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The importance of the exchange rate question

“A great c.’teﬂ1 of attentlon has recentiy been focussed on the issue of en

a.pnropr1 ate excha.nge re.’ce reglme for the Engllsh—&neaiclng Ca.rlbbee.n area. T’ﬂe

dlSCUSSlOn has ta&en Dlace in aovernmant clrcles as wmll as in the nrlvate sector,
z and nes concerned the man inthe street to the extent that ‘he Tea..s that chang
.1n the ex;stlng_regime will adversely,affect his*cost;of 1iving. Thus the current

‘litersture on the subject is to be found in sources as diverse .as records of par—

lﬂameatary daoates newépaper,reports,'editorials end letters -to editors, chamber

, , _ : o
of commercerjourﬂals and communiques and confidentiel pepers of CARICOM/CARIFTA .
‘meetings.. - '[ - ;7-

rFhe oue%tﬁon has oenn pOSEd in-a grent var1etj 01 ways. Jome .protagonis

‘are concerned w1th uhe 1ntervent10n currency’ ,so;cahled; thet ig, the Toreign
: currency to which the currenci s’of CARICOM wembers are fixed.  Others are_worried

sbout varlatlops in tha rats oP currenCJ exchange between terrltorﬂes within. the

reglov thef ara unhapny wlth a 51tuat10n where - uhese rates may v“ry 51 nificantly-
because-of'ext;aﬁregipnal fadtqré.:-Yet another'cqnce;n is,thei apor oy:igtene%s
'of,existing rates ofiexchéﬁge; either for CARICOM ﬁerrifories individﬁaliy or for
;tﬁe fegioﬁ:és_a whole. | -;’ '1- : v |
”he present asshy is’ a *1rst attempt to evaluaub ‘the Flternaulve ax-~
_chéngé rate noséibiWitles 1n;the llght of thelr contribution totreglonal deValoﬁv
rment: - &s a who1e.70ne nron051t10n whﬂch clear‘y undevlles thls an*roach is uhat
the whole ezchange rate éuestlon will have 1mportanu llelcaulOH for the rate ‘of
regional development; This assumption is present, explicitly,orfimplicitl,, in all
'discussions of th xchange rate. There seem to-be-two broed reasons why this ‘as~

sumptlon is thouoht to be real"stlc. First,,itjmight_be_arguéd that, in view of

the_fprelgn es change const*alnt on the economlc develoPmPnt of CARICP tarrltocles‘
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e;;;_._v1 ";:Sr . :ﬂ"nt of view, 0ne is looklng only at the qnestlon of

excnengﬂ rate should oe flxea. 'I“gf "~+ queSulon is 1nt1m&tely bound uP

the-second bvoaaer, 1ssue of nxchange fate m_“.;r;“?n;; The rate ot econom1
develcpment 1n CARTCOH w1ll be effected not solely by the rete o; exchange o
but more 1mnortently pern&ns, by tne waJ in whlch rates are flxea, mmlnuelned 1y

altered; Exehange management leeds_to con51der etion of JOlnt ma n;pulatlonio

W“NW“‘""”"*T’“?‘"" C

reglone.1 exchange rates as ovnosed to 1nd171aual deczslons, ezlatlng and de51r

eXChange rates and rates o; growth for regwonal memomr statea, 'he effectivéne

'01;301nt consultatlve mechinery, the surrender of areasjof national soveriegnt

and the limitatiohs on-domestic monetery and fiscel policy which joint exchange
rete strategles woula 1mp1y.,

Thls essay is concernﬂd w1ph tne link between the eoc“ange rate eﬂ

aﬁ eppfopriefe-exehange'faﬁe. In th° flrst sectlon ve. w1ll nrleflj eva_uatel
| state of knowledge on this issue. dealzng w*th the problem from a reglonal persDE
tlver The secoad sectlon deals orleflj with the mntter of seut1ng retes of ex
chanée between member te*r1tor;es of CARICOm. ”he tnlrd SECulOH deals wltn tﬁe

ch01ce of an appronrlate numeralre for: determlnlng the externaT value- of the

Tere ey LT

CARICOM curreney, agaln v1eW1ng the- reglon es & unit. The,flnal'sectlon look

at some-alternatlve exchange rate reg;mes 1nrtne,l gnt of 1n5ﬂgnts gleaned in the
first three:sectione.
‘'The rate of exchange and the rate of economic develorment -

'Muth-ef'the debdte onrexchange rate ﬁoiiby inrtherCaribbeﬁn has

‘crease the growth potentlal oP these ecouomles.'i}




‘be eroded if there .is no decreese in foreign exchange expenditure. .

- The most elementary version of this argument is simply that s change

‘in the exchengs rete ceuses shifts-in the schedules of Fforeign supply end demend. .

":In:thegry-thesé skifts should lead to incressed local production, both for ex-

port gnd-threpiace'imPOrts. In prectice there are a puﬁber af well-recognised

qualifications to this argument. Perheps the most crucisl is the question of

- whether doméstiC;yrqduCtion;can'be,reédily.increased in response to.any price

‘signels. A country may be able to reap only a windfall gein in the local currency
equivelent of given export eernings if supply is inelastic and this windfall may
Y

iveness of domestic

A second reservation lies with the price resvons
demand for Toreign gceds. If the demend is inelastic, foreign exchenge ex-

penditure mey rise”. On the assumption that scarcity of foreign resources is

a;grgwth éCnstraiﬁt;'this suggests that déprecia%ion mignt hindex growth;r
A'third-QualificatiOu has to do with marketing errangements for exporis

end imports. TIf export prices are denomineted in foreign currency there is no

increase in the emount demanded as a result of devaluation and here. again there -

is dnlj the possibility bf windfell geins.  This holds also with regerd to

minerals and traditionel agricultural products which are produced and.merketed

‘under spbeeial arrangements which pre-fix the level of production and/or the
-product ?rice}“.on the import side, the structures of importing and distribution

may limit price responsiveness.

Perhaps.the most serious limitetion of this approach, in. terms of our

| current éoncé;n ?ith the development problem, is_that'it;i;'static-andﬂghort~run.. 

1 -

- Insofer es the demend of imports is en excess demand derived from the

-difference between locel consumption and prcduction, this demend will de~

pend on the elasticity of dcmestic supply. However, someé argue thet there
is & demand for foreign .goods per se, because sociel factors heve placed 2
premium on foreign manufacture.- . ' - ' :



_The-;na¢y51s dea1s ﬁnly w;;h ex 1st1ng producta, teﬁhnoloéy productlon Stru
andrconSUmptlon patterns. Of greate* conee 1-to_us in thls essay is the *&v
-wﬁichjthese'f ctors may change in response to & cnange in the value of tﬁe
Curréncf, . 7 ) | | |

To convert therstq 1c prlce o*lented theory of a;prec1at10n 1nto

'theory of - defaluaulon ﬂd growth,'attention hgs beén focussed on factor pri
i , R =

relatldnsh;ps. Tn 8 vecenu contrlbutlo to the debgtel,,W} Arthur Leﬁiéwéaye

currency tO'the:view fhat'devgluatiOn'be used es & tool to reduce the cost of
labour in the:Caribbean. The argument may be seen &s a logical eveolution o
S N ' S N S e TR

thinking which produced. the femous/notorious  model -of 'devélopment with unli

supplies of lebour'. - o T S o - SR

A rigorous treetment éf 8 simple.model’ih this Lewisrtréditidn,i§
presented ih—tHE'abpendix; Hérc we need only outlln= tne argumanu._ Essenti
1t is besed on presumnulon tﬂ&u the" prlce ot abqur 1s:too,h1gh.

w111_1ower the'relaiive-priCe of.labour,because lebour is the domestic factor

" while the other majér-factor of ‘production, cépital;ris imported._ The increasedl

" the reletive price of cepitel is what is needed to-increase the supply. of cepital

. Hence, withiunlimiﬁéd-supulies"of cofoperating labour'at the neﬁ_(lower) price
1nb0ur 1ncreased output can be had mluh the’ 1ncreasea sunbly OI cabltal. In
th;s way:growth_can be made.arfunqtlon of the exch ge vate.

~ The prdtagbnists of this view of the exchah.gp rate problem admit tnat

the mode'I v1ll not v1eld the desxred result unless a;prec1at10n is accomnanled b

'_at least one,rpossibly two and perhaps threé'alliedfpolicies.

V-

lw Arthur Lew1s, preswentlal Address to Board of Governors of the
' Carlbbeﬂn Development Bans, July 1972

2St:_cike.whichejrer not applicable:




The one supportﬂng ;o1lcy wﬁ*cn is s;:;'as essen;l_l is therso-c lle&
"incomés, pollcy, the term being used- normallf gs a pseudonym for a wages pollby,
- or, even more SDECl-lCully, a pollcy of wage restr alnt.; In an oben economy wnpre
fmostrof the;essent ials of- llfe are 1mported, devaluatlon will lead to a 51gn1fi-
céﬁt'iﬂcreé%e in domestic priCesg Ig-most Caribbean eqoﬁomigs; thequerall'
increaée willlﬁe as great asltheramnunt of de#alugtioﬁ, andfmﬁy iﬁ fact excééd-it.
rrThe reagon why wages are sald to héve risen out -of llne 1n the first placerlg.f
that traderunlon act1v1ty has intérfered,w1th the equatlon_of wgges and mareln#l
_proqucts of labourﬁ Cleérly,_#hen :acéd %ifhia devaluation;induéed rlse‘ln.the
cost of 1iving, the mnioﬁs_will_;do it e.ge;in-. 7-756 they m‘us%; 'bé i‘estrainecl,' or
 persuaded to exércise.feétrainﬁ,rso that money wages rise less qu1cb1 than-priées.
, By mgané bf:this_m@chanismiwg_securg a'fall'in real wages; which is,'after,gll;'
:the whd;e pbint of thé exeréiéé. | |

The second supnortlng pollcy,aes1rabl° buu apparnntlf qot essentla;, -
 3is an incréase in Droduct1v1ty Now it follows from whet has. bean aﬂlﬂ so fer |
;that if you increase prcduct1V1uy su1f1c1enuly thern is no 1onger any ased to re
duce wages . fherefcrerthe entlre,argument rests on the assugptlon than the sébpe
'for-iﬁéfeaséd productiﬁity is limited} Thatrfhis propositioﬁ'should'bérso_ﬁidely—r'
:aéceptea is ranher [z rexlectlon of careless thlnklng then of ObJ culve Tact.

* One mlght ‘have thougnt that nroduct1v1ty Tevels were a fu#ctlon of mﬁn& vari~
rables_— factor ratlos, skllls, ch01ce 01 product, systems of educatlon,rmanagn——-ﬂ
rment.and:organisation‘and research. gAdmittedly many-of'theselyariaﬁles éanhdt' N
_bé'alterediin'the medium éndrshoff run;lalthohgh which'vafiéﬁiés ﬁhéseréré;'and'
“how long 1t +akes to change then mlght be questlons deserv1ng of furthcr study
More crucla; to the Prgumcnt however, 15 whether’ the snort-run varlaoles, in -
pérﬁiquiar-the product mix end ﬁdctOr'ratlos;_afe not @he most important'deter—'

R RN

minants of producti v1ty levels.



;The thirﬁ éﬁﬁnbr£iﬁgrwolicy,is ODtional;'fT?qde'éontrols-méy{b'
'frestraln-the groqthrof 1mpor~s 1u tﬁe fuue;of lnu_‘j£;~j*1es of demand anﬁ
“to. stlmu_ate Da“ulcular llnes of exnoru productlon.r-lﬁ-ls curious tb find %
controls advoca ted as supvlemepts to devalus tlon. They are nérmﬂllflﬁ;;&%g
't;*natlves Tradq'gontrola nowever hav an’ elemﬂnu of select1v1ty Wnlch de~
vv1u*t10n lacks."lt'maﬁ_b; nﬁcesswry, from this v1ewn01nt -to treat 1ndu§tr
_or'sectﬁrs seléctivelygiperhans because thej do not respond to 1:>r1c:‘= s;"naiq
p,rh,ns because they nead 1n*an*'1ndustvv Drotectlon; ‘

VWhgt ;g.not then stated.expllc1tlj by;protagonisﬁs'of this linefdf
‘argtment is thaﬁ;it,preéumes,a coﬁéinuing-cbmmitﬁeﬁf toi; na_ulcular davelovren

surauegy, 2 strauegy wh1ch 15 by no means unanlmously accepted as m_xlmal

1mplled slrategy can be‘demonstrated by taklng af;loser look et the valuatlog

E

:;.labo
| Lhe marglnal poraucu of labouf in the C&r1bueen lS saTd-to 5@ lowl;
'_low'prééuctlv1ty gmy be 3'resplt'df lcw_effl hcy,,that 13, &-man producos -
,&elati#eif little per unit fime with_é_given quantum of cp:operat;ng*factors.
.'16#'produ§£ivityfmay result from thé:use“of rélativéiy_iittierof the reqﬁired”
-cc-éneratlnr 1actors. thSL aluerna‘lve‘ways of 7ookiné.at-the préﬁlem:squQSt
_Ve*y dlfferent strategles for nllmlnatlng 1t The Cex 1bnean may very well be
VIaced with the cn01ce, oﬁ th= one band oP low leveT tecunology, manual methéé;
rand low skill imputs or, on the other hand, sonhlstlcataq tgchﬂology, nlcle'
developed Skllls aqd 1nnov¢t1ve methods. If we afe deallng w1th'non—resourcéj

basea eyport 1nau5trﬂes, tnere is no- reason why wa should choose the former rﬁﬂl

':'th..n the lauter.

7 lw= do not go into ,thé question of how we compare the output of one man welding’
- x.rivets & dey in Detroit with the onunut o; one woman stltchlng togetner Y
"bits of Dlaytax in Barbades.




',any caleulation of the margﬂnal returns from devaluatlo“.r Thére is'no indica—

rvalue of tne currency nelore the ‘associske d.rate oi growth.stéps 1ncregszng.

. - Other aspectsiof the impl ed devolopmnnt s+rategy are SL"UESte in

<

the appeﬁdix;rbut'the pbihu'to be made hers is that it 1s surelf d°51r9blﬂ £0

'.adont an anal;tlcaT framawork whlcn mu&es expllclt the dlrectlon 1n whlch sconomic

,.change is headed when devaluatlon is udud as’ e rmeans of adJustlng’factor'prlces.

Another weakness of most Gnalyaea of deprecin n is the aosencn oP

tlon of’the extént uO whlch uhe country needs to go on reduc1ng the ekuernal

if

ot

'tne model 1s spec 11 ed annronrlsuelf: as deprec1amlon incredses the rate of

'_freturn on canltal new ca plta_ IlGWS in from abroad untll the onnortuplty cost to

the Iorelgn capital 5t r1ses ‘to equate uhe new level 01 return. i 1s,then pos4

sible-to aCcelerate capital inflpWs {and hence;_pfesumabiy, the growth rate) by

- continuous develuaticn to the point where the mer: 1n_.l rate of return, cn new in-
_5§ggbws is exactly egual to the margzinal dpportuniﬁy'cbstlr'és of now, we have
'_little;insightrds to where this équilibraim,point iies. 'It mey require consider—

ablb devalusa tlcn To achieve e qu11 nr1um if wade restra*nt has +0 te &nnlled wwth

a dellcate hand,,lf labour costs are not the most suhstantial part of total=costs{

' and if domestlc 1njlat10n cannot be contalned w1th;q the limits of dﬂnracia LOn.

It is a ccmmcnpléqe among economists tnau crowth and development are.

‘not the same, and that development mey be jeop&rdised—if,maximum growth is_set.

as the objective. Here we may-have a case in point. Depreciation and wegass re-

- straint may reduce real income of workers below what is considered basi for a

" reagonable sténdard'of life. Caribbean peoples, by end large, are ne lo ger

s&tisfied_with a'subsistence,level_of living. Any real wagé.which could net

Al

- guarantee the required standerd of living for ell the employed would geﬁeratg

social and political. tensicns which could be taken 28 an.index of frustrated .



deveibﬁmégt. In fact th° whole mﬁchanlsm of a devaluatlon 11auce redu;ti"
in worker r;munerahlon woulu bc enti- developmhrt&l 1n a soczety cowmltt d' o
reduc1ng 1ncom° 1neoualltles.i | |

-*;The terms_ depruc1at10n and 'deﬁaiuétionf have so far been uééq
' interchengably beceuse we heve not yet addressed ,*?56 problem of whether excl
rateé'shoﬁld-bé &ltered,éll:ét oncé ér éllowed téideﬁreci&teiov§¥ £iﬁ§1 gf
whetner a rate should be set and uhen rev1sed Derlodlcally ,Essentiﬁllj;rfﬁe

questlon 15 wnetner a 51ngle rate cen ‘be set’w 1ich is a Dnronrlaue for a par-

tlcular rate. OT growtn over &, glven nlannlng perlod (say 5 years)'or whether
: the rate must bg_changed progréss;vely'over the perlod to meat the foreign

"'balance'réquirement for éach'yéar separaﬁely.

The fbreg01ng an_lj51a is meant to suggezt tnaﬁ uhe presénurstate
oﬁr knoWleééé,provldes a very unsure ;oupdatlon ;o* exchange ratn policy, 1f
the object:o; uch pol1cy is oo-nromot_ -Vglonal developmenb. ”he reléglve
underdbvelopment of the tneory 15 one Facnor bum Perhaps the more 1mnoruent
7'constr&1nt is tne fact thau the exchang _ ate-theory'ls not_bu1lt'1nto a_
._;specific st:ategg for regionallecoﬁomic devél&ﬁment: in pnersense; the unde
-devglggﬁeﬁtigichanga raté fhéof&'is ﬁﬁ asﬁeét 6f £he'uﬁ&erdévélopﬁénﬁ 6f dez
veloﬁﬁgnt strategy. _Economis£s'of_fhé‘région have a@guéd'persuaéively ﬁhéﬁ

" early -industrialisetion strategy, With'which érthﬁr'Léwis'has rightly or

:wrongly been ideﬁtifiedl has not llved up +o the- asplr t1ons of Carlboean
- peonles and is 1n faCu soc1c*ly and econom1ca1ly dlsvupulve in tne long pytieh
B .How;ver rmglona, goverqments heve, by “nd lerge, not yet commwtted themselﬂe

to any'of the-alternailves whlch.are proposed. Regionalrdevelopmenu:Sm?ét?

g ' ' BR

. lLargely as a result of his early vork on the 1naus»r1allsatL0n of tne Cariﬁb
‘See, for example his "Industrial Development in the Caribbean" rﬁﬁrln?ed
from Caribbean conomlc Review 1950, Guerdien Comme“clal Prlnte*y, Pory

Spain.:-




the*efore stands in-a xina of no-meu's land w1 o empnasis st1+1 p aced on N
': caplta, inf lows, tax-and ffhpr 1ﬁc;nt1v s, foot loose industries end ﬁ tepdengy :
nito accept whatpv?r turns up the seme u1me there ls-a verbal ommifmeﬁt tb“
. Heny aspecﬁscu the’ 3lter native strategy which qtfgsses_maximisatiog of
“regiqnal reson;cé'use}_rédﬁc;ng the degree of extefﬁél &ene den é-and in—
 §ustriai éqnéentfatidn'ih éélectea-ﬁreas. The'poliéieérﬁhich aré,gpprop%iate
iifbr tﬁe;first stréﬁégy (i‘7 rtlcular “the exchqnga rate nolzc1es) arei?°£;-
 7ﬁeéesséril§ cdmfatib-e with the secgg;._r o
One way‘Of;putting tﬁe axgﬁangé;fate-into:ifs'proper conﬁe?u'as a

jde?elopméﬁt'instrum%nt would be %éruse'aﬁ ihput—outpﬁtiﬁodel'fﬁf the region 5
a whole. ,TheJCeils iﬁ'fﬁe:iﬁpuf—éutput_métrixigdﬁlﬁ'béwf11led in with the
r;incre@eﬁtal in?ﬁt;_a'd ouk puts. over the enOben pl;nniﬁgth“lzun, S;f Ilué yeers.
;These;igcreﬁéntél-datﬂ mlght be S0 n.;e:e'1 as to>Sécﬁ$é a glVOn 4 -get growth
frate ovér tﬁé-period; and_the structure'gx thg péoducﬁion ségment would re;“
. flect the pérticularVstfategy;of-developmenﬁ chosen. Thermatrii would épecify
__all traﬁsacﬁiopéivitﬁrthe résn c; tne ﬂorld - 1mports of é+l kinds s equrts;'
rfdréign capital féQuifements. Alm nroaeutlons "ﬁULa be based on & Tix :d pre4~;
'determ*ned rete- of excaa née._ Ap estlmptﬁ o? the car ifQJ rn-low exnectea et -

this rate of nxchange would thun be made, apd the. Tor ign UGSltlon would then L@
examlned_for_erlllbrgim betw en the. demgnd and sunvlf o-';o:éign_exchange.
rfIffthefe]is:foreién;éiéh&nge d;sequlllbrlum, ve would then eitﬁéf revige“ﬁhe'
pfdjected grbwth_rateiunéil'gxéhaqge'equiliﬁrﬁim:were'achieved; or detgrmingf
3#hat altérnéﬁive'ﬁaté of'exchange;#ouldréecure éitérnal.bélénﬁe;‘.A séxies of
,1ter tlons would produce a schedule of- pa1red values 01 Lﬁc'grdﬁtﬁjrate Apd the

Y ,

rate of ethange.

The advantage of such an accounting framevork is that many underlying

TR



'gssumptignstof,therénalyp;; ;gi‘d now técoﬁé exnlicit;:rit méy be.pOSsiblé
g;gmpie} toréﬁétify_ﬁro&ﬁctioﬁ tgc;;{;-r (éﬁd henCL-lnPuﬁ coeiflclents) &n
__tgejinduttrialwmix;SO;thét there.is only one 7‘#;-‘1e:solut;on to the ex—
théﬁgetrate; or sq'tﬁat the growtﬁ.faté isfmaﬁimiégdiv}yii; a_céttgén raﬁgg
_of rates.. Iﬁjeittef_cése; theﬁunderifiﬁg éponémic gtrpgturgs ;ré Eeédiiy;
j'gpp&rént.rj;r |

It w1ll De sald hh at tne ‘development of an ‘DDUulOUtDuu mcdel for

'.the‘region is stillrsome wny off , end that" in theainterim-some decisions

must be made'abbuttexéhange'rate levels.r'Iﬁ resgonse %o this it is reason-

&ble to encu1re "hether, in light of commants sa 1__?'any i,e natite fate;

tructare wou,d be supbr1or to- tAe exlat1ng-ote.'tThc answver willrdépend oﬁ
rone slconcev+ of thc desx* ble deveWODment straten". ;f vou QquuSe the -
strateéy_of maxiﬁisinc end raulonailslng regﬁonal r;éourcL ‘use +hen four-

arswer is llxely to bernc}' If you believe in the'eXLSting "pessive"

unco-ordlnated strategy, then you may answnr maybe thTQDesrhowééer re-.

o

qulrefspme c0urage (Whlch presumasly comes with age-and status) to give
fire 'yes'. A more ceutious view would be that the case for using the exchad
rate as & develcpméﬁt tool is by:no_mé&ns established, and one is therefore ¢

very unce*taln ground in recommendlna ‘more thah marbi sl a J ;ments,in the

- present raues of CARTCOI countrles v1s~a—v1s the re st of the wc*ld

The exchange,rate Droblem'of a COmmon marke"

The dléétsswon so far has treated tnn region as a 51n51e unlt
w1uhout reference’ to>the fﬁct tﬂat aﬁy g}ouplng Of lﬁdenendenu natlons w111:
facn SPEC“LIC eﬁcn&nge ratr= questlons wnlch a unltaty Stute dO°s no* hate.
Thls is the 1ssue We now adurﬁss ou.selves to.' T .

_ A 51ngle overall rate of gro wh for- the CAR_COM reglon is COEP”tlbI

"with several combinations of:groyth rates in the'member territories;




'rAn overall growth rate of ;p may resulu from a growth rate in Jamaica of 10%.

or- 5% or Eﬂ, ienendlng on what hannena e;;rwﬁéré;,-+ﬁ#i$ important té:qe~
'termine'what these growth rates are'expected ﬁo'bé, éince the rate of-éx*
change hetweeq member terrltorles mu3u ue fixed w1uh thls in mlna. Mofepvér,
_any’ chosen raneloL exchan g vis-e~vis the: rest of the world w11l have
different imnlic ations for eéch T*errj_on::,'l_ te rrit ry, and it must be clear uhat
:;these 1mp11c tlons are noﬁ at varﬂance w1 th the _ owth'targets for egcﬁ mem-
bEr.- It follcws that the 1nnut—oubput mat'i for_the:regioﬁ ﬁust 5e'dis—
“gUTEG&uEd by tevrltory ag well as. bv thluy. Inrt é 7 By 1ntra—“ealonaT
—exchange rates m&f be dctermlned by . 1mn051ng uhé cqndltiqﬁ that'the—sumrof
-lhtra—raglon al survluses and d ;qlts equate-to ierd. | |
.7However,;1n.order to carrj out-thé disagéf'g ation eie*c*;e wa nﬂed
to‘éﬁecify éiéumbér Qf_ofheraregional poliéiégn- bispafitieé'in regiénal
' grqﬁth rétéS'may be adjpsﬁéd:an&/or compensatedrfor:byfﬁEans:cf,regioﬁal
policiés oﬁ :factorrmoveﬁents, financiai-fldws,-ﬁoney éhpply end crédit élloé,'
cation,;public finaﬁéeﬁﬁﬁd spéciai developmeﬁt prog;#ﬁé fdr_some sub—rn"10ns._

Any of these mey be seen #s an alternative to excheange rate policy for ad--

oo

;ju;ting growﬁh rates Bétweén"fekriﬁBries; or as a neans of,coﬁpeﬁsating for
the effects of a chenge in the.réte of growth fis—a~vis the rast of‘thé world. )
) In-faéf, éﬁch aighénge:may-ﬁo@ bé-pdssiblg unless:the céﬁ;eﬁsafing-mechaniéms
.ﬁfe_a#dilablép- | | | 7

Each éf ﬁhé'?dlicies:noted cen Eé inéérporatedrintd the:inﬁutnéﬁtput_
{ model modlfylng tha nﬂt balance whlch must‘be el1m1nat°d by means of ex- |
7change ;ate_adgustmen . VAlternaﬁivelf; netrsurcl uses “ﬂd de 1c1ts ey be

made to sum to zero kiﬁh_, chosen set of rates within the raglon oy meens of

the approprlate COMb;ﬂ&ulon of co—overatlné p011c1°s.-3
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' The choice of'a-numera:ru'for' he CnRICOm currency raterr

e

- A cruciel problem of exchange rate policy in a world of -changi
-retes is what numeraire should be chosen in setting the meue of the CARTg@

currency (cﬁrrenciés). Among the choices open are (&) to fix

QOllgrzor the pqund_sterling);-(b)_to fix_ih terms of ﬁ g6mesit¢ "cﬁ;fené
1 Or baskét of curréﬁéieﬁgléﬁd-(c) togéidestef the issue Byruéiﬁé,flexibieie
 'Eﬁaﬁgé ratés.: Thé;féurth-altefhative, lelng in-téimﬁ of an _vtevnaulon;l
curréﬁcy, 15 negﬂectnd bné ause the-véiﬁgtidnjof therintérnatiqﬁﬁl currencykl
1tself Su‘ll a matter of dwsputc."in any case, ifrﬁill“becdme'cleér'aé fﬂ;
rjaﬂglygls_proceeds that.thlsgalternétive woﬁidrraise‘no_ﬁew cbnceﬁﬁua; iséueé
_ A_day—to—dé& floéfidf the value of a CARICOM curr ﬂéﬁ weuldreli;f
-minaté thé'nﬁméféire'problem; ThéjGARiCOM-currency=neeé ﬁot 5e a"uﬁifafy'
l;cnrreﬁcy;'iﬁ mayrequaLTy wall con51st of the existhr curr;ﬁcwes, llnked 1n

flxna rﬂlaulonsnlo te eaﬁn Ouher. Bach day central-banks_would agree on & .

;which.wasfexpgcted_tp clear fdreigh exchénge markets (fof'therrégionrés a
-frTﬁholg) on tﬁaﬁ day. - Defiéits gnd_surpluses of meﬁﬁer cégntriés wquidlbe
-éccdmhddateé-by interfegiﬁhal'paymentsimechapigms; iﬁéiuaing credit facilitig?
,{, aﬁbng-cent?élrﬁanké'élonéiexistingrlinES.i Liﬁits_éoﬁld 5é sef ;ﬁ therambunt
'by,which tﬁe féte-wouid be allowed to move each d&j, and some’ Formuln worfe
7 : rfor

' out so that tomor*ow s pTl would,react to trends ér the 1&st few'days,
exa-ﬁlp_le .
One d‘fflChlty W1th thls sys tem 15 +hat +hn movsment of rates
s mlght b¢ such that one or more members mlg £ have a ner31stentrsurplus or
deficit with'other members. Corrective action would then have to be taken -

by adjusting eXchange-rates'withingCARICOM'or by using monetary and fiscal



9011Cﬂes end lquusnrlaL_locstlon nollcles. d00$°d &t anotner wa;,'what

- :thl means 15 that tne f1oat1na CARICOM raue does not c01nc1dn Wlth Ehc rate

;reau1red by the reglonal devnlopmeqf nrogrhm
7o some degree the fact that thé actual ?aﬁe-fariesjfrgg:?ﬁé_ﬁar—

égf résulfsrfroﬁ:féctors whicﬁ are ﬁof-iﬁhernnt in Eﬁejfldatiné-ratéﬁregime.
':Fof ekampie; aichénge'ip the value of‘the,pound'withhééépe;t tb the'doliar,
nay affect;Qveiallfforsigﬁicufrency fransactions ir;éspectiVerof how}the_
raﬁeris ﬁét. However’ ﬁhéré,are_oﬁher-aregs-in wﬁich'tﬁe-floating rate
_reglme r~nresents a sacr1¢1ce of = pollcy instrument mhlch mlght nave been
used,-together w1u§ Gun°rn p?ev1ously Lenulon d, ud_ ro@o,é é partlcular de-
veldpméﬁt‘progrém; Take, for exumnle, uhe nyuotheSLQ (examined - earl ier}
tha* xﬂh_nge rate “ol_Cj can be used to stignlgte capitgirigflow. This
,suggests tnht if the rate 's;allowed tdrdeviaﬁe ffom‘the'ta:gét; tﬁere méy o
be*a loss of real foreign réssurées;

-'A ‘1Qat1ng *atp woulH rﬁqulrﬂ vefy clese 1ntegrﬂt10n oP enonomlc
,_nollcxes wlthln CARLCOM, since the monetary, _1sca.rand 1ndu3urla* pol*c1as
of one- of the larger-%erritories'could'influénce_the rate inden endnptly
aof pollcles nelng nur*ued elsewhere. If the rdte is allowgd to vary coﬁ—
lstantly &3 result of snort«term pollcy adJustments in ﬁemner countr1es we
could heve. adyerse effncts cn th ) ability of,ihe o r-ién exéhange ma:kets )

- and the ovnrall goa*s of he‘development'prdgramt

Canltal f70ws will also af ect the floating rate. ,Euch-of-thé
:debate EEGHE MEﬁTOyOlltﬂn economlsts an the flﬂlele rat; questﬂon centred'
on'the,p0351ble dest bllslrg fects of short~ve*d capltul uov~menus.; The

fact that the banklng sysuem in'all'CARICOM territories still,consists

largelj of subs1d1ar1es oL metr0polltan uanklng Ilrms means that uh1= con—'



L

- sideration_is also_relevant to the region., However, exchange control pro-

- scale foreign long-ferm_éapital flows. jTheserflows'ﬁand'to'be 1umpy, béiﬁg

‘usuglly for specific industries or'producﬁsj and uheJ may cause abrupt movef

‘letion tO'overall'foreign"eXChange earnings. -

“and demand over an. extended Dnrlod say751x months. -

v1510ns mne; J Drov1dm a meusure of 1nsurancc against unwarranted short-ternm

flows. .ﬁhat.is perhaps more'important,fbr CARTCOh; is therimpac{ of large-

ments in the rate if they are on & large enough saale.' For exalee, alt nough
the capital may be intended for the. purchese of imported ipputs, during.the

interim period before these import payments cen be mede, thore may bte & tem-

porery increase in foreign exchange a¢qpisitipn;ﬁleading toﬂa'strengthening,
of the exchange rate for the time being. - This would not be a problem but

for the fazect that in some ereas such funds mey be quite substentisl in re- -

It seams f*om the lore501n" tnat ‘some Qﬂgree of managvmen* 1s

desirable 1n7sett1ng.exchang -ates._ It the exchange rate is to be used as

.a t001 for dﬂvelonment then the rate must be. Dvocrgmmeﬂriffuhe light of:goals

-and éxpéctétions. Hdweveg, some of erdisturbances wérhave-just 1qokeq'iﬁtd'
- mey alter- uﬁe preﬁlses on which preaﬂctations wer inginaliy made. éﬁangés'
) in retes between'exﬁré—feglonallcountrles_woqid'be 2 ca#é in;pbihﬁérflﬁ'#ould'
};seemfréasonable?té ;éviée the,de§2iopment ?rpgraﬁ'périodiéa;l§ ih-ﬁhe light-

of such developments and determine the new exchenge rete which would be

apprbpriate. Thus the*rate'would be pre—determihed subjeét to révision'in

.the llght of currﬁnu developmﬂnts, rauner than: belng adausted dally " An
J'altergatlve Way.of-100k1ng at thls managed rate;would'be'to snt & long
equlllbrulm perlod for the IlD tlng rate. ,Tﬁus, iﬁstaadfox a0 tlng a mu*kEU

'clearlng *ate for each aay, thﬂ ate would be set to equete aggregated suvplv

*

. -




n
)

A decision to manage. he exchange rate leads’ us dback to the ¢h

-fof_a numéraire,-é é§ﬁsideratio; which iS'relevént_fgr.any'fixed rate or
tma;aéédifloat? .A.probLeﬁ ariseé ﬂe;ausg of fhe'ﬁéed:té p?gdictrthe.ralaﬁioﬁ—'
,shiés'bet%e;n,the éﬁrrengiés-of countries outside #he :egién;éé an éssenﬁial
'input into regional pfogremﬁihg. | . | | ”

iIf"px;edié'tijfsms about these é#tfa—région@l:rdtes are-éccgﬁété;:the

5chbi§e df'g-nume?aé?e id iﬁmaterial; If?esﬁective ofrihg'wér in yhich_the
,CARICOﬁ‘ratetis fiied,jfhe axpectédrfeléfionship_bétwe;ﬁ CARICOM’purrenCy

' aﬁd each-ﬁtherrcﬁrréncy,williﬁe infaccorddnce:ﬁith the_deveibpment érogram
i_land ﬁfééﬁm&bl?;ﬁhe.nef;foreigg_QXChange_ﬁalances #dﬁlé-éumrt?-zérq'gSlgrc—

'-grgmmbd -all nrofld d_thihgs turn oﬁt exactly es p:edic%gd. o

A pfoﬁlem_&riéés.yhén the’prediétedryéiues_gf world cu;féncies-érd
inaccuféte,ﬁeéause then:net iofeign egrhingsrcaq ndilﬁnger;be gxpéqted-to

;cancél-net'féfeign'éxpénditﬁre.rlsihce-ﬁ@e?e is' :ﬁays ﬁncertginty'in pre—~

.‘

_dlctlon, we must tﬂ.e ac*ount saec1P1call possib e costs whwcr reg

r'from CARICOM‘S unpla;hcd'cve_ali payments imb;lance}-
The—c§ét,bf,inac¢urate,pfediétipn'Wili vaf};withrﬁhe numerairg'
rréhosen.?ngfrgs assﬁge ﬁhét'?ﬁe prediéteﬁrﬁé dOllaflpound étefiing rate was
-Q.MOV:Vi:QO,iand;th§£ therra#§ acfuallj,ﬁﬁrnéd-oﬁt-tcjbé 2,20-: 1.00 on
a#;rage évér the réle?aﬁﬁ pafiéd; If the CART oM currencf is flxed to the
jr-pound there is .an eifécfive!devalﬁatlon wlth reSvect tQ'the s dollar,:which
i jwould be exnehted to. a1ter the UX“ectdd suyPWy and demand fér us doll_ré and
the prices- of US F.ctors of nroductl on roiatlve 0 domestﬂc (CABICOM) factors
;offnroduction@ r""1e:t:'c maf taen Ye suost1tut1on aetwe_n US nnd UK sources of |
;supply and markets for CARTLOM croduﬁts, but aven ll no substAtublon takpsrr

' place tne overall balancc is dlsuur ed because the demand'and'supply ‘of



-

:iU$_dollars has'changed.

'Changedjwithfres§ect_tb cne matrOPOl*tan currency and is- aevalued &galnst
:thé otherircoﬁfenﬁidﬂal hnaly51s would sugge est that nct fore1gn oalancesf'
would novw be p051t1ve ana not ZET0, as was exvected : ConverSely, had.the

. CARICOM curreney been,fixed to the US dollar,under the same circumstances,

‘CARICOM currency were fixed to some other currency or besket of currencies.

- of prediction error. The probility of any given prediction error is not.

In this case, wheru tne vvlue of CLPICOA curvencv remu1ns un-

L]

a revaluation would have occured with respect to sterling and net foreign

balences. might turn. out negative.‘ Similér results woulafobtain-if the

-

What this mesns in every case is that the projected development
strategy will have to be modified. Assuming thet this strategy was con~

sidered optimal, the extent of modification will give a measuré of the cost

affected by the choice of numeraire, so the numeraire should be chosen to
minimise the'cost of the,errbr itself for each magnitude of error.

The conslde”a ions velnvant her= arﬂ the dlstrlbu 1onro£'foreign’
transactmons of CAR'COM Detween the met cpolitan'currencies, the degree of -

substltu.a0111ty bctween the se*v1ces, nroducts and marknts of these

countrles, and th r cosis are symmetrlcal for'unexuected deficits and un-
exﬁected surpluses.; hlgh degree o; subst1tutao111ty wxll reduce costs

glrresnaﬂtlve of uhe numnrnlre buu in general the numeraire snould be the

;currency with thé greatér Weight in foreign;transactiOns. On—the Other hand,

-'1f surplﬂses are Tess damaglng to aevelopment than acf1cﬂts, tnen & cur;ancyr
whose value 1s ﬂxpected to rlse sharp 1y snoald not be choscn._ The dlfflcu_tj

vhich then arlses is how to choose Wnen these tro,criteria-confilcu.'
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* The choice of ex hanga ra tc rnglmp“

'When,oné”tqkeé écéoﬁﬁtnéféﬁoiéeéibf_inﬁerfeﬁticn cufrenci;S,;
Fixed versus flO&ulng rat eé ahd ﬁﬁifia@ raﬁe V-OE CARICOM‘VS SQPGrﬂpe rate
deuermlnatlon ?or aech memher the llSu of alternnt1re EXChanbL rate reg*mes
is a long one; The po§519111tles,may_bg.grpuped for coqvenlence under three
-heads; éiﬁgle,fﬁte-regimes; maﬁaged rates énd'fﬁé existing'gystem,of in— 7
‘dépehdént;rate Setting byléach staﬁg; '

Thelchdrééteriéticiofrthe éxchange rate systemrrwhlch come under

the'heading of 'single r&fe regime’ is that CARICOM is trﬂated as a unlt in

'determlnlng exchanﬁe ra tes with- +hm rest of tnn world ,Thls rate may be

flxed,prﬂfloatlng_and,'if fixed, thers is,a choice of'intervention currenciaa

to ‘use as numeraire. Compined Wluh this thare must be declslon “ule “or

fixiﬁg rates among CARICOM.members.. These rates mﬂy-be fixed in accordanee'
Wluh programmed rates of - Growth for,ﬁacn member, p0531b y w1th . formule for
'

rev1ew_and'adaustment;_in the ease whererthe' externa" rote is fixed, the

"internal” ratas mey be allowed to floaf;_there'is-alsp'theipossibility of
currency unification.’
~ Whet we heve termed ‘menaged rete' regimes may be modiTications

' either of theZSingle rate regime.or of the e¢xisting system where .cach. member

_-sets 8 ra ate- vh1ch it c0151ders nnpr0pr1ate.  The "externel" rate might, for

eiample,:be gllowed tc,flcat,'but only within stated limits. Or each.member -

might be allowed to-detefmine iﬁé-own rété providedrit did'not reﬁalﬁe or’
devalue moro than a glven amount ﬁgalpst some prmdeterm1n=d standard .- Thera
‘afe - ge numbev of sucn oSS biiltl S; all 14 %g omemhgre bet"ﬁ noa
.31ngle rat= an drd system_of_independent fate settins-r For the most pert
';imanaged rgtéa gre an atﬁempt-éither-to CO;ofdinate_ta:sqme{exteht_dispafaﬁg
-féystemSIof'fafé,sétﬁing, or to ﬁodifj-SOﬁerof fhe'prqvis;pns ofrthe'singlg_

rate regims.

e



with the fbrnlgn eychang°~requ1reme t° of a gpec1¢1c aevnlopment pvogram
érog;gm is;disagé;egqted by-te:rito?yrso that interpal“ rates of eychunge o
be'&eriVeﬁgrand:the syétém is reﬁiséd from time {o-tiﬁé in the light."
‘ﬁernél deveicﬁmep£:i The intér&éntion cﬁrreﬁcy chcsenrfbr fiking't e
-rate;isrthe cne Qﬂich‘cérr1 es tha amallust cost oP n*ed1ct1on error, Whethe
1ﬁéasuiéd ipftér@s of owtn sacrlflc . sizg of deficit/sﬁrplué or some other-
proxy. |
'Wefmavinb" attem_t-to!éVaiugfé'theféprrént'syStEE'in-the light b
thié norm,
In thé-¢lr5b yl&Ct. fhﬂ dEVchbmHnu goals of thé-éARiCOM'region; in;

sofar es they are cxp11c1t1v stated at all, are but forwaru in qualltptlva'

terms only. TFu thermore, +h9y are probqblf not mL+ all J consistent, so they
.provide no basis for daduci ﬁg-exchange'rate policy. - Very littles can theréfore

be,said about: the im lib tionsﬂfor development_of the pr 3°nt exchange 1r‘e:g

anart fVOm the ratber strai g.tforward critique that independént rate setiing

ereates the.pfospect OT-conflicté within en integration movement.

Even if the regional develcpmént strategy were properly erticulated,—

indépendent - éxchange rate policies and dlffe ent intérvention .currencies would

inhibit the use of the exchange rete as.a development tool. It is of. course

possible to dispense with this perticular instrument.  Other policies, used

. in eccordance with predetermined regional development goals,. could, in theory, =

-generatefexternal'balanée:conditions_which would cause independently set rates

_to be ne dlffernﬁt from jointly determined raiés. The ébnditiohs are however . - —

rextremaly strln"enu, invo lV‘nf pol- 54 co-ordln tlon in aress where integrated

action-i§ far'more difficult to:come,by than-with,respect to the exchange rate




The full,ra;se'Cf alternative policiss reguirgd,rgould include

monetary and fisczl policies, fector mobility and sub-regionel development

e

. programs for specially chosen arees within CARICOM. - - . -

The deVelopment progrem mey be structured-tc include the availe-

"bll;tj ani use of Ilﬂaﬁcﬂml resour ceu 1n such & way thet the monetary im~ .

© within esch individuz) mérber country. Waen, in addition,

pllcatlons,'; -aﬂdist ibuxlon of rediﬁ;'cost of eredit, mobilis ati on of

- itional rds, ete. ~m e dedu . 1y, the ‘goverrment .sector
additional fund te may b ced STmliar s the government . sector

can be incorporated and the role of fiscalfpolicy sti;ulﬂtéd in & way con~.

sistent with the overnll pattern. It

N

5 then.po 551ble to use the instruments

~of monétary end fiscel policy in a co~ordinated way,tc;&irec' real and

financial resources in accordance with the'“rcvram. However, the practical

possibilities of monetary and fiseal policy are gtrictly limited. There is,

in any case, some question es to the effectiveness of =uch pbliciesjeven

o
[=3
iz
Q
\.-u
[¢)
s
lb

must be applied consistently among & number of different monetery auﬁhorities

©  and governments it seems unrealistic to expect the desired results.

Factor mobility:constitutes an a‘ternaulve mechan is for. schieving

overall develonment goals ander cer ain assumptionS.‘ The crucial assumption

is taat the 520 r nnlﬂal d.sner51ov of g gains from development is immaterizl.
E g . j :

Tt is,an improbable assumptlon but if-it did holi;_thenffree mgveaant of

factors af proouCtlon coula, in th eorv allow Ior uhe reaui evelcpmoq+

v1thout exchange rate co~0rdinatlon. Howevgr,_again thiz degree of factor

Cmchility is much'harder,to come by then exchenge rate unifiecatica.

The other altefnatlve, the encouragcment of snec1al develonmenn

‘areas, is'more,likely - in tact the process has alreadx star+ed ~ dut it of?e



probably the most,aqceSSible."What is cleer, however is that neither exchange

look like, eng no one will ‘have the Basis'for7arfiving at uhﬁt knowledse un-

til quentits ive dec1s1ons are’ mﬁae on what. aconomlc targebs and structures

'ét ‘best only e partial:solutiénfto-thejintra-regiqﬁgl distribution of gaip

ince only selected areas are ﬁffacted

Conclusicn

;Ekchangé rate;unlfic u_on seems to be at once. the most readlly _

avallable and the least ef:1cac10un po fey for 1Enlemenu1ng e strauegy of

BRI

A

g T
b

feQiqnal!devélOpment*within CARICOM., The analysis qf_the:earlier seption,
of thls panar 1ELE mapy Questions about the p* rom's ef ficiency;-in'the-

laSt sectloq we COnCTuded that-of the alternatlve policies available; it was

rate policy - or eny other - is very meaningful until regional development

t.is possiple to . make decisions

B

goals ore more clearly specified. While
about intervention currencies for individual countries on a short-term, ad-

hoc basis, no cne kn§ws what an exchange rate for CARICOM as e ﬁhole would

~ ‘are to be pﬁrsued; ﬁFﬁrthermore, because therdesirable exchange rete ‘is un-

L&

known, the cost of any regime whlch exists or is con cmnl ated is'also'unkncwn.

- This_lsrnot to say uﬂ&t steps should n0u be uaken towards Lxchange

- rate unification even i it is'hot cleer whet the rate ouqh*fiedb' , ﬂuu warl!'“

should recognise this move moréﬂagfa'tbken of_common commltment end a. poten—

ey

'tial,tool_for future use then .es’a measuré fer affecting. current development

pblibies._ Whax thls short study hﬂbhllﬁhus moré:fhén anYthing elsé; is the

need'tofdevoﬁﬂ resources - human recources, essentlallf - to the. urgﬁnt “task

-3

of worklnr ou“'an 1nuer1aTlJ consmsten* prorram (or sbt of altcrn tive

programs) to glvn DOS 1ﬁ1ve dlrectlon'to'reglon l developm nt pollcy

“R. DeLlsla Wo”r
~ May, 197h
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" A'simple mndel of erowth and the 2xchenge

‘market for the commodity is small, and_dem&nd is perfectly elastic so lon:

-theirelétiﬁé'price of'lébour. With the same total outlay’it is now possible

APPENDIX

* The model deals with a country producifig & single commodity by means

.of two homogeneous factors, cepital and labour. The commodity is partly

consumed. at home and partly exported. éil-labour is available from local
S + : T . . -

‘sources, but all capital must Ye imported. The coun try ‘s share of the world

0

a

L
L

there is any export {See diagram 1),

Let us aﬁal w1tn *hﬁ eifec 5 of davaluation. Secause capital is

exclu51vely 10re1ﬁn~owned and labour local1y—owned davaluation will reduce

n

to emnlo; relatlvely mor -lﬁbour;_and under the usual assurption Smooth nyo-

ndnﬁtion'fdnptions ouiputtCan be increesed (diasgram 2).

Capital is the scarce factor of production in this model. We can

incré se tne ;uonlf of ca nlthl oy 1ncrnnsin; 1ts rate of retuwrn, and“this is

— T

ﬂuhe ef feg dévaluat on’is expectea to nqveff»Tﬁe~1nc easad output which de- -

o —— e

'valuqtlon makes - n0331blu is secured, in the ’standard' model,”by an increase

in the employment offbotﬁ labbur'ahd capital, though the increase in labour

2l use, the mar-

[
]
—

b,

S an increas:2 in ol

1s relaulve iy lar Zer. Beeaussz thers

o

'gihal'thsical'produdiivity-Oi capi%al mey ot increases (d::cram 3), tut the

increase in export prices should ensure an increas'e-rln the walue of the mar-

'giﬁél.ﬁfbaﬁéﬁf of ceﬁitali(diégram h).

It is presumed that wlth ra t:s of return equated to marginal pro-

duets, higher marginal productivity-will attfactimore capital Prom abroa¢.

The total outlay'rises,'mdre'labdur is'employed:ana thers are further in-

creasés 1n output ) in the ﬁosejce of 1urtner 1ncr £ses 1n nrod"ct url 2 (no -

" further devaluatlon) 1t ‘is not now §90 certaln th_t tne m;rulﬂel nroduct of
Gapital (in valie terms} will rise. Eventually,the stage is veached vhen that

marginel product is equal to the marginal opportuaity cust of capital.
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At this peint cepitel’ inflo stabili sapd the -level of output is epprovriat

to the,newiexchange—rate; 'If the country de?élugs'furthér no new capital ig

_forthcomlq" ap4 the chnnpe 1n factor nrlces and factor proportions will cauge

a'definite décline in;the mérginal-product of canital. It is therefore likely

T
"

"that'ther atlrn to éaﬁitél'will:fall off rapidly once the equilibrium point

This kind -of -anelysis suffers from some serious limitations, not-

leest of which is the Ffact thet it is en exercise in compsrative staties. -

~ There is & unigue ‘equilibrium level of capitel inflow which is compatible

with

by'includingzmore grdductgﬁandrdomestic ca§1tai_;

greater realism,. for example
Yie ld no 1ns:ght 1rto{Juep*ocesa of auJusbment.r

7.unconvent1onal in that it makeb growth ;unction_df,

'ﬁhe¢$qulllbriiﬁzpogg§). Its peculiarity.is—a-result—
- - i T T T e - - ) o

(1

l'tlve Px lC° ot l nwour depends only on the exchange-

rete and po'allbwanééfisjmadé for productivity,changes which result from im- .-
. proved technolozy. -

‘not so far taken gccount.cf national income

and expenditure,. Natiohel income-(equal to wage income in the model) is spent

“on the domestic goodsand on imports. Thé earnings from domestic exports end

capital inflows must-be just sufficient to meet import payments and factor. - -
- payments. to capitali  The model Goes not incorpofate any insights into the
system's adjﬁstmén"i‘.:*‘t{o external imbalance.

Also 1gnorea 15 the eff ct of,dévaluation"on the real'income of

S . 1

labour. - The 1ncreased UrlCD of 1mnort5 w1ll raducc real ﬂncomes and coula l

'to'ah'increqsg_;n;the spn 1y prlce of lebour. - The'ex?ént:tc which thls will

- be sc depends onjthe'importahce of,imports,ih'domestic consumption, and the

© size of the dévaluation. .
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