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1. JAMATCA - STAND-BY ARRANGEMENT, AND EXCHANGE SYSTEM

The Executive Directors considered a staff paper on Jamaica's
request for a l4-month stand-by arrangement in an amount equivalent
to SDR 82 million (EBS/90/42, 3/6/90; and Cor. 1, 3/13/90).

Mr. Clark made the following statement:

Following an extended period of economic adjustment that was
characterized by slow growth, inflationary pressures, and persis-
tent domestic and external imbalances, the Jamaican economy turned
around in 1986. Economic growth accelerated significantly,
inflation subsided substantially, and important progress was made
toward reducing domestic and external imbalances. However, in
September 1988 Hurricane Gilbert set the economy back somewhat,
and the authorities are still dealing with some of the economic

repercussions.

The most recent stand-by arrangement with Jamaica was
approved just days after the hurricane struck. The program was
substantially modified on the occasion of the first review, and
performance criteria for the duration of the program were set
during the second review. However, the program became inoperative
in the fall of 1989, as a result of delays in correcting the
exchange rate and an insufficient tightening of credit conditions.
The authorities delayed adjusting the exchange rate, because the
weakness in foreign external reserves was initially the result of
substantial shortfalls in reinsurance receipts and some shortfalls
in capital inflows; these amounts were expected to be realized,
but with some delay. Subsequent heavy demand on the foreign
exchange auction was interpreted by the authorities as speculative
activity against the currency, which the authorities thought could
be checked by satisfying the excess demand and by tightening
credit conditions.

Despite the authorities' efforts to meet foreign exchange
demand on the auction and to tighten credit conditions, the
pressure on the exchange rate did not ease. By early October
1989, the exchange rate declined to J$6.0 per U.S. dollar, from
J§5.5 per U.S. dollar in July. In light of this development, the
authorities tightened monetary policy further and introduced a
number of measures, including an increase of 500 basis points in
the legal minimum rate for savings deposits. Although these
actions diminished considerably the pressures on the exchange
rate, they were still not sufficient to arrest the further accumu-
lation of domestic arrears. Consequently, on October 31, 1989,
the authorities devalued the currency to J$6.5 per U.S. dollar
and suspended the foreign exchange auction. The new exchange rate
level more than restored the real effective value of the Jamaica
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dollar to the June 1988 level, as was required under the stand-by
arrangement, in the event that the end-September 1989 net interna-
tional reserve target was not observed. The decision to suspend
the auction was based on the authorities' view that, given the
low level of reserves and the prevailing market psychology, the
level that would be determined by the auction would not reflect
market fundamentals.

These difficulties notwithstanding, there have been encour-
aging developments during the year. In particular, the fiscal
performance of the public sector for the current fiscal year is
in line with the program, with substantial overperformance by the
central government and the rest of the general government. This
is especially notable because of the magnitude of the decline of
the deficit--about 9 percent of GDP--and also because it
re-establishes the prehurricane deficit reduction track. One
important factor underlying this strong performance has been the
considerable progress made in divesting government assets, with
revenue from divestment nearly twice as much as envisaged by the
program.

There were also some positive developments in the external
sector. There was a marked improvement of about 3 percent of GDP
in the trade balance, despite some deterioration in the terms of
trade. Export growth was substantially stronger than projected in
the program--over 10 percent above the forecast rate and similar
to the prehurricane pace. Imports also grew at a faster rate
than was projected in the program, but remained well below the
prehurricane pace. The major deterioration in the external sector
took place in the service balance and led to a substantial loss
of reserves during the year, mainly owing to the shortfall in
expected reinsurance receipts.

My authorities are confident that the new policy package
will address the problems that surfaced in 1989 and will provide
the basis for a continuation of the prehurricane growth strategy.
As noted by the staff, the program is an ambitious one and seeks
to rapidly correct the major imbalance that developed in the past
year. The program intends to further reduce the fiscal deficit,
to effect a major improvement in the external accounts, and to
substantially reduce inflationary pressures in the economy.

As the various components of the program are thoroughly
described in the staff paper, I only wish to draw attention to
a number of features. First, a large number of the measures in
the program have been designed as prior actions, and have in fact
already been enacted: most recently electricity tariffs were
increased by an average of 37.6 percent, above the 32.5 percent
initially planned for and presented in the staff paper.
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Second, the exchange rate was further devalued to J$7 per
U.S5. dollar on February 1, 1990, and is now substantially below
the June 1988 real effective rate. It is not expected that the
exchange rate will need further adjustment during the program
period. Nonetheless, the program does provide a trigger mechanism
for further adjustment, if there is an erosion in competitiveness.
Moreover, the authorities intend to review the appropriateness of
the level of the exchange rate, if the net international reserves
target is not met.

Third, monetary and credit conditions are now considerably
tighter than at the time of the third review and should contribute
to a rapid reduction in inflationary pressures. Substantial
evidence of the tighter credit policy is provided in the staff
paper; it is particularly notable that bank credit to the private
sector is expected to expand by only 2 percent in the second half
of the fiscal year, in comparison with 25 percent growth rate in
the first half. 1In addition to the recently implemented policy
measures, the authorities plan to keep monetary conditions under
close review and to take further action, if required. Finally,
the authorities plan to review their monetary policy instruments,
in order to improve the efficiency and effectiveness of monetary
management .

Fourth, the more restrictive monetary stance is accompanied
by further fiscal retrenchment. This should allow for some easing
of credit conditions in the latter part of the fiscal year without
losing ground in the battle against inflation. Major adjustments
are being made in the government enterprise sector, where some
weaknesses were evidenced in the past year. These adjustments
which are taking place primarily through price increases, should
place the enterprises on a sounder financial footing and contrib-
ute to the Government’'s efforts to minimize the subsidization of
the economy. Moreover, the authorities have now indicated that,
in order to strengthen the program, the April budget will contain
fiscal measures beyond that originally planned.

I would like to comment briefly on Jamaica's debt and its
medium-term prospects. On a per capita basis, Jamaica is one of
the most highly indebted nations in the world. Nonetheless, as
a result of its debt structure, as well as its designation as a
lower middle-income country, it has not been able to benefit from
any of the recent debt initiatives that have brought much-needed
relief to many other highly indebted countries. Moreover, a sig-
nificant part of Jamaica’s debt is not eligible for rescheduling,
as it is owed to the multilateral institutions. Nonetheless,
Jamaica has continued to service all its external creditors,
despite the adjustments this has entailed. In this endeavor, the
support of the Fund has been, and continues to be, critical. Over
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the program period, Jamaica has continued to make net repayments
to the Fund, and, by the end of the program period, total Fund
exposure will decline to 184 percent of quota. The medium-term
projection suggests that the most difficult period has now passed
and that, with standard rescheduling agreements, Jamaica's debt-
service ratio will decline steadily to a very manageable 19 per-
cent by 1995/96.

Finally, my authorities wish to express their appreciation
to the staff and management for their valuable contribution to
the development of this program.

Mr. Cassell made the following statement:

The process of adjustment in Jamaica has been a long and
uneven one. Since the early 1980s, the authorities have made
prodigious efforts, but, unfortunately, these efforts have often
been punctuated by slippages and by external shocks that have
derailed adjustment programs. The damage recently inflicted
by Hurricane Gilbert is only one example of this pattern.

Throughout the period of adjustment, the Fund and the World
Bank have provided strong support to Jamaica. The most recent
stand-by arrangement, however, which was intended to run for
20 months beginning in September 1988, was finally abandoned in
November 1989, in conditions of severe foreign exchange shortage
and mounting external payments arrears. The stand-by arrangement
request now before us represents a new attempt to get the adjust-
ment process running again.

In assessing the strength of the program, the Board needs
to ask two questions. Will the program be sufficient to stabilize
the economy in the short term? Does it provide a good basis for
a long-term improvement in Jamaica'’s economy?

The program seems strongest in the area of short-term
stabilization. It contains a number of important fiscal measures,
most notably the agreed price increases for electricity and for
commodities sold by the Jamaica Commodity Trading Company. In the
longer term, the effective implementation of a new general con-
sumption tax that increases revenue in real terms will be crucial
for a lasting improvement in the fiscal position, which, in turn,
is critical for the needed adjustment.

Moreover, the program provides for an essential correction in
the exchange rate and commits the authorities to maintain a tight
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monetary policy. These measures, if followed resolutely by the
authorities, should be sufficient to deal with the short-term
problems that Jamaica faces.

However, an adequate supply of finance will alsoc be essential
to the program. There is a substantial financing gap in the first
year, which is expected to be filled by Paris Club and commercial
bank rescheduling and donor commitments. My authorities are
keenly aware of the need to ensure that financing is adequate and
have pledged support accordingly; presumably, a number of other
donor countries have done the same. Perhaps the staff could let
us know the latest developments in filling the financing gap,
including any information on the donors meeting that is under way
in Paris.

With respect to the second question--whether the program will
be sufficient to bring about a lasting improvement in Jamaica'’s
position--there must be much more uncertainty at present. The
staff paper records some important positive developments over the
past year: the authorities' privatization program has provided a
useful source of revenue, and, at least in some areas, is expected
to improve productivity; the switch from general food subsidies to
better targeted support for the poor is also welcome, as it marks
an important departure from past policies, which, although expen-
sive for the authorities, appear to have had only limited impact
on the welfare of the poor; and the prospects for increased flows
of private capital from abroad look promising, owing largely to
liberalizations in investment procedures.

However, it is clear that major structural problems remain.
In particular, the role of the Jamaica Commodity Trading Company
remains pervasive, and the prevalence of administered prices in
major commodities is a cause for concern. In the longer term,
the activities of the Jamaica Commodity Trading Company should
be curtailed, and much greater reliance should be placed on the
market in the allocation and pricing of commodities. A funda-
mental reform of monetary policy is also needed to improve its
efficiency; in that context, the thoroughgoing review of monetary
policy that the authorities are undertaking with the aid of the
World Bank is welcome.

There must also be a question mark about exchange rate
policy, since the authorities seem to have followed a pattern of
adopting a fixed exchange rate without taking the neccessary mea-
sures to support it. The exchange rate then becomes overvalued,
and capital flight ensues before the authorities reluctantly
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acquiesce in an overdue devaluation. The authorities must now
make every effort to break this pattern, since the exchange rate
mechanism, if not used properly, could serve as a warning signal
for capital flight.

Much will depend on the authorities’ ability to adopt
sufficiently strong domestic policies. If the exchange rate does
become overvalued, the authorities should be prepared to act
quickly, rather than allowing capital flight to set in. Although
the program stipulates that a real exchange rate appreciation of
more than 7 percent will trigger an automatic devaluation, this
procedure still carries the risk that substantial capital flight
will occur before the rate is adjusted. The staff’s comments on
this issue, as well as on the authorities’ decision not to move
back to an auction system in the foreign exchange market, would
be appreciated.

Finally, there is Jamaica’'s debt problem. Jamaica is one of
the most heavily indebted countries and, as Mr. Clark reminded us
in his opening statement, one that has not been able to benefit
from any of the recent debt relief initiatives. Although its debt
ratios are projected to decline over the program period, they
still remain high, and there are substantial financing gaps over
the medium term. Taken together, these developments suggest that
this program will not be the final stage in Jamaica’s adjustment.
It can, however, be a decisive stage, enabling Jamaica to look
forward to sustained growth and economic stability. If this is
to happen, the authorities must demonstrate both courage and good
sense. They have made a good start; I hope that they can continue
as they have begun. 1In that spirit, I support the request for a
stand-by arrangement.

Mr. Piantini made the following statement:

Until recently, Jamaica's economy could be said to have made
substantial progress in reducing rigidities and financial disequi-
libria and in diversifying exports: only one year after the
onslaught of Hurricane Gilbert, export volume and tourism receipts
have increased impressively; GDP growth, although lower than
projected, is expected to almost double; and the public sector
deficit has fallen sharply by two thirds to 4.4 percent of GDP,
despite the enormous task of rebuilding the country faced by the
authorities.

Nevertheless, the most recent Fund arrangement became inoper-
ative in September 1989, as most of the performance criteria under
the stand-by arrangement approved by the Board in the aftermath of
the devastation were not observed. A deterioration in the terms
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of trade and a drop in the projected amount of foreign assistance
and reinsurance receipts contributed to the outcome. The authori-
ties, however, acted appropriately to halt the rapid deterioration
in foreign reserves by tightening monetary policy and bringing the
real effective value of the Jamaica dollar below its June 1988
level.

Jamaica is again requesting Fund financial assistance for an
ambitious economic program designed to reinforce the gains already
achieved and to continue the implementation of structural reforms,
with a view to fostering sustained economic growth and restoring
external viability over the medium term. We are in general agree-
ment with the thrust of the staff appraisal and therefore strongly
endorse the proposed decision.

Since the public sector is the main source of financial
imbalances, the authorities should be more aggressive in reforming
it by taking advantage of the present circumstances to broaden
their divestment program, thereby reducing the share of the public
sector in the economy. Air Jamaica, for example, is a prime
candidate for divestiture. Furthermore, the recent rise in public
prices and tariffs is encouraging, insofar as Jamaica's fiscal
targets could be met if these prices and tariffs accurately
reflected the rate of inflation.

The high level of domestic interest payments calls for a
rapid improvement in fiscal performance; nonrecurrent fiscal
revenue could be helpful in this respect. On the other hand, the
implementation of the General Consumption Tax should be acceler-
ated. The application of this tax, together with the elimination
of a wide range of tax exemptions, additional reductions in the
highest threshold of taxable income, and the implementation of
the second stage of trade reform would rationalize the tax system.
On the expenditure side, the necessary increase in capital
expenditures should be handled by reducing current outlays while
protecting social and maintenance expenditures, rather than by
increasing overall spending.

The authorities’ commitment to implementing a tight monetary
policy is a key element in the plan to reduce inflation and to
protect reserves. A decline in net credit to the public sector
would be important for lowering interest rates, which should
reflect market forces. We concur with the staff that the authori-
ties should rely on open-market operations rather than on credit
control measures to reduce liquidity, because the latter cause
disintermediation and misallocation of financial resources. We
welcome the authorities’ intention to request technical assistance
from the Fund on this matter.
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The authorities’ commitment to maintain export competitive-
ness by setting a more realistic exchange rate is also welcome;
however, it should be emphasized that a tight macroeconomic policy
supported by wage restraints is needed to stabilize the exchange
rate. In this respect, we encourage the authorities to replace
the present wage guidelines with more flexible ones that will
reflect productivity gains.

The medium-term outlook calls attention to Jamaica's vulnera-
bility to external shocks, emphasizing the need for a well-managed
exchange rate policy to preserve stability. Nevertheless, the
projections indicate that, if Jamaica were to stick to its program
of structural reforms--including economic liberalization and a
more aggressive free trade policy--it could develop to its full
potential by taking advantage of its geographical situation and
access to foreign markets, thus rapidly expanding employment
opportunities. Meanwhile, however, the country is in urgent need
and deserves financial assistance from the international financial
community, especially from the Paris Club, in the form of debt
relief and concessional aid to cover its financing gap through
1996.

Although Jamaica has been a prolonged user of Fund resources,
it has reduced its outstanding liability substantially, thus
demonstrating that it deserves the full support of the Board in
its efforts to achieve a better standard of living for its people.

Mr. Goos made the following statement:

It is quite unfortunate that, as the widening of the external
current account deficit and the decline in the domestic savings
rate to below pre-1989 levels clearly demonstrate, much of the
adjustment progress that had been made prior to the arrival of
the hurricane was reversed in 1989. Equally disappointing are
the strong revival of inflationary pressures, the resurgence of
capital flight, and, above all, the re-emergence of substantial
external payments arrears. Even worse, all this occurred in a
period of much stronger than expected export performance that
had seemed to offer an excellent opportunity for further tangible
progress in reducing the domestic and external imbalances.

Against this background, I certainly welcome the authorities’
embarkation upon what the staff has rightly labeled an ambitious
adjustment program. This program, however, must be viewed against
the backdrop of a difficult medium-term outlook, characterized in
particular by the need for continuous exceptional financing until
1995/96. 1In this light, the program appears to fall short of one
of the fundamental principles of Fund financial assistance,
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namely, the restoration of balance of payments viability in the
medium term. Similar difficulties arise with the assumption that
the Fund is expected to remain financially involved in the country
for another five years, thereby making Jamaica the longest contin-
uous user of Fund resources.

Those issues of the adjustment strategy pursued by Jamaica
remind one of the emphasis that is being placed on the strengthen-
ing of preventive actions in the ongoing general discussions of
the Fund's arrears policy; I am not sure, however, to what extent
Jamaica'’s strategy is compatible with that emphasis. Still
another difficulty arises from the fact that full financing of
the program has yet to be secured, although the staff seems to be
confident that the necessary financing will be duly forthcoming.

I join Mr. Cassell in asking the staff to provide us with the
latest assessment of the situation.

As a minimum, all this suggests that there is absolutely no
room for program slippages, and that the authorities should aim
at a more ambitious course of adjustment in the years ahead than
is currently envisaged under the staff’s medium-term scenario; an
earlier attainment of balance of payments viability, in partic-
ular, should be striven for. Furthermore, a more ambitious
adjustment course would be advisable as a means of forestalling
the potential re-emergence of payments arrears to the Fund--a
situation in which Jamaica has found itself in the recent past.
This point also serves to remind one of the connection between
Jamaica’s case and the ongoing arrears discussions.

In specific policy areas, I welcome, first of all, the
commendable adjustment measures in the public enterprise sector,
the decontrolling of food prices, and the encouraging tightening
of monetary policy and interest rates that was implemented toward
the end of 1989. At the same time, I feel strongly that the
authorities would be well advised to follow closely the staff'’s
recommendations for future actions in fiscal and monetary policy,
with one exception: given the urgent need to attain balance of
payments viability, the necessary containment of current expendi-
ture should be enacted without delay, rather than be postponed to
future years.

In the same vein, I associate myself with the previous
speakers in urging the prompt introduction of the proposed con-
sumption tax, which should be designed so as to generate a net
increase in budget revenue. As described in Mr. Clark’s opening
statement, the authorities’ intention to strengthen the program
through the adoption of additional fiscal measures is welcome;
perhaps Mr. Clark or the staff could elaborate on the specifics
of these measures.
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In the realm of monetary policy, the recent reform of the
preferential interest rate scheme administered by the Agricultural
Credit Bank is welcome; however, the authorities should be encour-
aged to discontinue all such schemes as soon as feasible.

With respect to exchange rate policy, I join other speakers
in welcoming the recent correction of the overvaluation of the
Jamaica dollar; this correction should enable the program to be
implemented in a stable exchange rate environment. Achievement
of this objective will, of course, also depend critically on the
maintenance of a sufficiently tight financial policy stance geared
to a rapid disinflation and wage moderation.

However, the modalities envisaged for future exchange rate
management present some difficulties. Certainly, the exchange
rate should not be allowed to diverge substantially from its
competitive level; nevertheless, the trigger mechanism that has
been constructed for making exchange rate adjustments contains
an element of automaticity that threatens to undermine a stable
exchange rate’s function as a nominal anchor for the economy.
More specifically, the mechanism could send the message that
shortcomings in financial and wage policies can be corrected
painlessly by exchange rate adjustments.

The possibility--already alluded to by Mr. Cassell--that the
details of the exchange rate mechanism’s operation would be leaked
to exchange market participants is another cause for concern.
After all, the staff papers dealing with the mechanism are any-
thing but leak proof. Knowledge of the operational details of
the mechanism would provide the market participants with a handy
guide for speculating against the Jamaica dollar, in the event
that the trigger point for a devaluation were being approached.
The possession of this kind of inside information would greatly
complicate the task of stabilization.

Finally, I wish to distance myself from the assumption made
on page 14 of the staff paper that deviations from the balance
of payments objectives would indicate a need for exchange rate
action. It is very disappointing to encounter continually in
staff papers the casual use of potentially counterproductive
language that seems to promote exchange rate action as an easy
cure-all. Given the discussions that have taken place in the
Board on the need for a balanced analysis and presentation of
exchange rate policy issues, it is not at all clear why the staff
did not adhere to the formulation in paragraph 23 of the letter of
intent, which stipulates that in the event of balance of payments
slippages, "consultation with the Fund management will take place
regarding the need to take additional demand management and/or
exchange rate action." This formulation is much more appropriate
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and commensurate with the need to pay due regard to financial
stability considerations than the unbalanced and somewhat mecha-
nistic view expressed in the staff paper.

I support the staff appraisal and the proposed decisions.

Mr. Prader said that as with many other programs, the main objective of
the stand-by arrangement for Jamaica was the restoration of fiscal sustain-
ability, which should lead to increased gains in external competitiveness
vis-a-vis the other Caribbean Basin countries. The authorities planned to
reduce drastically the overall public sector deficit from 4.4 percent of GDP
in 1989/90 to 2.7 percent in 1990/91, primarily through price increases by
the public enterprises. Although subsidies and unrealistic pricing of goods
produced by public enterprises constituted the major distortions in
Jamaica's economy, the inflationary impact of a sharp adjustment in tariffs
might jeopardize either the inflation targets or, if a real appreciation of
the exchange rate were allowed, the country’s external competitiveness and
its balance of payments position.

The adjustment in prices was inevitable and represented a major step in
the right direction, Mr. Prader continued; before a decision was made on the
rate of adjustment, however, care should be taken to avoid efficiency losses
owing to overemployment, overstocking, and the inappropriate accounting
practices of state enterprises. Since complete realization of the struc-
tural measures would take time, other revenue-enhancing measures, particu-
larly a more rapid introduction of value-added taxes, should have been
considered.

The other alternative--a real appreciation of the exchange rate--was
favored as a means of containing inflation and providing coverage until
relative prices had been realigned and external competitiveness had
improved, Mr. Prader noted. If that option were chosen, the authorities
would have to accept both a rise in domestic interest rates and the need for
additional external financial assistance.

It was clear, as Mr. Cassell had remarked, that this would not be
Jamaica’s final stand-by arrangement with the Fund, Mr. Prader observed.
Perhaps an extended arrangement would have been more appropriate, given the
authorities’ needs to secure exceptional medium-term financing and possibly
reschedule their debts over a longer period than the duration of a stand-by
arrangement, to cooperate closely with the World Bank, in order to implement
the desired structural adjustments, and to make direct foreign investment
more attractive by eliminating medium-term uncertainties. Politically,
the feasibility of an extended arrangement vis-a-vis a stand-by arrangement
would depend to a certain extent on the precise timing of the forthcoming
1994 elections; however, the authorities’ intentions to formulate a
development plan, in conjunction with the medium-term investment program
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that the World Bank was supporting, could be used as a complementary
argument to support the adoption of an extended arrangement.

In conclusion, Jamaica'’s economy could remain manageable only if its
structural impediments were attacked, Mr. Prader stated; to that end, the
authorities should speed up the preparation of their medium-term plans. The
proven resilience of the economy to natural disasters and the comprehensive
measures under consideration were reasons to hope for a successful implemen-
tation of a medium-term program. He supported the proposed decisions.

Ms. Hansen made the following statement:

We welcome Jamaica’s request for a new stand-by arrangement
and hope that the design of the arrangement under consideration
today will help avert a number of the policy failings that have
caused previous adjustment efforts to go astray.

In our view, a welcome feature of the proposed stand-by
arrangement is the introduction of an explicit trigger mechanism
for adjusting the exchange rate, based on an appreciation of the
real effective exchange rate and/or adverse developments in the
balance of payments. Although we understand the authorities’
desire to avoid devaluations, Jamaica's performance under its
previous stand-by arrangement clearly shows that maintaining a
fixed exchange rate in the face of inappropriate domestic policies
will neither result in macroeconomic stability nor enhance confi-
dence in the domestic economy. As experience in many other member
countries has demonstrated, strong fiscal and monetary policies
offer the best assurance that a country can achieve its balance of
payments and growth objectives while maintaining a fixed exchange
rate. Hence, although we hope that the trigger mechanism will not
need to be activated, the existence of such a mechanism is useful.

In this connection, we note with satisfaction that the over-
all fiscal deficit is expected to narrow from 4.4 percent of GDP
to 2.7 percent, reflecting in large part a sizable improvement
in the financial performance of key public sector enterprises
following recent domestic price increases.

However, the staff's suggestion that under the proposed
stand-by arrangement, current expenditure will need to be
tightened in the coming years following a large increase in
spending this year raises a question as to whether the program
is sending the appropriate signal about the need for fiscal
restraint in the central government budget. The staff explains
that the size of the increase in current expenditure in 1990/91
is due to special factors, including a transfer to the Jamaica
Commodity Trading Company, but it may not be difficult to find
special factors in future years as well. As for the Jamaica
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Commodity Trading Company, it would be helpful to know why this
transfer is necessary and whether reducing its functions or
increasing competition from the private sector would improve its
efficiency.

The staff paper notes that, after some delays, a new general
consumption tax is expected to take effect on October 1, 1990,
helping to offset an overall decline in tax revenue during the
program period. What assurances are there that this tax will
become operative in October, as currently planned, and what would
be the budgetary impact if there were a further delay in the
implementation of the tax?

We welcome the progress that has been made in reducing
food subsidies and would urge the Government to phase them out
entirely, replacing them with a well-targeted food stamp program,
as needed. This action would help to ensure that food subsidies
are confined to those who need them most, while reducing the
overall cost to the government budget and, in all likelihood,
increasing the transparency of the transfer. According to the
staff paper, the Government has said that it intends to continue
reducing food subsidies. Have the authorities presented a time-
table for doing so?

With regard to monetary and credit policies, there is a
strong need to ensure that interest rates remain positive and
preserve their competitiveness with international rates, so as to
encourage domestic savings and reverse the previous year's capital
flight. The measures adopted for savings accounts held by non-
residents should be very helpful in this regard. The domestic
savings deposit rates now seem to be slightly positive in real
terms, and a deceleration of the rate of inflation should
encourage the upward trend. However, since the authorities need
to ensure that deposit rates are sufficiently attractive, they
should not be too quick to lower the rates as the inflation rate
declines. The continued use of preferential interest rates in
various sectors of the economy that was alluded to in the staff
report is disturbing; we hope that these rates will be phased out
quickly.

Turning to Jamaica’s external position, we note that the
staff’s balance of payments projections show persistent financing
gaps over the medium term that will evidently need to be filled by
repeated debt rescheduling. The need for rescheduling reinforces
the importance of adjustment under the stand-by arrangement as a
demonstration of good faith to creditors. Meanwhile, Jamaica's
almost continuous use of Fund resources over the past dozen years
has not been consistent with the objective of using the resources
on a revolving basis; this credit history is yet another reason
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for the Fund to monitor the program closely, in order to ensure,
as Mr. Cassell put it, that performance under this stand-by
arrangement is a decisive step toward medium-term balance of pay-
ments viability.

The section of the staff paper on Jamaica's capacity to repay
the Fund was welcome; however, it is curious that no mention was
made of Jamaica’s outstanding obligations to the World Bank, which
persisted in the 60 to 75-day category for ten days following the
circulation of the Fund paper. We hope that this omission was
merely a reflection of the Fund’'s certitude that Jamaica would
settle its obligations to the World Bank before the Fund’s Board
discussion--which, apparently, it did on March 16--and not a sign
of indifference about overdue obligations to the Bank.

In conclusion, we support the proposed stand-by arrangement
and hope that the authorities will take advantage of the framework
that it provides to improve their fiscal and monetary management.
Good performance under the arrangement would go a long way toward
restoring confidence in Jamaica'’s economy, achieving the program’s
goals for private capital inflows, and facilitating the mainte-
nance of the stable exchange rate that the authorities desire.

We support the proposed decisions.

Mr. Al-Jasser made the following statement:

The proposed program represents an important step on the part
of Jamaica toward resuming the adjustment effort that had been
interrupted by the effects of the hurricane and by the subsequent
expansionary financial policies. However, in light of the
re-emergence of external payments arrears, the need for excep-
tional balance of payments financing in the medium term, and the
continued sensitivity of external viability to exogenous factors,
this program should be viewed only as a starting point for a long-
term period of economic correction; commensurate debt rescheduling
and financing should therefore be made available to ensure imple-
mentation of the program. It is gratifying to note that, although
a prolonged user of Fund resources, Jamaica has been able to
gradually reduce its net use of Fund resources and is expected to
continue this process in the future. 1 broadly agree with the
thrust of the program and support the requested stand-by arrange-
ment.

The program quite rightly aims at a strong fiscal correction
supported by a tight monetary policy that will reduce demand,
raise domestic savings, and reallocate resources. 1t is gratify-
ing to note that the envisaged fiscal restraint will be supported
by a much-needed increase in the prices of public utilities.
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However, given the large size of the public sector relative to
the overall economy, an acceleration of the divestment process
and elimination of remaining subsidies can go a long way toward
correcting the underlying weaknesses in the economy, which have
typically been reflected in high costs of capital to the private
sector. It would also be helpful if new instruments of monetary
management were introduced expeditiously, so that excessive depen-
dence on direct credit controls can be avoided.

The program could have benefited from a stronger incomes
policy than the current one. It is unfortunate that the annual
guideline for wage negotiations in 1990/1991 has been raised by
25 percent, which is even higher than the anticipated rate of
inflation. As a minimum, the guidelines should have been kept
unchanged, in order to support the exchange rate.

Like Mr. Cassell and Mr. Goos, I believe that linking
exchange rate policy to movements in the real effective exchange
rate, which are based on changes in prices, could lead to an
inflationary bias; this practice is therefore inconsistent with
the objective of accelerating growth while reducing inflation.

The program calls for an adjustment in the nominal rate whenever
the real effective exchange rate diverges from the norm by

7 percent, irrespective of the cause of the appreciation. It
would be easier to accept the rationale for this adjustment if

the real effective exchange rate calculations were based on cost
inflation data--relative wages, for example--that reflect competi-
tiveness more accurately than price inflation data. In any event,
a stronger commitment to controlling inflation would be preferable
to a dependence on exchange rate adjustments, which will internal-
ize and, even worse, legitimize inflation.

For an economy so vitally dependent upon the external sector,
Jamaica maintains a large array of exchange and trade restric-
tions. Although the granting of temporary approval for their
retention is acceptable, it is hoped that the enactment of adjust-
ment measures will minimize the need to maintain these restric-
tions and multiple currency practices in the future. 1In particu-
lar, the authorities should move decisively toward eliminating the
remaining restrictions on foreign direct investment; these steps
would aid greatly in reducing the very large external debt burden.

I hope that the authorities will be able to implement this
program effectively, thus establishing a durable path toward
growth with stability and external viability.

Mr. Di said that he welcomed the authorities' renewed commitment to
implement a program aimed at re-establishing the conditions for economic
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growth through strong fiscal adjustment and exchange rate stability. It
was unfortunate that Jamaica’'s program for 1989/90 had been interrupted
because of deviations in the performance of the economy. The unfavorable
economic results of 1989, however, had basically been the repercussions of
natural disaster and thus to a large extent had been beyond the authorities’
control.

Economic conditions in the country apparently remained very difficulg,
Mr. Di remarked, with continued pressure on public finance resulting in
adverse consequences for international reserves, including the re-emergence
of external arrears. Yet, it was encouraging to note from the staff's
report, and from Mr. Clark’'s opening statement, that the economy had shown
considerable resilience in recovering from the effects of the hurricane.
Moreover, it was reassuring to note from their letter of intent that the
authorities had introduced additional fiscal and monetary measures in the
past several months, with a view to containing the public sector deficit,
stabilizing the foreign exchange market, and substantially reducing external
arrears.

Reduction of the external debt burden through the implementation of
reforms was one of the authorities' objectives in their medium-term adjust-
ment plan, Mr. Di stated. Although considerable progress had been made in
recent years in reducing the external debt--the debt/GDP had ratio has
fallen from about 160 percent in March 1986 to 120 percent in March 1990--
Jamaica was still one of the most highly indebted countries in the world on
a per capita basis. Therefore, special attention should be given to making
improvements in the external sector, and greater effort was needed to
gradually reduce the heavy debt burden.

The authorities should do their part by adhering to strong financial
policies and making every effort to maintain the country’s external competi-
tiveness, Mr. Di said. As the staff paper had described, Jamaica's external
outlook was highly sensitive to changes in the underlying assumptions of the
medium-term outlook, particularly those with respect to tourism, export
prices of alumina and petroleum, and interest rate levels. Thus, adverse
external developments in any one of those areas could worsen the country's
external balance and, once again, disrupt the authorities’ adjustment
efforts. In that connection, recent policy actions taken by the authorities
to adjust the exchange rate were welcome. Moreover, it was appropriate to
maintain a trigger mechanism for further exchange rate adjustments in the
event of erosion of the country’s external competitiveness.

Although the authorities should make every effort to give priority to
measures that would eliminate external arrears as quickly as possible, the
implementation of appropriate economic policies was not sufficient, Mr. Di
continued. It was also important for Jamaica to receive continuous support
from the international community, especially the Fund, given the country’s
debt structure and its need for exceptional balance of payments financing
over the next few years. The policies that the authorities had already
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adopted and the continued commitment to deepen the adjustment effort that
they had demonstrated served to validate their request for another Fund
stand-by arrangement. He concurred with the general thrust of the staff’s
appraisal of the Jamaican economic program for 1990/91 and supported the
proposed decisions.

Mr. Thorlaksson said that the outcome of an economic program depended
to a great extent on the assumptions underlying the economic analysis, the
impact of the conceived measures, and the determination of the authorities
to implement the policies. It seemed that the third element had been some-
what lacking in Jamaica's most recent stand-by arrangement, as the failure
to promptly or properly counter credit expansion and distortions in the
exchange rate had been the main reason for the economy going off track.

In all fairness, however, it should be remembered that the hurricane had
inflicted considerable damage on the Jamaican economy at the beginning of
the stand-by arrangement, and--despite subsequent modifications to the
program--had ultimately helped to prevent its completion.

According to the staff, the economic program underlying the request for
the new stand-by arrangement was an ambitious one, Mr. Thorlaksson noted.
The program was also highly sensitive to changes in international prices and
interest rates and, therefore, still extremely dependent on the authorities’
determination to implement the envisaged policies firmly and to take correc-
tive action at the first sign of any divergence from the program.

Because of its magnitude, servicing the external debt was a heavy
burden for Jamaica’s already fragile external account, Mr. Thorlaksson
remarked. Clearly, the need for exceptional financing would persist for
a number of years. It was crucial, therefore, to secure the external com-
petitiveness of the economy, especially since such major industries in
Jamaica as tourism and bauxite were highly dependent on international
prices. In that context, the recent adjustment of the exchange rate and
the incorporation of the exchange rate adjustment mechanism into the current
economic program were welcome.

An exchange rate policy that was too flexible, however, might fuel the
wage-price spiral and should therefore be cautioned against, Mr. Thorlaksson
continued. For instance, the authorities should not depreciate the Jamaican
dollar as a means of absorbing an increase in the wage bill of the export
industries. Moreover, the exchange rate policy had to be supported by
strong fiscal measures and a tight monetary policy, in order to reduce the
inflationary pressures on the economy and attract capital inflow. The will-
ingness of the authorities to strengthen the program by introducing the
additional fiscal measures that Mr. Clark had described in his opening
statement was therefore welcome.

Fiscal policy had been quite successful in Jamaica over the past few
vears, Mr. Thorlaksson commented. However, in view of the fall in tax
revenues and the rise in expenditures, he welcomed not crnly the proposed
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introduction of the general consumption tax, which was aimed at strengthen-
ing the revenue side of the budget, but also the adjustments--both those
already implemented and those proposed--to the prices charged by public
enterprises. In addition, the authorities should continue to reduce food
subsidies and to encourage all efforts to improve the financial position

of the public enterprises. Bearing in mind Jamaica'’s predominantly good
track record over the past few years, the large number of measures that had
already been enacted, and the decline in Jamaica’'s obligations to the Fund
over the program period, he supported the stand-by arrangement and the
proposed decision on the exchange system.

Mr. Alfiler said that, since he agreed with the general thrust of the
staff appraisal and the stand-by arrangement, he could support the proposed
decisions. In addition, he was pleased to note from Mr. Clark’s opening
statement that the authorities had taken a number of important measures that
should go a long way toward ensuring that the objectives of the program
would be met.

It was appropriate that the 1990/91 program was an ambitious one,
Mr. Alfiler continued, because the reversal of the gains that had been made
in policy areas before the onslaught of the hurricane had dealt a blow to
Jamaica's economy. The program’'s emphasis on strong fiscal adjustment and
exchange rate stability was correct. On the fiscal front, it was important
that revenue efforts should be enhanced, in order to compensate for the
expected decline in the level of reconstruction assistance that had followed
in the wake of Hurricane Gilbert and for the nonrecurrent sale of public
assets in 1989/90. The authorities should therefore carry out their planned
fiscal consolidation program steadfastly and accelerate work on the General
Consumption Tax, with a view to avoiding further delays in its
implementation.

On the expenditure side, Mr. Alfiler said, he supported the maintenance
of a reasonable level of public investment outlays, in light of the
country’s longer-run growth needs; however, there might be room for a
further tightening of current expenditures, particularly in public sector
wages and transfers to the Jamaica Commodity Trading Company. Moreover, he
endorsed the staff’s call for closer monitoring of the expenditures program,
as part of the effort to ensure that the desired fiscal adjustment took
place. In the area of public sector enterprises, the adjustment of prices
of public sector goods and services was essential, not only in view of the
amount of public savings that would be generated, but also because of the
effect that the price increases would have on the structural adjustment
process in the private sector.

On the external front, the recent adjustment in the exchange rate
should help both to restore the confidence that had been eroded by the
accumulation of external arrears and to strengthen external competitiveness,
Mr. Alfiler remarked. Any exchange rate adjustment, however, should be
supported by monetary and fiscal restraint, in order to ensure that the
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program’s objective of reducing the rate of inflation would not be com-
promised. In that regard, the policy actions taken by the authorities to
tighten monetary and credit policies were welcome. In addition, he fully
endorsed the authorities’ intention to eliminate as quickly as possible the
ceiling on individual commercial banks’ credit that had been introduced in
September 1989.

The willingness of major creditors to provide adequate financial sup-
port for the program was encouraging, particularly since financing gaps were
expected to persist until well beyond the present arrangement, Mr. Alfiler
observed. Firm adherence to the objectives of the Fund-supported program on
the part of the authorities would ensure the realization of that financial
support.

Mr. Ichikawa made the following statement:

Hurricane Gilbert unfortunately caused a considerable delay
in Jamaica’s economic adjustment process and resulted in the
modification of the previous stand-by arrangement; nevertheless,
the failure to complete the revised stand-by arrangement was due
to a considerable extent to the authorities’ inadequate and slow
adjustment of interest and exchange rates. In particular, the
regrettable delay in tightening credit conditions put undue pres-
sure on the foreign exchange auction. Moreover, the interest
costs of the public sector under the current financing operation
resulted in losses to the Bank of Jamaica--an outcome that this
chair had cautioned against on a previous occasion. Regrettably,
the combination of these adverse developments caused the
re-emergence of external arrears and substantial capital flight.

Against this background, we can support the authorities’
suspension of the exchange auction and devaluation of the
currency; however, these measures will not restore confidence
in the economy unless they are fully supported by coordinated
adjustments in fiscal, credit, and incomes policies. Therefore,
this year’s program should attack the inflationary pressures and
the deterioration in the external balance head on.

The emphasis on revenue-enhancing measures in the design of
the program is welcome and, indeed, imperative, as the sale of
public assets that was begun in the previous financial year will

only have a one-time effect. 1In this context, the introduction of
the General Consumption Tax--the pillar of the tax reform--should

be effected without delay. On the expenditure side, the increase

in current expenditures is a cause for concern. In light of the

future growth of capital expenditure for social rehabilitation
purposes, the unchecked growth of wage bills and transfers to
public companies at this critical juncture may jeopardize the
basis of balanced fiscal adjustment.
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In order to support this necessary fiscal adjustment, the
operation of the public enterprises must be improved. We welcome
the price adjustment plan, including the increases in electricity
tariffs and food prices and the progress in liberalizing prices.
It is not at all certain, however, that the weight of the Jamaica
Commodity Trading Company in the economy is appropriate. Perhaps
it would be possible to limit the Company’'s scope while reducing
its price controls--particularly at the wholesale level--with a
view to improving market efficiency.

On the monetary front, the authorities reintroduced direct
control measures to reinforce the tight credit stance of the Bank
of Jamaica. These measures are warranted in the short term, as
the authorities can allow only a slow expansion in the net domes-
tic assets of the banking system. Nonetheless, we reiterate our
concern about the undue costs that will be incurred by the Bank
of Jamaica as a result of operational losses in the public sector:
more transparent fiscal accounting is needed to establish a firm
basis for effective monetary policy.

Although improvement is projected, Jamaica's external
position remains very fragile. In particular, the low level of
reserves, the large debt-service obligation, and, most important,
the lack of medium-term viability are causes for concern. 1In the
short term, the large financing gap must be filled by rescheduling
debt and eliminating external arrears. As the staff rightly
points out, the medium-term projection is sensitive to any
changes made in the assumptions of the current account balance;
the authorities should therefore maintain external competitiveness
by providing a sound macroeconomic environment, including, inter
alia, effective management of the current exchange arrangement.
This task is all the more important in light of the necessity of
preventing further capital flight.

We have a question regarding the Fund's financial involvement
in Jamaica over the medium term. On page 17 of the staff paper,
the statement is made that Fund resources will be used to fill
the medium-term financing gaps. 1Is the staff thereby suggesting
a continuation of Jamaica's prolonged use of Fund resources? The
further danger in this situation is that the Fund might have to
provide resources in order to refinance Jamaica’s original
purchases from the Fund.

In conclusion, despite the encouraging adjustment initiatives
that have been taken for short-term problems, there remain a
number of concerns and uncertainties with respect to Jamaica's
medium-term outlook. Thus, like previous speakers, we strongly
urge the authorities to persist in strengthening their adjustment
efforts. We support the proposed decisions.
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Mr. Hogeweg made the following statement:

Like other speakers, I am very disappointed that, after end-
June 1989, the stand-by arrangement for Jamaica ran off track,
beyond repair, and that Jamaica rapidly built up renewed external
payments arrears. The new program that we are asked to approve
today certainly contains most welcome--and very necessary--
measures to redress this situation. Mr. Clark has stressed the
prior action character of some of the measures, and, indeed, the
medium-term scenario shows that more manageable debt-service pay-
ments are within reach; however, we should realize that the past
year's failures have put the country at least a year back. Since
Jamaica seems to run the risk of seeing the prospect of viability
receding in time like a horizon that can never be reached, it is
therefore vital that this program should, at the very least, be
fully adhered to; preferably, even more should be done. It is
justified that access has been set at a level that allows for a
falling Fund exposure over the program period; with its recent
track record, I, unlike Mr. Prader, do not believe that the time
is ripe for an extended arrangement for Jamaica.

The seeds of failure already seemed present in the way the
performance criteria for end-June 1989 were met: postponement of
expenditures offset a larger than programmed credit expansion to
the private sector, and external payments arrears were cleared by
using advance payments on future exports and proceeds of sales of
government assets. Those actions made raised questions about how
the performance criteria had been designed, since it was evidently
possible for Jamaica to qualify for a further drawing on the Fund
at the expense, so to speak, of subsequent performance.

From the viewpoint of program design, it is clear that
Jamaica’s economy is very vulnerable to adverse external develop-
ments. Would some form of contingency mechanism not help prevent
future derailments? The importance of a sound macroeconomic
framework, combined with a correct mix of adjustment and financ-
ing, cannot be overemphasized. Only in a stable macroenvironment
will it be possible for the World Bank to adequately address the
question of essential structural adjustment in Jamaica.

I liked the statement in the staff paper that the program
aims at re-establishing the conditions for economic growth through
strong fiscal adjustment and exchange rate stability. This
approach contrasts with that taken in many other programs, in
which a specific, usually high, growth rate is aimed for, even
when the need for short-term stabilization is a clear first
priority. Furthermore, this approach seems to acknowledge that
exchange rate stability may have some virtues. However, the rest
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of the paper stresses only the mechanism in the program that
triggers devaluations beyond a certain magnitude of appreciation
of the real effective exchange rate. With regard to this mecha-
nism, I endorse Mr. Goos's remarks. I realize very well that
Jamaica’s balance of payments has been adversely affected in the
past by failure to make timely adjustments to the exchange rate
in the face of slippages in domestic financial policies; in addi-
tion, the judgment of the authorities as to the duration of the
most recent exchange rate pressures was clearly, in retrospect,
too optimistic; however, like Mr. Goos and Mr. Al-Jasser, I feel
that the staff should encourage rather than discourage efforts
by authorities to use exchange rate stability--at a competitive
level--to their advantage. In this connection, does the staff
believe that the program is restrictive enough to allow the
exchange rate stability that is envisaged by the authorities?

I very much agree with the emphasis placed on fiscal consoli-
dation in the program; it would indeed be most welcome if this
emphasis could relieve the pressure on interest rates. The impor-
tance of the Fund-supported studies on more transparent ways of
dealing with the quasi-fiscal losses of the Bank of Jamaica and
on enhancing monetary policy instruments should also be stressed.
In addition, the staff rightly points to the advantages of market-
based instruments of monetary control; however, I would warn
against relying prematurely on such instruments alone, in the
absence of the financial infrastructure needed for their proper
functioning. In my view, temporary recourse to direct instruments
is certainly better than losing control over monetary expansion.
Of course, direct instruments do not obviate the need for adequate
interest rate levels, and monetary control should not be hampered
by preferential interest rate schemes or by hesitations on the
part of the authorities in the implementation of interest rate
hikes. Fiscalization of central bank losses would certainly
strengthen monetary policy instruments and might also facilitate
a more independent stance for the Bank of Jamaica. I endorse the
proposed decisions.

Mr. Cirelli made the following statement:

Despite some encouraging areas of performance in 1989--

inter alia, total output and mineral and industrial production
improved, and export performance was buoyant--the results of the
previous stand-by arrangement were generally disappointing. The
upsurge in domestic demand, the reinforced inflationary pressures,
the continuation of large public sector deficits, the deteriora-
tion in the current account balance, and the increase in capital
flight all contributed to a rapidly worsening economic situation
and to the exchange rate crisis of the previous autumn. These
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events clearly testify to the sensitivity of a highly indebted
economy to the occurrence of unfavorable economic developments;
Jamaica’s program has gone off track, and arrears have once again
appeared.

In response to these imbalances, the authorities have put
in place a program aimed at re-establishing an economy oriented
toward a more sustainable rate of growth, hoping thereby to obtain
Fund support. I support the proposed decision, since it is appro-
priate that the Fund should acknowledge the extensive efforts that
the authorities have made; however, past experience--four stand-by
arrangements over the previous six years--has not been particu-
larly conclusive in establishing a sustainable macroeconomic
framework. The authorities should therefore be aware that the
ambitious program that they have embarked upon does not include
any room for maneuver. More than ever before, the program
requires firm implementation in order to avoid further slippages
that could damage Jamaica's economy.

Strong action in the area of demand-management policies is
clearly needed to correct the macroeconomic imbalances and to
allow the resorption of the large debt burden that Jamaica has
accumulated. To achieve these objectives, the program rightly
focuses on the necessity of fiscal restraint, accompanied by tight
credit and wage policies.

A strong fiscal adjustment is undoubtedly the cornerstone for
the success of the program, and a tight internal policy is clearly
needed to cut the excessive demand pressure that occurred in 1989,
and to contribute to the external objectives of exchange rate
stability. In the program, the burden of the adjustment falls
more heavily on the public enterprises’ deficit than on the budget
deficit, for which stronger measures could have been envisaged.
Although the authorities are to be commended for the actions that
they have adopted in the area of public prices, some uncertain-
ties, especially concerning the timely implementation of reforms,
lead one to think that the forecasts might be somewhat optimistic.

The uncertainties related to the revenue objectives are
reinforced by the realization that the projections of increased
revenue are based partly on an expected improvement in the
external trade balance, and on the introduction of the General
Consumption Tax. The new tax has not yet been implemented, and,
according to the staff paper, its effects on total revenues have
not yet been assessed clearly. In this context, the authorities
must be ready to reduce expenditures, in the event that revenue
receipts do not reach the foreseen targets.
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With respect to monetary policy, there is little that can be
added to the report. An overdue tightening of policy took place
in 1989, and the increase in interest rates must be used to
contain excessive demand, even if, in these circumstances, the use
of other direct transitory instruments could also be helpful. The
reduction of the public sector’s net indebtedness vis-a-vis the
banking system could also help to attain the monetary objectives;
nevertheless, the merits of such a reduction must be assessed in
the context of, on the one hand, the conditions surrounding the
increase in foreign borrowing, and, on the other, the exchange
rate policy adopted by the authorities. Indeed, any automatically
triggered depreciation would now increase the debt burden and have
an adverse impact on the public deficit.

In order to achieve the external objectives and avoid a
harmful spiral of devaluation, the implementation of tight demand
policies is necessary. In this regard, the automatic triggering
of an exchange rate adjustment could weaken the strength of the
overall adjustment effort, rather than improve it.

With respect to the current account deficit, the assumptions
underlying the balance of payments prospects seem to be on the
optimistic side. Exports are expected to increase significantly
while imports are expected to decrease. This would seem to be
difficult to achieve, given the large component of imports in
export products, particularly energy products, and could be accom-
plished only if a large resorption of stocks took place. It is
true that tourism receipts are increasing sharply, but they are
especially volatile. 1In reality, the balance of payments will
remain fragile during the program period, with a continued pro-
nounced dependency on exceptional financing and debt reschedul-
ing under the auspices of the Paris Club. In this regard, the
medium-term scenarios clearly show that lasting efforts will be
required during the decade, as the projections, which are very
sensitive to external developments, do not give a strong indica-
tion of medium-term viability.

In the trade sector, the authorities should be encouraged to
go further in strengthening the liberalization process and review-
ing the actual role of the Jamaica Commodity Trading Company.

The authorities have embarked on a courageous program that
deserves the support of the Fund. The objectives are undoubtedly
ambitious, and favorable conditions are required in many areas.
Furthermore, the high level of debt and the high sensitivity of
the economy to unfavorable events do not offer the authorities
much leeway in coping with the problems that face them. Nonethe-
less, with this program, Jamaica has taken a major step toward
resumption of the process of economic adjustment. We urge the
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authorities to stick to their commitment, since the task is not
ey nened nevar e Twaradd ncn orsmle mey  mmesaene A 2 el i sess 13 1.
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detrimental to the whole economy.

Mr Ahm

Mr. Ahmed m the following s
In recent years, the sustained adjustment efforts of the
Jamaican authorities, which have been supported by a number of
arrangements with the Fund, have brought asbout a welcome reduct
in financial imbalances and a resumption of economic growth.
However, progress on these fronts was interrupted by the difficul-
ties in public finances caused by Hurricane Gilbert, as well as
by the uncertainty and related spending pressures surrounding the
general elections that were held in 1989, and by hesitation at
that time on the part of the authorities in making exchange rate
adjustments and adopting other supportive policy actions. Unfor-
tunately, these developments resulted in the stand-by arrangement
with the Fund--as modified in February 1989--going off track and

becoming inoperative.

Despite this setback, the Jamaican authorities remain firm
in their determination to address the structural weaknesses in
the economy and put it back on a path of sustainable growth. As
a reflection of this determination, a new economic program has
been designed with a view to fostering economic growth, achieving
a major reduction in the external current account deficit,
narrowing the overall public sector deficit through tight credit
and wage policies, and liberalizing the economy for the purpose of
attracting private capital inflows. These measures should enable
the economy to grow at a yearly rate of over 3 percent in the
medium term, in an enviromment of price stability and greatly
reduced fiscal and external imbalances.

Although as the staff report acknowledges, the program is
ambitious, it does, I believe, deserve the support of the Fund:
the program represents a significant adjustment effort; it builds
on a good record of policy implementation; and, above all, it
reflects the authorities' strong resolve to persevere with correc-
tive measures. I agree with the thrust of the staff appraisal and
can support the decisions.

I was interested to note the staff paper’s description of the
operations of the wage guidelines, and the authorities’ intention
to modify these guidelines to allow for greater flexibility.
Although the application of the guidelines in a few pilot cases
will allow the authorities to experiment with different formulas,
I would caution against establishing too rigid a link between
wages and productivity differentials for many reasons including
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the difficult problems that arise in the measurement and--more
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important--the interpretation of conventional labor productivity
indicators. Furthermore, it has been seen empirically that pro-
ductivity differentials tend to vary quite substantially between
enterprises; linking wage increases to these differentials could
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Basically, wages should follow general underlying movements
in the economy-wide cost of living index, and productivity differ-
entials should not be reflected in the interindustry structure of
factor rewards--as excessive wage claims, in this case. Instead,
these differentials should be reflected in lower relative prices
in the enterprises that attain above-average productivity gains.
In this way, the benefits of technological progress are shared
more widely through lower prices and higher real incomes for all.
Furthermore, the full extent of the cost reductions that the
above-average productivity gains have engendered can best be
translated into lower prices by ensuring that the markets are
kept sufficiently competitive. I wonder whether the staff could
comment on this issue, particularly in the context of the
discussions that were held with the authorities in drawing up the

1989/90 program.

In addition, I was interested in the details of the trigger
mechanism for exchange rate action that has been built into the
program. Under the trigger mechanism, whenever the average of
the monthly index for the most recent three-month period indicates
a cumulative real appreciation of more than 7 percent from the
June 1988 level, the authorities will adjust the exchange rate by
the amount needed to bring the real effective value of the Jamaica
dollar back to that level. I was curious as to how the figure
of 7 percent had been derived and wondered whether it should not
perhaps be higher, or for that matter lower, and therefore whether
there was any rationale for the 7 percent ceiling.

Finally, as the staff paper has brought out, an improvement
in the balance of payments is a crucially important aspect of the
authorities' program, in light of the goals of keeping financing
gaps at a manageable level, maintaining an unimpaired debt-
servicing capacity, and reducing the present large external debt
burden. Nevertheless, the rather sketchy presentation of the
external current account--especially as it relates to the pros-
pects for exports--is somewhat disappointing. The staff appears
to give almost exclusive attention to the need to maintain a
competitive exchange rate and strong financial policies; however,
although the importance of these factors should not be minimized,
other considerations are equally important, and it is, in my view,
insufficient to say only that the outlook for nontraditional
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exports is "favorable." A more extensive discussion on the evolu-
tion of markets abroad, the obstacles that Jamaica may face in
penetrating these markets, and the need for policies to diversify
both the export mix and the market destination would have been
preferable. Moreover, reference to the "possible negative impact
of a change in preferential arrangements for Jamaica's agricul-
tural exports in the U.K. market"--which the staff, in any event,
has apparently not taken into account--has not been made clear.
What is the likelihood of such a change and will it affect the
balance of payments in a significant way?

Mr. Jones commented that Jamaica's adjustment effort was continuing,
despite some setbacks that had caused the previous stand-by arrangement with
the Fund to become inoperative. There had been many positive developments
during the past year: output growth had reached nearly 3 percent, after a
substantial drop in 1988/89; the public finances had improved; and exports
had performed substantially better than expected.

Meanwhile, the authorities had moved quickly to put together a program
designed to reduce inflation and to further strengthen the financial posi-
tion of the public sector, Mr. Jones said. The authorities’ commitment to
the adjustment process was demonstrated by their early implementation of
some of the measures in the 1990/91 program. Solving the inflation problem,
however, would require a careful balancing act, given that attainment of the
fiscal objective would depend heavily on increasing the prices charged by
public enterprises, including prices of basic imported goods, electricity,
and other goods and services. In those circumstances, therefore, it was
important to ensure that the increases were nonrecurrent, in order to avoid
a conflict between the two goals of controlling inflation and improving the
fiscal balance.

Exchange rate stability had been singled out as a key factor for deter-
mining the success of the program, Mr. Jones noted. A clearer specification
of the precise role of the exchange rate in the program was needed, because
exchange rate policy had seemingly been given the dual assignment of improv-
ing competitiveness and restraining demand.

The program had correctly been described as ambitious, Mr. Jones
remarked; it would require exceptional assistance from the international
community, given Jamaica's high debt-service ratio. He endorsed the
proposed decisions.

Mr. Garcia said that he welcomed the commitments that the Jamaican
authorities had made to resume the pace of economic adjustment that had
prevailed before the advent of Hurricane Gilbert and to restore financial
balances to their prehurricane levels. These policies were most urgently
needed, because Jamaica's excessive indebtedness and its vulnerability to
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several factors, most of which were beyond the Government's control,
confronted the economy with serious restrictions in the medium term.

The fragile external financial situation of Jamaica would require
strong policies to stimulate internal saving, capital inflows, and foreign
investment, Mr. Garcia remarked. In addition to a very active exchange rate
policy aimed at avoiding losses in external competitiveness, the strategy
would require a tight monetary policy stance and the removal of some
restrictions in the financial market, such as a credit ceiling for individ-
ual banks. Instead of relying on measures of direct credit control, the
basic instruments of monetary policy should be open-market operations by
the Bank of Jamaica and the free-market determination of interest rates.
The authorities’ intention to introduce those policies in the near future
was thus welcome.

Public finance was another area of concern, Mr. Garcia observed. Over
the past two years, the fiscal balances of the central government and the
decentralized government agencies had improved substantially, moving from
deficits to surpluses. However, the Bank of Jamaica and other public enter-
prises continued to suffer extensive losses, which needed to be reduced in
the near future. In that context, the authorities’ intention to establish
a transparent fiscal process for the analysis and reduction of those losses
was welcome,

It would be helpful if the staff could provide more details on the
Government's plans for the further divestment of public enterprises and
their assumption by the private sector, Mr. Garcia continued. The divest-
ment policy might continue to serve as an important source of financing
in the coming years, while more permanent sources of revenue were being
developed.

Comments from the staff on the structural trade reforms that were
scheduled to be implemented over the course of the program period would also
be appreciated, Mr. Garcia said. The effect of the proposed reforms on the
restrictions and distortions discussed in the staff paper, such as control
over export proceeds, indirect subsidies for imported goods, and export
subsidies would be of special interest.

He broadly agreed with the thrust of the staff appraisal, Mr. Garcia
remarked. Moreover, he supported the proposed decision and encouraged the
authorities to maintain an active policy stance and avoid slippages under
the new stand-by arrangement. In addition, the authorities should normalize
financial relations with their creditors through the elimination of arrears,
and the international community should support the Government'’s efforts.

Mr. Feldman said that he shared the staff’s belief that Jamaica's eco-
nomic program was ambitious and represented a significant adjustment effort
that deserved of Fund support. He agreed with Mr. Cassell that the
program’s strength lay in its aim of stabilizing the economy; moreover, the
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large number of prior actions that Mr. Clark had drawn attention to further
underscored the authorities’ commitment to the adjustment effort.

He shared Mr. Clark’s concern about the difficulty that Jamaica had
experienced in entering into a debt initiative, Mr. Feldman continued.
Given Jamaica's current circumstances and its previous record in fulfilling
external credit obligations, even under very difficult conditions, perhaps
the Fund should reschedule Jamaica's net repayments within the framework of
an extended arrangement, rather than pursue the repayments during the
program period. He supported the proposed decisions.

The staff representative from the Western Hemisphere Department said
that, in the area of exchange rate policy, the intention was to start the

program with an exchange rate level that would ensure competitiveness for
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the program period. Of course, a number of uncertainties clouded the
picture, including, inter alia, the significant reduction in inflation and
subsequent restoration of confidence in the economy that the program relied
on and which were by no means faits accomplis. For that reason, in the
event that the application of determined fiscal and credit policies did not
prevent a buildup of balance of payments pressures and a loss in competi-
tiveness, a mechanism for testing and adjusting the exchange rate had been
built into the program as a safeguard.

In that context, it should be noted that the staff's formulation of
possible policy responses to balance of payments difficulties--discussed
on page 14 of the staff paper--was not restricted to exchange rate actions,
the staff representative continued. The relevant sentence read: "Also,
evidence that the balance of payments objectives of the program were not
being met would indicate a need for exchange rate action that would be taken
as needed in conjunction with a tightening of financial policies." There-
fore, the thrust of that sentence in the staff paper was not different from
the comparable one in the authorities’ letter of intent.

Mr. Goos said that the two formulations of policy options--in the staff
paper and in the letter of intent, respectively--differed in meaning. The
sentence in the staff paper preceding the one cited by the staff representa-
tive explained the workings of the exchange rate mechanism as follows:
"Under such a trigger, whenever the average of the monthly index for the
most recent three-month period indicates a cumulative real appreciation from
the level of June 1988 of more than 7 percent, the authorities would adjust
the exchange rate by an amount that would bring the real effective value of
the Jamaica dollar back to that level." 1In other words, the mechanism would
be used to maintain exchange rate competitiveness. The next sentence in the
staff paper could therefore be read as a validation of the practice of
responding to balance of payments pressures by making exchange rate
adjustments.
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It was difficult to accept that method of dealing with balance of
payments problems, Mr. Goos remarked. Using the exchange rate as an easy
cure-all clearly ran the risk of creating a vicious circle of rising infla-
tion and further devaluations. The exchange rate should be used solely to
maintain external competitiveness; if, balance of payments pressures were
to emerge after the correct exchange rate level had been set, financial
policies--including the adjustment of interest rates--should be the first
and most important instruments used to combat those pressures.

The Chairman commented that, although the temptation to use exchange
rate adjustments as a panacea was always present, it should be remembered
that the Articles of Agreement had been drawn up precisely to prevent that
kind of behavior. Furthermore, it was possible to read the sentence that
the staff representative from the Western Hemisphere Department had cited
differently from the way Mr. Goos had: the sentence could be interpreted as
putting equal weight on the two options of adjusting the exchange rate and
tightening financial policies, thereby minimizing the risk of appearing to
favor the easy solution--exchange rate adjustment.

The staff representative from the Western Hemisphere Department noted
that the program for Jamaica already placed a great deal of emphasis on
fiscal adjustment and credit restraint, rather than on exchange rate adjust-
ment. The program called for a reduction in the fiscal deficit--as measured
by a definition that excludes the revenue from the proceeds of divestment--
from 7.7 percent of GDP in 1989/90 to 4.4 percent in 1990/91. 1In addition,
the interest rate on instruments used by the Bank of Jamaica for open-market
operations had increased from 18 percent in 1989 to 28-30 percent recently,
as a result of the substantial tightening of credit policy. As many
speakers had emphasized, the balance of payments situation in Jamaica was
difficult, the staff representative continued. It was therefore essential
that the authorities maintain external competitiveness, in order to reduce
the current account deficit and eliminate arrears in accordance with the
program’s guidelines. It was in that context that Mr. Cassell had expressed
misgivings about the exchange rate mechanism, implying that perhaps the
7 percent threshold was too high, and that it would be necessary to make
exchange rate adjustments before that threshold was reached.

The threshold for adjusting the exchange rate had admittedly not been
determined in a very scientific way, the staff representative said. Similar
mechanisms for exchange rate action had been used in previous agreements
with Jamaica, and the thresholds had been set at various rates--for example,
5 percent and 5.8 percent.

Jamaica’'s short- and medium-term financial prospects had been the
subject of much attention, the staff representative noted. With respect
to the 1989/90 financing gap, US$33 million was expected to be covered by
a rescheduling with the Paris Club. The financing gap for 1990/91 was
USS$142 million, of which US$112 million would be filled by reschedulings
with the Paris Club and with commercial banks; the authorities were
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attempting to cover the remaining US$30 million by seeking balance of
payments assistance from donors on concessionary terms and by rescheduling
agreements with other bilateral creditors. Currently, approximately

US$18 million of the remaining US$30 million gap was being filled with the
support of bilateral donors on concessionary terms, and, based on prelimi-
nary estimates, rescheduling agreements with commercial banks would account
for an additional US$3-4 million. Those agreements would reduce the 1990/91
gap to only about US$8 million, which should be completely filled in the
process of Jamaica's ongoing rescheduling negotiations with other creditors.
Financing gaps of US$175 million were projected for both 1991/92 and
1992/93, the staff representative observed. However, the calculation of
those gaps did not take into account the outcome of the nearly completed
rescheduling agreements with commercial banks; those agreements would pro-
vide approximately US$25 million each fiscal year. Similarly, the financing
gap figures excluded the possible commitment of project assistance from
bilateral donors under the Caribbean Group for Cooperation in Economic
Development, which was expected to meet in Washington in April, as well as
possible additional financing from the Inter-American Development Bank.
Taking the new commitments into account, gaps of about US$100 million would
still remain for 1991/92 and 1992/93; those financing gaps, however, could
almost be covered completely by rescheduling agreements with the Paris Club.

Given the need for rescheduling by the Paris Club over the next two
years, an extended arrangement might be more appropriate for Jamaica than a
stand-by arrangement, the staff representative commented. That possibility
had been under consideration when the previous program had appeared to be on
track, and its successful completion could have led to the negotiation of an
extended arrangement. Currently, however, circumstances were not ideal for
negotiating such an arrangement; successful completion of the new stand-by
arrangement would probably be a prerequisite for future consideration of an
extended arrangement.

In the context of Jamaica's continuing use of Fund resources, future
negotiations would take into account the Fund's access policy, the staff
representative remarked. It was possible, although not certain, that the
continuation of net repayments to the Fund from Jamaica would be stipulated
as a condition for future agreements; in any event, it was not clear that
the Fund's level of exposure would be undiminished.

On March 16, Jamaica had fallen 61 days behind on a loan from the World
Bank but had paid up in the evening of the same day, the staff representa-
tive related. From the World Bank's point of view, that payment had cleared
Jamaica's account, as the 60-day mark was the cutoff point for overdue obli-
gations. The Fund staff had been in constant contact with the World Bank
staff on that subject and could affirm that the request for a stand-by
arrangement would not have been presented to the Board if Jamaica had been
in arrears with the World Bank.



EBM/90/44 - 3/23/90 - 34 -

Some speakers had made suggestions for reducing the role of the Jamaica
Commodity Trading Company in the economy, the staff representative noted.
Jamaica'’s private sector was definitely moving in that direction, and the
Government's responsiveness to the idea was evidenced by the actions
described in the staff paper. It was expected that in the future those
efforts would be intensified, particularly in connection with the negotia-
tions for additional trade and financial sector loans from the World Bank.
Those negotiations could result in the elimination of some of the monopolies
of importation in Jamaica, including that on the importation of automobiles,
and thus further minimize the Jamaica Commodity Trading Company'’'s participa-
tion in the economy.

The wage guidelines had been increased from 10 percent to 12.5 percent
during the past year, the staff representative said. However, because of
Jamaica's past rate of inflation and its previous stringent wage guidelines,
the application of the current guidelines had not produced a rise in real
wages. The guidelines, although not the sole determinant of wages in
Jamaica, did apply to about 25 percent of the labor force and thus were a
useful tool for gauging the increase in wages.

The authorities’ postponement of expenditures in June 1989 had not been
designed merely to fulfill the quarterly performance criteria, the staff
representative stated; rather, the delay in spending had been related to
the fact that the new budget had only been approved in May. Some divest-
ment proceeds had been obtained ahead of the schedule envisaged in the
program, but such a schedule was merely indicative. The program allowed
for flexibility in the management of this extraordinary source of revenue.

The problems that had developed in the following quarter could have
been resolved if monetary policy had been implemented more decisively and
if repeated attempts had not been made to maintain the exchange rate at an
unsustainable level, the staff representative from the Western Hemisphere
Department continued. Thus, the situation had become more difficult as
policy errors had compounded the original problems. In that context,
therefore, Jamaica’s economic difficulties in 1989 could not legitimately
be attributed to the design of the program.

Mr. Cassell said that, although he had no difficulty in accepting the
intention behind the exchange rate mechanism, he foresaw certain problems
that could develop in its practice. In theory, the authorities ought to
start taking appropriate actions as soon as the real exchange rate began to
appreciate, with the 7 percent threshold functioning purely as a safeguard;
however, if the authorities felt that they had the leeway to allow an appre-
ciation of almost 7 percent before taking action, they would find themselves
in a situation with only one option--which was exactly the situation to be
avoided.
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The staff representative from the Western Hemisphere Department
remarked that the exchange rate mechanism should be viewed only as a safe-
guard. Balance of payments targets had been included among the performance
criteria, and if any criteria were not met--not just those in the area of
exchange rates--discussions on the adoption of appropriate policies would
begin immediately, with all possible actions--including exchange rate
adjustments- -open for consideration,

The Chairman commented that the establishment of an exchange rate mech-
anism in the stand-by arrangement for Jamaica had to be understood in the
context of the long history of the Fund's relations with that country: on
several occasions the Fund had experienced great difficulty in convincing
the authorities to take timely action in the exchange rate field. The
spirit of the mechanism was not to delay action until the 7 percent
threshold was reached, but rather to ensure that all policies would be
corrected before that point. The exchange rate mechanism should be viewed
as a safeguard.

Mr. Goos said that he was intrigued by the reference to the use of
similar exchange rate mechanisms in previous programs adopted by Jamaica; in
light of the current discussion, it might be useful to hear more about those
experiences.

There was a striking difference between the recent Board discussions on
the Fund's overall arrears strategy--particularly in the emphasis on preven-
tive action--and the discussions on specific countries’ policies, Mr. Goos
continued. For example, a consensus had been developing in the Board over
the past few months to incorporate detailed records of countries’ payments
to the World Bank into the staff reports; however, the staff paper on
Jamaica, while giving a very detailed record of its payments to the Fund,
did not present equally detailed information on the country’s financial
dealings with the World Bank.

In recent Board discussions, the consensus had also developed that
Fund-supported programs should generally aim at achieving medium-term
balance of payments viability, Mr. Goos noted. There was a striking dif-
ference between that consensus--as expressed in the context of the Board's
discussions on general preventive action--and the viewpoint espoused in the
staff paper on Jamaica. Perhaps the present occasion was not the appro-
priate time to draw attention to the dichotomy, but it should be kept in
mind during future discussions. 1In discussing preventive actions in
general, it might be preferable to lay more stress on the feasibility of
the various measures that were under consideration; in reviewing specific
country cases, more consistency in applying general policies might be aimed
for.

The Chairman remarked that Mr. Goos's point was well taken; however,
it should be remembered that the Fund was still in the process of rethinking
its procedures and strategies as they applied to individual countries. It
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was true that, if Jamaica’'s program had not already been formulated, the
discussions held recently on general preventive action would undoubtedly had
a much more decisive influence on the deliberations. In any event, the Fund
had over the past four years reduced its exposure in Jamaica by one half.
Ideally, the Fund would maintain a prudent level of exposure in the future
while continuing to promote progress toward structural reforms.

The Executive Board then took the following decisions:

The Government of Jamaica has requested a stand-by
arrangement for the period from March 23, 1990 to May 31, 1991
in an amount equivalent to SDR 82 million.

The Fund approves the stand-by arrangement set forth in
EBS/90/42, Supplement 1.

The Fund waives the limitation in Article V,
Section 3(b)(iii).

Decision No. 9392-(90/44), adopted
March 23, 1990

Exchange System

Jamaica retains restrictions in the making of payments and
transfers for current international transactions and a multiple
currency practice, as described in EBS/90/42, which are subject
to the Fund’'s approval under Article VIII, Sections 2(a) and 3.
Jamaica is implementing an economic program which contemplates
liberalization of its exchange system, and, on this basis, the
Fund grants approval for the retention of these restrictions and
multiple currency practice until July 31, 1990 or the completion
the next Article IV consultation, whichever is earlier.

Decision No. 9393-(90/44), adopted
March 23, 1990
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DECISION TAKEN SINCE PREVIOUS BOARD MEETING

The following decision was adopted by the Executive Board without
meeting in the period between EBM/90/43 (3/23/90) and EBM/90/44 (3,/23/90).

2. KENYA - TECHNICAL ASSISTANCE

In response to a request from the Kenyan authorities for
technical assistance in the fiscal field, the Executive Board
approves the proposal set forth in EBD/90/90 (3/21/90).

Adopted March 23, 1990

APPROVED: January 24, 1991

LEO VAN HOUTVEN
Secretary







