects of devaluation. Structural analysis will 

considerably advance our understanding of the process under study and of the economy 

as a whole. The depth of our structural analysis depends on the number of factors we 

are able to incorporate into the econometric mode l, which in tum depends on the 

amount of data available. Unfortunately, the present study is constrained by sorne 

limitations of data which restrict us to general conclusions about the direction of the 

effect of devaluation on output and the trade balance. However, it will be possible to 

identify areas for a fruitful extension of the analysis subject to the av ail ab ilit y of data. 

The results can aIso he the basis for forecasting but it must be emphasized that 

the forecasts will he conditional. They will be condition al on the quality of data for 

the pre-determined variables and are subject to the stochastic influences inherent in the 

parameter estirnates. The fact that those estimates are being generated on the basis of a 

short time series is aIso a relevant consideration. In addition, care has to be taken that 

the forecasts are being applied to a period that is similar to the one over which the 

parameters have bet'n estimated. Finally, the infonnation generated by the whole 

4Intriligator (1978), p. 3. 
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exercise should be valuable as an input into the evaluation of policy options. 

The ensuing analysis will follow a number of steps. First is a brief outline of 

relevant events and social and political developments whlch fonn the background ta our 

analysis. Secondly, we look at the data in order to be aware of their limitations. After a 

discussion of the methodology, we present the basj/_~ structure of the model. The next 

section is devoted to the estimation of the paraml~ers of the modeL Section 8.7 works 

out the estimators for the devaluation effects and simulates thePl using the parame ter 

estimators. Finally, section 8.8 considers sorne of the lmplications. 

8.2 SOME BACKGROUND CONSIDERATIONS 

After considering a number of factors, it has been decided to base the economic 

investigation on the years from 1974 to 1985. A major consIderation is the avrulability 

of data. It turns out that the period 1974-1985 is one over which consistent data on 

the principal economic indicators are readily available. The penod 1974-1985 is aiso a 

very relevant one in view of the objectives of this study. As O'le surveys th:: post-

independence history of Jamaica, it is evident that the period 1974 to the present Ume 

is the one which, above aIl others, may be considered a convention al stabilization 

phase. Jamaica entered into its fust significant IMF standby arrangement in 19775 and 

ever since, ils economic experience has been overshadowed by successive agreements. 

It has aIso been argued that even before the IMF agreement of 1977, the Jamaican 

SSharpley draws attention to an IMF agreement in 1973 which 
however was not fully pursued. See Sharpley (1984). 
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Govemment had pursued elements of a traditional stabilization policy. 6 

Devaluation has been an integral pan of these stabilization programs. The 

exchange rate declined from 0.90 : 1.00 (J$:US$) in 1977 to 5.50: 1.00 in 1986. The 

whole process of exchange-rate depreciation has been pan of the stabilization policies 

of the period. The stabilisation aspect distingmshes these depreciations frorn earlier 

ones which, with the exc/:ption of one adopted in January 1973, were passive responses 

to other changes.7 The prevalence of depreciations wlthin a stabilization framework 

makes this period suitable for a study of the se matters. 

A third consideration is that, for most of the reriod 1974 to the present time, the 

Jamaican economy and society as a whole was characterized by on-going instability and 

dislocation (see chapters six and seven). The relevance of this observation to our study 

is two-fold. Frrstly, it is typical that developing countries enter lOto IMF stabilization 

programs as a last reson and therefore usually postpone them until there is no choice. 8 

Consequently, rnany stabilization programs are conducted against the background of 

severe econornic crisis. Secondly, it is arguable that the behavioural responses of 

6See Brown (1981). 

7 Exchange rate changes against the US$ in 1967-1973 were as 
follows: November 21, 1967 -- 14.3% depreciation following the 
devaluation of ~ ·1e pound stei..ung on November 18; December 1971 -

8.58% revaluation for realignment of currencies following 
revaluatien of the pound sterling by 8.58% against the US$.; 
January 17,1973 -- depreciation of 18.5% intended te correct an 
external imbalance. 

BSee Spraos (1986). 
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agents in the econorny to policy changes such as devaluation are different under crisis 

conditions from what they would be under favourable conditions. A:; a result, it may 

be misleading to try to generalize the tradirional analvsio;: co the cor,ditions which have 

prevailed in the 1970s and 19805. 

8.3 THE DATA 

For reasons already outlined, it has been decided to base our econornetric 

investigation on the years 1974-1985. Data on the mam eeonornic indicators are readily 

available with a lag of about one year and this has been a favourable aspect of the 

undertaking There are sorne shortcomings with respect to the data, however, whieh 

have to be noted. 

The ~riod 1974-85 is a short one from the point of view of the requirernents of 

econornetrie time-series analysis. It would have been good il data were available on a 

monthly or quarterly basis. Sorne monthly and quarterly SeI"!S exist but not enough of 

the variables in our exercise are covered in this way. Consequently, the small number 

of observations in our sample (12 at the most) imposes limitations in terros of the 

estimation techniques that can be used and the nurnber of variables that can be included 

in any single equation being estimated. 

The data U!led in the parameter estImations are presented in Annex (1). An area 

in whieh problems occur IS wIth respect to priee variables. A number of priee indices 

are available including those for exports, impons (inc1uding different categories by end­

use), the consumer priee index and the GDP deflator. Invariably, these series are 
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estimates based on the splicing of two or more series raising the problem cf 

inappropriate weights and baskets of goods being appiied. 

In the case of indices of impon and expon prices, a r,roblcm ari~es because the 

available data consist of two serie Il covenl1g 1969 to 19R5 wlth a break ai 1980. An 

estn:llate ha~ to he used to achieve a conunuous se::-ies. With iespect to impOIls of 

consumer goods. an index exists for the years 1980-85 but for the years 1974-79, the 

closest counterpart i~ a priee index of lmports of non-duraLle consumer gocds. 

Inevitab1y, these adjustmellts mcan that the senes finally lldopted are not Ideal but, in 

the circumstances. they are found to he workable. 

One variable for which data are not readily aVallable lS the nominal wage rate. 

For this, a crude estimate was adopted by dividing the compensation of employees by 

the number of people employed. This measure assumes thaI the structure of wages is 

constant and there is no reason to helieve that il changed In a major way over the 

period. 

With respect to the real rate of interest, appropriate assumptions had to be made 

about the expected rate of inflation, the real rate of interest beiog deflated by the latter. 

One option available was to assume an adaptlve mode 1 for the formation of 

expectatif 1S with expectations of future inflation belOg based on the expenence of the 

recent past.9 We then make the simplifying assumptIon that the coeffiCIent hnkmg 

expected inflation to actual inflation in the current year is equal to one and therefore 

we use the current rate of inflation as the deflator for the rate of intere~t. In symbols, 

1 9See G. S. Maddala, Econometries, (New York: McGraw-Hill 
Book Company, 1977) p 144. 
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we may say that., 

P/'xP • Pt •t = h(Pt - Ptot). 

It can be seen that if h is assumed to he equal to unity, then the expected change in 

price i5 equal 10 the actual change. 

Undoubtedly, this is not a very satisfactory procedure. I! implies the rather 

unlikely situatIOn where expectations are being continuously fulfilled giving an 

incongruous sense of ce rtai nt y to expectarions. At least, it would have been preferable 

to he able to take account of a few years into the past in order to represent the 

fonnation of expectations. However, the procedure we have adopted is necessitated by 

the rather limited nature of the data available Since more complex approaches invariably 

involve lags requiring longer series of data than were available. 

Price deflators were needed for all of the other nominal variables which had to be 

converted to real tenns. Our theoretical model suggests that in a small open economy 

several priee indices may be interchangeable and any differences between them should 

be merely statistical. [his 1S borne out somewhat by observmg that over the 1974-85 

period, the CPI rose at an annual average of 19 percent compared to 22 percent for the 

index of export priees, not a very big difference. Our approach has therefore been to 

try different deflators to see which one yields the most satisfactory results. 

One variable which has not been deflated is net capItal reccipts (NCR). The 

figures given are in millions of CUITent US dollars as they were obtained from the 

publications of the Bank of Jamaica. It is reasoned that in this case, the risk of 

probable measurement errors associated with the deflators more man outwcigh the 

possible statistical gains from deflaring. 
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With respect to the exchange rate. we are using the average exchange rate 

between the US currency and the Jamaican dollar on an annual basis. The exchangt' 

rate is reflected an the relationshlp between priees in domestIc currency and forclgn 

cmrency. The treatment of the exchange rate In this way involves two main 

shortcomings. Firstly, it ignores the consequences of fluctuations ln the US dollar 

relative to other major currencies. These fluctuations mean that the value of the 

Jamaican dollar varies with respect ta currenCles other than the US dollar in ways that 

are not taken into account. However, on the whole, thrse fluctuatIons will not severely 

affect our mode 1 because the shares of trade in currenCles other than the US dollar are 

not important. 

The second problem with the exchange-rate figures 15 that, being annual, they seek 

ta summarize large numbers of fluctuations in years when, for example, an auctlOn 

system or a system of mini-devaluations has been in force. When one comiders that 

the very system in use will affect trading and other decisions because of expectations of 

future exchange rate changes, this is potenually an impor:ant factor. On the other 

hand, where such systems have been 10 use, the exchange rate has usually depreciated 

steadily and sa it is arguable that over significant periods, expectations become unifonn 

under such systems. 
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8.4 TIŒ METHODOLOOY 

8.4.1 The General Approach 

The basic approach followed In estimating the parameters is to find least-squares 

estimates for different specifications consistent with our model. The srecifications are 

based on the theoretical model developed in chapter five. Among the statistics used to 

determine the soundness of a specification, primary scrutiny is directed to the Durbin-

Watson (DW) statistic along WIth the reslduals. The DW statisttc is important ln 

detecting ihe presence of autoregresslve errors which can jeopardize the estimation 

procedure. It is based on infonnation inherent in the behaviour of the residuals. 

However, the residuals were inspected because the y could be expected to yield 

infonnation of additional interest. 

The residuals are interesting in directing our attentIon ta the peculiarities of 

specific years. The existence of 'outliers' (exceptionally high residuals) suggests events 

that warrant explanation. Unavoidably, there are sorne outliers for which a clear reason 

is not av;ülable. However, on the whole, the outliers are consistent [rom specification 

to specIfication, and are an added source of interest and infonnation. 

The main reason, however, for considering the residuals and the Durbin-Watson 

statistic is for signs of seriaI correlation. Serial correlation, which may be positive or 

negative, can undermine the estimation procedure by causing low standard errors to be 

generated and thereby yieldmg spuriously hlgh t staustics. However, sena! correlation 

will not affect the unbiasedness and consistency properties of least squares estlmators 

except where there is aIso a lagged dependent variable in the mode!. Lagged dependent 
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variables are not much u~.è in our estimations but wherever they are, panicular 

attention is paid to the DW statistic. This is considered to be sausfactory to the 

extent that it îs close to two. 

Econometrie theory provides several ways of correcting for the presence of seriai 

correlation. The convemiomd techmques are the Cochrane-Orcutt procedure, the 

Hildred-Lu procedure and the: Dm·bin procedure. JO The Cochrane-Orcuu procedure uses 

the residuals to estimate the coefficient of sen al correlation and through an iteratlve 

process, where this estimated coefficient IS bemg successlvely rcduced, ehminates sorne 

of the senai correlation, The Hlidred-Lu procedure postulates a grid of possible values 

of the coefficIent of seriaI correlation and uses the best one to transfonn the data and 

obtain improved estimates. The Durbin procedure estlmates the coefficlcnt of seriai 

correlation dlrectly as the coefficient on the lagged dependent vanable and then uses it 

to transfonn the data and improve the estImation. 

Unfortunately, two considerations restnct the apphcablhty of any of these 

procedures in our analysis. Firstly, although It 15 accepted that these procedures are 

effective for large samples, tt is admitted that "IIttle is known about thcir small-samplc 

propenies.'·ll SecondIy, they invoive the 10ss of observatIons WhlCh can hardly bc 

afforded with the sample already very small. Not bemg able to rcsort ta thesc 

techniques, lt becomes all the more important to ensure that the DW 1S within an 

acceptable range to begm wHh. 

Apan from the DW statistic, attentIon is paid to the t staustic ta detennine the 

lOIbid., pp. 108-113. 

llIbid., p. 111. 
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significance of the parameter estima tes. A t statistic greater th an about 2 (in absolute 

value) indicates that the null hypothesis should be rejected. i.e., it suggests that the 

value of the parameter is different from zero. A high R2 is also considered favourable 

although less emphasis is given to thü;. Dummy variablcç; are resorted to 10 order ta 

take accollnt of exceptionally large residuals. The applicati.on used here assumes that 

the underlying explanation for the high residuals is shifts in the functions '~hich do nct 

affect the values of the behavioural para.-neters. 12 

8.4.2 The Residuals 

As a matter of convenience, we shall anticipate sorne of the discussion on the 

residuals. It will be observed that the outliers which stand out 10 tenns of their 

frequency are those pertaining to the years 1977, 1983 and 1985. In addition, when we 

look at the equations for imports of intennediate goods, the residuals for 1974 and 

1981 are exceptionally high. 

High residuals for 1977 occur in estimates of almost aIl the equations. This m:ly 

be interpreted as support for the vie", that 1977 may be described as a "watershed 

year".13 Although the signs of impending economic crisis were eVldent before that, 

1977 was the year when the sense of cnsis was fully acknowledged. In 1977, the 

govemment succumbed to a range of pressures and entered ioto an agreement with the 

IMF. By this time, the country's holdings of international reserves had been negative 

12See Maddala (1977), pp. 132-141. 

13Stephens and Stephens (1986), P 60. 
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for over a year. The very acknowledgement of cnsis and the steps taken to deal with 

it would have precipitated shifts in the behavioural pdttems of agents in the economy 

and it is these changes that are being reflected by the large residuals of 1977 

The large residuals in 1983 and, more sa, tn 1985 are less easily explatned. lt 

may he argued that they relate to the ughtening of the stabIli::ration policlcs ~urrounding 

the new agreement which the lLP govemment (in office since 1980) negotiated with the 

IMF. The JLP government entered lnto !ts first Standby Agreement with the IMF in 

1981. The tenns of that agreement seemed responsive to the need for the JLP to have 

a 'honeymoon' period tu consolidate power. By 1983 however, il was bccommg 

evident that tougher measures were in store. One thmg slgnalhng the se changes was 

the effectIve depreciation of the currency early 10 the year as parallel market and 

CARICOM exchange-rate regimes were introduced. These were the fir~l exchange-rate 

changes SInce May 1979 when the offiCial exchange rate was set at J$1.78 : US$l.OO. 

In November 1983, the three rates were umfied \Vith a funher devaluation. The 

official rate went from 1.78 : 1.00, to a lower IImn of 3.(X) : l.OO.I~ It 15 

understandable that such drastic changes wou Id preClpltalC changes JO ~pending and 

production declsions as elements in the community moved ln ~afeguard their intereSIl\ 

The prevaiiing atmosphere of uncerta10ty would aiso have affected economlc activity. 

With respect to the high reslduals for 1985, the behavlOur of (he exchange rate is 

again an undoubted contnbutory factor. In November 19H4, the aucuon ~ystem 

detennining the exchange rate was changed allowing the rate to float frcely instead of 

HAll exchange rates are quoted in terrns of Jarnaican dollars 
per US dollar. 
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within a prescribed band. This marked the beginning of an inexorable slide in the rate 

from 4.00 : 1.00 in December 1984 to 6.40 ; 1.00 ifl Detober ! 985. After reaching 

this peak, the rate appreciated to 5.50 : 1.00 by the end of the year and, nearly two 

years later, il is still at that rate. 

Undoubtedly, the combination of the two developments, i.e., (i) the sharp slide in 

the rate until October, and (ii) the almost unprecedented appreciation between October 

and December, would account for adjustments in the behavioural patterns of the 

community. For one thing, there was continuous speculation as to how long the rate of 

5.50 : 1.00 wou Id hold. In addition, the exchange-rate measurcs were accompanied by 

other stabIlization steps that would have effects. 

With respect to the hlgh residuals for 1974 and 1981 in the functions for imports 

of intermediate goods, the explanation undoubtedly Iles with the oil-priee shocks. BNh 

1974 and 1981 are years following closely on the sharpest increases in the prices of 

petroleum products imposed by OPEC. The changes show up in the residuals since 

petroleum products are the most important item of the category of intennediate goods. 

8.5 TIffi ECONOMETRIe MODEL 

Our econometric model is based essentially along the lines developed in our 

theoretical model of chapter five. A few modifications 10 the theoretical model are 

made and these are outlined below. To begin with, we pre3ent 11sts of equations and 

notation to facilitate the discussion. We are forced to anticipate sorne of the estimation 

analysis of 1ater sections in tenns of the specifications of sorne of the equations. For 
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example, net capital receipts which were not included in the theoretical model. proved 

to he a significant variable in the estimations and therefore appears in our econometric 

equations. At this stage, however, we omit references to dummies which are introduced 

later in sorne of the econometric equations. 

The System of Equations 

Px, == e)'ox, 

P · DO. nu, == el"' nu, (1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

(9) 

(10) 

AIl parameters are assumed to he constant. The parameters of this model are {a" 

b
" 

c, and g, for aU i}. 
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LIST OF NOTA nON 

Symbol Symbol in Meaning 

in text estimations 

t time. 

e ER exehange rate (J$/US$). 

Px PX index of export priees (domestie 

eurreney). 

Pmi PMI priee index of imports of 

intennediate goods (domestie 

eurrency). 

Pme PMC priee index of consumer-goods 

imports. 

pe"P expected priee. 

Px!W PXWI 

Px/Pmi PXPMI 

Pme/Px PMCPX 

Pme/CPI PMCCP 

PMCLFP ratio of Pme to priee index of local 

food. 

r the nominal interest rate. 

r/ pexP RR the real rate of interest. 

W W. Wl the nominal wage. 

S KS, KSI total gross output. 
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T gross output of traditional products. 

Sn gross output of nontraditional 

products. 

y GDP. 

y.l KNDI national disposable incorne. 

C KPCl private consumption. 

I gross fixed capital fonnation. 

G govemment reCUITent expenditure. 

K NCR net capital receipts (current US$). 

NFPA net factor payments from abroad. 

TrROW other current transfers from abroad. 

Dep depreciatian. 

X total exports. 

M total imports. 

Mc KMC imports of consumer goods. 

Mi KMI imports of intennediate goods. 

Mk Impons of capital goods. 

a" bIt 

c" g" parameters. 

Notes : (i) Variables with the'" superscript are in US$. 

(H) AlI non-priee variab!es are in constant prices unless otherwise stated. 
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The exogenous variables of this model are e, p·x, Px, p·mi, Pmi, pOrne, Pme, T, 

W, K, r, Q, NFPA, TrRow, Dep and Mk. The exchange rate is assumed to be 

exogenous, being determined by govemment policy, and the foreign pnces aIso, because 

they are detennined in the international market by forces not mfluenced by 

developments in J amaica. It follows from equation (l) that the domestic priee level 

will aIso be exogenous. T is exogenous because It is assumed to be subject to the 

decisions of large multinationals the operatIons whieh respo'ld to price and demand 

developments in the mternational market but are not affected by domc~tic values of 

these variables because the products are not sold in J amaiea. The wage level is 

assumed to be largely institutionally determined, on the basis of historical and socio­

politieal factors affeeting social relations. Qt consists of Items, aIl eX0genous, which 

make up the difference between GDP (Yt ) and aggregate disposable incorne (ydt) and is 

therefore exogenous. The nominal rate of interest is determined by policy reflected in 

announcements of the bank rate and imports of capital goods :rre influenced by a wide 

range of factors underlying investment behaviour. International capital flows are 

assumed to be determined overwhelmingly by the decisions of multilateral and 

govemment agencies. 

Exogeneity implies that the variables are not determined by other ~'actors in the 

mode!. For our purposes, it is particularly important for the vanable to be independent 

of the influence of the exehange rate. Exogenous variables may change as, for 

example, when an oil-priee shock raises the price level of imports. However, such a 

price change is independent of the actions of the domestic economy and of the other 

variables in our mode!. 
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It is evident that there may be varying degrees of interrelationship among sorne of 

the variables assumed to be exogenous. For example, a devaluation may affect wage 

demands as efforts are made by labour to maintain their livmg 'itandards However, the 

relationshlp 1~ sufficiently complex and indirect, Involvmg the nature of SOCial relations, 

for us to treat wages as exogenous. There may aiso be a relauonship bc(ween net 

capital receipts and the likehhood of a devaluation 15 but, in the first instance, a 

devaluation will he subject to official policy decision. The fact that the net capital 

flows are predominantly official in Jamaica since the 1970s helps to ensure their 

exogenous character. 

The properties of the disturbances are also Imponant to the SUlJ,jriness of the 

estimatior s. It IS assumed that they display three properties usually assoclated with the 

classical linear regression model as follows: (i) the disturbances have an expected value 

of zero, (ii) their variances are constant for all observatIons, and (iii) the disturbance 

terms are statistically uncorrelated. 

Equation (1) indieates that sorne modificatIons are bemg introduced with regard to 

our treatment of the priee variables. Sorne changes have been necessltated by the 

removal of the assumption of constancy in the tenns of trade. With the lenns of trade 

free to fluctuate exogenously, changes will take place inevltably affecting resource 

allocation. A salient example of such changes in recent times relates to the oil pnce 

shocks of the 1970s. 

15See Blanco and Garber (1986) for an analysis of how 
private capital flows may influence the timing of a devaluation. 
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A practical implication of exogenous priee changes to the model is that we now 

have to inc1ude import priees and export priees separateJy. For example, it has been 

necessary to include price indices for imports of intennediate goods separately. This is 

observed, for e)(ample, in the supply function where we intrcxiuce the ratio of the 

export pnce to the priee of intennediate goods. 1 t is reasonable rD expect that a 

reduction in this rario due to exogenous changes in the terms of trade would be adverse 

to supply. On the question of suppl y, lt is important to note that we are 

distinguishing between traditional and non-tradiuonal goods. ThIS 15 one modIfication 

of the structure of the theoretieal model which is suggested by the specifie 

eircumstances of Jarnaiea. Jamaican exports are dominated by traditional exports 

including bauxite, alumina and sugar. However, the experience of rhe last two decades 

raises doubts about the extent to which these exports respond to the usual market 

forces. Sorne consideranon of the marketing arrangements for these products tends to 

reinforce these doubts. Accordingly, traditional expons are treated as exogenous and 

the supply function to be estimated relates to non-tradiuonal products. 

For our purposes, traditional products will refer only ta bauxite and alumina since 

they dominate expons. It is aIso assumed that production of tradiuonaJ expons is 

totally exponed. This is a realistic assumption wlth respect to bauxite 2.nd alumIna. 

However, nearly half of the recent output of sugar is consumed domestically (about 

100,000 tons each year) 16 and this is the main reason for including il with non­

tradition al products. 

l6See Burnett (1986). 
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Noteworthy changes are also made in our treatment of consumptlon demand. 
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We 

estimate a consumption function incorporating the Jemal1~ for bOlh domestic and 

foreign output of consumer goods. This 1~ a deptirtU1(:; from the theop'!ucal moJcl 

where we consider the demand for these categ()rie~ of output sep:mnciy. A second 

departure is that we dl<;tinguish between pnvat{! consumptlon and govCm:11cnt ~cun cm 

expendIture treatir.g the latter as exogenous. Capital eil.pendltuœ by the govemmcnt i5 

included, aJong with private investment, in gross fixed capItal formulwn. 

A funhF..r mod;fication wonh noting IS that we are ~pe(lf)'ing the demand for 

consumpnon goods ..lS a functlOi1 ai nauonal Incorne and dre Jgnonng the diStll1CtlOn 

between wage incorne and profit income. it would be po~sible 10 Incorporate these 

consideranons mto an extension of the pre~ent analysl~. 

As regards imports of intennedlate goods, wc havé !() eonslder explicllly the 

effects of changes In their relatIve pnce. This 15 necessary, for example, In arder to 

take account of the sharp rise in the pnces of petroleum products In the J 970s 

Equation (lO) provides an Idenuty mdlcating the rclallomhlp of exports ta supply, 

impons of consumer goods and consurnpticn 1111:-' IS not a behavlOu:al rclation'ihlp 

although the van ables on the right hand sIde are ba~ed on bchavlOural con..,lderatIom 

One thing to note IS that equation (10) Implics that the cconomy producc~ nn 

intermediate goods or capital goods that go mto dome~tlc productIOn ThiS as~umpl1on 

has been made necessary by the faet that no COlisl~tent ~cnc, on these vanabb arc 

available. Our formulatIon for expom also me am. that toumt cxpenditure IS fully 

accounted for since Jt wou Id apply to both local production and nnJX'rt5 of final goods 
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With respect to capital goods, it is a fair assumption that the amount produced in 

Jamaica is negligible. Concem with the weakness of internaI linkages in Caribbean 

economies provides sorne basis for treating domestically produced intennediate goods as 

negligible also. The negleet of these categories of goods do not, lt is felt, alter 

materially our conclusions. However, it would he a matter of consIderable interest to 

be able to include these variables in a more complete model. 

The last general observation to he made at this point lS with respect to net capital 

receipts (~). Net capital receipts do not figure anywhere in our theoretical model 

because of the focus on the trade account. However, they emergF as a significant 

factor in several of the equations estImated The importance of capital mflows 

underlines the dependent nature of the Jamaican economy. The current account is 

invariably in deficit and therefore the achievement of overall balance depends on capItal 

inflows. Capital inflows are the very lifeline of the economy as the avallability of 

imports of intermediate goods and consumer goods depends on it. This factor has 

become particularly critical since the early 1970s as the capacIty to import has becn 

squeezed by the combined effects of stagnant export performance and a rising national 

debt. 

8.6 ESTIMATIONS 

8.6.1 The Supply Function 

It is 10 be recalled that traditional exports and non-traditional exports are being 

treated differently. Traditional exports are being treated as exogenously determmed. 
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Therefore the supply function we are investigating is that relating solely to non­

traditional products. 

Our theoretical model suggests that the variables explalOmg gross output of Ilon­

tradition al goods are (a) the price-wage ratio, (b) a vanatle rellectIng the state of 

confidence In the stabihty of the economy. As we attcmpt to \I1vestlgatt: thls functlon 

empincally, a few modificatIOns have been adopted. FlrStly, wc Introducc the ratio of 

output priees to those of Imports of intermedlate goods as an explanatory vanable to 

take account of exogenous change~ In the tenns of trade. 

Secondly, glven the small sizc of our sample, Il I~ dlfflCult to present a variable 

which convIncingly refleets the confidence factor. It has therefore been decided to omn 

any variable designed specIfically for that purpose. However, It IS expected that 

adverse responses caulled by unfavourable expectations would be rellected In the values 

of the estlmated parameters. 

Thirdly, net capital recel pts. which are not IIlciuded III the theoretlcal model, are 

found ta be a sIgmficant lOfluence wlth respect to ~upply 11m unJoubtedly rctlects 

the conSIderable role of foreign mve"tment In the Jamalcan cconomy It may aho 

relate to the contributlon of offiCial flows, WhlCh have a~~umed increa ... ed importance III 

recent years, in supporting domesuc productiOn. 

Out of a large number of least-squares estlmates. a ~hon-h'lt of ~IX equat10ns ha~ 

been selected for final comlderatIon The statiwcs from these cqudlIons and the 

residual plots are presented ln appendlx RA Table~ S 1-4 ~nv()lve a measure of rcal 

gross non-tradlt1onal output usmg export pnce~ a~ the deflator whIl"t table .. 55 and 56 

use the GDP deflator. Sorne experimentmg was aho done u'Img the CPI as the 
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deflator. It is observed that while the estimates in tables S5 and S6 are not statistically 

significant, their signs are the same as those of tables S 1-4. 

With respect to the reslduals, the years 1977, 1981 and 1985 show outliers except 

where dummies are used. Outliers Ut also generated in other years when dummies are 

used 10 correct for those of the years above. The outlier ln 1977 is probably explamed 

by the general crisis situation of that year to which allusion has alreaùy been made. 

The high residual for 1981 may be associated with the pohcy changes introduced by 

the new JLP administration. The 1985 outlier may be a reflection of further policy 

changes as a new standby agreement was negotiated and shar~) changes in the exchange 

rate were experienced. Sorne of the estlmations also yield hlgh reslduals In sorne other 

years. 

In the final analysis, it has been decided to use the following staristics from table 

S2 in our mode 1: 

SnI = 66.1 - 0.2(Px/W)1 - 16.6(Px/Pmi)1 + O.OO9~ 

t: (11.9) (-9.5) (-4.1) (2.5) 

D.W. = 1.84. R2 = 0.92. 

The test statistics are acceptable, I.e. the D.W. staustic IS within an acceptable 

range, and the t statisucs show statistical significance indlcating that the estimates do 

not support the hypothesis that the parameters are equal to ze~'o at the fi ve percent level 

of significance. The signs of the coeffiCIents can be explained within the specifie 

context that is under stuày. Unfortunately, one vanable of mterest, the rate of interest, 

has turned out to be insignificant. This does not suggest that this variable is 

unimportant but rather that the avaIlable data have been madequate for tbe purpose of 
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properly capturing its impact. 

With respect to the signs of the coefficients, two are 'perverse' and the other one 

IS normal. The negative Sign on the two relative prices are perverse msofar as wc 

would expect them to be poSItive given the conventIon of an upward-~Ioping supply 

curve. The negative signs are, however, reflectIons of the perverse responscs which, as 

has been dlscussed, are symptomatic of the prevalent cmis condulOns. lnstead of 

responding te a devaluauon by increasmg output, capltah~ts refrain from such action, 

possibly waning to see If conditlons Improve ln thclr favour or: a sll~tamable basls. In 

addiuon. bottlenecks te production and marketing may present obstacles over the shon 

run. 

It is observed th al net capital inflows are pmltlvcly relaled to output of 

nontraditional products. This may reflect (a) the emphasl!\ in World Bank programs on 

non-tradiuonal exports, and (b) the Importance of these mflows In financmg cntieal 

impons such as raw matenals. 

8.6.2 Consum.,ptIon Demand 

The mam vanables med as explanatory vanables for consumption are disposable 

Incorne and net capital mflows. Sorne of the resuIts of our trials are pre~iented ln 

appendix 8B as tables C 1-4. 

We observe first of al! that the maJn outhers are the rcslduals for the year~ 1976 

and 1977, on the posltlve slde, and 1978 and 1979, on the negatlve slde. The positive 

residuals for 1976 and 1977 probably reflect the !\pendmg a~soclated wah the election 

year (1976) and a hoardmg response to the uncertam econoouc condItions of 1977. ft 
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is worth bearing in mind also that, for a few years leading up to this time, unusually 

high wage increases had been granted. The negative residuals of 1978 and 1979 may 

be indicative of cutbacks in private spending as the econom~c dlfficulties became more 

evident. People in upper incorne brackets wcre at this time notably emigrating and 

trying to shift their savings abroad. 

Having considered all the estimations, it has been decided to adopt equation C2 

for our model. The estlmates of table Clare consldered madequate because of the 

presence of positive autoregressive eITors. This is indicated by the low Dnrbin-Watson 

statistic (1.34) and the behavlOur of the reslduals, especially afrer 1980. On the other 

hand, C3 and C4 show slgns of negative autoregressive eITors both in the movements 

of the reslduals and the hlgh Durbin-Watson statistlcs. Il must be noted that the 

van able NCR proves not to be staustically slgmftcant, wlth a t staustic of 1.13. 

However, our knowledge of the Jamaican sltuanon suggests that net capItal inflows do 

affect consumptÎon significantly and, therefore, there IS good reason to include them In 

our manipulations. Accordingly, the ersion of the consumption function which IS 

adopted is as follows: 

Ct = 9.96 + O.52yd, + 0.002K. 

t : (2.39) (5.79) (1.13); R2 = 0.79 D.W. = 1.60. 

The values of the parame ter esumates are within the acceptable range but the 

estimated margInal propensity ro consume appears ro be low (0.52). This need not 

imply frugality on the part of the population but qUlte the oppOSIte in the particular 

circumstances which we are investigatmg. Our data suggest that the generaI trend of 

real disposable incorne has been downward over the penod 1974-85. Out of the 12 
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years, real clisposable incorne increased only four times and in two of those years the 

increases were rnargmal (1978 and 1982). 

We may therefore be observing, in the low marginal propensity to consume, the 

'ratchet effect' associated with the Relative Incorne Hypothesis. 17 Wlth mcornes falhng, 

the cornmunity attempts to main tain its standard of hvmg by cuttmg back on savings. 

Iromcally, the low MPC IS a sign that we are observing a short-run mcrease ln the 

average share of consumption as incorne faIls. This is a specjfic Instance indicating the 

need to take panicular account of the behaviour of the economy 10 a crisis. 

The behavlOur of consumption dunng a penod of falhng incorne is illustrated by 

figure 8.2 where the broken Hne represents changes 10 consumpuon during a normal 

period of favourable growth and the sol id line represents changes during a period of 

sustained declme. The MPC 15 higher during the rime of growth than lt is during the 

penod of decline as lOdicated by the slopes of the respecuve Iines. Nevertheless, It can 

be seen that the level of consumpticn reached after such a declme is hlgher at the 

correspondmg level of incorne (YI) than Il would have been during a penod of growth. 

Evidently, the lower MPC when mcorne IS m dechne does not reflect a lower 

consumprion propensity but a tendency to consume more out of a reduced level of 

incorne. 

17See James Duesenberry, Incorne, Saving and the Theory of 
Consumer Behaviour (Cambridge, Mass.: Harvard University Press, 
1949) . 
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8.6.3 Impons of Intermediate Goods 

Imports of intermediate goods go into the production of gross output and sa Il is 

expected that the latter would he an important explanatory variable. AIso, e~obenolls 

changes In the relative priees of these mtennediate goods should have an effect on their 

demand as eonventional demand theory suggests. 18 Accordmgly, the~e were the main 

variables on which this funcnon was iniually attempted. The c~umates generated by 

different trials are presented 10 append1x BC. Somewhat surprisingly, the gross output 

variable (KS 1) dlsplays Iow t statistles so that the statlstlcal 'IUpport for the hypothesls 

that it is correlated WIth Imports of mtermediate goods l~ lackmg The weak eVldence 

of correlation may be due to lags in the relationshlp WhlCh cannot be Hlvesugated here 

beeause of the short senes available, or other problems of measurement. lt IS declded 

to follow our intUltlOn about the importance of !,Tfms output to thls functlOn by 

inc1uding it ln our calculations. 

Among the other explanatory variables studled, the pnce rauo of imports of 

Inlennediate goods 10 exportables IS stattstically ~lgOlficant. As expccted, the 

relationship between this explanatory vanable and lmports cf Intemledlate goods is 

negative. This refleets the tendency to economlze on these products when thclr pnccs 

rise such as when. for example, fuel pnces cscalated mtemauonally. Net eapual 

receipts, however, turn out not ta be statlstically ~Igmficant as an explanatory van able 

With respect to the reslduals, the main outhcrs before dummies are introduced 

:SSee Edward E. Leamer and Robert M. Stern, Quantitative 
InterJ1ational Economies (Boston: Allyn and Bacon, 1970), Chapter 
2. 
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relate tn the years 1977 and 1981. The year 1974 is one of the other years when the 

residuals appear to he high (see table Il). The high !'esiduals in 1974 and 1981 are 

undoubtedly linked ta the oH-priee shocks. The explanation for the hlgh residual in 

1977 follows the tine already outlined in earlier sections. A high residual is observed 

in 1980 also. This is probably explained not only by the oil-priee shock, but also by 

the disruptive consequences of the violence-marre<! elections of Ll-tat year. 

AIl things eonsideled, it has been decided to adopt the results of estimatlon shown 

in table I2 for our manipulations. Accordingly, the function for the demand for imports 

of intennediate goods is: 

Mi = 4.84 + 0.4751 - 1.24(Pmi!Px)1 - 0.64077 + O.66D81 

t : (7.92) (1.71) (-2.12) (-2.32) (2.39) 

R1 = 0.74 D.W. = 2.13. 

It is worth noring the relatively high value of 48 percent for the estimated 

coefficient of the gross output variable (SJ reflecting the high level of dependence of 

domestic production on irnports of intermediate goods. 

8.6.4 IniQOrts of Consumer Goods 

On an a priori basis, we expect the main explanatory variable ta be disposable 

incorne. Accordingly, this variable was tried along with severa! others and the results 

are shown in appendix 80 as tables Mel-5. The tables of appendix 80 are presented 

to amplify our understanding of the behavioural characteristics of the economy. 
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Although the dema.'1d for imports of consurnption goods is an imegral part of general 

dernand conditions within the economy, tlie paramet.ers of this function do flot enter 

explicitly into the calculation of devaluation effects. Consequently, there is no need to 

s~cify a particular choice from our sl-tortlist of estimations. Among the 

points of interest generated, it is ta he noted, firstly, that the main significant variables 

are disposable incorne and net capital receipts. Both of these explanatory variables 

show positive coeffiCIents, as is ta be expected. The magllltudcs of the coefficients 

aIso seem plausible. We would expect capItal mflows to be a factor in the prevaiiing 

bala'1ce-of-payments circumstances because the avrulability of a net IOflow of capital 

rnay be critical to the capacity to import consumer goods. In addition, a praetical 

consideration is the fact that official inflows conslst panly of consumptIon goods. 

It would nonnally be expected that In a demand function of this kllld, the priee of 

imported consumer gOO: relative ta tItal of local produee would be a consid:!ration 19. 

It is interesting to note that the variable representing the ratio of pnces of consumer­

goods imparts and domestic ourput is not s:gmficant. Several versions of this variable 

were tried (see tables MC3-5) and they aIl proved staustJcally inslgmficant. The 

irnplied inelasticity of priee demand for Imporrs of consumer goods is a noteworthy 

feature of Caribbean economy. It may be a result of the relattve narrowr:ess of the 

production base in the Caribbean and also of a marked attachmcnt to Imported goods. 

Finally, it may be an indication tha: there IS no nouceable tendency for that ratio fo 

vary, vindicating our assumption of openness. 

19See Leamer and Stern (1970). 
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As regards the residuals, the main ouillers are the residuals for 1977 and 1983. 

The 1977 residual reflects the economic difficulties associated with that year. The 1983 

outlier rnay he a reaction to the currency depreciations WhlCh were initiated in that year 

and the onset of other stabilization me as ures. 

8.7 MANIPULATIONS AND SIMULATIONS 

Having estimated the values of the pararneters, we shall now apply them to see 

what conclusions emerge with respect to the effects of a devaluation. More detailed 

computations of the output and trade-balance effects which are the primary subjects of 

this section, are presented in appendix 8E and appendix SF. For convenience, we 

present at this point, the three estimated equations which will enter into our ensuing 

calculations. 

Sni = 66.1 - O.2(Px/W)1 - 16.6(px!Prni)1 + 0.009~ 

CI = 9.96 + O.52ydl + O.OO2~ 

Mil = 4.84 + 0.47S1 - 1. 24(Pmi/Px)1 - O.64D77 + O.66D81 

8.7.1 Output Effects 

We start with the identity that total output is equal to total absorption plus expons 

minus imports. Using t',quations (7) and (10), we find that, 

YI = ~ + ~ + GI + (SI + Mc, - C.) - (Mcl + Mil + ~), (11) 

where Il and G, are exogenous. 

Equation (11) may he simplified to give, 
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YI = ~ + GI + SI - M~ - M~. 

Equation (12) may now he expanded, finally yielding 
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(12) 

Y, = l, + G, + (l-g,)[% + a,(eP'x/W), + ~(P·x/P·mi)1 + a3~ + TI] - & - giPmi*/Px*), -

(13) 

To obtain the effect of devaluation on output, we differentiate Y with respect 10 e. 

The result is equation (14). 

(14) 

Evaluating equation (14), we introduce the parameter estimates. On this basis, the 

effect of a devaluation is found to he contractionary given the fact that a, is negative 

;md 0 < g, <1: 

ôY j~ =- -0 2~O.52)(P·x/W), = - O.l04(P·x!W)I' 

8.7.2 Balanee-of-Trade Effeet 

The }- alance of trade is defined as expons minus impons in nominal tenns. In 

keeping with our emphasis on the foreign balance as the basls for evaluating the trade 

effect, the trade balance is expressed as: 

(15) 

It is acceptable that p'Xt should be the priee applied to the differenee in equation (15) 

given our assumption of openness, WhlCh implies that, on the whole, the ratio of priees 

of impons and expons is exogenously fixed. 

Using equations (7) and (10), equation (14) may be expanded to give 
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(16) 

Equation (6) is expanded at length, by ernploying substitutions from the system 

of equations constituring the rnodel. Finally, an expression for the foreign balance is 

obtained as follows: 

B*, = p·x,(1 - cI)[O - gl){llo + al (ep·xJW), 

+ a2(P·x/P·mi), + a3~ + T,} - ~ - g2(P·mi/P·x), 

- g3D77 - ~D83 - MkJ - p·x,(cO + C2~ + cil, + CIO, - cIQt). (17) 

To compute the effeet of a devaluation, equation (17) is differentiated with respect 

10 the exchange rate, e, in order to obtain finally 

(18) 

For a detailed derivation of equation (18), attention is drawn to appendIx 8F. 

It is evident that equation (18) indicates a tendency for the foreign balance to 

deteriorate. This IS the case because all the vanables in equation (18) are positive 

except al so that the overall effect 15 neganve .. ~o obtam an estimate of the magnitude 

of the balance-of-trade effeet in Jamaica over the penod 1974-1985, we subsutute into 

equation (18) the estlmated coefficients as follows: 

ÔB* jôe, = -0.2 x 0.47 x 0.52(P·x2/W)\, (19) 

= -O.05(P·x2jW),. 

On the basls of EquatIon (19), it is possible to provide estimates of the balance­

of-trade effect in selected years by incorporating figures for t'le exogenous variables. It 

is important to emphasize that no firm interpretation can be attached to the magnitudes 

of these estimates. Aspects of the nature of the data suggest that the absolute values of 
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the estimates may not be useful. However, conclusions drawn from equation (19) 

about the direction of the balance-of-trade effect of devaluation are robust within the 

context of our econometric model. 

8.8 CONCLUDING REMARKS 

The main findings of our econometric analysis are that the effects of devaluation 

on real output and the trade balance are both negatlve. The effects of devaluation must 

be distinguished from those of exogenous evenrs such as changes in the petroleum 

prices and other tenns-of-trade developments. 

Un der the assumptIons of our model, it IS found that the effect of devaluation on 

the trade balance is dommated by the supply response. DevaluatIon results In an 

increased profit rate but If that higher profit rate IS not channelled 1I1to mcreased 

production in our small economy, the trade balance detenorates. The ImplicatIon of 

Iower productIon IS lower exports, while purchasing power 1S transferred from workers 

to capitalists and overall consumpuon is not affected. It 1S also implied that the 

increased !1rofits are panly devoted 10 consumptIon. 

It should he pointed out that a more mteresting result is possible if the demand of 

capitalists and workers could be dIsunguished as was done In the theoretlcal mode!. It 

would, in pnnclple, be possIble to find (hat the negative suppl y effect would be 

overcome by dlsabsorptlon on the demand side yleld1l1g a posltlve balance-of-trade 

effect. Such a positive outcome IS not likely In the circumstances of Jamaica and many 

other small countnes however, because the scope for dlsabsorption IS severely limaed. 

--------------.............. 
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Our analysis, therefore, suppons the views that a devaluation is adverse to the trade 

balance in a smal1 open economy, and that the improvements in the balance of 

payments often observed after a stabilization program has been adopted are attributable 

largely to favourable developments on the capital account, as already observed in 

connection with the Southem Cone expenences.20 

It is implied that the primary factor responsible for the unfavourable trade-balance 

effects is the sluggish response of investors to the devaluation. This is reflected in the 

negative estimate in the supply function (al)' It IS also pOSSible that a rising debt 

burden, which has been a feature of the penod under conSIderation, has contributed to 

the syphomng-off of resources, which mlght otherwlse be devoted ta the expansion of 

output and lmprovement ln the trade balance. Another facto: thm should be stressed IS 

expectations of a penod of su~tained economlC stablhty. In order for a devaluation to 

have favourable supply effects, lt is necessary that produce-s he motivated to expand 

operations In response to an improved profit rate, and thlS, in turn, will depend on their 

expectations. 

20See chapter three. 
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Appendix 8A 

ESTIMATION OF SUPPL Y FUNCfrON 
FOR NON-TRADITIONAL PRODUcrS 

Table SI. 

Supply of Non-Traditional Products (KSNl} 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR 

C 69.38 5.35 
PXWl -0.19 0.02 
PXPMI -18.10 3.72 
NCR 0.01 0.00 
RR -0.03 0.02 

R-squared 0.94 
Adjusted R-squared 0.91 
S.E. of regresslon 1.64 
Durbin-Watson stat 2.54 

============================================ 

Residual Plot Year R 

*1 1 1974 -0.26 
1 * 1 1975 1.14 
1 * 1 1976 1.05 

*. 1 1 1977 -1.9\ 
1 * 1 1978 1.23 

.* 1 1 1979 -1.61 

* 1 1 1980 -1.04 
* 1 1 1981 -0.46 

*1 1 1982 -0.11 
1 * 1 1983 1.12 

* 1 1 1984 -l.27 
1 * 1 1985 2.13 

T-STAT. 

12.98 
-10.40 
-4.87 
2.94 

-1.69 

A 

41.75 
33.57 
34.17 
33.69 
26.47 
25.70 
24.17 
27.24 
32.59 
37.86 
25.49 
28.33 
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Table S2. 

Supply of Non-Traditional Products (KSNl) 
(1974-1985) 

VARIABLE COEFFICIENT sm. ERROR T-STAT. 

C 
PXW1 
PXPMI 
NCR 

R-squared 0.92 
Adjusted R-squaredO.89 
S.E. of regression 1 83 
Durbin-Watson stat 1.84 

66.14 5.54 
-0.20 0.02 

-16.60 4.0 
0.01 0.00 

----------------------------------------------------------------------------_ .. - ----------

Residual Plot Year R 

* 1 1974 0.95 
*. 1 1975 1.59 

1 * 1 1976 0.33 

* 1 1 1977 -2.17 
1 *. 1 1978 1.61 

.* 1 1 1979 -1.48 

* 1 1 1980 -0.90 

* 1 1 1981 -2.17 

* 1 1 1982 -1.16 
1 * 1 1983 1.33 

*1 1 1984 -0.17 
1 * 1 1985 2.24 

11.94 
-9.47 
-4.14 
2.46 
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A 

41.75 
33.57 
34.17 
33.69 
26.47 
25.70 
24.17 
27.25 
32.59 
37.86 
25.49 
28.33 
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Table S3. 

Supply of Non-Tradltional Products (KSN 1) 
(1974-1985) 

VARIABLE COEFFICIENT sm. ERROR T-STAT. 

C 
PXW1 
PXPMI 
NCR 
D85 
D77 

R-squared 0.97 
Adjusted R-squaredO.94 
S.E. of regression 1.39 
Durbm-Watson stat 1.93 

66.52 
-0.23 

-14.79 
0.01 
4.16 

-2.68 

4.94 
0.02 
3.71 
0.00 
1.98 
1.66 

============================================ 

Residual Plot Year R 

1 1 * 1974 0.17 
1 1 * 1975 0.61 
1 * 1 1976 -0.58 
1 * 1977 0.00 
1 1 *. 1978 1.29 
1 * 1 1979 -1.37 
1 *1 1980 -0.20 
1 *. 1 1981 -1.51 
1 * 1 1982 -1.12 
1 1 .* 1983 1.48 
1 1 * . 1984 1.23 
1 * 1985 -2.2D-15 

13.47 
-12.16 
-3.99 
3.00 
2.10 

-1.61 

A 

41.75 
33.57 
34.17 
33.69 
26.47 
25.70 
24.17 
27.25 
32.59 
37.86 
25.49 
28.33 
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Table S4. 

Supply of Non-Traditional Products (KSNl) 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR T-STAT. 

C 
PXWl 
PXPMI 
NCR 
RR 
D77 
D85 

R-squared 0.98 
Adjusted R-squaredO.96 
S.E. of regression 1.08 
Durbin-Watson stat 2.29 

69.05 
-0.22 

-16.01 
0.01 

-0.02 
-2.37 
4.02 

4.01 
0.01 
2.94 
0.00 
0.01 
1.30 
1.55 

17.23 
-15.32 

-5.45 
4.14 

-2.21 
-1.82 
2.60 

----------------------------------------------------------------------------------------

Residual Plot Year R 

1 '" 1 1 1974 -0.81 
1 1 * 1 1975 0.26 
1 1* 1 1976 0.10 
1 * 1 1977 8.9D-16 
1 1 *. 1 1978 0.99 
1 '" 1 1 1979 -1.46 
1 * 1 1 1980 -0.33 
1 * 1 1981 -0.04 
1 *1 1 1982 -0.23 
1 1 * 1 1983 1.34 
1 1* 1 1984 0.18 
1 * 1 1985 -2.7D-15 
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A 

41.75 
33.57 
34.17 
33.69 
26.47 
25.70 
24.17 
27.25 
32.59 
37.86 
25.49 
28.33 



Table S5. 

Supply of Non-Traditional Products (KSN2) 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR T -ST AT. 

C 122.07 16.72 7.30 
PXWl -0.01 0.06 -0.10 
PXPMI -16.30 11.62 -1.40 
NCR 0.03 0.01 2.57 
RR -0.07 0.05 -1.36 

R-squared 0.65 
Adjusted R-squared 0.45 
S.E. of regression 5.14 
Durbin-Watson s tat 2.52 

----------------------------------------------------------------------------------------

Residual Plot Year R 

1 * 1 1974 -1.40 
1 1 * 1975 6.31 
1 * 1976 -0.10 
1 * 1977 -6.77 
1 1* 1978 0.45 
1 1 * 1979 1.81 
1 *. 1 1980 -5.50 
1 * 1981 0.12 
1 *1 1982 -0.55 
1 1 ".. 1983 4.35 
1 .* 1 1984 -4.04 
1 1 .* 1985 5.33 
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A 

108.43 
109.09 
98.99 
93.58 
95.80 

100.24 
96.24 

101.44 
107.59 
111.41 
110.34 
113.72 



r 
1 

i 

1 

, 

Table S6. 

Supply of Non-Traditional Products (KSN2) 
(1974-1985) 

VARIABLE COEFFICIENT STD.ERROR 

C 132.84 15.69 
PXWl -0.04 0.06 
PXPMI -22.14 10.59 
NCR 0.02 0.01 
RR -0.06 0.05 
D77 -9.68 5.34 

R-squared 0.77 
Adjusted R-squared 0.59 
S.E. of regression 4.47 
Durbin-Watson stat 2.43 

---------------------_ .. --------------------------_ .. _--------------------------------------

Residual Plot Year R 

1 .* 1 1974 -3.38 
1 1 *1 1975 6.49 
1 '" 1 1 1976 -1.52 
1 * 1 1977 1.8D-15 
1 * 1 1978 -0.15 
1 1* 1 1979 0.62 
1 '" 1 1 1980 -5.70 
1 *1 1 1981 -0.99 
1 *1 1 1982 -0.28 
1 1 '" 1 1983 2.03 
1 '" 1 1 1984 -1.83 
1 1 .* 1 1985 4.72 
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T-STAT. 

8.47 
-0.73 
-2.09 
2.22 

-1.36 
-1.81 

A 

108.43 
109.09 
98.99 
93.57 
95.80 

100.24 
96.23 

101.44 
107.59 
111.41 
110.34 
113.71 
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Appendix 8B ESTIMATION OF CONSUMPTION DEMAND 

Table Cl. 

Consumption Demand CKPC 1) 
(1974-1985) 

VARIABLE COEffiCIENT 

C 10.33 
KNDI 0.52 

R-squared 0.76 
Adjusted R-squared 0.74 
S.E. of regression 1.07 
Durbin-Watson stat 1.34 

STD. ERROR 

4.20 
0.09 

----------------------------------------------------------------------------------------

Residual Plol Year R 

1 * 1 1974 -0.03 
1 * 1 1 1975 -0.58 
1 1 * 1 1976 1.82 
1 1 * 1 1977 1.06 
1 * . 1 1 1978 -1.34 
1 * 1 1 1979 -1.83 
1 . * 1 1 19RO -0.86 
1 1 * 1 1981 0.37 
1 1 * 1 1982 0.18 
1 1 * 1 1983 0.27 
1 1* 1 1984 0.24 
1 1 * 1 1985 0.68 

T-STAT. 

2.45 
5.72 

A 

38.14 
37.04 
36.46 
34.96 
32.62 
31.80 
31.35 
33.72 
33.83 
3~.54 
33.17 
33.49 
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Table C2. 

Consumption Demand (KPC 1) 
(1974-1985) 

VARIABLE COEFFICIENT sm. ERROR T-STAT. 

C 9.96 4.15 2.39 
KNDI 0.52 0.09 5.79 
NCR 0.00 0.00 1.13 

R-squared 0.79 
Adjusted R-squared 0.75 
S.E. of regression 1.05 
Durbin-Watson stat 1.60 

Residual Plot Year R A 

*1 1 1974 -0.15 38.14 
* 1 1 1975 -0.62 37.04 

1 '" 1 1976 1.95 36.46 
1 '" 1 1977 1.38 34.96 

. '" 1 1 1978 -0.77 32.62 

'" 1 1 1979 -1.41 31.80 

'" 1 1 1980 -0.69 31.35 
1* 1 1981 0.29 33.72 

* 1 1 1982 -0.41 33.83 
1* 1 1983 0.26 35.54 

* 1 1 1984 -0.39 33.17 
1 * 1 1985 0.5 733.49 
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Table C3. 

Consumption Demand (KPC 1) 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR T-STAT. 

C 
KNDI 
NCR 
D67 

R-squared 
Adjusted R-squared 
S.E. of regression 
Durbin-Watson stat 

9.12 
0.53 
0.00 
2.18 

0.94 
0.92 
0.58 
2.67 

2.30 
0.05 
0.00 
0.47 

-------------------------_._-------------------------------------------------... _-----------

Residual Plot Year R 

1* 1 1974 0.09 

* 1 1 1975 -0.32 
1 * 1 1976 0.21 

* 1 1 1977 -0.21 
* 1 1978 -0.02 

* 1 1 1979 -0.75 
* 1 1 1980 -0.19 

1 * 1 1981 0.61 
.* 1 1 1982 -0.44 

1 .* 1 1983 0.61 
.* 1 1 1984 -0.44 

1 * 1 1985 0.87 

3.95 
10.57 
3.30 
4.62 

A 

38.14 
37.04 
36.46 
34.96 
32.62 
31.80 
31.35 
33.72 
33.83 
35.54 
33.17 
33.49 
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Table C4. 

Consumption Demand (KPCl) 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR T-STAT. 

C 
KNDI 
NCR 
D67 
D79 

9.87 
0.52 
0.00 
1.98 

-1.04 

R-squared 0.96 
Adjusted R-squared 0.93 
S.E. of regression 0.52 
Durbin-Watson stat 2.87 

2.12 
0.04 
0.00 
0.44 
0.62 

-----------------------------------------------------------------------------------------

Residual Plot Year R 

1* 1 1974 0.09 

* 1 1 1975 -0.35 
1 * 1 1976 0.25 

* 1 1 1977 -0.25 
* 1 1 1978 -0.35 

* 1 1979 0.00 
. * 1 1980 -0.42 

* 1 1981 0.49 

* 1 1982 -0.36 

* 1 1983 0.51 . * 1 1984 -0.36 
* 1 1985 0.76 

A 

4.63 
11.37 
2.58 
4.46 

-1.68 

38.14 
37.04 
36.46 
34.96 
32.62 
31.80 
31.35 
33.72 
33.83 
35.54 
33.17 
33.49 
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Appendix SC 

ESTIMATION OF DEMAND FOR IMPORTS 
OF INTERMEDIA TE GOODS 

Table Il. 

Demand for Imports of Interrnediate Goods (KMQ 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR 

C 5.02 0.88 
KSI 0.24 0.39 
PMIPX -1.33 0.84 

R-squared 0.31 
Adjusted R-squared 0.16 
S.E. of regression 0.37 
Durbin-Watson stat 0.92 

----------------------------------------------------------------------------------------

Residual Plot Year R 

1 * . 1 1974 0.29 
1 * 1 1975 0.12 
1 · * 1 1976 -0.27 
1 * 1 1977 -0.60 
1 · * 1 1978 -0.30 
1 * 1 1979 0.17 
1 * . 1 1980 0.27 
1 * 1 1981 0.62 
1 * 1 1982 0.18 
1 · * 1 1983 -0.28 
1 * 1 1984 -0.14 
1 * 1 1985 -0.06 
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T-STAT. 

5.71 
0.62 

-1.58 

A 

4.28 
4.34 
3.84 
3.29 
3.81 
4.13 
4.17 
4.40 
4.05 
3.32 
3.59 
3.33 



Table 12. 

Demand for Imports of Intennediate Goods (KM!) 
(1974-1985) 

VARIABLE COEFFICIENT sm. ERROR 

C 4.84 0.61 7.92 
KSI 0.47 0.27 1.71 
PMIPX -1.24 0.58 -2.12 
D77 -0.64 0.27 -2.32 
D81 0.66 0.27 2.39 

R-squared 0.74 
Adjusted R-squared 0.60 
S.E. of regresslOn 0.25 
Durbin-Watson stat 2.13 

----------------------------------------------------------------------------------------

Residual Plot Year R A 

1 1 * 1974 0.l2 4.28 
1 1 * 1975 0.06 4.34 
1 * 1 1976 -0.31 3.84 
1 * 1977 0.00 3.29 
1 *. 1978 -0.27 3.81 
1 * 1979 0.20 4.13 
1 * 1980 0.32 4.17 
1 * 1981 1.1D-16 4.40 
1 / * . 1982 0.22 4.05 
1 * 1 1983 -0.25 3.32 
/ * 1 1984 -0.08 3.59 
1 */ 1985 -0.01 3.33 

264 

T-STAT. 
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Table 13. 

Demand for Imports of Intennediate Goods (KMI) 
(1974-1985) 

VARIABLE COEFF1CIENT sm. ERROR T-STAT. 

C 
PMIPX 
KSI 
NCR 
D77 
D81 

4.90 
-1.38 
0.47 
0.00 

-0.59 
0.65 

R-squared 0.75 
Adjusted R-squared 0.55 
S.E. of regression 0.27 
Dr'rbin-Watson stat 1.85 

0.65 
0.66 
0.29 
0.00 
0.30 
0.29 

============================================ 

Residual Plot Year R 

* 1 1974 0.12 
l '" 1 1975 0.04 

* . 1 1 1976 -0.31 

'" 1 1977 -2.2D-16 
. '" 1 1978 -0.22 

*. 1 1979 0.25 
* 1 1980 0.34 

'" 1 1981 0.00 

'" 1 1982 0.14 
. * 1 1983 -0.23 

'" 1 1984 -0.15 
1* 1 1985 0.01 

7.48 
-2.07 
1.61 

0.53 
-1.92 
2.26 

A 

4.28 
4.34 
3.84 
3.29 
3.81 
4.13 
4.17 
4.40 
4.05 
3.32 
3.59 
3.33 
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Table 14. 

Demand for Imports of Intennediate Goods (KMI) 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR T-STAT. 

C 3.44 1.48 2.31 
KSI 0.09 0.39 0.25 
PMIPX -1.26 0.81 -1.55 
DKMI 0.40 0.31 1.29 

R-squared 0.43 
Adjusted R-squared 0.21 
S.E. of regression 0.36 
Durbm-Watson stat 1.23 

============================================ 

Residual Plot Year R A 

/ * / 1974 0.37 4.28 
/ 1* 1 1975 0.04 4.34 
1 *. 1 1 1976 -0.38 3.84 
1 * / / 1977 -0.54 3.29 
/ */ 1 1978 -0.04 3.81 
/ / * 1 1979 0.20 4.13 
/ 1 * / 1980 0.17 4.17 
/ / * 1 1981 0.50 4.40 
/ *1 1 1982 -0.02 4.05 
1 * 1 1 1983 -0.36 3.32 
/ 1* 1 1984 0.04 3.59 
1 * 1 1985 0.00 3.33 
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Appendix 8D 

ESTIMA TES OF DEMAND FOR IMPORTS OF 
CONSUMPTION GOODS 

Table MCL 

Demand for Imports of Consumption Goods (KMC) 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR T-STAT. 

C 
KNDI 
NCR 

-4.07 
0.11 
0.00 

R-squared 087 
Adjusted R-squared 0.84 
S.E. of regresslOn 0.17 
Durbin-Watson stat 1.95 

067 
0.01 
0.00 

=============================~============== 

Residual Plot Year R 

1 1 * 1 1974 0.04 
1 1 -* • 1 1975 0.13 
1 1 * 1 1976 0.07 
1 * 1 1 1977 -0.18 
1 1 ". 1 1978 0.05 
1 1* 1 1979 0.02 
1 1 * . 1 1980 0.14 
1 1 ". 1 1981 0.04 
1 1 ". 1 1982 0.11 
1 ". 1 1 1983 -0.38 
1 ". 1 1 1984 -0.10 
1 1 * 1 1985 0.04 

-6.06 
7.79 
1.72 

A 

2.13 
2.08 
1.33 
0.86 
1.06 
0.98 
0.86 
1.07 
1.32 
1.04 
0.96 
0.95 
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Table MC2. 

Demand for Imports of Consumption Goods (KMC) 
(1974-1985) 

VARIABLE COEFFICIENT STD.ERROR 

C -4.18 0.29 
KNDI 0.11 0.00 
NCR 0.00 0.00 
083 -0.45 0.07 
077 -0.25 0.08 

R-squared 0.98 
Adjusted R-squared 0.97 
S.E. of regression 0.07 
Ourbm-Watson stat 2.17 

----------------------------------------------------------------------------------------

Residual Plot Year R 

1 * 1 1974 -0.03 
1 * 1 1975 0.05 
1 1* 1 1976 0.00 
1 * 1 1977 -1.10-16 
1 * 1 1978 -0.03 
1 . * 1 1979 -0.05 
1 . * 1 1980 0.08 
1 * 1 1981 0.00 
1 . * 1 1982 0.09 
1 * 1 1983 -1.10-16 
1 * 1 1984 -0.12 
1 * 1 1985 0.00 
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-13.99 
18.15 

2.92 
-5.69 
-3.16 

A 

2.13 
2.08 
1.33 
0.86 
1.06 
0.98 
0.86 
1.07 
1.32 
1.04 
0.96 
0.95 
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Table Me3. 

Dernand for Imports of Intennediate Goods (KMC) 
(1974-1985) 

VARIABLE COEFFICIENT STD.ERROR 

C -4.21 0.47 
KNDI 0.12 0.01 
PMCPX -0.18 0.36 
NCR 0.00 0.00 
083 -0.40 0.13 

R-squared 0.95 
Adju~ted R-squared 0.93 
S.E. of regression 0.11 
Ourbin-Watson stat 2.32 

===========================-================== 

Residual Plot Year R 

1 * 1 1974 -0.00 
1 1 * 1 1975 0.03 
1 / * / 1976 0.03 
/ * / / 1977 -0.21 
1 1 * / 1978 0.02 
/ */ / 1979 -0.01 
1 / * / 1980 0.12 
/ /* 1 1981 0.02 
/ / * / 1982 0.06 
/ * 1 1983 5.6D-17 
! *. 1 1 1984 -0.13 
/ 1 * 1 1985 0.05 
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T-STAT. 

-8.83 
11.75 
-0.49 
2.46 

-2.98 

A 

2.13 
2.08 
1.33 
0.86 
1.06 
0.98 
0.86 
1.07 
1.32 
1.04 
0.96 
0.95 



Table MC4. 

Demand for Imports of Intennediate Goods (KMC) 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR 

C -4.12 0.47 
KNDI 0.12 0.00 
NCR 0.00 0.00 
PMCLFP -0.24 0.26 
D83 -0.45 0.11 

R-squared 0.95 
Adjusted R-squared 0.93 
S.E. of regresslon 0.11 
Durbin-Watson stat 2.43 

----------------------------------------------------------------------------------------

Residual Plot Year R 

/ */ 1 1974 -0.01 
1 1 * 1 1975 0.05 
1 1 * 1 1976 0.04 
/ * / 1 1977 -0.22 
/ /* 1 1978 0.02 
1 * 1 1979 -0.00 
/ *. / 1980 0.09 
1 1* 1 1981 0.01 
1 1 * 1 1982 0.03 
1 * 1 1983 0.00 
1 * 1 1 1984 -0.10 
/ / *. 1 1985 0.09 
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T-STAT. 

-8.72 
12.52 
2.82 

-0.92 
-3.81 

A 

2.13 
2.08 
1.33 
0.86 
1.06 
0.98 
0.86 
1.07 
1.32 
1.04 
0.96 
0.95 
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Table MC5. 

Demand for Imports of Consumption goods (K!\1Q 
(1974-1985) 

VARIABLE COEFFICIENT STD. ERROR 

C -4.11 0.32 
KNDI 0.11 0.00 
PMCPX -0.16 0.24 
NCR 0.00 0.00 
D83 -0.42 0.09 
D77 -0.25 0.08 

R-squared 0.98 
Adjusted R-squared 0.96 
S.E. of regression 0.07 
Durbm-Watson stat 2.34 

----------------------------------------------------------------------------------------

Residual Plot Year R 

1 *1 1 1974 -0.01 
1 1 * 1 1975 0.02 
1 1* 1 1976 0.00 
1 * 1 1977 -6.9D-17 
1 * 1 1 1978 -0.03 
1 .* 1 1 1979 -0.06 
1 1 .* 1 1980 0.08 
1 * 1 1981 0.00 
1 * 1 1982 0.07 
1 * 1 1983 -8.30-17 
1 * 1 19S2 4 -0.12 
1 * 1 1985 0.03 

-----------------------------------------------------------------------------_ .. _---------
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T-STAT. 

-12.61 
17.06 
-0.67 
2.74 

-4.62 
-3.02 

A 

2.13 
2.08 
1.33 
0.86 
1.06 
0.98 
0.86 
1.07 
1.32 
1.04 
0.96 
0.95 

Notes: Residuals with the letter 'D'in them are extremely small and should be treated 
as zero. 
ft - residual. A - actual. 
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APPENDIX SE: The Output Effect 

Total output is given by the sum of domesric absorption and the trade balance. 

Employing equations (7) and (10), this l!. expressed as, 

Yt = C + ~ + Gt + (St + MCt - CJ - (Mct + Mit + ~) 

= It + Gt + St - M~ - Mk,. 

Substituting equation (9) into (El) gives 

YI = It + GI + St - ~ - glSt - gz(Pmi/Px)1 - g3D77 - ~D83 - Mk,. 

= ~ + Gt + (1 - gl)S - ~ - gz(Pmi/Px), - g3D77 - g4D83 - Mk\. 

(El) 

(E2) 

We may now expand, usmg equation (3) 10 the above expression. \'fIe arrive at: 

YI = Il + Gt + (1 - gl)[TI + 30 + al(eP"xJW)t 

+ aieP"x/eP'mi)1 + a3Kl - &> - gz(eP"mi/ep'x)t 

- gp77 - g4D83 - M~. (E3) 

Differentiating equation (E3) with respect to' the exchange rate, e, leads finally to 

(E4) 
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APPENDIX 8F: Foreign-Balance Effect 

The fareign balance IS defined as the nominal value of exports minus imports, 

denaminated in foreign currency. An appropriate expression for this is 

B* = p·xl(X - M). (FI) 

Resorting ta equations (7) and (10), (Ft) may be expanded to give 

B* = p·xt{(St + MCt - CJ - (Mct + Mit + ~)}. 

= p·xt(St - Ct - Mit - MkJ (F2) 

At this point, lt IS useful to callecl aIl the terms with S, in them. As a step in 

that direction, we substitute equation (9) into (F2), obtaimng 

B* = p·xt[St - Ct - ~ - glSt - g2(P'ml/P·x)t - g3D77 - ~D83 - Mk,l 

= p·xJ(1 - gl)S, - Ct - ~ - g2(P·ml/P·x)1 - g3D77 - g4D83 - MkJ· (F3) 

Substituting equation (4) for ~, we obtain 

B* = P·xHl - gl)St - Co - clyd, - c2K, - go - giP·mi/P·x)1 - gjD77 - g4D83 - Mktl- (F4) 

We need to unravel the tenn for disposable Incorne and so we substitute equations (5) 

and (E2) inta (F4) as follows: 

B* = p·xt[(l - gl)St - Co - CI {II + Gl + (1 - gl)SI - ~ - gi''tni/Px)t - g3D77 - g4D83 -

Mkt - QJ - C2~ - &1 - g2(P·mi/P·x)t - g3D77 - ~D83 - MkJ· (F5) 

After rearranging equation (F5), we obtam 

B* = p·x,(1 - cl)[(l - gl)St - ~ - g2(P·mi/P·X), - gjJ77 - ~D83 - MkJ - p·xt(co + Cil, + 

ClOt - clQt + c2KJ. (F6) 

As a final step toward obtaining an appropriate expression for the trade balance, we 

replace S, in equatlon (F6) by equations (2) and (3) to arrive at: 
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B* = P'x,(1 - c,)[(l - gl){ao + a,(eP'x!W), + aiP*x/P'mi), + a3~ + TJ - go -

(F7) 

Finally,to obtain the effect of devaluation on the trade balance, we differentiate 

(F7) with respect to the interest rate, leading to 

(F8) 
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Chapter 9 

9. CONCLUDING OBSERV ATIONS 

The analysis of devaluation has tended to distinguisr between the effects with 

respect to output and those with respect to the trade balance. Views concerning the 

effects of devaluation on output fall into lWO main groups. There are those analyses 

which aVOld the Issue by assuming that full employment prevmls or that any departure 

from full employment is temporary and therefore of sl1ght interest. On the other 0and, 

a growing section of the literature argues that devaluation is contractionary when, as is 

usually the case, devaluation is undertaken whilst the trade balance IS in deficit. The 

redistribution of income from workers to capitahsts is also a factor to which the 

contraction of output IS attributed. 

Even where it is acknowledged that devaluation is contractionary, the reactions to 

this situation may vary. On the one hand, Il is argued that the external imbalances 

giving rise to the need for devaluation imply that the economy is living beyond its 

means and therefore thût the contraction IS part of the solution. A sl1ght vanant of this 

position is the view that emphaslzes the over-valuation of the exchange rate and 

therefore sees the contractlon as tolerable pain for the long-term gain Cf achlevmg a 

sustainable external positIon. On the other hand, lt is argued, by reference to the 

experiences of Southern Cone countries, that contractIOn as a result of devaluation, 

accompanied by repressive monetary and fiscal pohcies have jcopardized the success of 
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stabilization programs while imposing additional hardships on the working class. In 

this connection, questions have been raised about the monetarist assumptions which 

underly these programs. 

The analysis of the effects of devaluation on the trade balance h.:s been less 

controversial. On the whole, it is widely agreed that a devaluation tends to improve 

the trade balance in foreign exchange tenns. The reduction in real wages causes 

substantial disabsorption and hence reduction in imports. In addition, there is growing 

optimism about the likelihood of an expansion in ex.ports, especially manufactured 

goods. 

There still remains sorne scepticism about the usefulness of the devaluation 

instrument. There are theoretical and practical problems in detennining what is the 

appropriate ~.xchange rate to aciopt and, therefore. how large a devaluation to undenake. 

It is argued that increased attention should be paid to the need for financiaI support as 

an element of a stabilization program. 

Our theoreticaI analysis places explicit emphasis on the suppl y aspects of 

devaluation, contrary to onhodox analysis. It is argued that in the circumstances of 

smaU developing countries undertaking stabilization pro(~ams, serious account should be 

taken of factors which can frustrate the stimulus to the expansion of output. Such 

factors include bottlenecks in the availability of foreign exchange for imports of 

intennediate goods, skilled labour and ready access to foreign markets. Substantial 

problems may be anticipated in trying to compete and satisfy the demands of the 

foreign market often with new products. Among the difficulties encountered, we place 

emphasis on the instability in expectations of capitalists as a devaluation may 
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underscore a break in the mornentum of growth and stability that the country might 

fonnerly have experienced. Doubts are raised in the minds of capitalists about the 

Iikelihood that a new stability will he sustainable and they may refrain from the 

expansion of output especially when what is required is a commitment of resources to 

new and unfamiliar production lines. 

The uncertainties and instabilities surrounding a devaluation are aIl the more 

significant when it is considered that a devaluation is often introduced during a period 

of economic crisis. It is usual for countries to treat devaluation as a last resort and to 

postpone it until other options have been exhausted or until pressed ta by the IMF. l 

This has two Idnds of implications which are to be highlighted. Firstly, il means that 

devaluation may be preceded by conditions of repressed inflation and severely depleted 

reserves. It may also mean that imports have already been reduced to minimum levels 

and any further action in this direction would have disruptive effects. Secondly. in 

these conditions, the expectations especially of the capitalist sector may be descri bed 

as unstable and pessimistic. This pertains to the confidence of the capitalist sector that 

the advantages of the devaluation are sustainable and that it is not simply the 

beginning of a series of devaluations. In these circumstances, potential investors may 

he very guarded in their actions. Instead of expanding the output of tradables in 

response to the expected inc""ease in profits, they may prefer to acquire safe foreign 

securities, aggravating any tendency to capital outflows. This may be an explanation of 

contractionary effects. Its relevance has been noted in the context of a high level of 

lSee Spraos (1986). 
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foreign investment where it is manifested in increased outflows of investment income.2 

Another dimension of this analysis has been to emphasize the real wage 

implications of devaluation. The real wage is the central relative priee around which 

the model revolves. A devaluation, by reducing the real wage, should affect the supply 

side through an increased rate of profit while, on the demand side, it causes 

disabsorption and reduced demand. What happens to output growth and the trade 

balance depends critically on the supply response because the room for the contraction 

of demand and imports through disabsorption is limited. A major obstacle to reduced 

absorption IS investment demand which tends to be highly import-intensive in a small 

developing countries. With the demand of the working c1ass reduced, increased 

production makes more goods available for export. 

On the other hand, for reasons already mentioned, ~apitalists may choose to 

refrain from investrnent or be hindered in their efforts and may increase their own 

consumption or remit profits abroad, neither action being favourable to the trade 

balance. Deterioration in the trade balance after a devaluation is not an unlikely 

scenario. It has been obscrved that improvement in the balance of payments after a 

stabilization program involving devaluation is often attributable to capital account 

developments rather than improvements in the trade balance. 

The empirical application of our mode 1 to Jamaica over the period 1974-1985 

reinforces our scepticism about devaluarion as both the output effect and the trade-

balance effect are found to be unfavourable. These negative effects are attributed 

2See Barbone and Ri vera-Batiz (1987), and Girvan et al. 
(1980) . 
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largely to bottlenecks in production as weIl as unfavourable expectations affecting the 

willingness of capitalists to commit resources to major expansion of production. It is 

significant to note that the period chosen was characterized by a climate of political and 

economic instability as shown in chapters six and seven. 

The empirical analysis was subject to significant shorteomings. The length of the 

time series available was shorter than desired (twelve years) , and there were que~tions 

conceming the quality of the data. These problems presented obstacles to the use of 

techniques for ensuring the most reliable estimates such as the employment of lags, 

corrections for autoregressive errors and the use of two-stage least squares. Sorne of 

the assumptions employed were also rigid, notably the exclusion of locally-produced 

intennediate goods. Il would have provided a more interesring analysis if it had been 

possible to present capitalist and worker consumption demands separately in the demand 

funerions. The resolurion of these problems and shoneomings provides opportunities for 

interesring and fruitful extensions of this work. 
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DATA ANNEX 

Year Current ND! 
GNP 
J$m. J$m. 

1974 2210.9 2035.2 
1915 2620.2 2408.7 
1976 2627.1 2380.6 
1977 2856.4 2589.6 
1978 3585.9 3266.3 
1979 4019.8 3750.4 
1980 4432.1 4154.7 
1981 4981.5 4726.7 
1982 5563.2 5256.8 
1983 6757.8 6508.3 
1984 8478.9 8041.0 
1985 10109.7 10000.7 

KEY 
NDI: national disposable incorne. 
NCR: net capital receipts. 

NCR CE 

US$m. J$m. 

243.2 1196.5 
208.9 1485.6 
126.7 1566.7 
34.3 1693.7 

-78.5 1997.7 
-10.2 2243.9 
107.1 2496.8 
225.4 2799.4 
465.6 3207.0 
190.5 3657.9 
482.7 4536.6 
237.1 5122.5 

CE: Compensation of employees, including that accruing from abroad. 
CPf: consumer price index. 
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CPf 

31.5 
37.0 
40.6 
45.1 
60.8 
78.6 

100.0 
112.7 
120.1 
134.0 
171.3 
215.3 
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Year S SN T L ER 

J$m. J$m. J$m. (000) 

1974 4537.9 4174.6 363.3 650.6 0.9 
1975 5492.0 5072.8 419.2 684.3 0.9 
1976 5500.0 5108.0 392.0 679.1 0.9 
1977 5899.5 5418.1 481.4 699.2 0.9 
1978 7800.7 6974.6 826.1 702.1 1.4 
1979 9537.2 8500.4 1036.8 663.4 1.8 
1980 10972.4 9623.5 1348.9 737.3 1.8 
1981 12335.0 10976.3 1358.7 761.4 1.8 
1982 13699.4 12782.2 917.2 756.3 1.8 
1983 16123.7 15319.0 804.7 742.3 1.9 
1984 22416.6 20688.9 1727.7 778.9 3.9 
1985 28182.3 26655.3 1527.0 781.7 5.6 

KEY 
S: Total gross output. 
SN: gross output of nontraditional products including sugar. 
T: gross output of bauxite and alumina. 
L: Total number employed. 
ER: Exchange rate (J$/US$). 
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Year PX PIG PMe R 

(%) 

1974 100.0 100.0 100.0 9.0 
1975 151.1 113.8 102.2 8.0 
1976 149.5 121.5 112.2 9.0 
1977 160.8 154.7 116.0 9.0 
1978 263.5 199.0 174.3 9.0 
1979 330.7 285.5 215.9 9.0 
1980 398.2 359.0 272.2 11.0 
1981 402.9 399.7 314.2 11.0 
1982 392.2 362.3 309.3 11.0 
1983 404.7 453.1 384.3 11.0 
1984 811.7 802.0 670.2 16.0 
1985 940.9 1171.9 916.9 21.0 

KEY 

PX: index of domestie curreney prices of exports. 
PIG: index of priees of imports of intermediate goods. 
PMe: Index of prices of imports of consumer goods. 
R: interest rate (central bank rate). 
PC: private final consumption expenditure at current prices. 

PC 

J$m. 

1468.6 
1722.5 
1881.5 
2024.2 
2375.3 
2696.8 
3135.7 
3649.3 
4019.2 
4887.1 
6219.4 
7851.0 

Sources: STA TIN, National Incorne and Produet, severaI issues; 
The Labour Force 
Statistieal Abstract 
Price Indices 

BOl, The Balance of Payments, several issues. 
IMF, International Financial Statistics. 

307 


