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Any consideration of a return to a peg 
by Jamaica is not an exercise in textbook 
abstraction   nor  can  it  be the result of a 
simple comparison of Jamaica and Barbados 
in 2010. A fuller historical comparative 
analysis will conclude that stronger 
macroeconomic results in Barbados are 
due to greater sustained commitment to 
fiscal prudence that also guaranteed the 
preservation of peg and parity.
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n early 2010, Jamaica’s foreign 
exchange rate is flexibly 
determined, and foreign 
exchange is distributed in an 
“interbank market”. Beyond 

licensing, regulation and data 
capture, the Bank of Jamaica (BOJ) 
intervenes to sell foreign exchange 
to “lean against” depreciation or 
buy foreign exchange to moderate 
appreciation and increase official 
reserves. This identifies the foreign 
exchange system as a “managed float”. 
The process of managing the foreign 
exchange market is very demanding 
of academic and technical capability 
and is extremely data-intensive. 

Jamaica, from its transition from 
colonialism to the present, has 
employed a wide variety of foreign 
exchange market systems. Prior 
to 1990, Jamaica’s experience had 
included exchange rate pegs to 
sterling and then the United States 
dollar, dual exchange rates, crawling 
pegs, retained accounts 
and “no funds licenses”, 
multiple exchange 
rates, an auction system 
(where bidders paid the 
clearing rate) a modified 
“Dutch auction” system 
(where bidders paid 
the rate they bid) and 
an ”allocation” fixed rate system 
from 1989-1990. From the mid 1970s 
however, exchange systems and 
stability have been negatively affected 
by an inability to sustain prudent fiscal 
management.

An increase in external payment 
arrears from the late 1980s to early 
1990s reflected the reality that the 
relatively fixed rate auction system 
and the allocation system, suffered 
from chronic excess demand.  The 
result was a vibrant parallel market 
that thrived despite strict exchange 
control, aggressive policing and 
draconian sanctions.  

These slippages provided the 
context for liberalization of the foreign 
exchange system. From September 
1990, allocation and pricing of foreign 

exchange was devolved to an interbank market of authorized 
dealers dominated by commercial banks. From September 
1991, most remaining elements of exchange control were 
removed. With a few modifications, including introduction of 
CAMBIOs, this interbank foreign exchange market without 
exchange control has remained operational to the present. This 
makes it the longest continuously operating foreign exchange 
system in Jamaica’s political independence. 

Throughout its existence, there has been significant 
depreciation, variable inflation and, despite strong foreign 
investment, weak economic growth. Net official reserves 
moved from minus US$700m. to over US$2,000m, private 
foreign currency deposits also exceeded US$2,000m. and 
foreign payment arrears were relegated to history.  The system 
has however, remained resilient in the face of severe fiscal 
contraints. When gross domestic product (GDP) growth slides 
back to negative after a quarter or two of positive growth 
weather and  external shocks. 

comparative foreign exchange 
systems 

The observation is made that other economies with fixed 
exchange rates (including CARICOM partners) have enjoyed 
stronger growth and lower inflation  than  Jamaica. This has 

been attributed to differences in the foreign exchange regime 
and in the required intensity of monetary policy. It is argued 
that the flexible rate demands tighter monetary policy, with 
higher interest rates discouraging investment and growth.

Fixed exchange rates, through a peg to a “successful” 
developed market currency, is seen as providing a credible 
anchor for prices, nominal interest rates and other nominal 
economic values. To the extent that the peg is credible, meaning 
that it is adjusted very infrequently if at all it eliminates 
uncertainty and the costs of hedging against foreign exchange 
risk. The maintenance of the fixed exchange rate requires 
that monetary conditions (interest rates and rate of monetary 
expansion) approximate those of the country to the currency of 
which the local currency is fixed.  Accordingly (for reasonable 
men) independent and irresponsible monetary policy is not an 
option and fiscal expansion is constrained. The fixed exchange  
rate provides an automatic monetary counterweight to external 
shocks. 

A currency board is  an extremely rigid case of a fixed exchange 
rate  where the exchange rate may be specified in legislation 
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...fixed exchange rates (to reasonable men) 
mean giving up exchange rate and monetary 
policy and the  capacity to extract real 
resources through inflation...
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which would also  specify that the 
currency authority’s issue of domestic 
currency be backed by a minimum 
percentage of the foreign financial 
assets of the monetary authority. 
Here there is  an even stronger 
commitment to a peg,  and greater 
insulation against speculative attack. 
Dollarisation (adopting the currency 
of a stronger economy) is 
an absolute commitment 
to monetary transparency 
and eliminating exchange 
rate fluctuations.

On the other hand, 
fixed exchange rates (to 
reasonable men) mean 
giving up exchange rate 
and monetary policy and 
the  capacity to extract real 
resources through inflation 
(referred to as seigniorage). In the face 
of severe economic shocks and loss of 
competitiveness, fiscal policy may be 
insufficient to simultaneously facilitate 
economic stability, economic welfare 
and economic growth. The country 
could run out of official reserves 
and the currency could be subject to 
speculative attack.  There may be a loss 
of external competitiveness as  natural 
disasters or international oil price 
increases may cause local inflation to 
exceed that of trading  partners. The 
system is often supported by controls 
on capital inflows and outflows.

Fixed exchange rates have often 
facilitated moderate to strong growth 
in a relatively stable economic 
environment. This has been true (at 
least for a time) of Barbados, the 
Bahamas, Belize, the Organization 
of Eastern Caribbean States, Mexico 
and Argentina. For the fixed rate 
Caribbean economies, a peg to sterling 
has largely been replaced with a peg 
to the United States dollar and this has 
been a context for economic growth 
with low inflation. 

It is also readily apparent, that 
the operation of a committed peg, 
including the more absolute position 
of a currency board, exposes practising 
economies to negative policy and 

external shocks. In the cases of Argentina, Barbados, Belize, the 
ECCA countries and Mexico, the “credibility” of commitment 
to the peg both distracted attention from underlying 
macroeconomic imbalances and/or encouraged capital inflows 
not justified by weak economic fundamentals.

Effective policy correction in Barbados in 1991 came only 
on the brink of crisis. The policy correction was facilitated 
by policy transparency, informed public debate and national 
commitment to the exchange rate parity. The preservation of 

parity was dependent on effective social collaboration and 
cooperation for drastic wage, price and fiscal adjustment.

The fall of Argentina’s Currency Board followed early 
successes of the institution in sharply curtailing inflation 
and facilitating annual growth of up to 8%. Its precipitate 
derailment by provincially driven fiscal imbalances led to an 
internationally significant debt default and restructuring and 
critical analytical self-examination within the IMF.

The flexible exchange rate system, in the face of shocks, is 
seen as allowing for faster adjustment of the relative prices of 
outputs and inputs between economies, thereby minimizing 
economic contraction and unemployment. Accordingly, 
a flexible rate system is seen as offering a capacity to target 
real economic variables such as output and employment. 
All  elements of macroeconomic policy (fiscal, monetary and 
exchange rate) are operative and there is a capacity to extract 
seigniorage (defensible in moderate amounts). A flexible rate 
system clears automatically and with a broad institutional and 
territorial framework, eliminates foreign exchange diversion to 
illegal parallel markets.

A flexible rate system, on the other hand, entails greater 
uncertainty than a credible peg and attaches costs of hedging 
risk. There is  potential  for irresponsible monetary policy if 
men are not reasonable. Movements in and intervention of the 
foreign exchange market may influence the nominal exchange 
rate but not competitiveness (as measured by a real exchange 
rate index). This is because in a highly open economy exchange 
rate movements are translated into domestic price changes 
with a relatively short lag.

Jamaica is among many emerging market economies that 
have “migrated” from fixed to flexible exchange rates. The 
experience of Jamaica, mirroring that of other countries, 
demonstrates that the flexible rate system works best when 

The experience of Jamaica, mirroring that 
of other countries, demonstrates that the 
flexible rate system works best when there 
is adequate macroeconomic policy support 
and when there is effective institutional 
development.
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The Government of 
Jamaica entered into a 
27-month Standy-by 
Agreeement with the 
International Monetary 

Fund (IMF) in February 2010 under 
which Jamaica will have access to 
approximately US $2.4 billion  in 
IMF loans and support from other 
multilateral agencies. The letter from 
Audley Shaw, minister of finance 
and the public service to Dominique 

Strauss-Kahn, managing director of 
the IMF requesting the assistance 
said, in part: “The main objective 
of this programme is to restore 
macroeconomic stability and create 
conditions for strong and sustained 
growth and to enable the economy 
to benefit from the recovery in the 
global economy.”  During the period 
covered by the programme there will 
be quarterly quantitative criteria that 
must be met. (See Table 1)
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there is adequate macroeconomic 
policy support and when there is 
effective institutional development 
especially related to the regulation and 
supervision of the financial system.  
Guyana, like Jamaica, 
lost its peg due to fiscal 
imbalances but found 
some stability after 
sharp depreciation. The 
Dominican Republic 
initially abandoned its 
float due to lack of fiscal 
support. The Republic 
of Trinidad and Tobago 
ostensibly floats but 
with the support of strong oil revenue, 
shows little variation in its exchange 
rate, has relatively low inflation and 
strong growth. Ghana had a successful 
adjustment with a flexible exchange 
rate. Singapore and other Asian 
economies have successfully operated 
flexible exchange rate systems with 
low inflation and strong growth.

an analytical 
synthesis

It is now apparent that despite the 
elegant theoretical contrasts between 
nominal anchor (fixed rates) and real 
targets (flexible rates), that different 
economies want essentially the same 
things; growth and high employment 
with low inflation. Fixed rate systems 
use draconian fiscal policy to replicate 
the relative price effects of exchange 
rate adjustment and flexible rate 
systems target exchange rates to 
simulate a nominal anchor.

It is also apparent that there is a 
factor common to the success or failure 
of both types of system; sustained 
fiscal discipline by reasonable men. Its 
presence in Barbados or Hong Kong 
can make the system sustainable but 
its absence in Argentina destroyed 
even a successful currency board. 
Countries like Barbados that have 
maintained peg and parity have 
maintained mostly prudent fiscal 
policy and when they deviated, 
made the draconian fiscal decisions 

to preserve their system. Other countries like Jamaica and 
Guyana were driven to abandon their peg by imprudent fiscal 
policy and have regained some measure of credibility through 
flexible rate systems.

Any consideration of a return to a peg by Jamaica is not an 

exercise in textbook abstraction nor can it be the result of a 
simple comparison of Jamaica and Barbados in 2010. A fuller 
historical comparative analysis will conclude that stronger 
macroeconomic results in Barbados are due to greater sustained 
commitment to fiscal prudence that also guaranteed the 
preservation of peg and parity. It is not the peg that guarantees 
fiscal prudence or Jamaica and Guyana would probably never 
have abandoned their pegs. 

Consistent with its foreign exchange m zarket liberalization 
and removal of capital controls, Jamaica has evolved a 
relatively sophisticated financial system that had become 
highly integrated with international financial markets. While 
time will tell how this has been affected by Jamaica’s current 
domestic debt restructuring, the reintroduction of a peg would 
have to weigh the issue of capital controls. The historical record 
is clear that these do not work in Jamaica. 

Any reversion to a peg, especially a hard peg, also means 
neutering the significant technical expertise in money and 
foreign exchange policy that has been developed at Bank of 
Jamaica. The technical staffs at Bank of Jamaica and Ministry 
of Finance, despite natural tensions, have been clear that the 
resolution of the stabilization and “high interest rate” puzzle 
is inherent in progressive and sustained fiscal adjustment. 
High interest rates result from trying to substitute monetary 
for fiscal policy.

A peg raises the issue of the adequacy of official external 
reserves. At end January 2010 gross official reserves represented 
12 weeks of imports of goods and services and about 180% of the 
base money liabilities of Bank of Jamaica. These reserves had 
however been falling as Bank of Jamaica had been intervening 
in the foreign exchange market for relative stability. Following 
strong inflows from multilateral financial institutions, the 
prospects for the medium term are for sharp declines in gross 
and net official reserves.

Regarding economic growth, the focus on domestic interest 
rates may well be misplaced. Economic fluctuations in Jamaica 
have historically been driven by foreign investment to produce 
for external markets and already high rates of investment have 

It is now apparent that despite the elegant 
theoretical contrasts between nominal anchor 
(fixed rates) and real targets (flexible rates), 
that different economies want essentially the 
same things; growth and high employment 
with low inflation.
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not been translated into high rates of 
growth.

conclUsion

Jamaica’s problems of relatively high 
inflation and interest rates and anaemic 
economic growth are more related 
to weak fiscal policy rather than the 
exchange system. The exchange system 
has been functional and credible and it 
is necessary now to observe the extent 
to which domestic debt restructuring 
and fiscal responsibility commitments 
facilitate effective stabilization 
and lower interest rates. Given the 
uncertain impact of debt restructuring 
on financial market psychology, 
the additional shock of fixing the 
exchange rate limits policy response in 
the face of potential capital flight and 
anticipated official reserve decline. 
Jamaica should fix its fiscal policy 
before it contemplates abandoning the 
only foreign exchange system that has 
survived for twenty of the forty-eight 
years of its political independence.  In 
this regard, central bank autonomy 
and fiscal responsibility rules are 
worthy alternatives to fixing the 
exchange rate.

Colin F. Bullock is a lecturer in the Department of 
Economics, University of the West Indies at Mona
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