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exzess of the r ~ r e j  s ~ ~ l y  over 5% d m d  fo r  money. Two types of 

( 1 - E T ~ : Z C  re3uctioo through a reduction in the supply 

Sn the other had ,  3..er l S. thry of trade fo r  deqeloging countries, 

iii-l~h is outLin&i ir. CT-ter I of this thesis,  argues t h a t  developing 
d 

matees must ws tr~rwgh a phase d m  which they irrrport mre than 

%Fey nm. e x p r t .  Lhder c a l l s  these h p o r t s  necessary imports. During 

+-' zr--ls p h s e  neither o r  the two remdies that  are proposed by mdem 

'c-&me of' payrents t m j  be effective.  This mans tha t  there is 
-- 

zc s a t i s f a c t o ~ j  'L:wry sf the b-ce of payments fo r  developing countries. 
pl 

3 L s  nSsse-*atim ztterrgts tc f U  this lacuna. 

(i) I 2  ases ~ ~ e r i  s theory of trade fo r  develop* countries 
- -- - -- - 

- 

fc s1qF* an absorpfvion m d e l  of t k  balance of payments. 

'-?lis sffers a structt iral  explanation of persistent pay-mnts 

&lni:its Fri developing countries. It is w e d  that these 



pem~tmt def i c i t s  do not always r e f l ec t  irresponsible 

mnetwf p l i c i e s  . 
(ii) It undertakes an ~ i r i c a r ' e ~ t i o n ,  via an e c o n m t r i c *  

&el of a 'representative1 developing + country, namely, 

Jan-&=, in the period 1962 t o  1971 using the nodel defined 

abscqt ion  and the  balance of trade which i s  discussed 

fuE-;i Chapter I11 i s  estirrated in Ghapter IV. 

A by-product of the nodel is tha t  i t rperml ts  the est inat ion of the 
-3 

ierrard for  nbney f'mctior? and the  capi ta l  flows function in a sirrolltaneous 

equations system. Single q w t i o n  nodels of both these f'unctions have 
Ffl 

beer. cri t ic ized fo r  -&-ig possible sjnniitaneous equation bias. 

P M l y ,  the l ag  of the stock of high-powered mney i s  in the &el 

a 3 p r e - d e t e r n e d  7mriable. Impact rrmltipliers with respect t o  this 

-7r-rbble allows us t o  do s e  rudirrsentary policy analysis. 





"The incomputable does not -exist." . 

J.W. von Goethe 

Faust Part I1 Act I 

translated by W. Arndt 
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foremen%ioned should - be regarded , . as a 

Leontief Production Function. I w a s  
, - 
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7 h a ~ t e r  1 In t roduc t fon  and L i t e r a t u r e  Survey 

11: t h i s  d i s s e r t a t i o n  I in t roduce  a monetary\ p model o f  op,en 
A rp. 

5 e w l o p i n g  economies which a t t e m p t s  t o  synthesiWze f e a t u r e s  

(1) s tandard  ba lance  of payments theory ;  ( 2 )  economic 

5 e - 1 ~  lopment theory;  and (3)  t h e  modern theory  of i n t e r n a t i o n a l  

n a p i t a l  movements* ? 

Sicce  most of t h e  coun t r f e s  o f  t h e  t h i r d  world have open 

1 5 ~ e i o p i n g  economies, and s i n c e  r e l a t i v e l y  l i t t l e  a t t e n t i o n  

has been given t o  t h e  monetary consequences o f  t h e  i n t e r a c t i o n  

bt:ween economic development and balance of  payments adjus tments  

in 'hese economies, t h i s  model could have f a i r l y  wide appeal .  

iiowever i t  has been formulated s p e c i f i c a l l y  t o  ana lyse  t h e  

zme ta ry  s e c t o r  of t h e  J m i c a n  economy and a q u a r t e r l y  v e r s i o n  

i s  i s t d  t o  s tudy  t h a t  country dur ing  t h e  first t e n  yea r s  of i t s  
8 

az:s+ence a s  a sovere ign  s t a t e ,  t h e  per iod  1962-1971. 

:his pe r iod  co inc ides  almost e x a c t l y  w i t h  t h e  l a s t  decade 
./ 

cf 3he 3re"con Woods f i x e d  exchange r a t e s  system. This combined 

wi:? the f a c t  t h a t  Jvoa ica  i s  a prime example of a s m a l l  open 

6 % ~ 3 ~ y  ~ a k e s  it convenient  t o  t e s t  some of t h e  hypotheses o f  

ths z n r i ~ t l ^ r y  approach t o  t h e  ba lance  of payments. This  approach, 
, - - 

813 =-so the abso rp t ion  approach t o  t h e  balance o f  payments a r e  
- .  - - ,,sz-;sseC a2 s o m  length i n  t h i s  chap te r .  

314 approach 5 0  development t h a t  I use i s  based on L i n d e r T s  

'195-) thee-y of t r a d e  f o r  developing coun t r i e s .  Th is  theory  

s L s 5  l s  c u t l i n e d  i n  some d e t a i l  i n  t h i s  chap te r .  A d i s c u s s i o n  
s 

1 



of t h e  modern theory  of i n t e r n a t i o n a l  c a p i t a l  movements i s  

de fe r r ed  t o  Chapter I11 where i t  i s  in t roduced  i n  t h e  con tex t  

of  one of t h e  behav iou ra l  r e l a t i o n s h i p s  i n  t h e  model. 

Fea tu re s  from t h e  forementioned a r e a s  o f  economic theory  

a r e  i n t e g r a t e d  i n t o  a r e a l i s t i c  account of t h e  Jamaican economy. 

T h i s  account i s  encapsu la ted  i n  a  smal l  s imul taneous  equa t ion  

model which c o n t a i n s  s i x  behavioura l  equa t ions  t h a t  are 

es t imated  by t h e  methad of two s t a g e  l e a s t  squares .  

This chap te r  con t inues  wi th  an o u t l i n e  of  L i n d e r v s  (1967 )  

c o n t r i b u t i o n  t o  t h e  t heo ry  o f  economic development. 

L i n d e r l s  Theory of Trade f o r  Developing Count r ies  

Linder (1967) d e s c r i b e s  a  group of c o u n t r i e s  which though 

" they-have  a l l  t h e  u sua l  c h a r a c t e r i s t i c s  of  underdeveloped 

c o u n t r i e s ,  a l s o  have a reasonable  chance of  a  s e l f - s u s t a i n e d  

growth Erocess which w i l l  even tua l ly  t u r n  them i n t o  advanced 

e c o n o m i e ~ . ~ ~  He then  p o s t u l a t e s  t h a t  " t he  c h a r a c t e r i s t i c  e f f e c t  

o f  t r a d e  on such c o u n t r i e s  ( i s  t h a t ) " f u l l y  t o  u t i l i z e  thqir 

- ? i s t i n g  r e sou rces  and t h e i r  growth p o t e n t i a l  t h e y  r e q u i r e  

c e r t a i n  imports  t h a t  it maySprove impossible  t o  acqu i r e  through 

expor t s  of  equa l  value .  The simultaneous-esteblishment of 

i n t e r n a l  and e x t e r n a l  equ i l i b r ium i's t h u s  n o t , p o s s i b l e . "  (p.9) 

The crux o f  Linder s a~gumen t  i s  -mat-there is-in-value - - 

terms an import minLmum and an export xlmuffi faz devel-oping 
. . 7 -3 

coun t r i e s .  This argument imp l i e s  thak - t h e i r  development 
: 



i n t o  advanced ecenomies e o u l d  be s u b j e c t  to a b i n d i n g  f o r e i g n -  

exchange c o n s t r a i n t .  S i n c e  t h i s  n o t i o n  h a s  been t h e  s u b j e c t  of  
,--- 

some contpoversy  i n  t h e  p a s t ,  I w i l l  d i s c u s s  t h e  g e n e r a l  concept  

of  a  foreign-exchange c o n s t r a i n t  b e f o r e  I c o n t i n u e  my d e s c r i p t i o n  

o f  L i n d e r l s  (1967) t h e o r y .  

The n o t i o n  of  a  f o r e i g n  exchange c o n s t r a i n t  on economic 

development was first broached by Chenery and Bruno (1962) .  - It 

was l a t e r  f o r m a l i s e d  by McKlnnon (1964) and Chenery and S t r o u t  

(1966).  The a n a l y s i s  t a k e s  o f f  from two assumpt ions  about  a  

deve lop ing  c o u n t r y ' s  a g g r e g a t e  p roduc t ion  f u n c t i o n .  These a r e  

1 + 

t h a t  i t  i s  c h a r a c t e r i s e d  by: (I) a f i x e d  c a p i t a l - o u t p u t  r a t i o ;  

/ and  ( 2 )  a  f i x e d  import-output  r a t i o .  T o t a l  inves tment  t h e r e f o r e  
J 

-s -- - 
. ' d  c o n s i s t s  of impor ted  i n p u t s ,  M I ,  and domest ic  i n p u t s ,  D ,  w h i c h -  

are~'cornplemeht s. Formally we have 

A Y  = min( BIAMI, 0 2 A D )  I . , *l4.1 
t 

where e l  and e 2  a r e  p o s i t i v e  c o n s t a n t s .  A d d i t i o n a l l y  i t  i s  

assumed t h a t  growth t a k e s  p l a c e  accord ing  t o  t h e  Ha~rod-Domar 

formula  

where I i s  inves tment  and s is t h e  average  p r o p e n s i t y  t o  save .  

L Y J T  IS ,of  c o u r s e ,  the Tnrremental o u t p u t - e a p s a l  r & h  

E x a m i m t i ~ n  of equation 1-1 reveal= that u t i l i z a t i o n  -of - 

an a d d i t i o n a l  u n i t  o f  domest ic  i n p u t s  r e q u i r e s  t h a t  imported .+ 
i n p u t s  must i n c r e a s e  bye2/e1so t h a t  t o t a l  inves tment  must 



i n c r e a s e  by(el + 82 ) / 6 1  . T h i s  w i l l  cause  o u t p u t  t o  r l s e  by e 2 .  

The i n c r e m e n t a l  o u t p u t - c a p r t a l  r a t i o  can t h e r e f o r e  be  w r i t t e n  - 

as ( 8 1 . 8 2 ) / ( 8 1 + 8 2 ) .  Not ice  t h a t  t h i s  whole e x p r e s s i o n  approaches  

8 2  a s  e l  approaches  i n f i n i t y .  I n  t h i s  extreme c a s e  t h e  on ly  

'Wnding c o n s t r a i n t  on economic growth i s  t h e  a v a i l a b i l i t y  o f  
a- 

domest ic  i n p u t s .  T h i s  i s  t h e  o r i g i n a l  Harrod-Domar c l o s e d  

economy case .  Conversely as e lapproaches  z e r o ,  impor ted  i n p u t s  .- 
t e n d  t o  be  t h e ~ b i n d i n g  c o n s t r a i n t .  L inder  (1967)  s u g g e s t s  t h a t  

the l a t t e r  c a s e  r e f l e c t s  t h e  s i t u a t i o n  i n  deve lop ing  c o u n t r i e s .  

A number of  o b j e c t i o n s  t o  t h i s  type  of a n a l y s i s  have been 

r a i s e d .  g e n e r a l  t h e s e  aim t o  deny t h e  p o s s i b i l i t y  o f  an 

independent  fore ign-exchange c o n s t r a i n t ,  o r  an import-export  gap 

that i s  s e p a r a t e  from t h e  inveslxpent-saving gap. Consequently 

t h e  approach i s  sometimes c a l l e d  t h e  dual-gap h y p o t h e s i s .  These 

c r i t i c s  f r e q u e n t l y  q u e s t i o n  t h e  r e a l i s m  of t h e  e m p i r i c a l  
* 

assumpt ions  t h a t  s u p p o r t  t h e  p r o d u c t i o n  f u n c t i o n  i n  e q u a t i o n  1.1. 
1 

La1 (1972) has  summarised t h e s e  o b j e c t i o n s .  He w r i t e s :  

Three assumpt ions  r e l a t i n g  t o  t h e  t r a n s f o r m a t i o n  
p o s s i b i l i t i e s  (between c u r r e n t  consumption and 
f u t u r e  consumption) open t o  t h e  economy must 
hold  s i m u l t a n e o u s l y  i n  ~ u c h  an economy f o r  t h e r e  

t*. t o  b e  a  foreign-exchange c o n s t r a i n t  which i s  
independent  o f  a s a v i n g s  c o n s t r a i n t  t o  i n c r e a s i n g  
f u t u r e  o u t p u t  o f  (domest ic  goods).  F i r s t  a l o n g  
any i s o q u a n t , . t h e  technology does  n o t  pe rmi t  any 
s u b s t i t u t a b i l i t y  a f t e r  a p o i n t ,  of' domest ic  f o r  
f o r e f g n  i n p u t s  i n  t h e  p r o d u c t i o n  o f  (domest ic  
goods) .  S e c o c 6 , t h e  dornesti$ r a t e  o f  t r a n s f o r m a t i o n  
of  tdornestic goods) i n t o  [imports-1 l ~ - z e r ~ , ,  . - -- - 

Third ,  t h e  f o r e i g n  r a t e  of  t r a n s f o r m a t i o n  of 
(domest ic  goods)  i n t o  ( i m p o r t s )  i s  z e r o  a f t e r  a  
c e r t a i n  s t a g e ,  f o r  movements a l o n g  t h e  f o r e i g n -  
o f f e r  cu rve .  
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I n  L i n d e r l s  (1967) model t h e s e  a s sumpt ions  are e x p l i c i t .  

1: i s  e a s y  t o  s e e  t h a t  i f  any one does  n o t  h o l d ,  a s e p a r a t e  

'? i z p o r t - e x p o r 4  gap canno t  be shown t o  e x i s t .  f t h e r e  i s  

s u b s t i t u t a b i l i t y  between domes t i c  and f o r e i g n  i n p u t s ,  a 

s h o r t a g e  o f  i m p o r t s  can  b e  c o u n t e r a c t e d  w i t h  an  expans ion  o f  

h domes t i c  i n p u t s .  So t h a t  i f  e x p o r t  r n i n g s  were n o t  enough 
. * 

5 5  p u r c h a s e  ,a g i v e n  se't o f  i m p o r t s ,  i t  would be  s u f f t c i e n t  t o  

expand domes t i c  s a v i n g s  by t h e  amount n e c e s s a r y  t o  a c q u i r e  

t h e  domes t i c  s u b s t i t z t e s  f o r  impor ted  i n p u t s .  I n  o t h e r  words, 

s i n c e  by d e f i n i t i o n  !$ - X = I - S-where  M i s  i m p o r t s ,  X i s  

e x p o r t s ,  I i s  i n v e s t n e n t s  and S i s  s a v i n g s ,  a r i s e  i n  M h o l d i n g  

% and I c o n s t a n t  can  be c o u n t e r a c t e d  by  a n  e q u a l  r i s e  i n  S. 

Azzoraing t o  t h e  same r e a s o n i n g , $ i f  impor t  s u b s t i t u t i o n  i n  t h e  
, 

domes t i c  c a p i t a l  goods i n d u s t r y  i s  p o s s i b l e  a  s h o r t - f a l l  i n  

a c t u a l  i m p o r t s  -can b e  conpensa ted  by t h e  expans ion  o f  domes- 

tically produced impor t  s u b s t i t u t e s .  F i n a l l y ,  i f  t h e  economy 

s m  a lways  a c q u i r e  t h r o u g h  t r a d , e  s u f f i c i e n t  i m p o r t s  t o  meet 

i t s  p r o d u c t i o n  r e q u i r e m e n t s ,  t h e  whole problem becomes t r i v i a l .  

The v a l i d i t y  of  L i n d e r t s  (1967) argument can  t h e r e f o r e  b e  s e e n  

' t o  depend upon how c l o s e l y  e q u a t i o n  1.1 approx ima tes  p r o d u c t i o n  

p c s s i b i l i t i e s  i n  a d e v e l o p i n g  coun t ry .  

A paper  i n  which J o s h i  (1970) c o u n s e l l e d  a g a i n s t  t h e  

z f s u s e  o f  t h e  dual-gap . hypothesis, demonstrated *ha% Sf' w e  

~ 4 e  the custonary n e c c l a s s i c a l  a s sumpt ions ,  and further 

sssumed a p l a n n e r s '  i n d i f f e r e n c e  cu rve ,  t h e n  a s t r i c t  f o r e i g n  

sxshange  gap would r e q u i r e  t h a t  p l a n n e r s  d i d  n o t  v a l u e  p r e s e n t  
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consumption a t  t h s  m r g i n .  It s h o u l d  be  n o t e d  t h a t  t h i s  

c o n d i t i o n  i s  n o t  i c c o n s i s t e n t  w i t h  t h e  famous Mahalonobis 

( 1 9 5 3 ) ' p l a n n i n g  model, p a r t s  o f  which, a r e  a t t r a c t i v e  t o  

many t h i r d  wor ld  p o l i c y  makers.  

I n  a r e c e n t  r e t o r t  t o  t h e  c r i t i c s  of  t h e  d u a l - g a p *  

h y p o t h e s i s ,  T h i r l w a l l  (1967,  pp.14-15) s a y s  t h e  f o l l o w i n g :  

\ 

While t h e  c r i t i c i s m s  a r e  w e l l  t a k e n ,  t h e r e  
a r e  two i m p o r t a n t  d e f e n c e s  o f  dual-gap 
a n a l y s i s .  F i r s t ,  f a c t o r  p r o p o r t i o n s  may be 
s low t o  a d j u s t ,  and s u b s t i t u t i o n  between 
f o r e i g n  and domes t i c  i n p u t s  may be a l o n g  
drawn-out p r o c e s s .  If s o ,  t h e  t r a d i t i o n a l  
p o l i c y  c o n c l u s i o n s  of  dual-gap a n a l y s i s  
remain  v a l i d ,  ... i f  f o r e i g n  exchange i s  t h e  

o n s t r a i n t ,  a t t e m p t s  can  b e  made t o  
s a v i n g  f o r  e x p o r t  promotion o r  

a c t i v i t i e s ,  C o u n t r i e s  i n  
t h i s  s i t u a t i o n  may, however, r u n  up a g a i n s t  
what L inde r  h a s  c a l l e d  a n  e x ~ o r t  maximum.... 
I f  t h e r e  i s  a n  e x p o r t  maxim&, and domes t i c  
and  f o r e i g n  i n p u t s  a r e  n o t  e a s i l y  s u b s t i t u t a b l e  
t h e  c o n c l u s t i o n s  of dual-gap a n a l y s i s  canno t  
b e  l i g h t l y  d i s m i s s e d .  (emphasis  mine) 

T h i r l w a l l f s  (1974)  remarks  l e a d  u s  back t o  t h e  d i s c u s s i o n  

gf L i n d e r f s  (1967)  t h e o r y .  T h i s  e x p l i c i t l y  assumes~%hat  t h e  

p r o d u c t i o n  f u n c t i o n  i n  e q u a t i o n  1.1 i s  a c h a r a c t e r i s t i c  of 

d e v e l o p i n g  c o u n t r i e s .  We saw e a r l i e r  t h a t  i n  t h a t  e q u a t i o n ,  

?h? v a l u e  t a k e n  b y e l  h e l p s  t o  de te rmine  i f  t h e  economy w i l l  

e x p e r i e n c e  a fore ign-exchange  c o n s t r a i n t .  S p e c i f i c a l l y  i f e l  
* 

i s  e q u a l  t o  i n f l n i t y  t h e r e  i s  no  independen t  fore ign-exchange  

z m s t r a i n t .  I n  t h i s  u n l i k e l y  c a s e ,  t h e  c a p i t a l - o u t p u t  r a t i o  

i s  t h e  domest ic  c a p i t a l  o u t p u t  r a t i o .  However, whenever e l  

i s  l e s s  t h a n  i n f i n i t y  t h e r e  i s  b y  d e f i n i t i o n  a n  impor t  minimum. 



According t o  Linder ( Igr  67) t h i s  import minimum w i l l  t y p i c a l l y  

exceed t h e  expor t  maximum of a  developing economy dur ing  t h e  . 

s t a g e  of i t s  r a l  t r ans format ion .  

Since  i t  i s  muc e a s i e r  t o  demonstrate an imp.ort minimum i. 
t han  i t  i s  a t e  an expor t  maximum, I s h a l l  d e a l  f i rs t  

wi th  t h e  f o  (1967) theory  draws a d i s t i n c t i o n  

between two k inds  of  impo>ts; one f o r  which t h e r e  could be 

domestic s u b s t i t u t e s ,  and t h e  o t h e r  f o r  which t h e r e  could be 

none. The s e t  of  imports  f o r  which t h e r e  a r e  no f e a s i b l e  
a 

s u b s t i t u t e s  c o n s i s t s  of  what he c a l l s  expansion imports  and 

what he c a l l s  maintenance imports .  The former a r e  r equ i r ed  t o  

s t a r t  t h e  p rocess  of ec'onomic development. This i s  t h e  s t a g e  

a t  which t h e  economy s t a r t s  a  t r a n s i t i o n  from be ing  under- 

developed ' to  be ing  advanced. During t h i s  t r a n s i t i o n  i t  Is 

necessary  t o  s e r v i c e  o r i g i n a l  imported equipment w i th  f u r t h e r  

/ imports .  These Linder (1967) c a l l s  maintenance imports .  An 

economy t h a t  a c q u i r e s  expansion imports  bu t  i s  unable t o  a f f o r d  

maintenance imports  i s  l i k e l y  t o  e x h i b i t  excess  capac i ty  and 

domestic i n p u t s  i n i t i a l l y  employed a s  cbmplements become i d l e .  

again .  

An im$ort minimum poses no problems f o r  a developing 

country when t h e  v a l u e  of i t s  expor t s  and c a p i t a l  ffows i s  
- 

- -  - 
s u f f i c i e n t  t o  cover the va lue  of  i t s  n e c e s ~ a r ~ i m p o r t s .  

However, development t h e o r i s t s  claim t h a t  a f o r e i g n  exchange 

c o n s t r a i n t  e x i s t s  whenever t h e  va lue  o f  necessary  imports  

exceeds t h e  maximum p o s s i b l e  va lue  of t h e  coun t ry ' s  expor t s .  



- 

- - . 
This c o n s t r a i n t  may be r e l e a s e d  by c a p i t a l  flows. But r e l i a n c e  

upon c a p i t a l  f lows t o  r e 1 e a s e . a  f o r e i g n  exchange c o n s t r a i n t  

, places-a coyntry i n  a vu lne rab l e  pos i t i on .  An expor t  maximum 

-- i s  t h e r e f o r e  an important  parameter  f o r  a  developing country.  
b 

The p o s s i b i l i t y  of  an expor t  maximum i s  d?sregarded i n  

n e o c l a s s i c a l  t r a d e  t heo ry ;  according t o  which, a  count ry  can 

contfnue t o  i n c r e a s e  the e x p o r t s  of any commodity f o r  which it  - - 

r e t a i n s  a comparative advantage i n  production.  L inde r ' s  (1967) 

demonstra t ion t h a t  t h i s  p r o p o s i t i o n  i s  f a l s e ,  i s  perhaps one 

of t h e  major c o n t r i b u t i o n s  t o  economic development theory  made 

i n  t h e  last two decades. He shows t h a t  a  country  may have a  

comparative advantage i n  t h e  p roduc t ion  of some commodity bu t  

be unable t o  ga in  a  p o s i t i v e  value-added from expor t i ng  i t .  

This i s  because t h e  Hawkins-Simon cond i t i on  may no t  be met. 

I n  o t h e r  words, t h e  va lue  o f  imports  necessary  t o  produce a  
- 

u n i t  of expor t s  may be g r e a t e r  t han  t h e  v a u e  of imports  t h a t  

can be earned from t h a t  u n i t  of  expor t s  a t  t h e  given terms of 

t r a d e .  That i s  i n  equa t ion  1.1 e l i s  l e s s  t han  u n i t y .  

Linder (1967) i s  no t  unaware t h a t  t h i s  p r o p o s i t i o n  i s  

somewhat c o u n t e r - i n t u i t i v e ,  so  he i s  c a r e f u l  t o  suppor t  i t  

wi th  a  h igh ly  p l a u s i b l e  hypothes i s  about t h e  cause of  i n t e r -  

n a t i o n a l  t r a d e  i n  manufactures. Th is  i s  t h e  t heo ry  of 

, " r ep re sen t a t i ve  demandtf which s t a t e s  t h a t k c o u n t r y  i s  most 

e f f i c i e n t  i n  t h e  manufacture o f  goods that  f i t  i n t o  t h e  
d 

economfc s t r u c t u r e  of  ( i t s )  domestic market." @ What t h i s  

supposes  i s  t h a t  t h e .  en t r ep reneu r s  of a country  i n  which a 



c e r t a i n  commodity 

e x p e r t i i e  i n  i t s  manufacture ,  t h a t  i s  n o t  s h a r e d  by e n t r e -  t 
4 

p r e n e u r s  i n  whose domest ic  market t h e  commodity i s  n o t  t r a d e d .  

He e x p l a i n s  t h e  r o l e  t h e  t h e o r y  of " r e p r e s e n t a t i v e  demand1' 

p l a y s  i n  e s t a b l i s h i n g  h i s  v e r s i o n  o f  a  foreign-exchange 

c o n s t r a i n t  t h i s  way. 

There i s  g r e a t  importance i n  hav ing  a t h e o r y  
which a l l o w s  e x p o r t s  d i f f i c u l t i e s  independent  
o f  i n t e r n a l  p o l i c i e s .  It i s  made p o s s i b l e  by 
t h e  t h e o r y  o f  r e p r e s e n t a t i v e  demand, which a l s o ,  
and e q u a l l y  s i g n i f i c a n t l y ,  shows t h a t  a  deve lop ing  
coun t ry  must somehow p a s s  th rough  a s t a g e  o f  
development p lagued by f o r e i g n  t r a d e  d i f f i c u l t i e s ,  
i n  o r d e r  t o  become a b l e  t o  e x p o r t  manufactures .  

4 Without such a t h e o r y ,  d i s c u s s i o n s  of  a  Itfore jgn- 
.> 

exchange1' c o n s t r a i n t  amount t o  n o t h i n g  more t h a n  
a s t r i n g  o f  arguments  based on a p e c u l i a r  
assumption i n  d i r e c t  c o n f l i c t  w i t h  t h e  comparat ive-  
c o s t  theory . (p .41)  

The t h e o r y  o f  r e p r e s e n t a t i v e  demand, t h e r e f o r e ,  h e l p s  

t o  e x p l a i n  why a deve lop ing  coun t ry  may earn"  a  n e g a t i v e  va lue-  

adaed from, i t s  e x p o r t s .  However, i t  i s  impor tan t  

t h a t  L inder  (1967) s e e s  t h i s  as on ly  a  t r a n s i t o r y  phenomenon. 

I n  t ime  t h e  s t r u c t u r e  o f  t h e  economy i s  s u f f i c i e n t l y  t ransformed 
, . 

f o r  i t  t o  have an  adequa te  r ange  o f  exporbab les  t h a t  f i t  i n t o  

t h e  s t r u c t u r e  o f  i t s  domest ic  market.  It t h e n  e n j o y s  t h e  normal 

b e n e f i t s  o f  i n t e r n a t i o n a l  t r a d e .  However, d u r i n g  t h e  p e r i o d  o f  

t r a n s i t i o n ,  i f  a  deve lop ing  coun t ry  a t t e m p t s  t o  invade  t h e  

market f o r  manufac tu res  i n  a n  advanced economy ib w i l l - i n c u r  - - -  

s e v e r e  d i f f i c u l t i e s .  T h e r e f o r e  as f a r  a s  manufactures  are 

concerned a deve lop ing  c o u i G y  i s  l i k e l y  t o  f a c e  an expor t  



maximum. When i t  comes t o  prfmary expor t s  of  developing - 

c o u n t r i e s ,  Linder (1967) r e l i e s  on t h e  tendency of  t h e s e  #' 

produc ts  t o  be c h a r a c t e r i s e d  by a r e l a t i v e l y  price i n e l a s t i c  f==3 
demand t o  e s t a b l i s h  h i s  argument about an expor t  maximum. 

Al toge ther  h i s  views t h a t  a developing country  i s  l i k e l y  t o  

f a c e  an expor t   ma^^^ i* vake terns f s v e r y  cenvinciag.  

For any given time, whether o r  no t  t h e  import minimum 

exceeds t h e  expor t  maximum, i s  an empi r i ca l  ma t t e r .  But 

whenever t h i s  happens t h e r e  w i l l  be a foreign-exchange gap 

which i n  t h e  absence o f  compensating c a p i t a l  f lows w i l l  . 

prevent  t h e  s imul taneous  achievement of i n t e r n a l  and e x t e r n a l  

balance.  My t h e s i s  exp lo re s  t h e  monetary consequences of 

one of t h e  s t r a t e g i e s  t h a t  a developing country ,  which f i n d s  

i t s e l f  i n  t h i s  p o s i t i o n ,  might pursue.  

I n  a s tudy  d i s cus sed  f u r t h e r  ori i n  t h i s  chap te r ,  H a r r i s  

(1970) sugges t s  t h a t  t h e  Jamaican economy became s u b j e c t  t o  

a b ind ing  foreign-exchange c o n s t r a i n t  sometime between 1959 
t 

- and 1961. This  makes i t  appear ,worthwhi le  t d  use  L i n d e r t s  

(1967) work t o  he lp  ana lyse  t h e  Jamaican economy between 1962 

and 1971 .  The way I inco rpo ra t e  L i n d e r f s  (1967) a n a l y s i s  i n t o  

my t h e s i s  enab les  me t o  ( a )  g ive  a reason why a ba lance  of  
1 

payments d e f i c i t  may a r i s e  i n  a deve lop ing  coun€rF, and m) 
the  f - fscal  and monetary a u t h o r i t i e s  may a t tempt  t+ obstruct 

t h e  s e l f - c o r r e c t i n g  tendenc ies  of a ba lance  of  payments d i s -  

equ3l ibr ium under a regime of f i x e d  exchange r a t e s .  My nex t  



s t e p  i s  t o  l i n k  L i n d e r ' s  [ 1 9 6 7 ) 4 h e o r y  t o  modern b a l a n c  
T 

payments theory .  

If f o l l o w i n g  Chenery and S t r o u t  (1966)-we approximate  t h e  
F 

foreign-exchange gap by t h e  e x c e s s  of  g r o s s  domest ic  inves tment  

o v e r  g r o s s  domes t i c  sav ing ,  it i s  e a s y  t o  show byxuse o f  t h e  

K e y n e s f  an i f t e e m e  i&e&%tg %h&t t h e  n e g a t i v e  of t h i s  gap %s 
1 

e q u a l  t o  t h e  b a l a n c e  of  t r a d e ,  which i s  i d e n t i c a l l y  e q u a l  t o  , 

t h e  excess  o f  a g g r e g a t e  domest ic  product .  ' 

That  i s ,  by d e f i n i t i o n  . 

where S i s  g r o s s  domest ic  s a v i n g ,  I i s  g r o s s  inves tment ,  X i s  

e x p o r t s ,  M i s  i m p o r t s ,  Y i s  g r o s s  domes d u c t ,  C i s  g r o s s  
* 

p r i v a t e  consumption and G i s  government i t u r e .  T h i s  
4 3  'L 

i d e n t i t y  i s  a n a t u r a l  nexus between L i n d e r t s  (1967) t h e o r y  J 
F 

and b a l a n c e  of  payments theory .  

The Absorption Approach t o  the Balance o f  Payments 'B 

Meade (1951) was t h e  f i rs t  t o  s ' c l e a r l y  t h a t  t h e  P@f' 
e x c e s s  of  e x p e n d i t u r e  over  income was impor tan t  f o r  e x p l a i n i n g  

post-war b a l a n c e  o f  payments problems i n  t h e  - - advanced - - - - - - - economies. - - - - - 

f u z t h e r  developed by Alexander (1952 )  and l a t e r  
-- 

o r p t i o n  approached.  i 
I f  f o l l o w i n g  Alexander (Jq52)  we c a l l  t h e  t e rm i n  b r a c k e t s  

on t h e  r ight -hand s i d e  of e q u a t l o n  1-3 a b s o r p t i o n ,  we can w r i t e  



- t h e  e q u a t i o n  f o r  t h e , b a l a n c e  o f  t r a d e  as 
- 

where T i s  t h e  b a l a n c e  o f  t r a d e ,  A i s  a b s o r p t i o n  and Y i s  

as p r e v i o u s l y  def ined.  It now becomes c l e a r  t h a t  a  d e f i c i t  

~ s ~ ~ p ~ - o l r ~ r ~ ~ b a Z 1 Z ~ c e i s  a s s o c i a t e d  w i t h  a ri& ( f a l l )  

i n  a b s o r p t i o n  r e l a t i v e  t o  domest ic  p roduc t  . However, e q u a t i o n  

,/ 1.4 i s  r e a l l y  an  By i t s e l f  i t  s a y s  n o t h i n g  abou t  t h e  
I 

L 
d i r e c t i o n  of t h e  t r a d e  b a l a n c e  and t h e  e x c e s s  

o f  a b s o r p t i o n  o v e r  i n c o  Nonetheless ,  Meade (1951),  Axexander 

(1952) and l a t e r  Johnson (1958) a l l  * s t r e s s  t h e  f a c t  t h a t  which- 

e v e r  t h e  d i r e c t i o n  of c a u s a t i o n ,  c o r r e c t i o n  of an  a d v e r s e  t r a d e  

b a l a n c e  r e q u i r e s  t h e  lower ing  o f  a b s o r p t i o n  r e l a t i v e  t o  domest ic  
% k  

income. I n  t h i s  connec t ion  t h e  l a s t  named i n t r o d u c e d  t d  u s  \ 

t h e  now famous e x p r e s s i o n s ,  e s e n d i t u r e  r e d u c i n g  and e x p e n d i t u r e  

swi tch ing .  It w i l l  b e  r e c a l l e d  t h a t  an  e a r l y  i n s i g h t  from t h e  

a b s o r p t i o n  approach was t h a t  a coun t ry  which was runn ing  a  

t r a d e  d e f i c i t  and a t t empted  t o  c o r r e c t  i t  w i t h  impor t  r e s t r i c -  

o n l y  i f  t p e  f r u s t r a t e d  impor t  demand was 

demand. 

I n  g e n e r a l ,  a b s o r p t i o n  t h e o r i s t s  go f u r t h e r .  They sugges t  
-- 

'.hat absofp%im-is a f m c t i o n o f  inGme and that  a t r a d e  im- 
- - -  

b a l a n c e  is the conseQuettee of a d3vergence b e m e e n  income-and 

a b s o r p t i o n .  One p o s s i b l e  s p e c i f i c a t i o n  of' t h e i r  model i s  



The cha in  

ghere fore  

of causa t ion  sukgested by t h e  absorp t ion  approach 

which may be regarded as an eAtension of t h e  Keynesian model 
-, 

t o  t h e  cond i t i ons  o f  an open economy, 

An obvious weakness of t h i s  theory  i s  t h a t  i t  does n o t  

exp lg in  t h e  cause  of the d f v e ~ g e n c e  of A from Y.  However, i t  

w i l l  be shown below t h a t  Linder ' s  (1967) t heo ry  sugges t s  an 

adequate e x p l a n a t f o ~  f o r  t h i s  diverg'ence i n  the case o f  
f 

developing economies. Another omission i n  t h e  abse rp t ion  

approach -- i t s  f a i l u r e  t o  examine monetary s t o c k  adjus tments  

a s s o c i a t e d  w i t h  t r a d e  imbalances -- serves a s  a po in t  of 

depairture f o r  dlscussfil-g t h e  monetary approach t o  t h e  ,balance ' 

The ~ o n e t a r y  Asproach t o  t he  Balance of  payments 

The' ~ ~ i z i ~ s  sf fhe  monetary approach t o  t h e  balance of' 

c s p e r 5 s  go 3ask :s S z n t i l l o n  (1964) whose work f i r s t  appeared 





t h e  c o n s o l i d a t e d  b a l a n c e  s h e e t  o f  t h e  bank ing  i n d u s t r y  i n  an  

open economy. This approach  i s  s imi lar  t o  t h a t  t a k e n  by 

- C u r r i e  (1976)  b u t  I have chosen a  s i m p l e r  i d e n t i t y  t h a n  t h e  

one he  used which w a s  i n t e n d e d  a l s o  t o  i l l u s t r a t e  c e r t a i n  

p e c u l i a r i t i e s  of  t h e  U . K .  bank ing  s e c t o r .  We have 

where F i s  t h e  s t o c k  of f o r e i g n  exchange r e s e r v e s  i n  t h e  

sys t em,  D O  i s  t h e  s t o c k  of domes t i c  a s s e t s  h e l d  by t h e  
. . 

c e n t r a l  bank, L i s  t h e  volume of bank l o a n s ,  C A  i s  c a s h  
- 

ir t h e  h a a s  o f  t h e  non-bank p u b l i c  and DE i s  t h e  volume 

sf bank d e p o s i t s .  
r 

From e q u a t i o n  1 . 7  we d e r i v e  t h e  f o l l o w i n g  d e f i n i t i o n  

fo? !?, t h e  money s t o c k :  

WS = F + (DO + L )  -. 1 . 8  

3 e  b r a c k e t e d  t e r n  o f  the  r i g h t  member of, e q u a t i o n  1 . 8  i s  

sr e x p r e s s i o n  f o r  domes t i c  c r e d i t ,  a v a r i a b l e  t h a t  p l a y s  an 

iz?s$tar,t r o l e  i n  t h e  monetary approach  t o  t h e  b a l a n c e  of 

FE--en',s. - 
- - % - - 

s i n s  t h i s  approach  i s  a b o u t  an  ad jus tmen t  p r o c e s s  I 
- 

2 e m i 5 e  e q u a t f o n  1.8 z f k e r  t a k i n g  f i r s t  d i f f e r e n c e s .  



The monetary n a t u r e  o f  t h e  b a l a n c e  o f  payments becomes 

r e a d i l y  obse rvab le  when' i t  i s  no t  i c e d  t h a t  1 . 9  i m p l i e s  t h a t  

f o r  a  g iven  s t o c k  of  money a  bglance  of payments d e f i c i t  

( s u r p l u s )  i s  by d e f i n i t i o n  a s s o c i a t e d  w i t h  a  r i s e  ( f a l l )  i n  

domest ic  c r e d i t .  
2 

It i s  qow p o s s i b l e  t o  s t a t e  t h e  essence  o f  t h e  monetary 

approach t o  t h e  b a l a n c e  of  payments. Under a-  f i x e d  exchange 

r a t e  regime,  a b a l a n c e  o f  payments d e f i c i t  o r  S r p l u s  r e p r e s e n t s  

a  phase  i n  a s t o c k  adjus tment  p r o c e s s  i n  t h e  money market and 

i s  n e c e s s a r l  l y  s e l f - c o r r e c t i n g  a l o n g  r u n .  

Some economis ts  ( f o r  i n s t a n c e  C u r r i e  (1976) ) d i s p u t e  

t h a t  a  b a l a n c e  of  payments d i s e q u i l i b r i u m  i n t r i n s i c a l l y  

s e l f - c o r r e c t i n g  i n  t h e  long  run .  They a rgue  t h a t -  under  c e r t a i n  

e r e a l i s t i c  c o n d i t i o n s  t h e  c o r r e c t i o n  of  a  payments imbalance 

i s  e s s e n t i a l l y  d i s c r e t i o n a r y  and au tomat ic .  I b e l i e v e  t h i s  

d i s p u t e  i s  l a r g e l y  a  m a t t e r  of  semant ics .  However, l e t  u s  

s e e  why monetary t h e o r i s t s  o f  t h e  b a l a n c e  of  payments b e l i e v e  

i n  an  au tomat ic  adjus tment  of  t h e  b a l a n c e  of  payments under a 

f i x e d  exchange r a t e  regime. 

I n t e r n a t i o n a l  m o n e t a r i s t s  assume ( a )  a  s t a b l e  long-run 

w e a l t h  e x p e n d i t u r e  r e l a t i o n  and ( b )  a  s t a b l e  long-run demand 

for money f u n c t i o n .  It i s  e a s y  t o  show t h a t  i f  t h e s e  two 

assumpt ions  a r e  met and, a d d i t i o n a l l y ,  t h e  government b a l a n c e s  



i t s  budget ,  d i s e q u i l i b r i u m  i n  t h e  b a l a n c e  o f  payments w i l l ,  

i nduce  t h e  p r i v a t e  s e c t o r  t o  a c t  i n  such a wag a s  t o  r e s t o r e  

' equi l ibruum w i t h o u t  government i n t e r v e n t  i o n .  

To s e e  t h i s ,  assume t h a t  from an  o r i g i n a l  p o s i t i o n  o f  

f u l l  e q u i l i b r i u m  a b a l a n c e  of  payments d e f i c i t  emerges.  T h i s  

i m p l i e s  an e x c e s s  demand f o r  f o r e i g n  exchange and r e q u i r e s  t h e  

c e n t r a l  bank t o  s e l l  some o f  i t s  s t o c k  o f  F. The r i g h t - h a n d A  - - 
s i d e  o f  e q u a t i o n  1 . 8  becomes s m a l l e r  and t h i s  i m p l i e s  i n  t h e  

absence  o f  s t e r i l i z a t i o n  a f a l l  i n  M'. Now by t h e  assumpt ion  

o f  a  s t a b l e  demand f o r  money f u n c t i o n  t h e r e  emerges i n  t h e  

p r i v a t e  s e c t o r  an  e x c e s s  demand f o r  money. E v e n t u a l l y  t h i s  

s e c t o r  r e d u c e s  i t s  e x p e n d i t u r e ,  some of  which r e d u c d  f a l l s ,  

on import ' s .  Also,  some members a t t e m p t  t o  s e l l  some of t h e i r  

f i n a n c i a l  a s s e t s  c a u s i n g  t h e  i n t e r e s t  r a t e  t o  r i s e .  The 

combined e f f e c t  o f  t h e s e -  a c t i o n s  b r i n g s  abou t  a  r e t u r n  t o  

e q u i l i b r i u m  i n  t h e  f o r e i g n  exchange market .  

Suppose t h e  monetary a u t h o r i t i e s  choose t o  s t e r i l i s e  t h e  

f a l l  i n  F. To do  s o  i n  t h e  c o n t e x t  we a r e  d i s c u s s i n g  i m p l i e s  

that  t h e y  buy domes t i c  a s s e t s  D O  from t h e  p r i v a t e  s e c t o r .  

Complete s t e r i l i s a t i o n  means t h a t  i n  e q u a t i o n  1.9 D O  changes 

by  t h e  same amount as, b u t  i n  t h e  o p p o s i t e  d i r e c t i o n  t o  F.  

The assumpt ion  of a s t a b l e  demand f o r  money means t h a t  t h e  

p r i v a t e  s e c t o r  w i l l  u se  t h e  income from t h e  sale of DO t o  

f i n a n c e  i t s  purchase  o f  F. The n e t  r e s u l t  i s  a f a l l  in p r i v a t e  

s e c t o r  w e a l t h  e q u a l  t o  t h e  amount of  D O  purchased  by t h e  
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monetary a u t h o r i t i e s .  Given a  s t a b l e  wea l th -expend i tu re  - L 

relat io-  t h e r e  f o l l o w s  a  f a l l  i n  expendJture .  Again some 

of t h e  r e d u c t i o n  i n  e x p e n d i t u r e  f a l l s  on i m p o r t s  and t h e  au to -  

- matic  adjus tment  once more i s  s e t  i n  t r a i n .  So whether  o r  n o t  - 7 

t h e  i n i t i a l  f a l l  i n  F i s  s t e r i l i s e d ,  g iven t h e  above assumpt ions ,  

if t h e  government b a l a n c e s  i t s  budge t ,  t h e r e  i s  an i n h e r e n t  

tendency f o r  b a l a n c e  of  payments d i s e q u i l i b r i a  t o  c o r r e c t  

themse lves .  J 

Another way t o  s e e  t h i s  adjus tment  p r o c e s s  i s  t o  r e c a l l  
4 

t h a t  i n  t h e  a b s o r p t i o n  approach a ba lance  of payments d e f i c i t  

i m p l i e s  t h a t  a g g r e g a t e  e x p e n d i t u r e  exceeds a g g r e g a t e  income. 

A s  Johnson (1958) shows t h i s  i m p l i e s  t h a t  payments by domest ic  

r e s i d e n t s  t o  f o r e i g n e r s  exceed r e c e i p t s  from f o r e i g n e r s .  NOW' 

g iven a  c o n s t a n t  supply  o f  money, t h e  on ly  way t h a t  domest ic  

r e s i d e n t s  can pay f o r e i g n e r s  more t h a n  t h e y  r e c e i v e  from them 

i s  by runn ing  down t h e i r  i d l e  c a s h  b a l a n c e s .  However i f  t h e r e  

i s  a  s t a b l e  demand f o r  money t h i s  d i s h o a r d i n g  w i l l  c a u s e  a c t u a l  

c a s h . b a l a n c e s  t o  f a l l  s h o r t  o f  d e s i r e d  cash  b a l a n c e s ;  and a s  

we have seen ,  t h e  a t t e m p t  t o  r e s t o r e  c a s h  b a l a n c e s  t o  t h e i r  

d e s i r e d  l e v e l  w i l l  'set i n  motion f o r c e s  that  r e s t o r e  auto-  

m a t i c a l l y  t h e  b a l a n c e  of payments t o  equilibrium. This  way 

of l o o k i n g  a t  t h e  problem i n d i c a t e s  t h a t  t h e  a b s o r p t i o n  ( f l o w )  

approach i m p l i c i t l y  assumes a monetary ( s t o c k )  adjus tment  

p r o c e s s .  

So f a r  t h e  au tomat ic  adjus tment  t a k e s  p l a c e  i n  s i t u a t i o n s  

o f  ba lanced  government budge t s .  C u r r i e  (1976) c r i t i c i s e s  t h e  
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monetary approach  f o r  n o t  making t h i s  assumpt ion  e x p l i c i t .  

If t h e  c e n t r a l  bank s h o u l d  choose  t o  s t e r i l i s e  t h e  b a l a n c e  o f  

payments a t  t h e  same t i m e  t h a t  t h e  government i s  r u n n i n g  an , 

unbalanced  b u d g e t ,  i t  would be p o s s i b l e  f o r  t h e  a c t i o n s  of  

t h e  f i s c a l  and monetary a u t h o r i t i e s  t o  c a n c e l  e a c h  o t h e r  and 

bypass  t h e  p r i v a t e  s e c t o r .  The a u t o m a t i c  mechanism would t h e n  

n o t  come i n t o  o p e r a t i o n .  

T h i s  c a s e  i s  i l l u s t r a t e d  i n  f i g u r e  1 which i s  adap ted  

from Kennedy ( 1 9 7 4 ) .  The Hicks ian  IS-LM appara , tus  i s  aug- 

mented w i t h  an  upward-sloping b a l a n c e  o f  payments ( B P )  cu rve .  

I n  g e n e r a l ,  whe the r  t h e  BP cu rve  i s  f l a t t e r  o r  s t e e p e r  t h a n  

t h e  LM cu rve  i s  an e m p i r i c a l  m a t t e r .  Here i t  i s  drawn f l a t t e r  

t o  r e f l e c t  t h e  assumpt ion  t h a t  i n  a d e v e l o p i n g  economy t h e  

i n t e r e s t  e l a s t i c i t 2 ~ s  o f  c a p i t a l  f lows  and i m p o r t s  t o g e t h e r  

exceed  t h e  combined i n t e r e s t  e l a s t i c i t i e s  o f  t h e  demand f o r  

and t h e  s u p p l y  o f  money. A t  p o s i t i o n  A t h e  economy i s  i n  a 

b a l a n c e  of payments d e f i c i t .  T h i s  i s  shown by t h e  i n t e r s e c t i o n  

o f  t h e  LM cu rve  w i t h  t h e  I S  cu rve  a t  a  p o i n t  below t h e  BP 

c u r v e ,  where income i s  t o o  h i g h  and t h e  i n t e r e s t  r a t e  i s  t o o  

low f o r  a b a l a n c e  o f  payments e q u i l i b r i u m .  I n  t h e  a u t o m a t i c  

ad jus tmen t  mechanism o f  t h e  monetary approach  t h e  f a l l  i n  t h e  

b a l a n c e  of  payments i n d u c e s  a c t i o n  t h a t  l e a d s  t o  an  e x c e s s  ' 
- 

demand f o r  money. T h i s  i s  shown by t h e  a u t o m a t i c  l e f t w a r d  

s h i f t  of  t h e  LM Curve. t o  i n t e r s e c t  t h e  I S  c u r v e  and the  BP 

cu rve  a t  p o s i t i o n  B. E q u i l i b r i u m  i n  t h e  b a l a n c e  o f  payments 

i s  a u t o m a t i c a l l y  r e s t o r e d  by  a  s t o c k  a d j u s t m e n t .  - 



Ffgure  1 



However, i f  t h e  government now r u n s  a permanent d e f i c i t  

e q u a l  t o  t h e  b a l a n c e  o f  payments d e f i c i t  and f i n a n c e s  it $th 

monetary expans ion ,  it c a u s e s  t h e  I S  cu rve  and and LM curve  

t o  s h i f t  t o  t h e  r i g h t .  The LM c u r v e  s h i f t s  back  from LM' t o  

LM. The economy goes  t o ' a  p o s i t i o n  l i k e  C where t h e  b a l a n c e  

o f  payments r ema ins  i n  d e f i c i t .  The a u t o m a t i c  ad jus tmen t  

mechanism o r d i n a r i l y  assumed i n  t h e  monetary approach  f a i l s  

because  t h e  c o n t i n u a l  p r i n t i n g  o f  money t o  f h a n c e  t h e  budget  

d e f i c i t  i n  e a c h  p e r i o d  p r e v e n t s  t h e  p r i v a t e  s e c t o r  f rom ex- 

p e r i e n c i n g  a f a l l  i n  i t s  s t o c k  o f  r e a l  b a l a n c e s ,  r e a c t i o n  t o  

which e x p e r i e n c e  t r i g g e r s  o f f  t h e  a u t o m a t i c  mechanism. It 

i s  a r g u e d b e l o w  t h a t  t h i s  c a s e  c l o s e l y  r e s e m b l e s  what happens 

i n  t h e  k ind  of  d e v e l o p i n g  economy o u t l i n e d  i n  L i n d e r  (1967). 

It shou ld  be  n o t e d  t h a t  McKinnon (1969)  a n t i c i p a t e d  C u r r i e f s  

( 1 9 7 6 )  t r e a t m e n t  o f  t h i s  c a s e .  b 
\ 

I n  any c a s e  i t  i s  c l e a r  t h a t  i f  t h e  b a l a n c e  o f  payments 

remains  i n  d e f i c i t ,  t h e  economy w i l l  e v e n t u a l l y  r u n  o u t  o f  

f o r e i g n  exchange.  The approach  o f  t h i s  predicament  w i l l  f o r c e  

e i t h e r  a c o r r e c t i o n  of  t h e y b a l a n c e  o f  payments d e f i c i t  o r  t h e  
\ * 

abandonment o f  t h e  f i x e d  exchange r a t e  sys tem.  Whether we c a l l  

t h e  ad jus tmen t  n e c e s s a r y  t o  p r e s e r v e  t h e  i n s t i t u t i o n a l  frame- 

work we a r e  d i s c u s s i n g  a u t o m a t i c  o r  d i s c r e t i o n a r y  i s  l a r g e l y  

a m a t t e r  o f  semantics. 

A much more s u b s t a n t i v e  p o i n t  made by  C u r r i e  (1976)  is 

t h a t  c o n t r a r y  t o  Johnson (1972) and Mussa (1974) e x p e n d i t u r e  



s w i t c h i n g  p o l i c i e s  such  as d e v a l u a t i o n  and t h e  i m p o s i t i o n  of , 

&. 

t a r i f f s  can have permanent. e f f e c t s  on t h e  b a l a n c e  of payments,  

i f  we make c e r t a i n  r e a s o n a b l e  a s sumpt ions  abou t  t h e  economy. 

An i m p l i c a t i o n  o f  t h i s ,  n o t  y e t  d i s c u s s e d  i n  t h e  l i t e r a t u r e ,  

i s  t h a t  s t r u c t u r a l  changes i n  a  d e v e l o p i n g  economy a l s o  can 

have permanent e f f e c t s  on t h e  b a l a n c e  o f  payments . .  

  ow ever, t h e  main r e l e v a n c e  of  t h e  f o r e g o i n g  d i s c u s s i o n  

t o  my t h e s i s  i s  t h a t  i n  t h e  s h o r t - r u n  o r  medium-run, a  

deve lop ing  c o u n t r y  t h a t  i s  a b s o r b i n g  more t h a n  i t  i s  p roduc ing  

i n  o r d e r  t o  o b t a i n  n e c e s s a r y  impor ted  i n p u t s ,  and which does 
- 0 

n o t  wish  t o  c u r t a i l  domes t i c  e x p e n d i t u r e ,  may c o n t i n u e  t o  

s t e r i l i s e  a b a l a n c e  of  payments d e f i c i t  w i thou t  d i s t u r b i n g  

t h e  wea l th -expend i tu re  e q u i l i b r i u m  o f  t h e  p r i v a t e  s e c t o r .  It 

may do s o  by r u n n i n g  a c o r r e s p o n d i n g  budget  d e f i c i t .  

The monetary approach  t o  t h e  b a l a n c e  o f  payments h e l p s  

u s  t o  u n d e r s t a n d  c l e a r l y  t h e  long-run i m p l i c a t i o n s  o f  t h i s  

f i s c a l  s t r a t e g y .  For  example,  i t  shows t h e  advan tage  o f  

hav ing  a l a r g e  i n i t i a l  endowment o f  f o r e i g n  exchange r e s e r v e s  

b e f o r e  s t a r t i n g  t h e  ' t ake  b f f v ,  o r  o f  h a v i n g  some i n s t i t u t i o n a l  . 
ar rangement  f o r  f i n a n c i n g  t h e  payments d e f i c i t  b e f o r e  t h e  

r e s e r v e s  r u n  o u t .  

I n  t h e  way i t  h a s  been p r e s e n t e d  above,  t h e  monetary 

approach  t o  t h e  b a l a n c e  o f  payments a p p e a r s  as a paradigm 

change t h a t  took p l a c e  a f t e r  1 9 5 8 .  Also it is an  approach  

t h a t  has come t o  be  a s s o c i a t e d  w i t h  a p a r t i c u l a r l y  c o n s e r v a t i v e  



- i d e o l o g y .  However, t h i s  i n t e r p r e t a t i o n  i s  t r u e . o n l y  f o r  what 

I have c a l l e d  t h e  Anglo-Saxon t r a d i t i o n .  Dutch economis ts  

b u i l d i n g  on' t h e  work o f  ~ o o ~ m a n s '  developed i n d e p e n d e n t l y  a - 
> 

monetary approach  t o  t h e  . b a l a n c e  o f  payments w i t h o u t  e v e r  

r e j e c t i n g  t h e  fundamenta l  i n s i g h t s  o f  t h e  "Keynesian r e v o l u t i o n " .  

There i s  about  t h e i r  monetary approach  an a i r  of c o n t i n u i t y  

r a t h e r  t h a n  of paradigm change.  T h i s  i s  how d e  Jong (1973)  

d e s c r i b e s  i t :  

"The p u r s u i t  o f  Monetary Theory h a s  n e v e r  
come t o  a  complete  s t a n d s t i l l  i n  t h e  Nether-  
l a n d s ,  n o t  even d u r i n g  t h e  p e r i o d  when econ- 
o m i s t s  a lmost  everywhere i n  t h e  wor ld  were 
f o c u s s i n g  on t h e  income-expenditure  approach  
of Macro-economics. There can  b e  no doubt  t ha t  
t h e  l a t t e r  approach  i s  ex t remely  i m p o r t a n t ,  
because  i t  i s  d i r e c t l y  r e l a t e d  t o  t h e  r e a l  
s e ~ t o r  of t h e  n a t i o n a l  economy. There  h a s ,  
hokever ,  a lways been  a group of  Dutch economis ts  
who b e l i e v e d  t h a t ,  even i n  t h e  post-Keynesian 
e r a ,  Monetary Theory would remain impor tan t  
and t h a t  it cou ld  shed  some u s e f u l  l i g h t  on 

' t h e  income-expenditure  approach  and v i c e  v e r s a .  
/ These a u t h o r s  h o l d  t h e  view t h a t  t h e  two t h e o r i e s  

, a r e  n o t  e x c l u s i v e  b u t  complementary." (p .1 )  

L a t e r  on, e x p l a i n i n g  t h e  Dutch p e r s i s t e n t  i n t e r e s t  i n  

b a l a n c e  o f  payments ad jus tmen t  problems he w r i t e s  "Perhaps 

o f  s t i l l  g r e a t e r  impor tance  i s  t h e . f a c t ,  that  because  t h e  

N e t h e r l a n d s 1  economy i s  ex t remely  open t o  i n t e r n a t i o n a l  

h f f u e n c e s . . .  , t h e  application of' monetary t h e o r y  t o  p rac -  

k i c a l  problems i n  the ?Je the r l ands  has had from t h e  s t a r t  t o  

:ake e x p l i c i t  account  o f  e x t e r n a l  i n f l u e n c e s  on t h e  domes t i c  
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monetary s i t u a t i o n . ' '  ( p . 3 )  T h i s  i s  i n  s t a r k  c o n t r a s t  t o  t h e  

p o s i t i o n  i n  t h e  mainstream (Anglo-Saxon) l i t e r a t u r e  d e s c r i b e d  

b y  Tr i - f f in  and Grubel ( 1 9 6 2 )  who were a b l e  t o  writ-e: " The 

g h o s t  of t h e  ' c l o s e d  economy' assumptions c o n t i n u e s  t o  dominate 

economic t h e o r y ,  even when d i s c u s s i n g  such 'open economy' 

problems a s  t h o s e  invo lved  i n  t h e  i n t e r n a t i o n a l  mechanism of 

b a l a n c e  of payments ad jus tments . "  

Koopmans' p o i n t  o f  d e p a r t u r e  was S a y ' s  law which i m p l i e s  

t h a t  money i s  n e u t r a l .    ow ever, Koopmans a n t i c i p a t e d  t h e  

Keynesian r e v o l u t i o n  i n  r e c o g n i s l n g  t h a t  i n  g e n e r a l  S a y ' s  'law 

d i d  n o t  h o l d  f o r  a money-using economy. Nonetheless  he f e l t  

i t  was impor tan t  t o  demonst ra te  t h e  c o n d t i o n s  f o r  money t o  

b e  n e u t r a l  i n  a  monetary economy. Some though t  had a l r e a d y  

been g iven  t o  t h i s  and two s c h o o l s  had evolved.  According 

t o  one,  a  n e c e s s a r y  c o n d i t i o n  f o r  t h e  n e u t r a l i t y  o f  money 

was a  c o n s t a n t  p r i c e  l e v e l .  The o t h e r  s c h o o l  argued t h a t  i t  
t 

was t h e  money supply  and n o t  t h e  p r i c e  l e v e l  t h a t  had t o  be 

h e l d  c o n s t a n t .  Koopmans was d i s s , a t i s  f ied w i t h  b o t h  o f  t h e s e  - 
e x p l a n a t i o n s  and sugges ted  i n s t e a d  t h a t  a c r i t e r i o n  f o p  n e u t r a l  

money was t h e  absence o f  a g g r e g a t e  excess  demand, which he 

c a l l e d  "purgn demand.  He f u r t h e r  argued th'at  f o r  a  g iven  

3oney supply  t h e  on ly  way "pure" demand cou ld  b e  f i n a n c e d  

w a s  %hrough d i s h o a r d i n g .  So by t h i s  c r i t e r i o n  t h e r e  was 

neutral money when t h e r e  was n e i t h e r  hoard ing  n o r  d i s h o a r d i n g .  

Xoopmans showed t h a t  i n  a c l o s e d  economy zero  n e t  



h o a r d i n g  o c c u r r e d  when s ontaneous3  s a v i n g  and inves tmen t  
4 

PL\ \ 1' 

9 I' 
were e q u a l .  I n  an open e c  nomy s were a l i t t l e  d i f f e r e n t .  

lb 
J" The demand f o r  moniy now had t o  b e  e q u a l  t o  t h e  sum of b o t h  6 

f o r e i g n  and  domes t i c  monies i n  theLeconomy.  I n  t h i s  c a s e  

z e r o  n e t  h o a r d i n g  i m p l i e s  t h a t  t h e  d i r f e r e n c e  between 

n "spontaneous"  s a v i n g  and spontaneous"  inves tmen t  i s  e q u a l  : 

t o  t h e  d i f f e r e n c e  between e x p o r t s  and i m p o r t s  b r o a d l y  d e f i n e d .  - 
T h i s  t u r n s  o u t  t o  be  no  more t h a n  t h e  open economy v e r s i o n  of 

t h e  Keynesian model. 

L a t e r  Dutch economis t s  ex tended  t h e s e  i d e a s  i n  o r d e r  t o  

c o n s t r u c t  models of t h e  N e t h e r l a n d s ?  economy which enab led  

them t o  d i s t i n g u i s h  between f o r e i g n  and domes t i c  sou;ces of 

d i s e q u i l i b r i u m  i n  t h e  money marke t .  A - v a r i a n t  of  t h e s e  models 

t h a t  has g a i n e d  wide a c c e p t a n c e ,  and which has been  a p p l i e d  t o  

, s e v e r a l  d e v e l o p i n g  economies,  i n c l u d i n g .  Jamaica ,  i s  due t o  

Polak  ( 1 9 5 7 ) .  
d 

I n  t h i s  s e c t i o n  I have shown t h a t  t h e  monetary approach  

t o  t h e  b a l a n c e  o f  pa$rnents h a s  two main s o u r c e s .  One of t h e s e  

i s  Anglo-Saxon and r e v o l u t i o n a r y ;  t h e  o t h e r ,  muta to  nomine, i s  

European and t r a d i t i o n a l .  The model I i n t r o d u c e  i n  t h i s  t h e s i s  

a t t e m p t s  t o  m a i n t a i n  t h e  open economy emphasis  t h a t  i s  cha rac -  

t e r i s t i c  of t h e  monetary approach .  But it a l s o  a t t e m p t s  t o  

i n c o r p o r a t e  t h o s e  f e a t u r e s  o f  a d e v e l o p i n g  economy which may 

impinge on i t s  a d j u s t m e n t s  t o  b a l a n c e  o f  payments problems. 

The f o r e g o i n g  d i s c u s s i o n  o f  L i n d e r ' s  (1967)  t h e o r y  s u g g e s t s  

what some of  t h e s e  f e a t u r e s  a r e .  



Bbnetam Studies of &veimir,s Corntries 

TMs chapter ccztinues vdth a survey of mnetary and balance of 

p a w r i t s  studies cf' 3evelopir-g countries in general and of Jamaica in 

In this survey, the first group of studies m about the 
t 

exl&me of rn 3.r-t r 'mfg? exchange corstmk~t 3 s  a number 

of developing ccmtfl-es . 
F 

The sesjnal trcric ir; . this group was by Chenery and Bruno ( 1962) . 
This report on the pmblerrs encountered in I s rae l ' s  ecmmLc 

cieveloprrent suggested ';kt developent might be constrained. not 

onljr by the lack cf d-stic savings, as ea r l i e r  vrrL-ters bad a s s m d ,  

but a l so  by the lack of q l e  foreign exchange reserves. A sirri lar 

finding for  Pkxicc wzs s h ~ r t l y  thereafter reported by :hrne ( 1963) . 
Lr, due course a nmber cf studies were undertaken in various 

develophg countries t o  see i f  econcrnic developmnt in these was 

constr&xd by a sk.ror$?;e of foreig-i exchange. 

These case-studies sacst invariably reported tkt the 

4eveloping countries concerned experienced a forei= ,exchange 

cxstralnt iE ptrrsuit of their> eeslred rares  of econmic growth. 

LQ cddlf,ion, a m j c r  swdy by E'rebiscn (1964) f o r  the United 

~f five wrcent  per mm for  the whole of the 1960's decade, they 

xc'dd e v r i e n c e  a b z 3 r - x  of p y r r t s  gap of $20 b i l  U.S. with a 

"m&m bda .ce  sf trade gap of S 1 1 b i l .  



This l e d  - 2 : C 1 / i 3  t o  c l a i m  t h a t  u n l e s s  t h e s e  g a p s  were 

e l i x i n a t e d  by f o r e i g n  a i d  and improved t e r n s  o f  t r a d e  f o r  

? e v e l o p i n g  zszc : r ies ,  the hope f o r  r a p i d  economic development  

ic t h e  t h i r d  w s r l d  would be  f r u s t r a t e d .  T h i s ,  t h e y  a r g u e d ,  / 
1 

t h r e a t e n e d  t h e  ?ezce  ~f t h e  wor ld .  It was a g a i n s t  t h i s  back- { 
LA-- 

ground the5 >%+?-< 1967) wrote, def i n e a t i n g  rraref-rxlly t h e  

n e c e s s a r y  2x5 s . ~ f f i : i e n t  c ~ n d i t i o n s  f o r  a g i v e n  c o u n t r y  t o  

e x p e r i e n c e  a  ZoreiZri-exchange c o n s t r a i n t .  
r 

I n  t h e  L i g h t  cf &ll :h i s ,  a  s t u d y  by S t e i n  ( 1 9 7 1 )  

a r o u s e d  grer :  iz5eres: when it c l a imed  t h a t  ( a )  d a t a  up t o  

1 9 6 6  i n d i c a - 2 5  a  d c T i e ? o ~ i n g  c o u n t r i e s  ~ i g h t ,  t h r o u g h  t k i r  
r 

rjwn e f f c r t s ,  Z ; C S E  t h e  t r a d e  gap;  and ( b )  i n  any c a s e ,  the"  

r a t e  of grcwth sf Irpcrts was n o t  a  significant v a r i a b l e  . in  , 

:he d e t e r ~ i x z ; i s ~  sf the rate o f  growth  i n  d e v e l o p i n g  coun- 

. 2 r i e s .  If :?e I z t t e r  s i z l ~  were t r u e ,  i t  ~ i g h t  i m p l y  t h a t  

Howeve?, 2 s u b s e q y e n t  s5udy b y  A g o s i ~  (1973) which r e -  
, 

w r k e d  Steixls (1971) d a t a  :xicovered s e r i o u s  s t a t i s t i c a l  

a n 5  a n a l y f i c a l  fzzws fn $;he l a t t e r ' s  r e 9 o r t .  S t e i n  (1973) 

a c c e p t e e  fhe  x o r r e ? + o ~ s .  

t , - ~ . S i "  T 5 
- - -V --. 

d (1973) sfudy i s  i m p o r t a n t  f o r  my t h e s i s  f o r  
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cs ; r , ? iks  5 , ezsrorn ic  g rowth  i n  d e v e l o p i n g  c o u n t r i e s  
.: 

tb bk Z . S S C Z : B ~ P ~  w i t h  a w o r s e n i n g  t r a d e  b a l a n c e .  Both 

a n a l y s i s  on 

which $y t h e s i s  i s  ~ a r t l y  b a s e d .  

5 e  d i s ~ > ~ e ? j  t h a t  d e v e l c 3 i n g  c o u n t r i e s  were  l i k e l y  t o  

e x p e p b e n e e  & ~ ~ z + ~ ~ ~ - P x c ~ z . ' - E  c m s t r a i n t  happened  a t  t h e  - 

r e d i s c o v e r i n g  t h e  

5: payments d i s e q u i l i b r i a .  

i s  f h e r e f o r t  r;t - i e F j .  s i i r p r i s i n g  that r e c e n t l y  t he -e  h a s  . 
8 

b e &  2 p l e t h c r e  c? .sre?r^?:i s 'ud ies  o f  c e v e l o p h g  c o u n t r i e s .  

been abou t  a V P ~  limited r a n g e  

- 
--:?re s s ~ e z r s  5s be  5 g e n e r a l  cocseEsus  t h a t  

- * - -  - - - m p r p J - A  - I - -  s V L t  - -  ~ , - - c , ; f i  - 2 e f i n i t i c n  sf rr;.mey 2s  
a r.2-rsx .Zofirti';I^ir. 5 k z :  igcludes ctz-rency 

c -  

-. -. ----- >ce Szr,ks ar;s -iemar,d - - ~  d$~?s~:t-s-~--3r, the L 
:z-zr.$ issya, zssf 5 2 t h ~  emp-irica: s t u d i e s  
skz3.i :hz: T ~ E I  i - . - d  J r op?-%c -..- fLs the nos",irr!~;ortmt - - 57:zszz7'1 ~f 5 i e  rl:r;~r.zr;a f o r  F e z i  cash  - 

L215~33s, zI;?:;;~zh :lie z- aila able e - r i i e n c e  i s  
m > - p = - .  n - - - - -  2 e * J F -  i- - .:--- - - - - -  - - - - - - .  =r. ,ne  magniZuZe r,f f h e  
";s J v n > - ,  , , , - * A > - - ,  - --I -..--..-- - L c ~ ~ -  a - d v .  ?f :he G e ~ z r . 5  ? c ~  m z e y .  



However, t h e r e  i s  no c o n c l u s i v e  e v i d e n c e  
a s  5 c  whether  t h e  demand f o r  money i s  
i n f l u e n c e d  by e i t h e r  long-term o r  s h o r t -  
t e r  i n t e r e s t  r a t e s .  

Eowever, Pzrk (1973) i s  d i s s a t i s f i e d  w i t h  t h e  q u a l i t y  

~f 5he a t t e n t i g n  t h a t  h a s  been g iven  t o  o t h e r  t o p i c s  i n  t h e  

".- ,,.,.,netary a n a l y s i s  o f  d e v e l o p i n g  c o u n t r i e s .  He a r g u e s  t h a t  

" r c x e t a r y  ana?;rses  in L D C s  r e q u i r e  a  s t r u c t u r a l  model complete  

wi5h a  f i n a n c i a l  s e c t o r  i n  t h e  s p i r i t  o f  income/expendi ture  

h e .  ' To il1zstra';;e t h e  k i n d  o f  model t h a t  s h o u l d  b C  used 

tc a n a l y s e  L D C s ,  he c o n s t r u c t s ,  b u t  d o e s  n o t  -- i n  t h e  pape r  
A 

- x 3 e r  d i s c u s s i c n  -- e s t i m a t e ,  a  s imul t aneous  e q u a t i o n  model 

2 2 h e  " r e p r e s e - : ~ : i - ~ e "  open deve lop ing  economy. An impor- 

:=z: f e a t u r e  s?hhLs 2 o d e i  i s  t h a t  i t  i n t e g r a t e s  t h e  f o r e i g n  
< 

x ~ d  domest ic  f i n a n c i a i  s e c t o r s  i n  l i n e  w i t h  r e c e n t  advance- \ 

z e z 5 s  i n  b a l a z z e  sf cayments  t h e o r y .  

- -  , n f o r t 1 ~ n a 2 e l y ,  s h e  d a t a  r e q u i r e m e n t s  f o r  e s t i m a t i n g  
> .  
?zrk1s- (1973) -ode1 i s  s t i l l  beyond t h e  r e s o u r c e s  o f  most 

e e v e l s p i n g  c c : ~ ~ + r i e s ,  and a t  p r e s e n t ,  c e r t a i n l y  beyond t h o s e  

-3 - ,- , ?~ r . a i ca .  This s u g g e s t s  t h e  need f o r  an even  more modest 

s:?-~sfaral n c d e l ,  which n o n e t h e l e s s  c a p t u r e s  t h e  s a l i e n t  

-1 "2".'"5 s  
-, > A -  2f z ocez  economy. The model i n  my t h e s i s  i s  

z i ze5  e; -2et i n g  t h a t  c h a l l e n g e .  
,: - 

- ,ne fi-2; sez5im-i o f  t h i s  c h a p t e r  d e a l s  w i t h  how some 

- -- - - ~ ? : e  ;z?ics C l q - z ~ s s e d  above have been d e a l t  w i t h  i n  tha t  , 

i 

sLL-s?: sf  e s s - o C n  l i t e r a t u r e ,  t h a t  i s  abou t  t h e  Jamaican 



Monetary S t u d i e s  o f  t h e  Jamafcan Economy 

6 
An e a r l y  p a p e r  i n  t h e  monetary a n a l y s i s  of  Car ibbean  

economies,  which i n c l u d e  Jamaica ,  was produced by Thomas 

(1963) .  An i m p o r t a n t  f e a t u r e  o f  t h i s  pape r  i s  t h a t  i t  c o n t a i n s  

an embryonic t r e a t m e n t  o f  some o f  t h e  m a t t e r s  d i s c u s s e d  by 

McKinnon (1969) and C u r r i e  ( 1 9 7 6 ) .  The p o i n t  o f  common i n t e r e s t  

i s  t h e  c a s e  where t h e  a u t o m a t i c  mechanism o f  t h e  b a l a n c e  of  

payments c o r r e c t i o n  u n d e r  a  reg ime o f  f i x e d  exchange r a t e s  

i s  t h w a r t e d .  I n  t h e  c a s e  t h a t  Thomas (1963) d i s c u s s e s  t h e r e  

i s  no c e n t r a l  bank.  He e x p l a i n s  how i n  t h i s  s i t u a t i o n  t h e  

dependence of  t h e  b a l a n c e  o f  payments on domes t i c  c r e d i t  

expans ion  i s  a f u n c t i o n  o f  t h e  managment o f  commercial  

banks '  p o r t f o l i o s  and n o t  o f  government p o l i c y .  'He conc ludes  

t h a t  i n  an open "dependent"  economy l i k e  Jamaica ,  t h e  money 

supp ly  i s  i n i t i a l l y  a f u n c t i o n  o f  t h e  b a l a n c e  o f  payments,  

b u t  a f t e r  a  l a g ,  and depending  on t h e  c r e d i t  p o l i c i e s  o f  t h e  

banks ,  t h e  b a l a n c e  o f  payments may become degendent  on 
- 

monetary expans ion .  

It seems to .  me i r o n i c ,  i n  view o f  t h e  openness  o f  t h e  

Jamaican economy, t ha t  t h e  e a r l y  e c o n 6 m e t r l c ~ s t u d i e s  o f  t h a t  

economy d i d  n o t  a t t e m p t  t o  i n v e s t i g a t e  some o f  t h e  monetary 

r e l a t i o n s h i p s  i m p l i e d  i n  Thomas (1963) .  I n  g e n e r a l ,  t h e s e  

s t u d i e s  were concerned  main ly  w i t h  t h e  r e a l  s e c t o r .  However, 

B a ~ r i s  ( 1 9 7 0 )  a t t e m p t e d  t o  e s t i m a t e  J a m a i c a ' s  fore ign-exchange  

gap i n  l i n e  w i t h  t h e  dual-gap h y p o t h e s i s .  
Q 
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Harris (1970)  model c o n t a i n s  57 endogenous v a r i a b l e s  

and 6 exogenous v a r i a b l e s .  But i t  i s  n o t  a s  complex as i t  

a p p e a r s  s i n c e  many o f  t h e  e q u a t i o n s  a r e  s imply  decompos i t ions  . 

of more a g g r e g a t i v e  r e l a t i o n s h i p s .  Mainly,  h i s  model e s t i m a t e s  

(1) merchandise  i m p o r t s ;  ( 2 )  merchandise  e x p o r t s ;  ( 3 )  e x t e r n a l  

s e r v i c e  t r a n s a c t i o n s ,  ( a )  payments,  ( b )  r e c e i p t s ;  ( 4 )  f o r e i g n  

t r a n s f e r s ;  ( 5 )  government f i n a n c e s ;  ( 6 )  domes t i c  s a v i n g  and 

( 7 )  inves tmen t  and p r o d u c t i o n .  H i s  a n a l y s i s  c o v e r s  t h e  p e r i o d  

1950-65. 

Although t h e  b a s i c  dual-gap h y p o t h e s i s  i s  f o r m a l l y  
L " 

d e r i v e d  from t h e  Keynesian sys tem,  t h e  e s t i m a t i n g  e q u a t i o n s  

i n  h i s  model a r e  ad hoc;  s o  t h a t  c a r e  must be  e x e r c i s e d  i n  ; 

c o n s t r u i n g  t h e  t e s t  o f  any economic t h e o r y  from t h e  e s t i m a t e s  

o f  t h e  p a r a m e t e r s  h e  s p e c i f i e s .  None the le s s ,  t h e s e   estimate,^ 

h e l p  t o  convey a  p i c t u r e  o f  t h e  Jamaican economy. Not 

s u r p r i s i n g l y ,  t h i s  p i c t u r e  i s  o f  a  ve ry  open economy. 

According t o  t h e  s t u d y  t h e  d i s p o s a b l e  p e r s o n a l  income 

e l a s t i c i t y  o f  i m p o r t s  " is  s l i g h t l y  above u n i t y  (1 .067)  and 

t h e  h i g h e s t  v a l u e  i s  t h a t  f o r  t h e  d u r a b l e s  component . 
( c o n s i s t i n g  main ly  o f  household  f u r n i s h i n g s  and a u t o m o b i l e s ) .  

2 

Food comes n e x t  w i t h  an  e l a s t i c i t y  *of abou t  1.1 which i s  

r a t h e r  h i g h  i n  comparison t o  t h e  observed  e l a s t i c i t y  o f  

g e n e r a l  food c ~ n s u r n p t i o n . ~  L a t e r  on, a f t e r  d e m o n s t r a t i n g  

tha t  t h e  "import r e q u i r e m e n t s  o f  i n t e r m e d i a t e  goods a r e  

approx ima te ly  p r o p o r t i o n a l  t o  GDPV,he goes on t o  show t h a t  
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t h e  c o e f f i c i e n t  on impor t  f o r  c a p i t a l  

f a i r l y  r a p i d  expans ion  o f  c a p i t a l  imp 

goods 

o r t s  a 

i n c r e a s e s .  " These r e s u l t s  c l e a r l y  i n d i c a t e  

" i n d i c a t e s  a 

s inves tmen t  

t h e  c o n d i t i o n s  

t h a t  cause  an impor t  minimum. 

H a r r i s  (1970)  expe r imen t s  w i t h  a v a r i e t y  o f  s p e c i f i c a -  

t i o n s  o f '  h i s  b a s i c  e x p o r t  f u n c t i o n .  For  t h e  b u l k  o f  J a m a i c a ' s  

e x p o r t s  i n c l u d i n g  b a u x i t e ,  a lumina  and s u g a r ,  he  o b t a i n s  t h e  

b e s t  r e s u l t s  from f i t t i n g  a semi-log e q u a t i o n  between e x p o r t s  

and income i n  t h e  developed wor ld .  Although he  d o e s  n o t  

d i s c u s s  t h i s ,  t h e  s u c c e s s  w i t h  t h e  semi- log  form s u g g e s t s  a 

d e c r e a s i n g  wor ld  %ncome e l a s t i c i t y  o f  demand f o r  J a m a i c a ' s  

e x p o r t s .  

F i n a l l y ,  Harris (1970) makes p r o j e c t i o n s  of t h e  Jamaican 

economy under  f o u r  d i f f e r e n t  s e t s  o f  a s sumpt ions  about  growth 

r a t e s  i n  Jamaica  and t h e  advanced c a p i t a l i s t  economies.  He 

conc ludes  t ha t  "The t r e n d  o f  t h e  two r e s o u r c e  gaps  under  t h e  

( f o u r )  a s sumpt ions  (shows t h a t  t h e )  t r a d e  gap turns out t o  be 

g b m i n a n t  i n  a l l  f o u r  cases . l l  

Much l e s s  c o n f i d e n c e  a t t a c h e s  t o  t h e  e s t i m a t e s  o f  t h e  

p a r a m e t e r s  of two o t h e r  r e a l - s e c t o r  models o f  t h e  Jamaican 

economy. These a r e  by C a r t e r  (1970) and  Manhertz (1971) .  

The former a t t e m p t s  t o  e s t i m a t e  from 8 o b s e r v a t i o n s  22 

b e h a v i o u r a l  r e l a t i o n s h i p s  i n  a system c o n t a i n i n g  1 4  p r e -  

de te rmined  v a r i a b l e s .  S i m i l a r l y ,  Manherz (1971) uses 8 

o b s e r v a t i o n s  t o  e s t i m a t e  2 4  b e h a v i o u r a l  r e l a t i o n s h i p s  i n  a 

sys tem t h a t  has 27 p rede te rmined  v a r i a b l e s .  



These a u t h o r s  Used r e s p e c t i v e l y ,  i n s t r u m e n t a l  v a r i a b l e s  
.4 

and two-stage l e a s t  s q u a r e s  t o  e s t i m a t e  t h e i r  sys tems.  

However, t h e y  b o t h  found t h e  r e s u l t s  " i n f e r i o r "  t o  t h o s e  

t h e y  o b t a i n e d  u s i n g  o r d i n a r y  l e a s t  s q u a r e s  (OLS). They 

have t h e r e f o r e  publipshed t h e i r  OLS e s t i m a t e s .  C a r t e r  (1970)  

w r i t e s :  " In  g e n e r a l  t h e  d i f f e r e n c e s  (between OLS and instrum- 

e n t a l  v a r i a b l e s )  a r e  minor and h a r d l y  wor th  t h e  c o n s i d e r a b l e  

a d d i t i o n a l  e f f o r t  r e q u i r e d . "  However, it i s  no t  ve ry  s u r -  

p r i s i n g  t h a t  he o b t a i n e d  u n s a t i s f a c t o r y  r e s u l t s  w i t h  t h e  

i n s t r u m e n t a l  v a r i a b l e s  e s t i m a t o r .  This  t e c h n i q u e  g i v e s  

b i a s e d  b u t  c o n s i s t e n t  e s t i m a t e s  o f  pa ramete r s .  

sample o f  8 o b s e r v a t i o n s ,  i t  i s  u n l i k e l y  t h a t  he o b t a i n e d  

t h e  b e n e f i t  of  t h e  asymptot ic  p r o p e r t i e s  o f  t h e  i n s t r u m e n t a l  

v a r i a b l e s  e s t i m a t o r .  

Manhertz (1971) seems t o  have ignored  t h e  d e g r e e s  of 

freedom problem a s s o c i a t e d  w i t h  t h e  use  o f  two-stage l e a s t  

s q u a r e s .  With more predetermined v a r i a b l e s  t h a n  d a t a  ob- 

s e r v a t i o n s ,  t h e  f i r s t  s t a g e  i n  two-stage l e a s t  s q u a r e s  i s  

undef ined and t h e  second s t a g e  c o l l a p s e s  i n t o  OLS. Th i s  

cou ld  e x p l a i n  why he found h i s  two-stage l e a s t  s q u a r e s  e s -  

t i m a t e s  i n f e r i o r  t o  h i s  OLS e s t i m a t e s .  However, a s  i s  wel l -  

known, O L S  e s t i m a t e s  of  t h e  pa ramete r s  o f  a  non- recurs ive  

s lmul taneous  e q u a t i o n  system a r e  b iased .  We must t h e r e f o r e  P 

e x e r c i s e  c a r e  i n  i n t e r p r e t i n g  t h e  r e s u l t s  o f  t h e s e  two 

s t u d i e s .  But i n  t h o s e  a r e a s  where t h e i r  work h a s  any b e a r i n g  



on my t h e s i s ,  $ h e i r  r e s u l t s  do n 6 t  d i f f e r  q u a l i t a t i v e l y  

from t h o s e  of Harris (1970) .  

The n e x t  two s t u d i e s  of t h e  Jamaican economy a r e ,  more 

e x p l i c i t l y ,  monetary s t u d i e s .  These a r e  by T a y l o r  (1972)  

and Bourne (1974) .  The former  i s  a s t r a i g h t  a p p l i c a t i o n  of  

P o l a k l s -  (1957)  model t o  Jamaican d a t a :  The s t a t e d  purpose  

o f  t h i s  e x e r c i s e  i s  t o  show t h a t  "A monetary mode2 a l s o  ( c a n )  

p r o v i d e  a  s u f f i c i e n t  e x p l a n a t i o n  f o r  income behav iour"  i n  

Jamaica .  

The a t t r a c t i v e n e s s  o f  P o l a k l s  (1957)  model l i e s  i n  i t s  

s i m p l i c i t y .  However, t h i s  v i r t u e  i s  g a i n e d  a t  t h e  expense 

o f  much r e a l i s m .  The model assumes: (1) a c o n s t a n t  income 

v e l o c i t y ;  ( 2 )  t h a t  i m p o r t s ,  t h e  on ly  l e a k a g e  o u t  o f  t h e  

sys tem,  a r e  p r o p o r t i o n a l  t o  income and ( 3 )  t h a t  i n j e c t i o n s  

t a k e  -the form o f  changes  i n  t h e  money supp ly .  Once we know 

t h e  income v e l o c i t y  and t h e  ave rage  p r o p e n s i t y  t o  impor t  f o r  

any c o u n t r y ,  t h e  model can  b e  used  t o  d e t e r m i n e  income and 

i m p o r t s .  

I n  o r d e r  t o  j u s t i f y  t h e  a p p l i c a t i o n  of t h i s  model t o  

Jamaica ,  T a y l o r  (1972) a t t e m p t s  t o  show t h a t  t ha t  c o u n t r y  

i s  c h a r a c t e r i s e d  by a c o n s t a n t  income v e l o c i t y .  Howeverf, 
9 

i n  d o i n g  s o ,  he c o n s t r u c t s  a p e c u l i a r  argument .  H i s  method 

&s t o  e s t i m k t e  by l e a s t  s q u a r e s  a t i m e  t r e n d  f o r  u e l a c L t y  

o v e r  the  p e r i o d  1950-70. He does  t h i s  a l t h o u g h  h i s  d a t a  

show v e l o c i t y  f l u c t u a t i n g  between 5.53 and 8.54. Having 



o b t a i n e d  from h i s  r e g r e s s i o n  t h e  r e s u l t  

, 
he comments: i 

It seems a p p a r e n t  t h a t  d e s p i t e  t h e  f a i r l y  
s t e a d y  cl imb i n  v  o v e r  t h e  p e r i o d  1950 t o  
1961, t h e  i r r e g u l a r  d e c l i n e  o v e r  t h e  r e s t  
of t h e  p e r i o d  e l i m i n a t e d  t h a t  i n c r e a s e  
r e s u l t i n g  i n  v i r t u a l l y  no change i n  avesage  
v e l o c i t y  o v e r  t h e  p e r i o d  a s  a  whole. R 
i n  t h e  f i t t e d  e q u a t i o n  i s  low and p r o b a b l y  
ove r -es t ima ted  i n  view o f  t h e  low v a l u e  o f  
t h e  Durbin-Watson s t a t i s t i c  ( . 8 0 ) .  The t 
v a l u e  on t h e  r e g r e s s i o n  c o e f f i c i e n t  i s  n o t  
s i g n i f i c a n t  a t  t h e  5  p e r c e n t  l e v e l  and t h e  
b e s t  s i n g l e  v a l u e  f o r  v  o v e r  t h e  e n t i r e  
p e r i o d  i s  p r o b a b l y  6.664. There  i s  t h u s  
some e m p i r i c a l  s u p p o r t  f o r  t h e  assumpt ion  
o f  c o n s t a n t  v e l o c i t y  i n  Jamaica .  

It i s  d i f f i c u l t  t o  s e e  how T a y l o r ' s  (1972) r e s u l t s  can 

b e  c o n s t r u e d  t o  p rove  t h a t  Jamaica  i s  c h a r a c t e r i s e d  by a  

c o n s t a n t  income v e l o c i t y .  It i s  hoped t h a t  t h e  demand f o r  

money f u n c t i o n  i n  my model may shed some l i g h t  on t h e  

a p p r o p r i a t e n e s s  o f  t h e  c o n s t a n t ' v e l o c i t y  assumpt ion  f o r  

Jamaica .  

Bourne's (1974)  p a p e r  r e p r e s e n t s  t h e  most s o p h i s t i c a t e d  

monetary a n a l y s i s  o f  t h e  Jamaican economy e x t a n t .  It i s  an 

a t t e m p t  t o  a p p l y  what t h e  a u t h o r  r e g a r d s  as t h e  most r e l e v a n t  

economic t h e o r y  t o  t h e  p a r t i c u l a r  c i r c u m s t a n c e s  of  t h e  

Jamaican economy. T h i s  i s  how he d e ~ c r i b e s ~ t h e  problem 

he p e r c e i v e s  and t h e  s o l u t i o n  he a t t e m p t s :  

Even i n  t h e  r e l a t i v e l y  underdeveloped 
f i n a n c i a l  s t r u c t u r e s  o f  t h e  Car ibbean ,  



t h e  demand f o r  money has  impor tant  consequences 
f o r  monetary and r e a l  growth and change. A 
p r i o r i  t h e  r e l a t i v e  and a b s o l u t e  magnitudes of  
i n t e r e s t - r a t e ,  p r i c e  and income e l a s t i c i t i e s  
a r e  c r i t i c a l  d e t e r m i n a n t s  of  tlhe impact of  
monetary measures such as changes i n  t h e  money 
s t o c k ,  bank r a t e ,  and exchange r a t e  on t h e  s i z e  
and composi t ion  of t h e  p u b l i c ' s  p o r t f o l i o  o f  
r e a l  and f i n a n c i a l  a s s e t s .  None the less ,  t h e  
a n a l y s i s  of t h e  demand f o r  money i s  g r o s s l y  a  
n e g l e c t e d  a r e a  among Caribbean monetary t h e o r i s t s  
and p r a c t i t i o n e r s .  . . . ( T h i s )  p a p e r  f o r m u l a t e s  
a t  a  h i g h  l e v e l  of t h e o r e t i c a l  a b s t r a c t i o n  a 
micro model of t h e  demand f o r  money, and t h e n  
proceeds  t o  app ly  a  modif ied  form t o  q u a r t e r l y  P 
d a t a  f o r  Jamaica.  

-, 

I n  t h i s  modif ied  form the.demand f o r  m0ne.y i s  made a  

f u n c t i o n  of (1) a weighted  average  of  i n t e r e s t  r a t e s  (RTSD); 

( 2 )  expected  i n f l a t i o n  (Pe)  and expected  income ( G N P ~ ) .  

Bourne t s  (1974) own s p e c i f i c a t i o n  i s  

where t h e  dependent  v a r i a b l e  i s  d e s i r e d  money b a l a n c e s .  

A problem emerges h e r e .  T h i s  demand f o r  money f u n c t i o n  

c o n t a i n s  bhree  unobse rvab le  magnitudes.  These a r e :  (1) 

d e s i r e d  money b a l a n c e s ;  ( 2 )  expec ted  i n f l a t i o n  and (3) 

expec ted  income. Bourne ( 1 9 7 4 )  t r a n s f o r m s  t h e s e  unobser- 

v a b l e s  "by u t i l i s i n g  t h e  Ner lov ian  p a r t i a l  ad jus tment  mech- 

anisms and Muthls  n a t i o n a l  e x p e c t a t i o n s  h y p o t h e s i s . "  A f t e r  

t h e  t r a n s f o r m a t i o n  he h a s  s i x  s t r u c t u r a l  parameters-,  three 

, from e q u a t i o n  1.10 and t h r e e  adjus tment  c o e i f  icients. 

However, h i s  e s t i m a t i n g  e q u a t i o n  c o n t a i n s  t e n  independent  



v a r i a b l e s ,  s o  t h a t  h i s  model i s  o v e r - i d e n t i f i e d .  U n f o r t u n a t e l y  

he e s t i m a t e s  i t  by  t h e  method o f '  OLS. However, t h i s  method 

w i l l  n o t  p e r m i t  u s  t o  i n f e r  un ique  v a l u e s  f o r  t h e  s t r u c t u r a l  

i n  an  o v e r - i d e n t i f i e d  e q u a t i o n .  

None the le s s ,  B o u r n e t s  (1974)  accoun t  o f  h i s  f i n d i n g s  
t 

a r e  of  g r e a t  i n t e r e s t .  F i r s t  we n o t e  t h a t  h i s  r e s u l t s  s u g g e s t  

t h a t  t h e  demand f o r m o n e y  i s  i n t e r e s t - i n s e n s i t i v e .  According 

t o  him, " r e g a r d l e s s  o f  t h e  d e f i n i t i o n s  o f  money employed and 

i r r e ' s p e c t i v e  .- o f  whe the r  t h e  i n t e r e s t  r a t e  i s  e x p r e s s e d  i n  

r e a l  o r  nominal  t e r m s ,  t h e y  g e n e r a l l y  f a i l  t o  p a s s  t h e  "tt' 

t e s t  a t  t h e  2 5  p e r c e n t  l e v e l . "  Should t h i s  f i n d i n g  b e  rep-  - 

; l i c a t e d  i n  a s t u d y  u s i n g  a  more a p p r o p r i a t e  e s t i m a t i n g  t ech -  

& s u e  i t  would be  r e a s o n a b l e  t o  conclude  t h a t  t h e  Keynesian 
- 

monetary t r a n s m i s s i o n  mechanism a n a l y s i s  does  n o t  o f f e r  a 

p l a u s i b l e  d e s c r i p t i o n  o f  t h e  Jamaican monetary s e c t o r .  T h i s  

a l o n e  j u s t i f i e s  what I am t r y i n g  t o  do i n  my t h e s i s .  

A f t e r  s t a t i n g  t h a t  t h e  r e s u l t s  f o r  e x p e c t e d  i n f l a t i o n  

m e  ambiguous, Bourne (1974)  goes  on t o  d i s c u s s  what a p p e a r s  

fc b e  t h e  main d e t e m , i n a n t  o f  t h e  demand f o r  xoney i n  Jamaica .  

- * ~e szys " t h e  income c o e f f i c i e n t s  a r e  s t a t i s t i c a l l y  s i g n i f i c a n t  

zt the 1 p e r c e n t  l e v e i  o r  b e t t e r .  A g r e a t  d e a l  o f  conf idence  

? h e r e f o r e  r e p o s e s  i n  o a r  e s t i m a t e  of  t h o s e  c o e f f i c i e n t s . "  

L a t e r  9s h? d i s s ~ s s e s  t h e  income e l a s t i c i t y  o f  t h e  - demand - 

- - A? x r e y  an2 :o--s 2 s :  "The-e i s  no d i s c e r n i b l e  tendency f o r  
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i s  adopted .  On t h e  o t h e r  hand w i t h  '%he narrow money d e f i n -  

i t i o n ,  income e l a s t i c i t y  t e n d s  t o  d e c l i n e  a s  ad jus tment  i s  

completed. The range  i s  0.1057 t o  1.8312, d e p i c t i n g  a t - t h e  

lower  e n k a  r e l a t i v e l y  income- insens i t ive  demand f o r  money 

f u n c t f o n ,  and d e p i c t i n g  a t  t h e  upper  end an i n c o m e - s e n s i t i v i t y  

r e m i n i s c e n t  o f  Friedmanlq,well-known luxury  good f i n d i n g . "  

However, we a r e  unab le  t o  judge t h e  p l a u s i b i l i t y  of t h i s  c l a im 

s i n c e ,  a s  we saw above,  t h e  e s t i m a t o r  t h e  a u t h o r  used  does  n o t  

pe rmi t  us  t o  i n f e r  a  unique v a l u e  f o r  t h e  income-adjustment 

c o e f f i c i e n t  i n  t h i s  c a s e .  

The main r e l e v a n c e  o f  Bourne ' s  (1974)  s tudy  f o r  my t h e s i s  

I s  t h a t  i t  d i r e c t s  o u r  a t t e n t i o n  t o  many i m  o r t a n t  monetary ? 
i s s u e s  i n  t h e  Jamaican economy t h a t  s t i l l  need r e s o l v i n g .  F o r  

e ~ a m ~ l e , ~ w i - l l  a  demand f o r  m0ne.y f u n c t i o n  which. i s  p a r t  of  a  

l a r g e r  s t r u c t u r a l  model s t i l l  e x h i b i t  i n t e r e s t  i n s e n s i t i v i t y , ?  

I s  t h e  income e l a s t i c i t y  o f  t h e  demand f o r  money u n i t y  o r  o t h e r -  - 

wise?  These and some othq,r q u e s t i o n s  I a t t e m p t  t o  answer 

l a t e r  on. 

The f o l l o w i n g  c h a p t e r  c o n t a i n &  a  d i s c u s s i o n  o f  some of  

the s a l i e n t  f e a t u r e s  o f  t h e  J a m a i ~ a n ~ e c o n o m y .  Chapter  I11 

i n t r o d u c e s  my model and c o n t a i n s  -- i n  defence  o f  my c d p f t a l t  

ou t f low f u n c t i o n  - - - a  f a i r l y  complete d i s c u s s i o n  -- o f  t h e  modern 

t heo ry  of  i n t & r , n a t i o n a l  c a p i t a l  f lows.  The conc lud ing  c h a p t e r .  

p r e s e n t s  and i n t e r p r e t s  t h e  e s t i m a t e s  o f  t h e  parameters .  It :\ 
a l s c  c o n t a i n s  t h e  customary account  of  checks on t h e ' v a l i d i t y t  

~f t h e  model and s u g g e s t i o n s  f o r  f u r t h e r  r e s e a r c h .  



Chap te r  I1 The Jamaican Economy a 

Jamaica  i s  t h e  t h i r d  l a r g e s t  c o u n t r y  i n  t h e  Car ibbean .  

It h a s  an  a r e a  o f  4 ,411 s q u a r e  m i l e s .  Like  many d e v e l o p i n g  

c o u n t r i e s ,  a  l a r g e  f r a c t i o n  ( 4 2  p e r c e n t )  o f  i t s  l a n d  i s  

a l l o t t e d  t o  a g r i c u l t u r e .  The a c t i v i t y  o f  t h i s  s e c t o r  h a s  

been wide ly  p u b l i c i z e d  by J a m a i c a n . f o l k - s i n g e r s ,  and i t s  

s u g a r ,  bananas ,  coconu t s ,  c o f f e e  and a l l s p i c e  a r e  wor ld  

renowned. 

According t o  E r i c  W i l l i a m s  (1964) t h e  e a r l y  h i s t o r y  * 

of Jamaica  i s  r e l a t e d  t o  what Ada. Smith i n  The Wealth o r  

t h e  H a t i o n s  c a l l s  " t h e  two g r e a t e s t . . . e v e n t s  i n  t h e  h i s t o r y  

of mankind", t h e  d i s c o v e r y  of t h e  new world and t h e  d i s c o v e r y  

o f  t h e  A p e .  r o u t e  t o  I n d i a .  According t o  Smith t h e s e  d i s -  

c o v e r i e s  by p e r m i t t i n g  " t h e  t r i a n g u l a r  t r a d e "  r a i s e d  " t h e  

m e r c a n t i l e  sys tem t o  a 'degree o f  s p l e n d o u r  and  g l o r y  which 
% 

it cou ld  n e v e r  o t h e r w i s e  have a t t a i n e d  t o .  'I (p .51)  

The c o u n t r y  was " d i s ~ o v e r e d ~ ~  by Columbus i n  1494 and 

s e t t l e d  by t h e  S p a n i a r d s  i n  pursuance  of' t h e  p a p a l  b u l l  o f  

t h e  p r e v i o u s  y e a r .  The S p a n i a r d s  h e l d  Jamaica  u n t i 1 . 1 6 7 0  

when t h e y  ceded i t  t o  B r i t a i n  a t  t h e  t r e a t y  o f  Madrid. 

J amaica  remained a B r i t i s h  co lony u n t i l  1962 when i t  became 

a s o v e r e i g n  s ta te .  

I n  t h e  s e v e n t e e n t h  c e n t u r y  t h e  B r i t i s h  developed an 
. 

e x t e n s i v e  sys t em o f  s u g a r  cane p l a n t a t i o n s  worked by s l a v e s .  



The descenden t s  o f  t h o s e  s l a v e s  now c o n s t i t u t e  85 p e r c e n t  of 

t h e  1.95 m i l l i o n  p o p u l a t i o n .  The use  o f ' s l a v e s  enabled  t h e  

B r i t i s h  s e t t l e r s  t o  amass weal th  q u i c k l y  and Jamaica  t o g e t h e r  

w i t h  i t s  Caribbean ne ighbours  soon became an impbr tan t  market 

f o r  t h e  embryonic manufactur ing  i n d u s t r y  i n  B r i t a i n .  

Wil l iams goes on t o  demonst ra te  t h e  impor tance  of 

Jamaica and t h e  o t h e r  Caribbean c o l o n i e s  t o  e i g h t e e n t h  
1 - 

c e n t u r y  commerce. He w ~ t t e s :  

The amazing va lue  o f  t h e s e  West I n d i a n  c o l o n i e s  
can more g r a p h i c a l l y  be p r e s e n t e d  by comparing 
i n d i v i d u a l  West I n d i a n  i s l a n d s  w i t h  i n d i v i d u a l  
mainland c o l o n i e s . .  . I n  1773 B r i t i s h  impor t s  
f r a n m a i c a  were more t h a n  f i v e  times t h e  com- 
b i n e d  impor t s  from t h e  b read  c o l o n i e s ;  B r i t i s h  
e x p o r t s  t o  Jamaica were n e a r l y  one t h i r d  l a r g e r  
t h a n  t h o s e  t o  New England and on ly  s l i g h t l y  l e s s  
t h a n  t h o s e  t o  New York and Pennsylvania  combined. 
(P .  54 1 

It i s  h i s  well-known t h e s i s  t h a t  t h i s  commerce, t h e  hey- 

day of which l a s t e d  from 1650 t o  1850, formed t h e  b a s i s  f o r  

t h e  i n d u s t r i a l  r e v o l u t i o n  i n  B r i t a i n .  I n  t h i s  W i l l i a m s  is 

on ly  conf i rming Adam S m i t h r s  e a r l y  e v a l u a t i o n  o f  t h e  impor- 

t a n c e  of t h e  "New World", of which Jamaica used t o  be  an 

impor tan t  member, f o r  t h e  Success of  t h e  B r i t i s h  i n d u s t r i a l  

r e v o l u t i o n .  . / 

Many of the f e a t u r e s  of c o n t e m p o r a r ~  Jmaica-were-formed--- 

i n  t h e  e i g h t e e n t h  c e n t u r y .  For  example, t h e  l a r g e  p l a n t a t i o n s  

of t h e  p e r i o d  of  s l a v e r y  remain an i m p o r t a n t .  a s g e c t  o f  p r e s e n t  
/ 

day Jamaican a g r i c u l t u r e .  A t  t h e  s t a r t  o f  t h e  p e r i o d  under 



r e s e a r c h ,  40 percen? of a r a b l e  l and  was d ivfded  among farms 
i 

with an average s i z e  of over  2 0 0  a c r e s .  However, t h e s e  cons- 

t i t u t e d  l e s s  than m e  percen t  of t h e  t o t a l  farms i n  t h e  country .  

The ma jo r i t y  of  f a m s  were l e s s  than  f i v e  a c r e s .  These produced 

mainly f o r  t h e  domestic market whereas t h e  l a r g e  farms produced 

almost  e x c l u s i v e l y  f o r  t h e  expor t s  market. 

Over t h e  p e r i o d  covered i n  +hTs s tudy ,  t h e  r o l e  of  a g r i c -  

u l t u r e  r e l a t i v e  t o  o the r  s e c t o r s  t n  t h e  economy has  continued 
h 

t o  d e c l i n e ,  According t o  Palmer (1968)  a g r i c u l t u r e ' s  sha re  i n  

t o t a l  output  had f a l l e n  t o  1 2  percent  by 1967.  The o f f i c i a l  

p u b l i c a t i o n  "Economic Survey 1 9 7 2 "  shows t h a t  t h i s  d e c l i n e  

I n  1971 a g r i c u l t u r e ' s  share  t h e  G.D:P, was 8.5 

g e r c e n t ,  ,However, t h e  s e c t o r  con t inues  t o  be t h e  main source  

of  employment. Even i n  1971 ,  t h e  sugar  i n d u s t r y  a lone  was 

r e s p o n s i b l e , f o r  8 pereen t  of a l l  employment, 

Because J a r r a i c a * ~  a g r f c u l t u r e  i s  predominantly expor t  

o r i e n t e d ,  a l a r g e  f r a c t i o n  of Jamatca t s  food and raw materials 

2s  Imported, This Btnd of  a g r f c u l t u r e  has  a t t r a c t e d  severe  

zr f t2c2sm from several jamatcan scho la r s  who condemn an  economy 

t h a t  i s  f o r  t h e  most p a r t  an agricultural one but  ' b p o r t s  most 

OF i t s  food and raw materials. The e x t e n t  o f  th2s  r e l t a n c e  on 
7 

foreign sources  of food and raw m a t e r i a l s  is i n d i c a t e d  by the 

-\ - -- -- - - -- -- - - - - 

 att to o f  food and raw t & % a l s t o  t o t a l  imports, The off2cial 



c o n s t a n t  

-. -ne nesessi:, :s i r n ~ o r t  z l a r g e  p r o p o r t i o r  o f  food  

the sector 

- ,- - Y , m - 7 a  - 
2 0  y *  

" , A a e  s.df'--lQJE-- --.-pz ,,,,,.., ,,,, ar.Z ?hw materials fc? d m e s t i c  use, 



Reynolds  Meta l s  Ltd .  and K a i s e r  Aluminium and Chemical 

2 o r p c r a t i o n .  Kuch l a t e r  i n  1964 t h e  Aluminum Company o f  

America j o i n e d  t h e  o t h e r  t h r e e .  
-% 

A f t e r  a decade  o f  e x p l o r a t i o n s  a c t u a l  mining  s t a r t e d  

i~ 1952 and h a s  advanced s t e a d i l y .  By 1 9 7 1  p r o d u c t i o n  o f  

b a u x i t e  had r e a c h e d  12,234,055.5 t o n s .  P r o d u c t i o n  of a lumina  

wes 1,868,000 t o n s  i n  t h e  same y e a r .  

The c o u n t r y  i s  now t h e  l a r g e s t  b u t  one ( A u s t r a l i a )  pro- 

2 ~ c e r  of baux ike .  f t  s u p p l i e s  roughly  h a l f  o f  t h e  U . S .  mar- 

e .  The Ja rmlcan  o r e ,  compared t o  o t h e r s ,  i s  r e l a t i v e l y  

i c p u r e .  It c o n t z i n s  o n l y  50 p e r c e n t  a lumina  whereas  o t h e r  

5res c o n t a i n  uc t o  70 p e r c e n t  a lumina.  On t h e  o t h e r  hand, 

t h e  2amaican o r e  i s  e x t r e m e l y  e a s y  t o  mine s i n c e  i t  i s  c l o s e  
. . 

tc t h e  s u r f a c e .  

3 a u x i t e  i s  used t o  produce aluminum which i s  done i n  

Three s t a g e s .  The f i rs t  s t a g e  c o n s i s t s  o f  mining  and d r y i n g  

fhe  o r e ;  t h e  * ~ n d  s t a g e  o f  p r o c e s s i n g  t h e  o r e  i n t o  alumina 

~ r i 5  the f i n a l  s t a g e  of r e d u c i n g  a lumina  t o  aluminum. Orig- 

h z i l l y  o n l y  t h e  f i r s t  s t a g e  w a s  under t aken  i n  Jamaica.  Now 

;he second s t a g e  a s  w e l l  i s  done i n  Jamaica .  Toward t h e  end 

sr' ?he c 'er iod under  r e s e a r c h  t h e  development of t h e  second 

s:age was I m p r e s s i v e .  According t o  t h e  o f r i c i a l  p u b l i c a t i o n  
- -- - 

H C - ~ ~  ,,u,,ozLc Survey 197Ztt, " i n  1969 p r i o r  t o  t h e  r e c e n t  i n c r e a s e  

5- a l - x k a  c a 2 a c i f y  o n l y  23.5 p e r c e n t  o f  b a u x i t e  mined was 

F l i h e p  , - , - ,sse5 i z t o  a l i d n a  whi l e  i n  1 9 7 2  a lumina  p r o d u c t i o n  used  
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The r e d u c t i o n  o f  a lumina  t o  aluminum r e q u i r e s  a  q u a n t i t y  

o f  ene rgy  t h a t  i s  n o t  y e t  a v a i l a b l e  a t  an economic c o s t  i n  

Jamaica .  If t h i s  problem cou ld  be  s o l v e d ,  t h e  b a u x i t e  indus -  

t r y  would c o n - t r i b u t e  g r e a t l y  t o  t h e  expans ion  06 employment 
. I 

i n  t h e  modern s e c t o r  o f  Jamaica .  

A second o r e ,  gypsum i s  a l s o  mined i n  Jamaica .  Although 

i t  i s  n o t  a s  i m p o r t a n t  f o r  t h e  economy a s  b a u x i t e ,  it cont . r ib-  

u t e s  t o  J a m a i c a ' s  f o r e i g n  exchange e a r n i n g s .  It i s  a l s o  i m -  

p o r t a n t  f o r  t h e  domest ic  cement i n d u s t r y .  

Commenting on how t h e  development o f  t h e  mining  s e c t o r  

has t r ans fo rmed  t h e  Jamaican economy, Palmer (1968)  o b s e r v e s  

" I n  1950, when t h e  G.D.P. was $70.lm, a g r i c u l t u r e  c o n t r i b u t e d  

38.8 p e r c e n t  and manufac tu r ing  11 .3  p e r c e n t .  B a u x i t e  mining 

o p e r a t i o n s  had n o t  y e t  begun; consequen t ly  t h e  min ing  s e c t o r '  

w a s  n e g l i g i b l e .  I n  1967 t h e  G.D.P.  r o s e  t o  $336.5m w i t h  

a g r i c u l t u r e ' s  c o n t r i b u t i o n  f a l l i n g  t o  11 .7  p e r c e n t  and t h a t  

manufac tu r ing  and min ing  r i s i n g  t o  1 5  p e r c e n t  and 9.6 

p e r c e n t  r e s p e c t i v e l y . "  (p .15 )  
+=- 

T h i s  s t r u c t u r a l  t r a n s f o r m a t i o n  has been r e f l e c t e d  i n  

t h e  change i n  t h e  s o u r c e  o f  f o r e i g n  exchange e a r n i n g s .  T h i s  

change a l r e a d y  w a s  w e l l  advanced when t h e  p e r i o d  under  r e s e a r c h  

i n  t h i s  t h e s i s  began.  I n  1 9 5 6 ' t h e  mining  s e c t o r  accoun ted  f o r  

l e s s  than 30 p e r c e n t  o f  e x p o r t s  w h i l e  a g r i c u l t u r e  accoun ted  

f o r  more t h a n  50 p e r c e n t .  By 1963 b a u x i t e  and altmtna 

accoun ted  f o r  4 2  p e r c e n t  and a g r i c u l t u r e  f o r  48.4 pe rcen t - .  



1 t h e  q u a n t i  t i e s  of b a u x i t e  and a lumina  e x p o r t e d  were 

7,590,000 t o n s  and  1,783,000 t o n s  r e s p e c t i v e l y .  And t h e s e  

two m i n e r a l s  accoun ted  f o r  6 4 . 1  p e r c e n t  o f  e x p o r t s  compared 

t o  a g r i c u l t u r e l s , ~ s h a r e  o f  rough ly  20 p e r c e n t .  

The change i n  t h e  composi t ion  o f  e x p o r t s  h a s  n o t  been' 

matched by  a s i m i l a r  change i n  t h e  compos i t ion  o f  t h e  l a b o u r  

f o r c e .  T h i s  i s  because  t h e  mining  i n d u s t r y  u s e s  a c a p i t a l -  

i n t e n s i v e  t echno logy .  A t  t h e  end of  1971  t h e r e  were 11,629 

p e r s a n s  employed i n  t h e  mining s e c t o r .  T h i s  i n c l u d e s  workers  9 

employed by t h e  b a u x i t e  companies i n  a g r i c u l t u r e  and con- 

s t r u c t i o n .  These workers  c o n s t i t u t e  o n l y  1 . 4  p e r c e n t  o f  t h e  

l a b o u r  f o r c e .  

The Jamaican  economy h a s  two major  problems.  The cause  

of  one o f  t h e s e ,  t h e  c o n t i n u i n g  d e f i c i t  on t h e  b a l a n c e  o f  

t r a d e ,  was d i s c u s s e d  i n  Chap te r  I. T h i s  c h a p t e r  c o n t i n u e s  w i t h  

a  d i s c u s s i o n . o f  t h e  o t h e r ,  t h e  h i g h  l e v e l  o f  unemployment. 

I n  a  - r e c e n t  a n a l y s i s  which r e sembles  that  of Harris 

and ~ o d a r o  (1970) ,  T i d r i c  (1975)  a r g u e s  t h a t  t h e  p e r s i s t e n c e  

of unemployment i n  Jamaica  i s  r e l a t e d  t o  t h e  r a p i d  growth of 

t h e  mining  s e c t o r .  He wishes  t o  e x p l a i n  v&y a l t h o u g h  "between 
/ 

1953 -and 1960 t o t a l  o u t p u t  i n  r e a l  t e r m s  i n c r e a s e d  by 76.8 

p e r c e n t . . . ,  t h e  l a b o u r  f o r c e  i n c r e a s e d  by o n l y  ... 15,800 

worke r s  ( a n d )  n o n - a g r i c u l t u r a l  jobs b y  50,000 . . . wremploy- 
P 

me* f e l l  o n l y  s l i g h t l y  from 98,000 t o  88,000." 

He a r g u e s  t h a t  t h i s  paradox can  be  e x p l a i n e d  by cons id-  

e r i n g  t h e  " d i s t o r t e d  wage s t r u c t u r e . . . i n  which workers  o f  t h e  



same s k i l l  l e v e l  r e c e i v e  d i f f e r e n t  wages i n  d i f f e r e n t  indus-  

t r i e s . "  H e  c o n t i n u e s ,  " D i s p a r i t i e s  among major  s e c t o r s  a r e  

d ramat ic .  U n s k i l l e d  b a u x i t e  mining workers  e a r n  about  t w i c e  

a s  much p e r  week as u n s k i l l e d  workers  i n  t r a n s p o r t a t i o n  o r  

c o n s t r u c t i o n .  . . .Unski l led  c o n s t r u c t i o n  workers  i n  t u r n  e a r n  

a lmost  two and one-half  t imes  a s  muchLas a g r i c u l t u r a l  workers ."  

He t h e n  demons t ra tes  h i s  h y p o t h e s i s  t h a t  t h e  h i g h e r  wages i n  

t h e  "modern" s e c t o r  s p i l l  o v e r  i n t o  t h e  t r a d i t i o n a l  s e c t o r  

caus ing:  ( a )  "supply-withdrawal" unemployment i n  t h i s  s e c t o r ;  

and ( b )  an e x c e s s  supply  of  l a b o u r  i n  t h e  "modern1' s e c t o r  

which though i s  p reven ted  from b i d d i n g  down t h e  wage r a t e .  I n  

h i s  words, peop le f ' a re  v o l u n t a r i l y  unemployed w i t h  r e s p e c t  t o  , 

s u g a r  bu t  i n v o l u n t a r i l y  unemployed w i t h  r e s p e c t  t o  mining." 

Among t h e  i n t e r e s t i n g  conc lus ions  T i d r i c  (1975)  deduces 

from h i s  model i s  one which s t a t e s  t h a t  "wage p o l i c y  guide-  

l i n e s  should  be t i e d  e x p l i c i t l y  t o  t h e  wage o r  income gap , . .  . 
P e r m i s s i b l e  wage i n c r e a s e s  shou ld  be i n v e r s e l y  p r o p o r t i o n a l  

t o  t h e  gap between t h e  wage l e v e l  i n  t h e  i n d u s t r y  w i t h  e x c e s s  

supp ly  and - the  wage o r  income l e v e l  i n  t h e  low-wage OT low- 

income self-employed s e c t o r . "  He then  goes on t o  c a u t i o n  t h e  

r e a d e r  n o t  t o  i n f e r  t h a t  r u r d  development i s  n e c e s s a r i l y  a 
- / 

more op t ima l  s t r a t e g y  t h a n  / f u r t h e r  i n d u s t r i a l i z a t i o n .  

T i d r i c  (1975) o f f e r s  no s u g g e s t i o n s  about  how a  wage- I 

c o n t r o l  p o l i c y  s h o u l d  b e  5mplemented; Flowever, h i s  model 

appears  t o  s u p p o r t  a p o l i c y  which t a x e s  away some o f  t h e  



q u a s i - r e n t  o f  mining  l a b o u r e r s  and u s e s  t h e  revenue  t o  make 

r u r a l  l a b o u r  more a t t r a c t i v e  t o  Jamaicans .  The problem 

d e s e r v e s  much f u r t h e r  a t  t e n t i o n .  

The f a i l u r e  o f  t h e  mining i n d u s t r y  t o  g e n e r a t e  su f -  

f i c i e n t  j o b s  t o  s o l v e  J a m a i c a ' s  unemployment problem h a s  l e d  

t h e  a u t h o r i t i e s  t o  a t t e m p t  f u r t h e r  d i v e r s i f i c a t i o n  of t h e  

economy. The two p o l i c i e s  which have been pur sued  a r e :  ( 1 )  

t h e  development o f  t h e  t o u r i s t  i n d u s t r y ;  and ( 2 )  t h e  i n f u s i o n  

o f  foreign-owned l i g h t  manufac tu r ing  e s t e r p r i s e s  i n  t h e  

s p i r i t  o f  Vernon ' s  (1966)  p roduc t  cyc71e t h e o r y .  

The p e r i o d  under  r e s e a r c h  was ex t remely  f a v o u r a b l e  f o r  
I 

t h e  advancement o f  t o u r i s m  i n  Jamaica.  The s t r a i n e d  r e l a t i o n s  

between t h e  U.S. and Cuba p rov ided  a l a r g e ' m a r k e t  t h a t  

Jamaica  w i t h  i t s  e x c e l l e n t  rum and "congenial  c l i m a t e  was 

i n  a p o s i t i o n  t o  e x p l o i t .  T h i s  c o i n c i d e d  w i t h  a  d e c r e a s e  i n  

t h e  c o s t  of a i r l i n e  t r a n s p o r t a t i o n  l a r g e l y  due t o  t h e  i n t r o -  

d u c t i o n  of l a r g e  j e t s .  T h i s  1ow;r c o s t  w a s  r e f l e c t e d  i n  

lower  p r i c e s  t o  t o u r i s t s .  The ev idence  shows t h a t  Jamaica  

r e a c t e d  a s  e x p e c t e d  t o  t h i s  new market .  

Palmer (1968) says :  "Two impor tan t  i n d e x e s  o f  ( t h e  

development o f  t o u r i s m )  a r e  t h e  growth o f  h o t e l  accommod- 

a t i o n s  and t h e  number of t o u r i s t s  v i s i t i n g  t h e  i s l a n d  an- 

n u a l l y .  I n  1961,  h o t e l  accommodations amounted  t o  6,140 

b e d s  i n  7 1  h o t e l s ,  42 g u e s t  houses  c o t t a g e s .  
f 

A t  t h e  end of 1967 t h i s  ( s i c )  had 



The t o t a l  number o f  t o u r i s t s  v i s i t i n g  Jamaica  a n n u a l l y  i n -  

c r e a s e d  from 75,000 i n  1950 t o  330,000 i n  1967."  (p .29)  

The o f f i c i a l  p u b l i c a t i o n  "Economic Survey 1972'' shows 
-4'- 

t h a t  by t h e  end o f  1971, h o t e l s ,  g u e s t  h o u s e s ,  c o t t a g e s  and 

a p a r t m e n t s  p r o v i d i n g  accommodation f o r  v i s i t o r s  employed 

9,400 p e r s o n s .  The same s o u r c e  c l a i m s  " t h a t  f o r 2 e v e r y  one 

pe r son  employed d i r e c t l y  i n  t h e  t o u r i s t  i n d u s t r y ,  t h e r e  i s  

a n o t h e r  employed o u t s i d e  t h e  t o u r i s t  i n d u s t r y  a s  a r e s u l t  

of tou r i sm."  T h i s  i n d u s t r y  t h e r e f o r e  employs about  2  - 4 

p e r c e n t  of t h e  t o t a l  l a b o u r  f o r c e  and abou t  3 - 2 p e r c e n t  

of t h o s e  a c t u a l l y  employed. I n  t h e  same y e a r  i t  c o n t r i b u t e d  

an  e s t i m a t e d  $91 m i n  t o t a l  e a r n i n g s  which i s  abou t  7.8 

p e r c e n t  o f  G.D.P .  and w a s  r e s p o n s i b l e  f o r  1 8  p e r c e n t  of t o t a l  

e x p o r t  e a r n i n g s .  T h i s  s e c t o r ' s  c o n t r i b u t i o n  t o  e x p o r t  

e a r n i n g s  i s  second on ly  t o  t h a t  o f  t h e  mining  s e c t o r .  

None-the-less we may wonder abou t  the '  p r o s p e c t s  f o r  

f u r t h e r  growth i n  t h e  t o u r i s t  i n d u s t r y .  Recent  y e a r s  have 

s e e n  an e s c a l a t i o n  i n  f u e l  p r i c e s  which may r a i s e  t h e  c o s t  

of a i r  t r a v e l ,  and a  r e c e s s i o n  i n  t h e  advanced economies 

from which t h e  m a j o r i t y  o f  t o u r i s t s  come. However, t h e s e  

were n o t  problems f o r  t h e  g r e a t e r  p a r t  of t h e  p e r i o d  

covered  i n  t h i s  thesis and w i l l  n o t  be  f u r t h e r  d i s c u s s e d .  

The p o l i c y  of e n c o u r a g i n g  foreign-xwned l~ ight  manufac- 

t u r i n g  f i r m s  t o  o p e r a t e  in Jamaica was s t imula t+ed  by t h e  

e l e c t i o n  o f  t h e  " P e o p l e ' s  N a t i o n a l  Pa r ty"  (PNP) ,  unde r  t h e  



leadership of N o m  Mmley, to  office in 1955. This then rroderately 

soc ia l i s t  party was comit ted  t o  the industrialization and diversifi-  

cation of the Jarmican economy from the time of its inception. 

Widdecombe (1972) quotes the following passage fk.0m the document 

which introduced the party's first ten-year plan, which was the country's 

second : 

Like other underdeveloped countries, Jamica suffers 
from a shortage of capi tal  for  m u f a c t w i n g  industry. 
The government has therefo teps t o  create 
a climate t o  a t t r a c t  investors. This has rrainly 
been effected byb incentives and concessions under 
the Pioneer Industries (Enco-nt) Law, revisions - 
of the Customs Tariff t o  encourage imports of 
machinery and r a w  m t e r i a l s ,  special incentive 
legis lat ion fo r  the censent and t e x t i l e  industries,  
tariff ~ o t e c t i o r ,  and quota restr ic t ions.  The 
creation of an industr ia l  development corporation 
charged with the duties of s t m a t - ,  f ac i l i t z t ing ,  
and undertaking the development of industry and the 
establishmnt of an industr ia l  es ta te  supplied with 
water and e l ec t r i c  power fo r  the location of 
factories.  (pp. 153-154) ' 

The sm document shows tha t  one af the main reasons for  e n c o w  

aging the participation of foreign-owned firms in the country's 

d e v e l o p ~ n t  was t o  provide a large nLnnber of non-agicultural jobs. 

It s ta tes :  "It i s  intended t o  lay special emphasis on a t t rac t ing  

foreign capi ta l  t o  Jamaica, and the provision of incentives by the way of 

tax concessions, t a r i f f  protection and industrial  space w i l l  be con- 

and therefore not susceptible t o  the factors that affect  a@eultwaJ 

erploymnt direct ly  such 2s export prices or  climatic  condition^.^' 
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The p o l i c y  was l e s s  s u c c e s s f u l  t h a n  was a n t i c i p a t e d  and 

most of t h e  s h i f t  from a g r i c u l t u r a l  employment i n t o  manufac- 

t u r i n g  employment t o o k  p l a c e  b e f o r e  1962. Widdicombe (1972)  

i n d i c a t e s  t h a t  between 1950 and 1960 employment i n  l a r g e  

manufac tu r ing  firms grew from 21,728 p e r s o n s  t o  46,050. He 

c l a i m s  that  "by 1960 l a r g e  m a n u f a c t u r i n g  p l a n t s  p rov ided  

a l m o s t  8 percent o f  all t he  r e g u l a r  jobs ."  L a t e r  on he  c i t e s  

a  s t a t e m e n t  made i n  1971  by t h e  t h e n  M i n i s t e r  o f  Trade  and 

I n d u s t r y ,  which s u g g e s t s  s t r o n g l y  t h a t  t h e  r a t e  o f  t r a n s -  

f o r m a t i o n  o f  t h e  l a b o u r  f o r c e  from a g r i c u l t u r a l  t o  manufac- 

t u r i n g  d e c r e a s e d  a f t e r  1960 .  According t o  :?at ~ L r i s t e r ,  

" A t  3 1 s t  December ( 1 9 7 0 ) ,  1 ,494 manufac tu r ing  e s t a b l i s h m e n t s  

o p e r a t i n g  i n  The i s l z n d  and e n p l o y i n g  49,000 were r e g i s t e r e d  

with t h e  F a c t o r i e s  I r s ~ e c t o r a t e  o f  t h e  M i n i s t r y  o f  Labour 

and N a t i o n a l  I n s w a - c e  . " 
None the le s s  a s  t he  econong c o n t i n u e d  59 change from an 

a g r i c u l t u r a l  oce $0 a- i n d u s t r i a l  one t h e  r o l e  o f  manufac tu res  

c o n t i n u e d  t o  i n c r e a s e .  Ey 1971  t h e  m a n u f a c t u r i n g  s e c t o r  was 

c o n t r i b u t i n g  to G . D . ? .  31b8.6 n which i s  abou t  1 3  p e r c e n t .  

- ,ne l i n a n c i 2 i  S e c t o r  

The presez: f i - m z i a l  sys tem i n  Jamaica  evolved  o u t  of  

i ,he s y s t e n  fh s2  s;ers:ed i n  :he once v a s t  Z r i t l s h  co lonZal  

I--inn - -  - ,  - -hLs . sc lc r . i a l  system had two main f e a t u r e s .  The 
'i 



ez 'ecs ion  o f  :ke -:.Z. ( and  i n  t h e  c a s e  o f  t h e  Ca r ibbean ,  

P - F . - A <  , - 
i ~ - . ~ d , a r ,  a l s 5 1  c z k s  t o  t h e  z o l o n i e s ,  and t h e  o p e r a t i o n  o f  

?;ewl;rr, ',195?-) d e s c r i b e s  c o m e r c i a l  b a n k i n g  i n  B r i t i s h  

m* ine YZS; ?a:ori>y 3f bank ing  b u s i n e s s  i n  
t h e  n z l ~ r i e s  i s  c a r r i e d  on b y  whzt m y  be  - -  - 
c s - _ t z  ' l s z c r a - t e r r i t o r i a l "  banks ,  t h a t  i s  
C P  sz;: b s ~ ~ % s  which o p e r a t e  i n  a  nwnber o f  
dLffere-5 ;cli?lsal a r e a s  . . . I n  p r i n c i p l e  
the S-zr.ck - m a g e n s  i n  t h e  v a r i o u s  c o l o n i a l  
brzr'nh c f f i n e s  a r e  i n  e x a c t l y  t h e  same 
posi;:sr. as brar ich  rrianagers o f  t h e  d e p o s i t  
b s . 2 ~  IT. :he -2n i t e3  Kingdom; t h e y  employ 
suck f.iz<s 2s :ELK be  used  l o c a l l y  i n  a 
r s - x e -  zc r - s i s : enhwi th  t h e  b a n k ' s  l e n d i n g  - .  p c - ~ z y ,  =.3 z - 7  s u r p l u s  becomes a v a i l a b l e  
%nr .;s-e elsewhere .  Thus a  bank s e r v i n g  
,---= . - F - ~  z:e co l sE j .  cou ld  o f f s e t  a  
b c ~ r s w i r g  a r e a  zgz i r s t  a  l e n d i n g  e r e a  i~ 
ex?=::; -he srme xay t h a t  d i f f e r e ~ t  d i s - ,  
2 ? 1 z t s  5-5 ; f f s e t  ir England and 7ia:es.(p.438) 

-. -ne s i x  nsrr .erc 'z1 banks  % h a t  o p e r a t e d  i~ J a m a i c a  d u r i n g  

n . - 9 - 
> - - > -  2, Jhe  . c : ; z -  2%-k sf C x ~ d a ,  t he  Canadian  I m p e r i a l  Bank 



- 

Dur ing  t h e  c o l o n i a l  e r a  and i n  t h e  e a r l y  y e a r s  o f  

independence ,  J amaica  was a " l e n d i n g  a r e a "  f o r  t h e  i n t e r -  

n a t i o n a l  banks .  T h i s  s i t u a t i o n  changed d u r i n g  t h e  p e r i o d  o f  

my s t u d y  and Jamaica  became a "borrowing a r e a t 1 .  The r e a s o n  

f o r  t h i s  i s  t h a t  consumer c r e d i t  e x p a n d e d ~ a p i d l y  d u r i n g  t h e  

p e r i o d .  The commercial  banks were r e s p o n s i b l e  f o r  more t h a n  

two t h i r d s  of  t h i s  c r e d i t ,  much o f  which t h e y  f i n a n c e d  w i t h  

t h e  a i d  of l o a n s  from t h e i r  h e a d q u a r t e r s .  

Although t h e  i n t e r n a t i o n a l  commercial  banks have main- 

t a i n e d  t h e  dominmce t h e y  a c q u i r e d  when Jamaica  was a co lony ,  
* '< 

t h e r e  has been some change i n  t h e  Jamaican monetary system. 

Zuch of' t h i s  change h a s  been a concomitant  o f  t h e  a b o l i t i o n  

o f  t h e  c u r r e n c y  b o a r d  sys tem.  

The Jamaican Currency Board was a b o l i s h e d  and i n  1 9 6 1  

its f u n c t i o n s  were t a k e n  o v e r  by t h e  Bank of  Jamaica* The - 
J a i a i c a n  Currency Board was one o f  s e v e r a l  s c a t t e r e d  through- 

o u t  t h e  c o l o n i a l  p a r t  o f  t h e  Commonwealth. Newlyn (1954) 

s u c c i n c t l y  d e s c r i b e s  t h e i r  workings:  

The o p e r a t i o n s  o f  t h e  c u r r e n c y  a u t h o r i t y  
a r e  a u t o m a t i c  and p a s s i v e ,  and c o n s i s t  i n  
b e i n g  r e a d y  t o  buy and s e l l  t h e  l o c a l  
c u r r e n c y  a t  a f i x e d  r a t e  ( p l u s  a small 
commission) a g a i n s t  s t e r l i n g  i n  London. 
S t e r l i n g  accumula ted  as a r e s u l t  o f  t h e  
i s s u e  o f  i o c a l  c u r r e n c y  i s  i n v e s t e d  i n  

$= 

3 
,/ ian&or, and- thus c o n s t l L u t e s  a s cllrit y  - - ' - --  

-fund. . . o u t  o f  which payments a made / 
I 

ir. s t e r i i n g  a g a i n s t  l o c a l  c u r r e n  'y 
s u r r e c d e r g d  i n  t h e  co lony.  (p.4231 



It i s  c l e a r  ' t h a t  under  t h i s  sys tem t h e  l o c a l  c u r r e n c y  
! 

was no-more  t h a n  a s u r r o g a t e  f o r  B r i t i s h  money. I n d e e d ,  

t h e r e  w a s  n o t  a f i d u c i a r y  i s s u e  i n  Jamaica  u n t i l  1958. The , 

major  d i s a d v a n t a g e  o f  t h i s  sys tem i s  well-known, The B r i t i s h  

h e l d  a  monopoly o v e r  t h e  i s s e  of  n o n - i n t e r e s t - b e a r i n g  d e b t  

i n  ~ a m a i c a .  The u s e  o f  money t h e r e f o r e  c o n s t i t u t e d  a l e a k a g e  

o u t  of  Jamaica  o f  r e a l  r e s o u r c e s . .  

Another  d i s a d v a n t a g e  o f  t h e  cu r rency  board  sys t em i s  t h a t  
.. 1 

i t  encouraged t h e  banks  t o  keep  a  l a r g e  f r a c t i o n  of t h e i r  

a s s e t s  o v e r s e a s .  A s s e t s  denominated i n  Jamaican c u r r e n c y  

c o u l d  be  conver t ed  i n t o  s t e r l i n g  and v i c e  v e r s a  f o r  o n l y  a 

s m a l l  c o s t  t o  t h e  banks .  T h i s  banks  t o  i n v e s t  

i n  B r i t a i n  funds  a c q u i r e d  from t h e  i s s u e  o f  d e p o s i t s  i n  Jamaica .  
r 

A p o s s i b l e  advan tage  o f  t h e  sys tem may b e  t h a t  money 

u s e r s  a c q u i r e d  a d e g r e e  o f  confadence  i n  Jamaican c u r r e n c y  

t h a t  h a s  s u r v i v e d  t h e  "anc ien  regime".  But on t h e  b a l a n c e  

t h e  c u r r e n c y  board  sys tem was a l i a b i l i t y  f o r  Jamaica .  

The c u r r e n c y  boa rd  e r a  i n  Jamaica  came t o  an end i n  

1960  when t h e  Bank o f  Jamaica  w a s  e s t a b l i s h e d  by a n  a c t  o f  

t h e  p a r l i a m e n t  o f  Jamaica .  T h i s  was t h e  f i r s t  c e n t r a l  bank 

i n  t h e  Car ibbean  and a c c o r d i n g  t o  Thomas (1972)  i t  had t o  

s u r v i v e  "a c o n s i d e r a b l e  p r e j u d i c e  a g a i n s t  C e n t r a l  Banks i n  
- - - - 

* w d e r - d e v e l o p e d t  e c ~ n o m i e s . ~  (p.35) None the le s s ,  the  
-- -~ 

z l ~ t h o r i t i e s  hoped t o  b r i n g  t h e  o p e r a t i o n s  o f  t h e  commercial  

bmks  under  t h e  c o n t r o l  o f  t h e  c e n t r a l  bank. 



I n  h i s  c l a s s i c  d e s c r i p t i o n  of  t h e  working o f  a  c a p i t a l -  

i s t  bank ing  sys tem Keynes (1930)  c l a imed  t h a t  " t h e  t y p i c a l  

modern Banking s y s t e m ' c o n s i s t s  o f  a S namely t h e  C e n t r a l  F"- 
/ I  

Bank and t h e  P l a n e t s  . . . t h e  ~ e r n b e r  %anks." ( p .  9 )  I n  o r d e r  

t o  e n a b l e  t h e  Bank t o  a s s e r t  i t s  h e l i o c e n t r i c  r o l e  

p a r l i a m e n t  empowered it t o :  ( 1 )  va ry  t h e  r e s e r v e s  o f  t h e  

commercial  banks held  i n  t h e  form o f  C e n t r a l  Bank d e p o s i t s  

between t h e  l i m i t s  o f  5 p e r c e n t  and 15 p e r c e n t ;  ( 2 )  p r e s c r i b e  - 
./ a  makimum l i m i t  on bank advances ;  and ( 3 )  e s t a b l i s h  a 

minimum domest ic  asset t o  l i a b i l i t y  r a t i o .  

Of t h e  t h r e e  measures ,  o n l y  t h e  l a s t  a f f e c t e d  s i g n i f -  

i c a n t l y  t h e  o p e r a t i o n s  o f  t h e  banks.  It a l s o  p e r m i t t e d  

t h e  emergency o f  an  a p p r e c i a b l e  market  f o r  government d e b t .  

F o r  example,  t h e  commercial  banks1  h o l d i n g s  o f  Jamaican 

t r e a s u r y  b i l l s  i n c r e a s e d  t e n f o l d  between 1961  a n d , 1 9 7 1 .  The 

banks  now t a k e  up more t h a n  h a l f  o f  t h e  i s s u e ,  w-reas t h e y  

h e l d  an i n s i g n i f i c a n t  f r a c t i o n  b e f o r e  1961.  I n  t h e  same 

p e r i o d  t h e  f o r e i g n  a s s e t s  t o  domes t i c  r e s e r v e s  r a t i o  f e l l  A 

from an ave rage  o f  g r e a t e r  t h a n  u n i t y  t o  l e s s  t h a n  h a l f .  

When i t  comes t o  t h e  two o t h e ~  measures ,  one was re- 

dundant  and t h e  o t h e r  w a s  employed on ly  once i n  t h e  p e r i o d  

o h m y  s t u d y .  Evidence shows t h a t  t h e  l i q u i d  r e s e r v e  r a t i o  

i s  tha t  :he n o r m e r c i a l  banks keep a l a r g e  q u a n t i t y  o f  excess 



r e s e r v e s .  I n  t h i s  s i t u a t i o n ,  t h e -  a u t h o r i t i e s  a r e  

r e g u l a t e  t h e  s u p p l y  o f  money s imply  by m a r g i n a l l y  

the r e s e r v e  r a t l o .  A Thomas (1963)  s p e c u l a t e s  t h a t  

u n a b l e  t o  

v a r y i n g  

t h e s e  con- 

d i t i o n s  cause t h e  money m u l t i p l i e r  t o  be  h i g h l y  v o l a t i l e  and - 
u n p r e d i c t a b l e .  

I 

I n  g e n e r a l ,  :he a u t h o r i t T e s  were r e l u c t a n t  t o  impose a 

ceiling-or, bank a d ~ a ~ c e s . ~  However, t h e y  overcame t h e i r  r e -  

l u c t a h c e  i n  t k e  las t  q ~ a r t e r  of  1969, Fol lowing  what was a t  

t h e  t i m e  a  r e c o r d  C e f i c i t  on t h e  b a l a n c e  o f -payment s ,  t h e  

a u t h o r i t i e s  imscs'ed a c r e d l t  c e i l l n g  on a l l  advances  f o r  t h e  

purpose  o f  i m p o r t i r g  c m s u m e r .  d u r a b l e s ,  and on advances  t o  

foreign-owned f i rns .  %ese  r e s t r i c t i o n s  l a s t e d  u n t i l  t h e  end 

Dur ing  t h e  c e r i s 6  ufider r e s e a r c h  Jamaica  w 5 s  committed 

5 9  t h e  e v o l u t i s n  o f  2 f u l l y  developed c a p i t a l  marke t .  To 

tha t  end t h e  zu?h?ri:fes encouraged t h e  growth o f  f i n a n c i a l  
< 

i r&elmedi=ies .  I- 1971 $he nos-bank f i n a n c i a l  i n t e r m e d i a r -  

i e s  e i t h e r  a l ready  o p e r a z l n g  o r  abou t  t o  b e g i n  o p e r a t i n g  
. . 

were: 3erchac: b a z k s ;  :he 2 m a i c a  Development Bank; t h e  
f 

Lsmaiza Yortgzge Smk; 5mst csmpanies;  b u i l d i n g  s o c i e t i e s ;  

i ~ s ~ r a z c e  s o r ~ o - a t  ICES d i v e r s  f i n a n c i a l  d e a l e r s .  
- .  

- n z s t ~ ? ? s ~  2 3  51-.7 z. -he  cs - responding  v a l u e  of trade 





The mdel developed Lq this chapter attempts t o  t race through the 

c ~ s a A u e r , c e s  of persistent hcreases  in the mney supply of a developing 

c m m  t i  i s  c'naracterised by the features outlined in Linder ( 1967) . 
I-, xi2 be recalled tht such an econcq tends t o  be in 'external dis- 

w. .A 1 3 du-Abfiw.r O X ~ Z C O L I Z ~  G? t o  hqml?t; mre than it can export. It 

i s  zssmci: ( 1 )  tha t  the r m ~ t m j  expansion i s  t o  supplewnt economic 

2evi j lopnt  policies;  (2) that the mnetary authorit ies maintain a de- 

- 4 -  - =,-, e v e 1  of hlgh-pw- TW-ey so that  they are prepared t o  s t e r i l i s e  
I 

::1e 3&mze of payrrents T&-e~ever they deem this necessary; (3) that there 

LYE !zj 2 stable mney dt::2er and (b)  a stable demand for  mney; ( 4 )  

&;-+- , . L ~  5% mney &.et c l e z z  '- a single period; &d (5) that we are 

az.-.~--& id th  a regire of fixed exchange rates .  

- s z ~ ; i r r ~ s  qxr?dbg Fr. Excess SI' its d m s t i c  income. The resultant def ic i t  

- : &rice of tr& is r,ot &ways of2'set by capi tal  flows. In order t o  

ST-?,-Zisztlsr, l m i w s  t:ae P s k  t k t  the system m y  run out of foreign ex- 

.-4 -'- - , L S  - J E S S .  However, f ive  of the 



endogenous variables are stated as definit ions and one, the nominal 

in te res t  ra te ,  is determined by the ~ m p t i o n  of equilibrium in the 

dorrestic mney market. This mans tha t  there a re  s ix  behavioural re- 

lationships, each of which w i l l  now be formally specified and discussed, 

s t a r t ing  with the change i n  the m e y  supply f'unction. 

The Change In the Money Supply Function 

This function attempts t o  capture the insight of T60mas (1963), 

which was ci ted above. Discussing the Caribbean economies Including 

Jamica,  he clairns "that both m e y  supply and balance of payrents are 

inter-dependent.rr - The first s e t  of equations below attenpts t o  show 

this interdependence. 

The mnetary base, here called high-powered mney consists 0r-1 the 

sources side, of tkie central  bank's stock of foreign exchange reserves in 

terns of domstic  currency, and its stock of dornestic assets.  Recalling 

the assmption that the authorit ies have a desired stock of high-powered 

m e y ,  i 5 i s  a s s w d  that  adjustmnt t o  this desired stock always takes 

chce v i i t h i n  one period. We have 



where H t  is desired high-powered money i n  the current period, Ht i s  the 

actual stock of high-powered money, Ht - , is high-powered mney in the -- 
previous period, Bt i s  the balance of payments, A Yt is  the current 

change i n  the level of dcmstic incone and the aits are constant coef- 

ficients.  

To caanplete the derivation of a change in the money supply function, 

recall  that mney consists of bank deposits and cash in the hands of the 

non-bank public. 'Eat is 

Were I@t is current t r e y  stock, Rt is the c m r c i a l  bankst current 

holding of reserves, CAt is  the current stock of cash i n  the hands of the 

non-bank public and, d i s  the reserves-deposits rat io.  Equation 3.3 m y  

be written as 

When this is transforroed into first differences we have 
- 



Substitution of 3.1 and 3.2 into equation 3.5 yields the fol lming 

behavioural equation 

which m y  be simplified t o  

a1 $0; a2 ~ 0 ;  a 3 >O . 

The gist of 3.7 i s  that the balance of payments and the change i n  

the level of inccme help t o  determine the supply of money by determining 

the ra te  of adjustrent of actual t o  desired level of high-powered money. 

The Money Demand Function 

It was pointed out above that most recent work on the balance of 

payrnents a s s e s  a stable demnd for  money f'unction. According t o  

Friedman (1956) the c r i t e r i a  f o r  s tabi l i ty  are a small error variance 

and a limited nrrmber of mguumts. The argumnts he suggests should be 

in the demand f h c t i o n  establish it as a topic i n  capital theory. This 

is how a large number of monetary econanists have r e w e d  the dermnd 
- - -  - 

- - 
- 

for  money, sane m r e  explicitly than others. The rrajor lanttmarks i n  this 

tradi t ion are Keynes (1930, 19361, Hicks (1935), Robinson (1951) and 

Friedrmn (1956, 1970). ?he basic view is that  money i s  just one - 



a lbe i t  the most l iquid - of many assets  in an ef f ic ien t  portfolio,  all - 
of which are  held fo r  the i r  expected yields. In my opinion the clearest ,  

though scmwfiat neglected, statement of this thes is  is  given i n  Robinson's 

(1951) classic  paper where she declares: 
i 

??a81 type of asset is a potential  a l ternat ive t o  every 
other; each has, so t o  speak, a c m o n  f'rontier with 
every other and with money. Equilibrium in the m k e t  
is  attained when the in te res t  ra tes  are  such tha t  no 
wealth i s  moving across any front ier .  

What this seems t o  man is that  given his wealth o r  permanent income, 

the investor, e i ther  individual or  firm, w i l l  seek a canposition of 

asse ts  such that  all yields are equalised at the m g - L n .  

The question, a r i ses  as t o  whether this kind of theory i s  applicable 

t o  developing countries. Sarne economists, Bolnick (19.76) fo r  example, 

seem t o  hold that it is not. According t o  these, the cash balance 

-thesis offers the best account of the demand f o r  money in developing 

countries. However the prcblem with this view is tha t ,  as Hicks (1935) 

derbnstrated long ago, the cash balance theory can be expected t o  hold 

only in cases where there are no assets,  real or monetary, that  can 

subst i tute  for money. This is  hardly the case in Jamaica. 

These considerations have led r r ~  t o  specify an asset  demmd fo r  

mr~ey  function,that bezrs s a w  resmblariEe t o  the one suggested by 

_"ridran ( 1970). major modFfication I have mde is t o  canbine the 
F' 

eqecCiRd yield on bc& - the narriraal. interest  rate - - - and the expected --  

4 
-p-elc? ori M l e s  l&-dch Fs the expxted rate of inflation, in to  a s i r i e  

vani&le. This specL*letior? i s  vzlid in cases where the lrain substitute 
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for  money i s  physical capi tal ,  and appears t o  be part icular ly appmpriate 

f o r  Jamaica which I find t o  be truly,a nation of small shop-keepers. 

The de& for  money function in the W e 1  is 

- 

d m e r e  rnt is current r e a l  balances, y: i s  the current W u e  of permanent 

incane, re i s  the expected r e a l  r a t e  of in te res t  an3 ut is  a stochastic 

t ~ m ,  As is  c ~ J s ~ , ~ ~ ,  I asswe a constant elasticity. 

G 'The variable y- appears h the demand f o r  money function. However, 

permanent i n c m  is ar~ mobservable magnitude. To deal with this problem, 

I ass& that  pemr ien t  i r . c m  can be represented by a g e a t r i c a l l y  

weighted d i s t r i b u t e  on ac'mal. incane. That is 

3&stitutior,  of ",?is eq-&'ion intc equation 3.8 yields 



Next, equation 3.11 is  subtracted frm 3.10 leaving 

whAch rrBy be s-lified t o  ge t  

I believe t k t  equatior, 3.13 will be of especial i n t e re s t  t o  

Cmibbean econmists.  A successful mney demrd function f o r  any of the 

m a t r i e s  i n  the re@cr-*has s o  fa eluded them, although casual emplr i -  

r im  suggests %kt a _fi~-ct ion cor-tairdng a wealth variable and an in teres t  

rate variable should perfom weE. 1% judgment i s  that what is  needed is 

3 && this. cr' clemrd +"or r m y  function in a s t ruc tura l  rmlel, 



it i s  &vious that the Jamaican ecomny i s  a 
predmhant ly  pr ix i te  mterprise economy. Ir, 
ti-is sett ing, :he g w e m n t t  s econcmic ro le  i s  
t h t  of pr~' i&ag t-he ecmmdc and financial 
~ ~ ~ a s t r u c t w e  a p c r q r i a t e  for  rapid econcmic 
d e v e l o ~ n t  . 'Ire shze of g o v e m n t  capi tal  
fcrLmtion ir. tct;al capi ta l  forrnatim reflects 
subs tan t ia l  e_t_"c-- on the pzrt of the govern- 
mnt t o  l a y  c i c m  ard 5mprove sccidl overhead 
capi tal  t o  fmi2ta-k growth x .  deve lownt .  (pp.62-64) 

- 
it appears reasoreble SO FIE t~ a ~ s m  that the level  cf hcame 

- i n  t he  first place as 2? ?xiex ~f d w m 2  f o r  infk.astructml projects, 

=C 3 the sword place z s  2 sPsmce of revenue. I n  the l a t t e r  case, 



J 
s;.- k s  well as reL~r?&g econmic developnuznt , th i s  probably 

t 

L..c-e~es -menployrent bkAch xe saw in. Chapter I1 is o r d b m i l y  as high 

zs 2G :percent. The c3m~LtEer.t of the authorit ies to a high level  of 

zkscrptlcr, has  beer^, stet& by p o l i t i c i a .  as well as by off icers  of the 

-2 of .:azaica, me sf -c2xn wrote t c  ze : Bear in mind thcu&, that 

i;k:ese p i i c i e s  ( i e .  cer";&~ c m t d  .bank policies)  are operating i n  a 

-%awwork of an eccr-mj -&Lnt-. is ir. 2r- abmst permanent s t a t e  6f dep- 

- e s s i ~ .  TNs part3 e;rrl&-~ the Goverrimntst s heavy rel imce i n  

22-m Fn d e v e l ~ p ~ z  w x m i e s  def ic i t  financing is  done rrainly by 

.-~rie%z~;i expansion, ' r ; ~  I T Z ~  expee% t o  find a l ink betweer, tne level  of 

the *l balance effect .  

the des- stmk 

me theory is  well iatown. Given that  there is  a 

m e y ,  an f fmease ir, the supply o over the 

'--\. =uses the a c W  real balances t o  ex- 

t aryl ixluces a rise ir? expenditure. 
- 
x &itim to this, Wg- f 1973) has argued that  i n  a 'developing 



?Fg foregoing suegests that the two lMin argwmts i n  the absorp- 

t ion r m c t i m  s W d  be the level-of donestic i n c m  and the stock of 

real balances. To these I b v e  added a third explanatory.variable, the 

d m s t i c  rate of interest. !Chis is%xpected t o  influence absorption 

nainly  through its influence m investment. It is a purely q i r i c a l  

m t t e r  whether such an influence - called the cost-of capi ta l  effect --. . 
extsts Meper%Iently of the real balance effect.  ?he estimation of this 

ridel might shed s m e  light on tflis-empirical problem, which i s  so  far 

still u n r e s 0 1 v ~ .  %e &sorption function therefore takes the form 

The babnce of trade fm; t ion  Fn v m e 1  i s  based primarily on 

the ahsorption qpmach .  Rerce and Shaw ( 1974 1 present a succinct 
7 

account of the views of early absorption t h e o l s t s .  A c c q  t o  them: 



These authors g~ m t o  cautior, tkt "the whole s t ruc tura l  form of 

the absorption eapatiori does not lerd i t s e l f  easi ly  t o  a conclusive 

specification of the cFrections of causation between trade variables, 
' 

absorption variables and the leve l  of darnestic incarre." 

,?he mcdel d e ~ e l q d  ir, my thesis  offers 3 possible explanation of 

why absorption car? iri,cl..ease, re la t ive  t o  incame, and deter iorate  the 

'mhnce of trade. %e crucial  link i s  the  relationship between money 

ard absorption tk t  vms outlined above. A r i s e  i n  the s ize of the 

mEey stock, ceter',s paribus, causes the level of r e a l  balances t o  
I 

exceed the desired level .  '%is causes a rise in w o r p t i o n ,  and in an 

om econamy such zs xe w e  discussing, a r i s e  in imports. With exports 

wichngd the ba3rIce of Wade deteriorates.  In the m e l ,  the r i s e  i n  

&so-r~;tion causes kcme tc r i s e  fks t  after W c h  the r i s e  i_n inccrne 

Irduzes a r i s e  ir. kiprts. S a x  of these imports are necessary imports 

r.ex level  of d e s M  5 c m e  in the succeeding period. A special  case 

3 -there all a d c t i d  a 3 s ~ r p t i m  spills over on t o  m o r t s .  Asstmdng 

skese 2,-e n e c e s w q  h p t s  t o  the development process, incctre w i l l  not 

that 

2 the m y  s w l y  is !,?tded e i ther  t o  counteract tkie contractionary 

cmsecAtj;_Prxxs cf '-ce of m + t s  de f i c i t s  correction under fixed 

7-sessi;;; fcr ti-ls -x? ~f p l i c y  t2i.t lied Mer  (1967) t o  claim that 



The foregoing suggests that inccme should be an argument fm the 
I 

blance of trade mction of an absorption &el. In the case of Jarraica, 

I expect t o  find a m y  sigpificant negative relationship between 
+ 

i n c m  and balame cf trade. 

Although tk absorption approach is a rival explanation of the 

balance of trade to  2he 

not claim that relative 

explanatory vari&ie Lri 

d m s t i c  price level t o  

ecmcPrdc knowledge does 

relative prlce theory, absorption theor i s t s  do 

prices are unimportant. Therefore the second 

the balance of trade function is the ra t io  of the 

m- index of forelgn prices. The current s ta te  of 

~ o t  permit us  t o  infer the a priori  sigr! of Lhe 

relationship betwen r e k t i v e  prices and the balance of trade. The 

acproach that s tem rYcc Fobinson (193') postulates a negative relation- 

s .  However, fol lmg iiarrcdl s (19529 rejection of post-war U.K. 

devaluation policies, a school has emrged which stresses tk negative 

inpact on the balu?ce cf trade, of a worsening of the barter terms of 

track. ?his issue is tbe subject of mch current debate in Jamaica due 

50 tine IW - irrposed devaluation of t'nis countryt s currency. Althcu@ 

the dam used to  estimate the balance of trade f'unction in  my &el 

c c m  ar ear l ier  period; the results fYcm the es t imt ion may shed 

smt3 X@t the curm-~'t debate. 
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lea& to the fclicsrr~~g estimating equation. 

In recer,'; ye%- ';here hzs beer! mch refinerent of' the capital flow- 

interest rate rekt ior . .  -Her, capital flows w e r e  seen as affect- 

changes i n  2% q ; i l ? S r ? ~  & r e s p m w  to  differences in the levels of 

6 m s t i c  and f ~ r e - ~ ~  L.rSxrest rates. This view was put strongly by Mun- 

de l l  (1968) 2 decde zgo. -g about the foreign exchange m k e t  he 

TM3 mkt, na- be dZ-dded into two c w e n t s ,  the  
' oa la~ce ~f P& . . . ard tk net flow of capital, 
im?luer,c& ci-riefl-y by tke rate of %erest. To every 
leve l  cf t k  t e a  6T trade t k r e  will correspmd a 
ern hkhnce c;f trade ad for every rate of Interest 
there k A 2  be a specific ra te  of lerding . . . at higfi 
rates of iEterest the mt ~IrKLcrw of capital w i l l  be 
larger, or the net cu t l lm  will be smaller than at 
the icw rates of iriteres'.. (pp. 154-155) 

9 rmbW cf sources. :W&lj the recent contributims. t o  the mxtetary 



1 

E m s  L? at 5.k w w  level as Hurdell ( 1968) c-. hter 

we ii?%=est sersiti.~, t k y  are a. 3mction of d i f f ewses  in changes 

& x q X f f  ed the XCFL sf K- ELF& ?r,rter ( 1974). F e  pxtfolio version 
f 



-i-F- ,.A&& *, %-elG i,r,:exst rates enters both specifications. However, 

56 p o r + , % l i ~  studies 2: eXtezns conjunction with the change in the 

5m~s',ic .'"?$rest r&e, xkezzas Fr! rmnetarists' studies it, is  the o n l y  

=let+?'; k-terest rek TUt %:other way, the  m e t a r i s t s '  

/ Z S ~ . ~ " , ~ C K ;  that there is suks'itxticr! beh'een the two k L d s  of bonds 

:-lies m.ly that, z % p s S f z -  st.&es, the absolute l~z lues  of the 





words, the 

monetarist 

W e 1  , but 

hypothesis that i s  being tested here, is neither the s t r i c t  

nor the one assmia t& with the ea r l i e r  Branson and H i l l  (1971) 

m e  t h a t  attempts t o  synthesize both approaches. The above- 

nentioned signs are expected t o  be positive. 

The last two variables tha t  the m e r m  theory of international 

capi ta l  movements 3ndLcates shodd enter the capi tal  outflow function 

a r e  the change in awestic iD.ccme and the change in world incaw.  These 

3% change in i n c a k  v.m-les m y  be regarded e i ther  as proxies for  

=.?ages i n  investref.: or ~ r o x i e s  f c r  changes in wealth in the dornestic 

--! Ttaxlci econmIes L ~ ~ ~ e ~ t ? c e l y .  (1969) argues that a r i s e  in  
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movements contends tbt the pawth and s ize  of the stock of wealth and 

a lso  the degree of r i s k  attached t o  holding damestic and f o r e i m  assets  - 
should be arguments in the capi ta l  outflow function. However, all of 

the published studies encounter diff icul ty  h m d e l l b g  these effects.  
L- 

These aaissim are mre c r i t i c a l  in sane cases than i n  others, depend- 

7% on whether or not the lnclLtded variables capture the effect of the 

cmitted variables. It -has proven impossible t o  f ind accurate data on 

the stock of wealth m 3  the d e g e e  of r i s k  in Jamaica fo r  the sample 

pericd. It is  l e f t  t o  t i e  estimation of the model t o  indicate how 

serbus thfs specif iczt im error  is  in the present, case. 

Ir the model czpit& c c t ~ l o w  i s  defined t o  man the net outflow of t 

bcth short-term axi lmg-terr capital .  This aggregation of ' c q e n s a t o r y t  

=d ' a ~ % o n a n o k ~  i t e m  -i;c.-ae. '+adets (1951) t e r m s - F n t o m e v a r i a b l e  , 

.z~:.7 Se ~ r i f , i c i s &  cr, the pn^.r?~ that  ~ a v m n t s  in the txo kinds of assets  

we mti-fat& by differezt fzctors.  To i l l u s t r a t e ,  asset changes of the 

* --* - . - 1  &e -& o d - -  - - - -  + - - 3 3  2- ki 2 6.2. 'Rwsapy P- %s 4243- - -  -- 

-*_-- 'zy.?. =--1 
-A A + _ --2d1; ir. g 3 r - C g l e  It FE :3 as thguish  between the two 

/-F& z,z 4 L s i  - 5 .  It w y s  : 



For instame i f  (a U.K. resident) buys shares on Wall 
Street m-d se l l s  them a short time la ter ,  t k s e  count 
as long-term czpital transactions, because the shares 
bought sold cannot be distinguished ku%ll other 

I deals Fr, SJ-BES held fo r  a long time. (p.332) 

Bearing the above caveats in rlird, the estirratirig equation t h a t  

c e s  out of the fcregoing andlysis is 

K = K t K ( A i  -ti,) t K A X  + K ~ A Y  + K A W 
0 I D L  + < 2 ?  3 5 

The price eq3zZicr F7 t3Ls r b e l  15 different frm~ those generally 

. excurktered ir. ra.Gw~ rc i le ls.  the o m  versim of the quantity 

%ecrj the dmsS:: cricr levei is determined In the d c c ~ s t t c  m e y  

m r k e t .  -&iever, >,is is for a closed e c o n q .  Consequently, in the 



mAes, it W e s  Il%tk serse Ir. the w e  of Jamie  x k r e  the  prociucftlon 

clf ze-ly all gc& ;z-.-~~lves :he : z e  of 'necessarj 2rzport,ed inputs'  . 

.. 
Z. e x t , m i y  s-le spcLfimtlm, I do not think it 'will be regarded 

- -- - -- - -- - - *- - -- - - - - --- - - -- - -- - 

as 2 rri.7e ty thse 3ziLLar with the Caribbean ecdandCarib- 
- - -- -- ---L' ---- - - 

tear, eczm:lcs. 'de Yerefore have 



A h G  ?-7 1 . .  T4~m%fg s e t  of 

Ts see haw thz e l  -&-P%s, a s m  t h a t  f'lzom a position of full - _-_ 
-.2 - X S P &  4+LL-u-~Ta, b ~ z  at zi level sf ac t iv l t y  below that desired by the 

c- i .2~  +:he level desired by the private sector. &cause thgse is a stable 



Assmirig *at t k  ecu=..crry is ria+, at f u l l  employment, ad t h e e  are no 

=',her ,r-axms why ELL ~f the rise in absorption should spill over on t o  

ir, Chapter thesis 



we ray expect the aathorities in a developing country t o  be anxious to  

avoid. So it is &onable t o  expect that 

defici ts  on the balmce of paymnts enough 

to  co~t inue t o  r ise .  This would result in 

these authorities s ted l i se  

to  permit the money supply 

the k h d  of spiral  outlined 

above. 

In the mean tk~  the dmestic money market continues to  clear. me 

r i se  i n  income ard cl-age in fnterest ra te  that accapanies a r i se  Fn 

the mney supply together cause the d e m d  for money t o  r ise.  Further- 

P - & s  t o  absorb the excess s w l y  of money. In other words, equilibrium 

ir. the d m s t i c  -ejr rmket i s  rraintained a t  the cost of disequilibrium 

*' Yne foreigri sec+io,-. 3-12s appears to be the problem with ~~ Linder 

(7967) was concern&. Tne present &el may be viewed as an attempt t o  

iievelop s- ar  the r u m e t ~  3qlicattrxls of his work, 

'ISle caq le t e  .t-or'(rs4 of the &el is  i l lustrated by the flow chart 

3- 2. 9-e varFables above the double l ine 'are  predetermined and 

sf b&Lm~e of pamts prOblemS ir, developing countries and t o  for6cast 

s m e  of tk& LTG*'?~ -tern i-ri that explanatim. However, it is 

p s s i b l e  t o  S- ridlirectarg p f l c y  conclusions from Its structure. 



saw cmtrol. Furthenrare, the way tkt the policy reaction f'unction 

of the authorities has. been specified allows for  an e&ge&s caaponent 

21 the r a t e  of change of hi@-parered m e y .  It may be presmed that,  
t 

mutatis mtandus, the b&kr  is the ra te  of change of the 'exogenous 

prt of the monetary base, the higher will be the ra te  of change of the 

mney supply. 

F l m l l y ,  althmgh the mde l  i s  cast in terms of cccrparatfve s ta t ics ,  

two dynamic considemtims are implicit. The f irs t  re la tes  t o  the degree 

c lear  that the pa+& is the degree of s t e r i l i z a t i m ,  the sooner w i l l  

the ecmmy m out of foreign exchange reserves. Cn the 6 t h ~  hand, the 

rater is the rate cf e c m d c  growth, the ear l ie r  w i l l  the e c o n q y  reach 

tke chase envisaged ir- (7967) P&UZE the value of necessary Imports 

ria lmgw exceeds the value of mx&m exports. 

Li the .next cPapter, zi;e theory developed in this thesis is submitted 
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W t e r  IV Es t imt im  of the kdel 
. . 

The d e l  was e s t M t e d  by t h e  rrethcd of two-stage least  squares 

(2SI.S). A s  p o i n t e c i  cut in the previous chapter, s m  of the variables * ' 

ir, the model a~ r,m-line= thow$ all the coefficients are Unear. I n  

an m r t a n t  paper, "rdgertcm (1972) has shown that the umdi f i ed  2SLS 
,. 

- - - 

rrethcd w i l l  yield corsistent estinates of the p e t e r s  In a system 

, l ike ~rline", the to t& nunber of predetermined variables i n  the system 

is greater than or eqmL t o  the sun: of 'the l h e a r  endogeno-gs variables, 

the =-linear -&les and the -iEcluded predetermined variables in 
0 .  

ezch estimated, eqa%ion.  An examhation of nrdel wlll  shav that this 

ccxtltion is easily met .  %is is hporthnt since in Chapter I, I claim 

';kt; tne best prev3ous study of the m t a r y  sector of the Jarmican 

ecmoq, thzt by b u x e  ( 197h ) , a d  riot employ a consistent estimator. 

."fcst of the rxde1 sr= estlrnated on the Simn Fraser University 

z w u t e r ,  us l r4  Yne Ecmcrretric Sofbme Package (ESP) progmnm. How- 

h 

of the regression results now 



~ - ~ - --- ~~- L p p  i--- 

\ 

out to  be collineaf i n  the present 

'rest of t k .  m e 1  pivots around eq- sample. Emever, m.&h of the 

uation -3.7 and any alteratim of .this equation Mt have irRhced 

( 1972) discusses this dilenma vMch 

a 

he, specification error. M e  

the regressors even countries. Arguing the case for keeping all of 
- - - -- - -- - 

if they are colUnear, M says t h y  * 'should b& 

t-mtios of one or fm) m not significant so that mhmical 

repssion procedures do not attfllbute t o  one of tkm the variance 

helpexplain. From 

very -t even if - 
"sq dependent varlable mt ( a l l )  together 

I~JAS negative point of Vlew a variable nay be 

it i s  * s ta t is t ica l l>  i T ? S i g I , f  imt ' . ' 
d 

are: 5he results e s t b a t b i  equation 3.7 



the decisims of the governor of the Bank of Jamaica. TNs fact is 

achowiedged by tk inclusion of an intercept in equation 3.2 fkvmn 

which the intercept ir, the m e y  supply function i s  derived. It might 

be of SGIE interest ' to note that if the estimate sf the Intercept co- 

efficient i n  equation 4.1 can be trusted, it forms the basis for  saw 

~f*y-&y3a5+&m?4% pE=&H3s %u *?? %he 

which high-powered r r m y  and canseopently the mney stock, would change 

f'cr different magnitudes of w b t  we m y  ca l l  the institutionally de- 

te rdned rate of change of' hlgh-powered m e y .  I sug@;est below that 

this i s  an area t h a t  deserves further study. However, this policy 

kpl ica t ion is bted in principle only here. Since it appears pos- 

sible that equation 4.1 m y  be affected by multicollinearity, it would 

be wrong t o  use individual coefficients fk.om that regression for  policy 

prescript ions. 

7 3 ~  coefficient linking the  c- i n  the level of the reserves 

of' the t o  the in  the m e y  positive , 
as expected, but the level of s w i c & c e  is disappointing. Also, the 

size of the reserve-deposit ra t io  implied by this coefficient is bias& 

- 0  r 

PePmps the mst strildng coefficient in the change in the money 

supply function is that for  the balance of payrnents variable. This is 



final - the change in the m e y  supply f'uncticm 2s 

the change in the level of dcrnestic income. TNs variable m d s  a - 

signlTicant c e f f i c i m t  v&th the s ign that was postulated in Chapter 

Since, 'that ckp+xr, the Elat ionship between 

&me and'the chizing a tne mney supply was fully discussed, no 

-further andljsis wig be m e  here. Eowever, in - v i e w  of the - mlti- - 

. .  
col lhear i ty  between regressors ir_ equation 4.1,. the results of this 

regression are cffered cautiously. 
- 

Because it is ger?e&ly a s s m d  that the demand for  real balances 

function i s  a constant elast ici ty function, equation 3.8 must be in- 

terpreted as a log 1ima.r transformation of that function. It fallows 

that the coefficim.ts In the estinrating equation are the e las t ic i t ies  

of thei r  respective variables. . The results are: 
-. 

All the coefficients have their  e x p e c t e d ' s Q ~ ~  and pass the 

during the 1960's was 0.37. This i s  withh the very wide range 



f h 3 L i 1  W. P.~CIE+la~tiCity M U C ~  less  
unar;biguo~~. (le. than &her findings i n  his study) 
Tkiere is rio discernible tendency for long-run 
elastici5ies tne b m d  m e y  definition is 
adopted. C;h the other hand with the narrow nmey 
deffnftim, 3 m m ~  elas t ic i ty  tends to  decline as 
adJustm~t is c q i e t d .  In both cases, the short- 
rza? ehE%e*s &?& pX%ive, Utougk stlb-ial2y- 
varying ir. w d t x d e s .  Ir, the case of mrrm mney 
the mge is 0.1557 t o  1.8312: depicting a t  the 
lower ecd z relatlveljr incone-insensitive demand 
for m e y  -rtnrctim and depicting a t  the upper end 
an I n c c e - s e r ~ i t i ~ t y  rerrmscent of F'ri-'s 
well-knm lmj gwdl finding. 

As indicated a@ve, the coeffkient  on the i n c m  variable m y  be 

'interpreted as the short-run i n c m  elast ici ty of the d m d  for  real 

balances. This is E expected p s i t i v e  and significant. It i s  well- 

)nim that an estirratkg -tion l ike 4.2 can be generated either from 

the adaptrve expectations process for  the permanent incorre hypothesis 
r 

or fPm the partial aiijustmnt 6f actual t o  desired stocks of real 

b.z&nces. Followbg Feige (1967), the former hypothesis was preferred 

3 th i s  thesis. Ea-xt it is interesting to  notice that had I employed 

the part* adjustnent mechnism,  the long-run i n c m  elast ici ty of the 
i 

denm.d for real balances Fzfiich can be ccquted by divlding the coefficient 

on inco!re by the adjustnent coefficient in the equation, would have 

~ e e n  est-ted to  be 1.23. TNs estimate which is different f r o m  

- 
s+,udies, &ere the parttal adjustment hypothesis has been nraintained. 

The fact that the i n c a  elast ici ty of the demand far real balances 
v r 



-a7- 
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t o  be ~ L g - i I f - ~ i ~ z a ~ t l y  different  ~"rom unity should warn u s  agahst 

Accon3rg t , ~  %he results, the real interest  r a t e  e l a s t i c i ty  of the 

de=d for real k-Lces is  ti .47. This is within the range usually found 
f .  

irt derrarfd f o r  m e y  studies, and suggests that  ' the Jandcan econmy was 
-- - fV in the 1960's behavlrg l i k e  a typical mnetary econmy. It is i n t e q s t i n g  

t o  notice that eqiat,im 3.12 corrstmhs the coefficient on the lagged 

Fnterest r a t e  variable t o  be equal t o  X tires the coefficient on the 

current real r a t e  of in te res t ,  and opposite in sign t o  the l a t t e r  coef- 

f ic ien ts .  A c c o m g  t o  the e s t m t e d  results this value should be 0.33. 

A s  can be seen, the act3& es t i ra ted  value i s  0.31 with th5-correct sign. 

It i s  important t o  ~ o t e  tbt this study is the f i r s t  t o  discover a 

s i p d f i c a n t  in te res t  r a t e  e l a s t i c i ty  of the demand fo r  mney in Jamaica, 

although others appear tc Pave anticipated such a result. 

As expected, .the.ccefft,cient on the lagged dependent variable is 

posit ive ar.d highly significant.  The way that  the demmd fo r  money i s  

specified in the @el inplies tha t  the weights attached t o  previous 

FT.CC~IE streams in the calculation of permanent i n c e  is  relat ively 

? i .  This rray reflect a feature of a fast growing ecm& such as 
d 

Jarraica was d u r b g  the period of this study. 

The Absorptim Function 



?he theory developed in  Chapter ILZ suggests that the absorpticm 

function i s  of the f o m  

A s-e rmdification was m d e  t o  the above specification. In 1969, 
-- - - 

ZaSraica encoun ted  its first major b ce of paymnts c r i s i s .  The 7P 
authorities responded by Imposing reluctantly a n&er of controls on 

the comnercial banks and other lending agencies in  the country. The 

aim was t o  decrease d ra s t i ca l l y  the value of luxury imports tha t  were 

financed mainly by loa~is fbm c m m r c i a l  banks. The controls r&dned 

i n  operation f o r  f ive quarters. I incorporated a t c r i s i s t  dunqy 

v v l a b l e  CR t o  the W e 1  t o  pick up the influence of g o v e m n t  policy 

on absorption and t h e  balance of trade. 

Tke results fKgn est-ting the absorption function a ~ :  
e 

In general, this equation appears t o  explain d a s t i c  absorption 

very well. A good indicatiahl of this is e v e n  by the standard error  

6 

& observed value of absorption is only $2.5.  The equation therefore 

fits very ,well. 



A s  expected, the est-ted partial derivative of absorption with 
r respect to i n c m ,  is close t o  uxxkty. This part ial  relationship is the 

strongest in the  k c t i o n .  The next most important link appears-to be 

that between the stock of real balances and absorption. According to  

the coefficient, when real  balances change by a unit with the other 

variables held constant, absorption changes by nearly $50m. This i s  
- -- 

plausible in view of the fact that one of the variables that i s  being 

held constant is i n c m ,  which we have seen has a very strong impact a 

on absorption. 

It i s  interest- t o  note that the interest rate coefficient has 

the right sign and is significant a t  the 95 percent level for a one- 

tai led tes t .  On reflection this is not surprising since so much of 

d m s t i c  expenditure by the'private sector for both consumption and 
0 

investmenV during the 1960's w a s  financed by credit. This result . 

appears to  suggest tfiat there was much mre'seope for interest ra te  

policy than i s  accepted by conventional wisdom. 

The coefficient on the 'c r is is t  dumy variable has the e q c t e d  

sign, but it is significant only at the 90 percent level. This means 

that we should be cautious i n  claiming that this study shows that the . 

cr i s i s  measures had their desired bqact .  Nonetheless the d m  - 
variable m r g i n a l l y  improved the fi$ of the regression. 

VI 

The Balance of Trade Function 

The results f 'mn e s t k t i n g  the ,  b&ce of trade function are 



\ - Once mre, a l l  the coefficient; in the regression have the signs 
i 

that were predicted In Chapter 111. However, that fo r  the change in  

the level of domstic F n c m  is not significantly different f'rom zero. 

Tnat on the 'c r is is '  dumy Is significant a t  the 90 percent level and 

the others at the 95 percent level or  more. 

Just as outlined mthe &el, a r i se  i n  incare causes a deter- 

ioration i n  the balance of trade. The coefficient shows that when 
1", 

incorne r ises by $lm it causes the deficit  in the trade balance t o  

increase by $100,000. Jamaica therefore corresponds very closely t o  

the type of econcmy M e r  ( 1967) was discussing. An understanding 

of that work, along with the finding in  th is  thesis, mkes it diff icult  

t o  accept'JohrLsonrs (1977) attack on structural models of the balance 

of paymnts for  underdeveloped econcsllles. 

The coefficient on relative-prices mkes it clear that a r i se  in 

the local price level relative t o  world prices causes a f a l l  i n  the 

balance of trade. This i s  in agmernent with received theory. It m y  

alsg suggest that Hamdl s ( 1952) doctrine, according t o  which deval- 
* 

uation worsens rather than Improves the balance of trade, is not rel- 

d e s t i c  price level t o  rise if the demnd for imported inputs i s  



inelast ic  ad t M s  1s clearly the case-ln Jarraica. trm research is 

rieeded t o  discover 3 3  the adverse effect on imported Frq?uts of a change 

ir: tL% terms of trade Srought, about by 8 evaluation outweighs the 

benef ic id  effects  trade i n  fFnal g&, of an adjustment in relat ive 

prices. Nonetheless, the finding on this coefficient sfiould be of SCXE 

value to policy mers ir,,J&ca. - 

or, the 'c r i s i s1  d m  suggests that  the measures 

the l a s t  q&& of 1969 had the desired impact on the 

trade Ealance. 

d" The ital Outflow h c t i o n  

The capital  ~ u t f l o w  function developed in Chapter I11 is mant  t o  

a synthesis of both tk Rranson and monetarist versions of the 

k adjustrent &el. The results f2..cpn estimating that function are 

In this repss im,  the coefficients on relative changes in 

Fnterest rates,  the balance of trade, change in the danestic assets 
- -- -- - - -  -- - - - - - - -- 

of the central bank ard the changetin world incane all have the ri@Srt 



- - 
- 7  

- - 
- - 

Tmever, a.thx& the sign of the coefficient on the interest ra te  

variable is what -*as eqmted ,  this coefficient dws cot d i f fer  sigrdf- 
-2 icantiy frcm zero. 'i'his appm t o  conflrm the view expressed to  nse 

by JmAcan ecordsYs  t Y a t  mst of the capital mvements between the 

rest ~f the worlc! zr& Jamlea during the 1960% was undertaken by the 

mti-national bz1Ixi'~~ corporati~ns - and was not very sensitive - to  short- 

term interest rates mvements. problem here'was vltfcipated in 

Chapter I11 when I M-tted that the capital outflow v a r i b l e  i n  the 

of international capital ::merrwlts adequately. Nonetheless the coef- 

f icients  on the other twc major variables are significant a t  the 95 

percent level and over. 

It 1411 be recall& that the mnetarist  version of the stock 

adjustmnt &el of -it& flows predicts t h a t  the coefficients on the \ 
4 

balance of trade md the change in domstic assets of the central bank 
/ 

should be similar. 'This turns out to  be the case in J-ca. The 

coefficients are close t o  unity.  In the monetarist model this is evid- 

ence of perfect capital mbility.. Eiut it was made clear in Chapter I11 

that the capital outflow function in this thesis is mant t o  reflect  a 

synthesis of the &arson model and the mnetarist  model; so the value o f -  

those coefficients should not be interpreted neces 

exclusive m e t a r i s t  hypothesis. Branson' s and 
- - - -  -- - - - - - - -- - - - -- --- 

inc1uW-g a balance of trade variable i s  to  capture the -efTect of' trade 
- - - - - - - - - --- - -- - - 

credit on capital flows. This eflect also nright be expected t o  produce a 

ccefficient close t o  m l t y  in an e c a c q  l ike Jamaiamaica. - 



Ze ccefffcier.t cr. the change ir. the proxy for  world 5ncome has the 
& 

s i p  r;zdicted by ~;m~+;zrrj_s%s for a aven  rate of change in the world 

zsnejl s q l y .  F-cr,?ef~e~ the W u e  of t'ds coe f f i c i e~ t  does not differ  

F W y  in the  capit& outflow ~Wct ion ,  the coefficient on the 

~~ 2~ d ~ s t i ~ ~ c ~  - has a ws i t ive  sign and is significant at the 

99 psrcefit level fcr the one-tailed tes t .  This mans t h a t  as Jarraicans 
- 4  - -  

",carre richer they -rfkd relatively mre foreign assets. This finding 

i s  con- t o  wbat i s  predicted by lrmetarists and what was expect@ in  

tMs thesis. However, it I s  consistent with the accusation mde by 

cert- Jarraicans against SGTE of tkir wealthy campatriots. These are 

swe~kes  accused of ex_~ortm wealth that i s  needed for  the developnent 

cf tne country. 

SUghtly mre than 30 w e n t  of the variance in capital mvernents 

tettrieen Jamica and the rest of the world i s  Yt unexplained by the 

present &el. This probably reflects  the fact that the explanatory 

equation does not i ~ c l u d e  e variable t o  capture the stock or  scale effect 

cf capital ~ ~ > v m t s .  The &ern theory of capital flows shows um&ig- 
d 

U I G U S ~ ~  that such an effect is iqmrtant. However, *It was pointed out 

L? Chapter 111, it is usually diff icult  t o  find data that are useful for 

incorporating that effect. Such was the case i n  tbis study. 

When equation 3.17 was estirrated by the straigI5fTorward 2SLS method, 
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B 
the sole independent variable and the intercept explained 97-percent of 

1 
L- 

the variance of the d m s t i c  price level. However the DurbIn Watson - 
s t a t i s t i c  was  0.43 si@f0ying a very high degree of nee t ive  auto- 

correlation. It seem5 desirable t o  tackle this problem. 

Fair (1970) has developed a consistent estimator that combines the 

p ro~e r t i e s  of 2SLS and the Cochrane and Orcutt ( 1948) i terat ive least 

squares method. A problem with this method, is  that it requires in 

additicn t o  the use of all the predetermined variables in the *el as 
\ \  

regressors a t  the first stage, those also of the lag of the predeter- 

m h e d  variables,-the Lag of the included endogenous variables and the 

Lag of the regressand. The use of all' these variables as f i r s t  stage . 
regressors greatly increases the danger of mlt icoll ineari ty and reduces . 
the degrees of freedom a-le for estimating the first stage. 

To over corn this problem, I replaced the predetermined variables 

and the lag of the predetermined variables which are excluded f'rm 

equation 3.37 with a vector of thei r  principal components. A simple 

treatment of this approach, W c h  incidentally takes special note of 
,, 

the problems incurred in estimating simultaneous equations m e l s  for  

less  developed economies, is  given by Klein ( 1973) . The results fYcm 

e s t m t i n g  the transformed equation are 



' As expected, nearly all thg variance in the d w s t i c  price lev& 
c- 

can be explained by an index of the price of imports. TQls is ample .3 

,, confirmtion of the &thesis, first sta?&d'by-&ewher (1968) and * *  . - 
accepted in this thesis, that the determinant of the price level i n  

, ' ,  
$3  

B 

The Impact Multipliers of the Mcdel . 
\ 

In view of the fact  t h a t  the &el is a short-rug o&, I have 

derivedin absolute t e r n  impact multipliers with respect t o  the 
3 

predetermined vahables for those six endogenous variables that are 

functions i n  the m e l .  These multipliers are glven in  Table I. Each 

e l m n t  in the coefficient matrix shows the direct impact on the now 

endogenous variable of a un?it change in the column predetermined variable 

when the other predetermined variables are held constant. A blank 

e l e e n t  indicates that the t s t a t i s t i c  of the coefficient is less  than 

m t y .  Although impact multipliers are of limited value for  the con- 

struction L f econcPnic policy, they m y  help decision makers t o  under- 

stand the short-term impact of a change in monetary policy on scm 

crucial endogenous vari.able, for instance the impact of a unit rise fn the  

balance of trade performance. To this extent, the entries in the last 





T k  fLzt tes t  a#Iec! t o  the -el is t o  deterrrdne whether the 

i l ' en t i?y?5 r r s t r i c t i o r ~  W ~ I F  c o m c t l ~  enployed. The problem addressed 

s t ~ q  13x1 the use sf 2,W t o  estirrate a system which cmtains several 

~rier-idmtfEed e q u a + , i ~ s .  
- 

E. order t o  produce unique estimates o f  the, 

*~"c,-i&les in the systerr. excfi&& fYcm individual equations. This first 

k s t  @ven by Bas- f 1%C) i s  t o  discover i f  predetermined variables 

,?his t es t  ccmpz-es the 7zcexplaiCe6 variation ( e t  e )  in the dependent 

vzr4.zkles in the s t r ~ c t ~  mie l ,  with the unexplained variation that 
# 

-wcG~ result ~"rrm mMng the eralogenous  ales i n  each equation a 

3r:f:tim- of all the preclet-ed M a b l e s  in the system (w'w). If 

p M e t e m b &  variables zre correctly excluded, b e r e  should be no sig- 

rLY-emt difference betwen e e =d wlw.  T b t  is, the ra t io  el e/wl w 

'ihe Easmnn tes t  has m. F distribution with ( n - e l )  and (T-K) 

degrees of Freedm where ri is the nmker of excluded predetermined 
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A ccmputed F less than the c r i t i ca l  value of F (Fc), indicates that the 

related equation is well.-specified in terms of the predetermined variables 

in the model. The results-' of the Bas- tes t  are given in Table 11. 

1 

Equation e ' e  

1138.16 

0.059 

539.0 

676.1 
B 

1704.3 

98.7 
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The model was tested for  its forecasting accuracy using as  a 

masure of perfonnance Theflt s ( 1966) Inequality Coefficient. This 
- 

coefficient is  'yielded by the formula 

here Pt i s  the predicted yalue and At the actual value of the variable - 

being predicted. It is bounded by zero and infini ty.  A value close t o  

zero indicates a good forecast whereas a value greater than unity in- 

dicates a fa i r ly  inefficient forecast. The coefficient is inpl ic i t ly  

compared t o  the naive forecast of no change in the variable. However * 
I have compared the forecasts from the modelawith the forecasts yielded 

by a mre rigorous naive predictor according t o  which, for  any variable z ,  

The Theil Inequality Coefficient for  the wive  forecast is  given in the 

last c o l m  of Table I11 mder the heading U . In fact, this turns out 

t o  be a very powerful forecast t e s t ,  for  as Nelson (1973) has remrked: 

Tkcause of the strong tendency economic t* series  have t o  m t a i n  

thei r  level  of r a te  of c m ,  these naive predictom are often hard t o  
I 

beat . l 1  It w i l l  be seen that the dodel beats this naive p d c t o r  i n  

all but one case, the c& i n  the mney,supply flmction. The OLS 

estimates of the reduced form of tbe &el were used t o  generate the 

forecasts. 



TABLE I11 

Quar te r  Forecast Observed Error  U 

.A. Change i n  the  Money Supply 

3/1971 4.83 , 12.60 

4 11971 1.83 - 19.80 

1/1972 -4.86 -8.10 

2/1972 0.62 12.00 

Average absolute e r r o r  10.08 

Thei l  Inequal i ty  Coefficient  0.83 

B. Real Balance Demand 

Average absolute e r r o r  , 0.056 
Thei l  Inequal i ty  oeff  i c i e n t  'c 

C. Absorption 1 

332.8 344.3 
- --- --- - - - - - - - 

Average absolute  e r r o r  16.80 ' 



Quarter F o r e c q ~ t  Observed Error 

D.  Balance of Trade 

'.% 311971 -15.39 -19.60 

4/1971 - -16.23 -19.59 

111972 -21.44 -20.70 

211972 -21.88 \mar Average absolute 2.38 

Theil  Inequali  y Coefficient 

E. Capital  Outflow 

-22.99 -46.70 

-32.66 -2.62 

, Average absolute e r ro r  16.26 

Theil  Inequali  0.695 0.82 

F. Domestic Price Level 

- - ~ - ~ ~  --pp-p -- ~ ~ p p p ~  ---p--p--p-p- 
3 -  

~ -p----pppp-p- - - - ~  - -pp-ppp 

Average absolute e m r  3.88 



Table I11 must be interpreted as showing that i n  every case the 

d e l  forecasts better than the naive forecast implicit i n  the Theil 

Coefficient. However, it is well-knowr%+hat accurate forecasts by 

themselves do not establish the validity of a model. It i s  doubtful 

whether any e c m m t r i c  criterion that establishes the validity of an 
4 

ecomrretric mdel w i l l  ever exist.  But in  an econonIy where m y  of 
- - -  - A 

the strategic variables are beyond the control of the authorities, " 
som method of forecas 9 the values of these variables i s  desirable. 

Although the mdel in this thesis is  small, it has enbedded some of 

the key monetary variables of a developing e c o n q  i n  a structure 

based on sound economic theory. And as Klein ( 1968) asserted, "best 

predictions will be rrade fkwn best structural n x d e l ~ . ~  The forecasting 

abi l i ty  of the model is recormended with the above caveat and test i-  

mnia l  equally in mind. 

Policy Wl ica t ions  of the W e 1  

The results i n  Table II indicate that we can be fa i r ly  confident 

about the asymptotic estimates of the mney denand f'unction, the 

absorption function, the balance of trade f'unction, the capital out- 

flow function and the dornestic price level function. We must be more 

cautious in interpreting the change i n  the mney supply functim. 

- Fram t he  pht o f  view of ecmcmic poficy t h e  remltsfrm the- - -- -- - - - 

e&b&im of #e demand fep zeaLbaLances f'm&i-onare af -- 

interest.  Here we notice that once the interest ra te  variable is  

i 
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carefully selected and specified econanies a t  the stage of developmnt . 
that characterised Jamica in the 1960's appear t o  have similar scope 

f o r  monetary policy t o  that  found in mre advanced economies. This is 

contrary t o  the claim Bolnick (1976) appears t o  be mldng. It might be 

of interest  also tha t  the s h o r t - m  income e las t ic i ty  of the demand for 

mmey does not suggest that it was a luxury good in Jamaica during the 
- 

1960's. That inference is supported by the finding of a very strong 
4. 

link between real balances and absorption in the absorption function. 

The implication of t h i s  is  that the nonetary authorities have a lmted , 

scope for expan- the money supply without inf lat ion and balance of 

payrrents problems. The estimate of the impact multiplier with respect 

t o  lagged high-powered money on the balance of trade also bears this . 

out. 

The resul t s  suggest that  the two balance of payments variables 

behave approximtely in the way Ld.nderts (1967) theory and this thesis  

predict. The policy implication of this has been discussed f u l l y  i n  

chapter I. 

'Ihe fin- on the dcrrestic price level a re  not new, and Brewster 

(11968) has abeady suggested a rimer of policy implications t o  which 

l i t t l e  needs t o  be added. 

This brings IIE t o  the subject of further research in to  the issues 

discussed i n  this thesis .  First it should be-noted that this is the 

first study of the Janaican econany t b  discover a significant interest  
--- - -- - - - 

ra te  effect m the de&d fo r  real balances. It appears that  est- 

a t ing this function in a slrrmltaneous equation mde l  leads t o  a mre 



precise account of the ef'fkct of the interest rate. It w i l l  be re- 

called that Teigen (1964) shows that single equation e s t m e s  of the 

demand for money underestimates the interest sensitivity of th is  

function. When qy study' i s  compared with that of Bourne (1974) it 

appears to  show that what Teigen found for the U.S. i s  true also for 

the J W c a n  m e t a r y  sec.t;or. 

Nonetheless, it is clear that the model developed in this thesis 

can be improved. The Basmnn t e s t  shows tha t  the change in the 

mney supply function is not entirely well-specified. It should be 

possible t o  correct this without severely altering the model. The 

dynamlc properties of the W e 1  have been largely ignored. It should 

be possible to  develop the m e 1  to  take explicit account of these. 

We now ha;e seveml mdels of the real  sector of the J m i c a n  

econonIy and the monetary model developed i n ' t h i s  thesis. It may be 

profitable t o  combine features f'rom .the d e l s  of the rea l  sector 

L n  with features from this m e t a r y  &el t o  obt a mre comprehensive_ 

understanding of the Jasrialcan economy. A s a - 
Finally, further estlrration of the model using latermand perhaps 

m e  accurate data may be required t o  increase our confidence i n  policy 

prescriptions based on the est-tes of its paramters. 
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demnd for mney a s  K* = gd. But M ~ = B ~  so that  we end up 

with & =  1. 
M~ M 

BY 
-- - 

10. Hawever the 'merest ra te  e las t ic i ty  appears t o  be relatively high. 

It was pointed out t o  me a f te r  the model was estirrated, that an 
expected ra te  of inflation variable should enter the demand for  
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mney function In conjunction with the real interest rate. The 
s' 

orr;Lssion of this variable m y  be responsible for  the apgrent  

upward bias i n  the real interest rate elast ici ty.  



Appendix 1 List an 

M I  = imported inputs  

D = domestic inputs  

- - - - 

Y: 
3 Description of Variables used in the Thesis 

S = .gross domestic saving 

I = gross domestic investment 

X = exports 

M = Imports 

Y = nominal income (money gross domestic product) 

y = r e a l  income 

$= permanent r e a l  income 

C = gross p r iva te  consumption 

G = government expenditure 

T = balance of t r ade  (X-M) 

A = domestic absorption 

F = stock of foreign exchange reserves  
--.-- 

DO = domestic a s s e t s  of t h e  c e n t r a l  bank Tj 

R = commercial banks' reserves  

L = commercial bank loans 

d~ = commercial banks' deposi t s  

CA = cash i n  t h e  hands of the  non-bank public  
s 

H = high-powered money . 

Ht-l 
= lagged hiP&+wered money- -- 



. A 

B = balance of  payments (AF) 
% 

PD= domedic  p r i c e  l e v e l  

P = fore ign  p r i c e  index F 

i = domestic i n t e r e s t  r a t e  
D 

i = fore ign  i n t e r e s t  r a t e  
F 

r = r e a l  i n t e r e s t  r a t e  

s M = money supply 

bfd = money demand 

a 
md = p e a l  balanced demaqd (M /PD) 

d = banks' r e se rves  r a t i o  

AW* = change i n  world imports . 

K = c a p i t a l  outflows 



Appendix 2 Variables in the Structural Model 

a 

Endogenous Var iables  Pre-det ermined Variables 

ARt 

I' 

ADO 



A m -  3 Data 

A U  the data us& in the study are 'taken f Y m  the lntetnatirmal 

Financial Stat is t ics of the Inten-iational bnetary Fund. 

This source does not publish quarterly data on incaw and 

absorption and these ,are not available for J&ca in any other source.- *- - -  

Following Bourne (1974) the quarterly series for these variables were 
d 

derived f'rom the mual series by linear interpolation subjected t o  
~ - 

the constraint that the interpolated,quarterly values of mrchandise -- 
imports were used as weights in the interpolation. y 

Throughout the study the domestic interest ra te  refers t o  the yield 

an Jamaican treasury b i l l s  znd the foreign interest ra te  t o  the U.K. 

treasury b i l l  rate.  
Q 

The dcmestic price level is the Kingston c o n s w r  price index. 

The derivation of the foreign price W e x  i's described in the text. 
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