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PREFACE

This interim report examines the theme of macroeconomic volatility and its effects on
household vulnerability in the Caribbean countries. The motivation for this choice of
theme was twofold. First, recent World Bank work on the subject for the Latin America
and the Caribbean (LAC) region as a whole yielded interesting results, and suggested to
us that a more in-depth look at the Caribbean countries in particular would be
worthwhile. Second, informal discussions with several stakeholders in the Caribbean in
recent months have generally indicated a strong interest in the topic on their part, given
its apparent relevance and cogency for the Caribbean countries.

The report's "interim" designation is intended to underscore that it is an account of work
in progress, to be completed over the second half of 2002. The report is being released in
interim form for presentation and discussion at the June 10-13, 2002 meeting of the
Caribbean Group for Cooperation in Economic Development (CGCED). Major building
blocks of the next phase of the work include, inter alia: (i) more comprehensive mining
of available data for the Caribbean countries, particularly at the household level; (ii) more
in-depth examination of the existing policy and institutional mechanisms in the various
Caribbean countries that help deal with aggregate-level volatility and household-level
vulnerability; and (iii) ensuring in-depth discussion with, and input from, regional
stakeholders on the approach, findings and conclusions presented in the report.

The interim report was prepared by a team led by Auguste Tano Kouame and comprising
George Clarke, Adanm Coulibaly, Rashmi Shankar, and Scott Walisten. Phaedra
Chrousos, Homa-Zahra Fotouhi, Sanjay Kathuria, Rina Oberai, and Kevin Tomlinson
also made major contributions. The work was carried out under the general direction of,
and with major contributions from, Ali Khadr. Comments received from Luis Serven,
Indermit Gill, Mauricio Carrizosa, David Rosenblatt, and several other colleagues at the
World Bank are gratefully acknowledged, as are comments received during "upstream"
presentations of the work in St. Kitts, Barbados, Jamaica, and the April 2002 CGCED
Steering Committee meeting hosted by the EU in Brussels.

The Country Director for the Caribbean is Orsalia Kalantzopoulos, the Lead Economist is
Ali Khadr, the Sector Manager (Economic Policy) is Mauricio Carrizosa, the Sector
Director (Poverty Reduction and Economic Management) is Emesto May, the Chief
Economist is Guillermo Perry, and the Vice President is David de Ferranti.
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EXECUTIVE SUMMARY

A. Motivation

1. Countries are often subject to significant macroeconomic volatility (that is,
marked period-to-period variations in measures of macroeconomic performance, such as
GDP growth), and such volatility can have serious implications for individuals and
households. For example, volatility at the macroeconomic level can filter down to
individuals and households through the labor market and the values of their assets; it can
impact on measures of well-being (such as household income cr consumption), affect
their consumption and investment patterns, and, in extreme cases, the social fabric. In
particular, there is a concern among policy-makers that macroeconomic volatility may
push vulnerable households below the poverty line, even if intermittently, or make it
difficult for poor households to work their way out of poverty.

2. Given that many of the Caribbean countries are small states or small islands
developing countries, the Caribbean is widely perceived as being more vulnerable to
macroeconomic shocks than other developing countries. This was supported by recent
work by de Ferranti et al. (2000) on the Latin America and Caribbean (LAC) region.
Although the hypothesis that smallness matters for income volatility did not stand when
the authors took into account other key determinants of volatility, they found that smaller
countries do tend to have greater income volatility and infer that in smaller countries
households and individuals suffer more from aggregate volatility. Moreover, since the
authors did not take into account the effect of natural disasters, a potential factor in
aggregate volatility that is particularly relevant for the Caribbean, their conclusions may
understate macroeconomic volatility and its impact on household and individuals.

3. The presumption that smaller countries may suffer greater volatility is based on
three main principles. First, many small states are vulnerable because of geography as
they are located in naturaldisaster-prone zones. This is largely the case for the Caribbean
basin or the islands located in the Pacific ocean. These countries face natural disasters
such as tropical storms and hurricanes; earthquakes; volcanic activity; landslides and
mudslides; droughts, storm surges, floods, and bush fires. The proneness to natural
disasters has been evoked in a number of papers and reports dealing with the degree of
vulnerability facing small islands.

4. Second, to overcome constraints due to the small size of their domestic markets,
small states tend to rely more on international trade. Their openness to trade - as
measured by the ratio of exports and imports to GDP - is on average much higher than in
larger countries. Although trade is beneficial for economic growth, high trade openness
has been shown to expose small countries to terms of trade shocks, thus increasing the
volatility of their economic growth. 1 Moreover, many small countries tend to depend on
a few commodities or sectors, and a few markets for their exports. This would
exacerbate the volatility of their economic growth. Moreover, the prominence of tourism

Easterly and Kraay (2000).
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and other traded services implies marked sensitivity to developed countries' business
cycles.

5. Third, small countries face diseconomies associated with small scale and are
therefore limited in their ability to put in place institutions and policies that would
normally help manage their exposure to economic and other types of shocks. Their
macroeconomic policies would tend to be the source, rather the remedy of,
macroeconomic volatility as their ability to conduct counter-cyclical policies could be
limited by their inability to transfer sufficient resources from god times to bad times.
Also, a special feature of small countries is that their financial systems tend to be small
(and perhaps less competitive), which makes it difficult to maintain liquidity. And access
to international capital may also depend to some extent on the size of the borrower.

6. Yet to date there has been no in-depth look at the specificities of the Caribbean
countries as a distinct group in relation to other developing countries in the Western
hemisphere, as well as to other relevant comparator groups such as developing countries
more broadly and, in particular, other small developing countries. This report is a first
attempt at filling that gap. It presents an account of the preliminary results of work in
progress. Because of the short time frame since the work was initiated and the large
scope of the subject, it is expected that, on the basis of further work in the aDming
months, a more complete report will be prepared that incorporates comments and
suggestions on the present draft.

B. Analytical framework

7. Broadly speaking, this report uses the same analytical framework as that of de
Ferranti et al. (2000), focusing on the Caribbean countries in relation to one another and
as a group in relation to comparators. Chapter 1 reviews the recent economic and social
development of the Caribbean. Chapter 2 begins by characterizing volatility in different
measures of aggregate income (growth) and by examining the main factors that,
according to priors, would be expected to underlie it. The chapter also examines factors
that might be expected to influence the extent to which macroeconomic volatility is
absorbed or amplified-the extent of financial market development, the behavior of
remittances, and the size and volatility of external capital flows. The chapter then
employs regression analysis in order to analyze the relative importance of the different
factors in explaining macroeconomic volatility in the Caribbean. We also examine the
implications of volatility for the levels of growth rates.

8. Chapter 3 addresses the broad question of how macroeconomic volatility in the
Caribbean affects households and impacts their income and consumption, how
households respond to shocks and how such effects differ by socio-economic status.
Because of data limitations and time constraints, the focus is predominantly on Jamaica,
and to a lesser extent Guyana. Even in the cases of Jamaica and CGyana, no panel
household data was available, which would ideally be required for concrete conclusions.
One angle of analysis is to ask how households, differentiated by socio-economic status,
fare with respect to labor force participation and unemployment. This gives us clues as to
how they might be affected by economic downturns. Another, more direct, angle is to

x



analyze more specifically, in response to survey information, how different households
respond to ("cope with") financial difficulties. A particular concern is whether they do so
in ways that might jeopardize their future in an irreversible way (for example, by
forgoing human capital formation). Also of interest is the role of remittances in
countering downturns in household income from other sources.

9. Finally, the incidence of both macroeconomic volatility and vulnerability at the
household level is influenced by the existence and effectiveness of market insurance,
self-insurance, and self-protection or outside protection mechanisms. Chapter 4 briefly
reviews the extent to which such mechanisms exist, and how well they appear to
function, in selected Caribbean countries. On this basis, it points to areas of potential
policy and institutional focus to establish or strengthen such mechanisms.

C. Key Findings and Policy Recommendations

10. Recent Economic Performance. The economic performnance of the Caribbean
countries as a group is quite good when compared to other regions. Partly owing to much
lower population growth, the Caribbean has had higher per capita growth rates than Latin
America throughout the period of 1970-2000. For example, the per capita GDP growth
rate in the 1990s in the Caribbean is 1.33 times that of Latin America, and the
corresponding figure for per capita GNDI growth is 1.25. Services (particularly tourism
and to a lesser extent financial services) have been an important source of growth in
many Caribbean countries while in a few, agriculture, oil, and mining have played some
role. In the most successful countries in the sub-region, there is a structural shift in the
direction of the services sector, typically a feature of countries in a more advanced stage
of development. The Caribbean is however a diverse group in terns of economic
performance, and the gap between countries seem to be on the rise. For example, the
average per capita income differential between the Bahamas and Haiti increased from
US$9778 to US$12707 (in constant 1995 US dollars) between the 1970s and the 1990s.

11. External financing appears to play an increasingly important role. Typically,
foreign direct investment and net transfers, private and official have financed the current
account gap. As a proportion of GDP, the Caribbean is now the largest recipient of FDI
across the sample of countries considered in this paper. Workers' remittances as a
percentage of GDP have averaged close to 4 percent in the 1990s, and are almost 10
percent of GDP in Jamaica. However, high external debt-to-GNP ratios and fiscal deficits
raise concern about future solvency. Additionally, despite relatively well developed
domestic financial markets, the region still has limited integration with world financial
markets.

12. Aggregate Volatility in the Caribbean. Volatility of income is high, but
comparable to other regions. Although Caribbean countries are more volatile than other
countries in the LAC region and the Pacific islands when volatility is measured by the
standard deviation of GNDI, their GDP growth volatility is slightly lower. In fact, in de
Ferranti et al (2000), four Caribbean countries (Belize, Barbados, Haiti, and Jamaica) out
of the eight included in their sample had a GDP growth volatility that is less than the
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LAC average.2 In the Caribbean, GNDI volatility is higher than GDP volatility.
Comparing the three decades of 1970s, 1980s, and 1990s, GDP growth volatility was
lowest in the 1990s while GNDI growth volatility in the 1990s was comparable to the
level achieved in the 1970s.

13. Within the Caribbean region, better-off countries tend to be less volatile while -
contrary to the received wisdom - larger countries are not necessarily less volatile. De
Ferranti et al (2000) showed, based on a graph, that volatility is negatively correlated
with country size and income per capita. Looking at the Caribbean region, we find in
Chapter 2 that the observation that volatility is lower in better-off countries holds, in
other words income matters. However, the observation that volatility is higher in smaller
countries does not hold within the Caribbean, in other words, size does not matter. In
fact, this is consistent with the result obtained by de Ferranti et al (2000) once they took
into account other key determinants of income volatility within a more rigorous
regression analysis. In fact, larger Caribbean countries tend to be poorer and (therefore)
more volatile than smaller ones. In other words, within the Caribbean region, the income
factor appears to dominate the size factor.

14. Consumption volatility is higher than income volatility. Consumption volatility is
nearly twice as high as in Latin America. This may reflect the fact that consumers in the
Caribbean have less ability to protect their consumption from fluctuations in income
through mechanisms such as asset use, borrowing, or counter-cyclical public sector
policies. This would imply that the impact of economic fluctuations on the welfare of
households is likely to be much more severe in Caribbean countries.

15. The drivers of aggregate volatility are diverse. Although simple statistical analysis
seems to suggest that many factors drive volatility in the Caribbean, a more rigorous
econometric approach points to three main categories of determinants of aggregate
income volatility in the Caribbean: natural disasters, terms of trade shocks, and
macroeconomic policy volatility as measured by the volatility of the growth of public
consumption and credit to the private sector (see Figure E. 1). It is worth noting that the
latter also indicates the volatility of economic agents' access to financing for
consumption and investment.

16. The impact of natural disasters has been higher in countries that depend more on
agricultural production. For example, as illustrated in Chapter 2, the volatility of
Dominica declined substantially as the share of agriculture in its GDP declined from
about 40 percent in the 1970s to about 20 percent in the 1990s. Using regression
analysis, Benson et al (2001) confirmed that the impacts of hurricanes have become
relatively less severe as agricultural sector product has declined as a share of GDP.

17. As detailed in Chapter 2, the volatility of terms of trade shocks is relatively high
in the Caribbean - in fact, higher than in all the comparator groups. And terms of trade
shocks are a major determinant of volatility in the Caribbean. Although the degree of
terms of trade volatility in the Caribbean has been virtually constant across decades, the

2 See de Ferranti etal (2000), page 16, Table 2.1
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1990s level is slightly lower than in previous decades. The Caribbean countries that
faced high volatility in terms of trade shocks in the 1990s include Antigua & Barbuda,
Barbados, Trinidad & Tobago, St. Lucia, and Guyana. In fact, Trinidad & Tobago faced
an even greater volatility of terms trade shocks in the 1980s as a result of wider oil price
fluctuations.

Figure E.1: The Main Determinants of Aggregate Volatility in the Caribbean
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18. Another source of volatility in income and consumption, is macroeconomic policy
volatility, which partly reflects inappropriate policy stances by policy-makers. The
direction of causality between macroeconomic policy volatility and economic growth
volatility is however not clearly established. For example, much as fiscal policy
volatility can cause uncertainty among investors, thus creating volatility in economic
growth, volatility in economic growth can also lead policy-makers to adjust fiscal policy
one way or another, thus causing fiscal policy to be volatile. In the second stage of the
preparation of this report, the pro-cyclicality or anti-cyclicality of fiscal and monetary
policy in the Caribbean, and their implication for policy recommendations, will be
analyzed in greater depth.

19. There is only weak evidence that volatility, or its determinants, affect growth
adversely. The results of econometric tests presented in Chapter 2, confirm that while
policy- induced volatility does have an adverse impact on income growth, external shocks
and natural disasters do not. This would tend to support the result that despite the
relatively high volatility of small states, their economic performance is relatively good.

20. The Impact on Households of Macroeconomic Shocks. Households are affected
by macroeconomic shocks principally through the labor market and asset ownership.
Several factors might, in theory, make some households especially vulnerable to
macroeconomic shocks: little diversification in household income, unstable employment,
and reduced demand for low-skill employment as a result of technological change.
These conditions would seem to apply mostly to poor households. However, poverty is a
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subtly different concept from vulnerability. Poverty describes a condition at a point in
time, while vulnerability is a dynamic concept that refers to changes in socioeconomic
status or welfare.

21. Households use several coping mechanisms when facing a shock. An important
issue in this context is whether poor households are affected more by such shocks, and
what shapes their responses. De Ferranti et al. (2000, p. 78) conclude that
"macroeconomic volatility-in particular unexpected negative aggregate income
shocks-do not appear to disproportionately affect the incomes of any particular range of
the income distribution. Specifically, we find no support for the common claim that the
poorest are always those most affected by economic fluctuations". However, the results
for Jamaica indicate that if poverty is defined by consumption level, poorer households
are not only more likely to be unemployed at any times, but they may also tend to suffer
higher (although temporary) increases in their unemployment rates (if one accepts the
hypothesis that the least educated workers are generally poorer than the more educated
ones as the former suffer higher increases in unemployment rates).

22. Figure E.2 shows the various ways in which Jamaican households respond to
recessions (the bars represent the percentage of household using the coping mechanism
indicated on the horizontal axis). Poorer households are less likely to have savings to
fall back on, and are more likely to respond to temporary financial difficulties by asking
for help from relatives. Although they tend to forgo necessities equally as the richer
households, necessities forgone are different across income levels and tend to mean
rather basic necessities for poorer households, such as suspending their health care
spending or pulling (if only temporarily) their children out of school. On the other hand,
richer households are more likely to dip into their savings and less likely to ask local
relatives for help.

Figure E.2: Coping Mechanisms Used by Households in the Caribbean: The Example of
Jamaica
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23. One specificity of the way in which Caribbean households cope with recessions
and shocks in general is the heavy reliance on workers' remittances. Chapter 3 also
presents some evidence that households are reliant on outside support, in the form of
workers' remittances, to cope in difficult times. Nearly half the households in Guyana,
and a third in Jamaica, received remittances from abroad. However, the ability to use
remittances to self-insure against shocks appears to be limited by household income and
education. For example, in Guyana richer households are more likely to receive
remittances, probably because they are more likely to be able to afford the fixed cost of
emigration of a family member. In Jamaica, poorer households are the more likely
recipients, which may indicate that poorer households in Jamaica can afford the fixed
cost of emigration more than poorer households in Guyana, and that better-off
households in Jamaica do not find it necessary to be heavily reliant on remittances as a
self-insurance mechanism.

24. Areas for policy attention. There are areas where the Caribbean countries have
made strides at putting in place institutional arrangements and implementing policies that
help deal with macroeconomic volatility and household vulnerability. At the
macroeconomic level, for example, the OECS countries have reduced their risks of
macroeconomic policy volatility through their membership of the Eastern Caribbean
Currency Union (ECCU). Others have reduced their reliance of a few commodity by
developing a tourism or financial services industry alongside primary commodity based
trade. And, as detailed in World Bank (2002(c)), mechanisms are in place, albeit at an
embryonic level, to help mange naturaldisaster-related shocks. At the microeconomic
level, households have found it useful to increase their reliance on remittances from
migrant family members, turning the ills of the brain drain into an effective form of self-
insurance against shocks. And various government-funded or donor-funded programs
provide help to households after naturaldisaster-related shocks.

25. However, more can be achieved by way of developing countries' capacity to deal
with macroeconomic volatility and household vulnerability in the Caribbean. Definitive
conclusions as to the implications for public policy are clearly premature, pending a more
systematic and in-depth assessment of Caribbean countries' policy and institutional
mechanisms to deal with aggregate and household- level risk. Nevertheless, based on the
very preliminary assessment thus far, three areas of focus in terms of mechanisms to
reduce aggregate volatility can be flagged. The first is to deal with volatility generated or
amplified by fiscal policy, in effect through more effective self-insurance and self-
protection mechanisms. Countries could achieve more macroeconomic stability by
reducing their debt levels, and pursuing- tighter fiscal policies in good times (there are
worrying signs of a relaxation of the fiscal stance even in ECCU member countries).

26. The second is to address volatility brought about by natural disturbances as part of
a comprehensive framework of risk management for natural hazards as laid out in World
Bank (2002(d)). This could include policies to encourage the emergence and expansion
of economic activities in sectors less prone to natural disasters. The third is to enhance
insurance and protection mechanisms that help reduce terms of trade volatility as the
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Caribbean countries increasingly face more liberalized trade regimes with declining
access to protected markets at guaranteed prices. Caribbean countries could also use their
openness to international goods and financial markets to achieve more international risk
diversification (the potential benefits of international risk diversification for the
Caribbean are discussed in greater details in World Bank (2002(d)).

27. At the microeconomic level, as discussed in more detail in chapter 3, in terms of
dealing with volatility affecting the household through the loss of labor income, the main
area of policy and institutional focus should be to strengthen safety net programs, with
special emphasis on targeting and "scalability". Attention should also be directed to
addressing risk facing the household as a result of natural hazards. Policy and
institutional measures need to be designed and implemented as part of a comprehensive
framework for natural risk management.
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CHAPTER 1: ECONOMIC PERFORMANCE IN THE CARIBBEAN

A. Caribbean Countries' Economic Performance

1. The purpose of this section is to briefly present the salient facts regarding the
Caribbean's growth performance, sources of growth, and the stability of the
macroeconomic environment including historical experience with inflation, and issues of
fiscal and external imbalances. Also addressed are issues of relative performance, within
the Caribbean of smaller versus larger countries, and also across relevant comparators
such as the Latin America, the Pacific Islands, and some more developed island
economies.

2. While the Caribbean as a whole has performed well, both in terms of growth and
in the attainment of higher per capita income than Latin America, intra-regional
differences remain. In fact, the gap between the highest and lowest per capita incomes in
the region has increased. '

Growth Performance: Choosing the Relevant Indicator

3. Since cross-border factor payments and transfers, including worker remittances,
have historically been a significant component of income in the Caribbean, in evaluating
the region's growth performance, we distinguish between two measures of income,
namely GDP and GNDI. Box 1.1 clarifies the difference. Table 1.1 and Table 1.2 present
country-wise per capita income and growth rates, respectively.
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4. Relative per capita performance indicators are fairly consistent across the two
measures of income, with the Caribbean outdoing both Latin America and the Pacific
islands in terms of growth and levels. Per capita GDP is higher than per capita GNDI in
the 1 990s, for both the Caribbean and the Pacific. Since the difference between GDP and

I The per capita income differential between the Bahamas and Haiti increased from US$9778 to US$12707
(in constant 1995 US dollars).
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GNDI is net factor income and net transfers (private and official) from abroad, and since
net transfers have been positive, the figures suggest that the Caribbean has received
negative cross-border net factor payments. This is possibly because the region has
historically been a significant recipient of foreign direct investment relative to its size,
which has been followed by repatriation of profits, and also because of net positive
interest payments.

5. The Caribbean's per capita growth is higher than that of Latin America because of
its considerably lower population growth rate. The annual population growth rate in the
Caribbean has been stable at between 0.3 percent and 0.4 percent for the entire period
1970-2000. The corresponding figure for Latin America has been considerably higher at
over 2 percent. The GDP growth rate in the 1990s in the Caribbean therefore has been
0.91 times that of Latin America, while the corresponding figure for per capita GDP
growth is 1.33. The same conparison for GNDI vs. per capita GNDI,2 yields 0.72 vs.
1.25, respectively. The Caribbean region has on average done better in the 1 990s than in
the 1 980s, and has had in particular higher per capita growth rates than Latin America.

Table 1.1: Per capita income levels in the Caribbean in 1995 US$ (decadal averages)

Country GDP GNDI

1970s 1980s )990s 1970s 1980s 1990s
Antigua and Barbuda 3493 5219 7802

Bahamas, The 10295 13028 13104
Belize 1529 1991 2717 1563 2054 2690

Barbados 5627 6720 7289 5765 6729 7042

Dominica 1659 2198 3106 .. 2544 3266

Dominican Republic 1130 1378 1608 1162 1340 1500

Grenada 1613 2129 3046 1634 2281 3143

Guyana 813 667 733 788 606 763

Haiti 517 535 397 532 559 433

Jamaica 1891 1543 1730 1783 1421 1616

St.KittsandNevis 2176 3165 5679 .. 3739 5883

St. Lucia .. 2291 3835 .. 2550 3804

Suriname 603 563 602

Trinidad and Tobago 3389 4594 4382 3166 4275 3948

St. Vincent and the Grenadines. 1248 1654 2412 1362 1724 2553

Regional Medians
Caribbean 1636 2129 3046 1563 2167 2917

Latin America 2310 2174 2288 2356 2286 2329

Pacific Islands 1490 1643 1651 1346 1651 1409

Source World Bank staff calculations.

6. The wide dispersion in performance across the region remains a cause for
concern, however. Of the countries towards the low end of the income range, Haiti and
Jamaica also suffer the lowest growth rates. Of the countries towards the high end of the

2 Data on current transfers is limited in availability, so GNDI estimates do not include Antigua &

Barbuda, the Bahamas and Suriname.
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income range, Barbados and the Bahamas have also had relatively low growth rates in the
1990s. The best growth performers have been the Dominican Republic, Guyana,3 St.
Kitts & Nevis, and St. Lucia.

Table 1.2: Per capita real income growth in the Caribbean (decadal averages)

Country GDP GNDI

1970s 1980s 1990s 1970s 1980s 1990s

Antigua and Barbuda 6.34 6.33 1.96
Bahamas, The 1.08 1.61 0.01
Belize 4.53 2.81 1.93 5.08 1.97 0.98
Barbados 2.33 1.82 0.50 2.16 1.36 0.62
Dominica -3.99 6.29 1 95 4.74 0.82

Dominican Republic 4.38 1.52 3.03 3.84 0.95 3.40
Grenada 6.16 4.72 2.53 4.32 5.22 2.62
Guyana 0.71 -3.32 3.79 2.31 -5.28 7.20
Haiti 2.28 -1.49 -2.47 2.90 -1.56 -2.36
Jamaica -1.34 0.19 -0.12 -1.94 0.89 0.47
St. Kitts and Nevis 4.64 6.89 4.32 9.46 3.49
St. Lucia .. 4.28 3.14 .. 2.14 3.42

Suriname 2.68 -1.73 2.71
Trinidad and Tobago 5.45 -0.73 2.30 5.49 -1.03 3.22
St. Vincent and the Grenadines:: 6.50 4.80 2.41 4.03 4.03 4.05
Regional Medians

Caribbean 3.53 1.82 2.30 3.84 1.66 2.92
Latin America 2.39 -0.67 1.49 2.91 -0.87 2.81
Pacific Islands 2.64 1.63 0.46 5.30 1.57 1.34

Source World Bank staff calculations.

Sources of Growth in the Caribbean

7. The main source of growth in the Caribbean has in most cases been the services
sector. 4 Key definitions in this context are contained in the footnotes. Table 1.3(a)
presents our estimates of sectoral contributions to growth, while Table 1.3(b) presents

3 Guyana experienced negative growth in the 1980s: in part, the high growth in the 1990s reflects a
recovery from this period.

4 Services etc.: Services etc. corresponds to ISIC divisions 50-99 and includes value-added in wholesale
and retail trade (including hotels and restaurants), transport, government, financial, and professional and
personal services such as education, health care and real estate services. Also included are imputed bank
service charges, import duties, and any statistical discrepancies noted by national compilers as well as
discrepancies arising from rescaling.

Other Services: This is a subset of services consisting of real estate, rental and business activities
(excluding owner-occupied dwellings), education, health and social work, other community, social and
personal service activities, private households with employed persons, and extra territorial organizations.

Wholesale and retail trade: This is a subset of services consisting of wholesale and retail trade, and hotel
and restaurants (ISIC divisions 50-55).
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sectoral value-added 5 as a percentage of GDP. Within services, wholesale and irtail
trade (which includes hotels and restaurants) has been the most dominant, particularly for
Belize, Barbados, Jamaica and Suriname. In general, with the exceptions of Guyana and
Haiti, services contribute more than 50 percent of GDP. In terms of contribution to
growth, with the exception of Haiti and Barbados, growth was fuelled by the growth of
the services sector. This contribution was especially significant for Antigua and Barbuda,
St. Lucia and Suriname. In Guyana, where services contribute only 30 percent of the total
value-added, the sector accounts for over 40 percent of aggregate growth. In relative
terms, the increased share of services has been at the expense of agriculture in the
Caribbean. The Caribbean countries as a whole exhibit considerable structural change in
the direction of the services sector, with sectoral contribution to growth increasing from
35 percent to nearly 70 percent between the 1970s and the 1990s. In Latin America, the
opposite is true: services contribute less in the 1990s than they did in the 1970s, with
industry picking up the slack and agriculture more or less stagnant.

8. There have been exceptions however, since not all services-oriented economies
have been performing well, and conversely, some economies with dominant services
sectors have performed relatively poorly. Both Haiti and Guyana are relatively less
services-oriented, and have the lowest per capita income levels in the Caribbean.
However, Guyana exhibited high growth rates in the 1990s. By contrast, Antigua &
Barbuda and Barbados, the richest countries in the sample after the Bahamas, derive
around 75 percent of their GDP from services, typically a characteristic of more
developed countries. It would appear that a diversified production base assists h the
achievement of higher income levels though several other factors would come into play.
The distribution of value-added within the services sector may be important as well.
Suriname, Jamaica and the Dominican Republic are lower than the Caribbean mean per
capita GDP (averaged over the 1990s), but all have dominant services sectors. The
relationship with diversified exports is even less clear. As is discussed in greater detail in
Chapter 2, Haiti has a relatively low concentration of exports in the bp four primary
commodities. However, this has not implied improved growth or income levels.

The Macroeconomic Environment and the External Sector

9. The Caribbean has been relatively successful in achieving inflation stability.
Table 1.4 presents the data (decadal averages) for the Caribbean countries, which
suggests a considerable improvement over time in inflation stabilization. With the
exception of Haiti, Jamaica, Suriname and the Dominican Republic, all countries have
low to moderate single-digit inflation. In effect, the Caribbean strongly outperforms
Latin America by this indicator. In Latin America, the median rates of inflation remain in
the double digits. The median for the Pacific Islands is better than Latin America, but
worse than the Caribbean. Others (Hong Kong and Singapore) have the lowest inflation.
It is interesting to note that the richer countries in the sample have also been more
successful at reducing inflation. Without assuming unidirectional causality, it is

5 Value added is the net output of a sector after adding up all outputs and subtracting intermediate inputs.
It is calculated without making deductions for depreciation of fabricated assets or depletion and
degradation of natural resources.
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generally accepted that a stable policy and macroeconomic environment facilitates the
decision-making process and is an important step towards faster growth and
development. Inflation has been lower in the ECCB countries, suggesting that the
monetary union has played a positive role in achieving macroeconomic stability.

10. While the countries of the Caribbean have been successful at reducing inflation,
and preserving exchange rate stability, as we shall see later, high debt-to-GDP ratios and
high fiscal deficits raise questions of long-run sustainability. While this report does not
examine the exchange rate regimes in operation in the various Caribbean countries, or
tackle the issue of fiscal solvency, we do briefly explore some external sector issues.

11. Given the high degree of openness of the Caribbean countries in general, it is
useful to examine the external sector more closely. We will focus on the current account,
external debt, and foreign direct investment in the Caribbean relative to comparators.
The current account is an important indicator both of performance, and of integration.
On the one hand, it is by definition a measure of excess absorption in the domestic
economy; on the other hand, it also indicates access to world capital markets since it is
closely correlated with the inflows necessary to finance excess consumption and
investment from the rest of the world. Table 1.5 suggests a decline in the current account
deficit in the 1990s compared with the 1980s for the Caribbean in general, reflecting an
improvement in the savings-investment balance and in the ability to finance imports
through exports. Barbados, Suriname and Trinidad & Tobago achieved a current account
surplus in the 1990s. However, Guyana and the ECCB member countries (with the
exception of Antigua and Barbuda) reached two-digit current account deficits in the
1990s. In a relative sense, Latin America had a lower current account deficit both in the
1980s and in the 1990s, though this might reflect a tightening of access to international
financial markets due to balance of payments and financial crises. There has been
agreement in the recent literature, that a crisis, by causing a "sudden stop" in capital
inflows, can force a country towards closure of its current account.
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Table 1.3(a): Sectoral contribution to growth (decadal averages in percent) for selected countries of the Caribbean

Country Agriculture Industry Services etc.

1970s 1980s 1990s 1970s 1980s 1990s 1970s 1980s 1990s

Antigua and Barbuda 2.17 2.41 2.84 13.99 21.48 10.45 83.85 76.11 86.71

Belize .. 61.14 17.44 .. 138.66 26.28 .. -99.80 56.28

Barbados 7.14 2.35 32.09 21.78 14.54 31.03 71.08 83.11 36.88
Dominica 314.65 19.61 4.43 -7.06 19.00 33.64 -207.60 61.40 61.93
Dominican Republic 10.23 19.26 9.51 29.30 31.61 34.69 60.47 49.13 55.80
Grenada 26.18 9.13 23.63 14.73 21.81 68.74 59.09 69.07 7.63
Guyana 60.84 -15.63 33.58 5.84 25.28 25.05 33.32 90.35 41.36
Haiti .. .. 33.61 .. .. 18.49 .. .. 47.90

Jamaica 11.84 3.66 9.73 29.78 35.39 39.36 58.37 60.96 50.91
St. Kitts and Nevis 4.25 231.56 -0.28 11.53 -26.19 26.41 84.22 -105.38 73.87
St. Lucia .. 9.43 -11.86 .. 21.65 16.60 .. 68.92 95.26

Suriname 9.87 19.92 -88.13 44.58 -6.75 6.01 45.55 86.83 182.12
TrinidadandTobago 7.30 -3.37 0.34 53.14 13.76 28.36 39.56 89.61 71.30
St. Vincent and the Grenadines 11.10 17.90 -15.60 31.41 25.01 27.21 57.49 57.09 88.39
Regional averages

Caribbean 42.33 29.03 3.67 22.64 25.79 28.02 35.04 45.19 68.31
Latin America 10.72 13.79 8.92 9.34 43.41 22.79 79.94 42.81 68.29

Source: World Bank estimates.



Table 1.3(b): Sectoral value-added as a percent of GDP for the 1990s

Country Agriculture Industry Manufacturing Services etc. Other services Wholesale and Banidn
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ ~~ ~~~ ~~reta il

Antigua and Barbuda 4.00 18.89 2.48 77.11 23.77 8.78 7.23
Belize 19.68 26.16 15.34 54.16 5.29 15.29 5.10
Barbados 6.71 20.16 9.68 73.13 20.79 16.08 13.30
Dominica 20.68 21.10 7.83 58.22 9.65 9.59 9.51
Dominican Republic 14.05 36.40 20.06 61.29 17.20 12.35 4.92
Grenada 9.91 20.48 6.75 69.61 12.99 9.37 7.14
Guyana 37.57 31.77 11.34 30.66 1.36 4.06 3.30
Haiti 33.79 18.39 9.85 47.82
Jamaica 8.69 40.97 18.19 66.03 7.80 21.87 8.11
St. Kitts and Nevis 5.48 25.43 10.93 69.09 12.18 12.15 9.60
St. Lucia 10.07 19.28 6.74 70.65 13.22 12.48 7.67
Suriname 12.72 25.25 11.95 62.03 1.75 48.99 36.32
Trinidad and Tobago 2.23 42.78 8.45 56.12 15.33 14.73 13.11
St. Vincent and the Grenadines 13.90 25.12 8.16 60.98 9.87 12.40 6.38
Regional Medians

Caribbean 11.40 25.18 9.76 61.66 12.18 12.40 7.67
Latin America 13.03 29.72 17.99 58.99 10.14 16.28 7.02

Note: Overlaps across sectors imply that total will not add up to 100 percent. Value-added by agriculture, industry and services etc. adds up to approximately 100
percent.
Source: World Bank estimates.
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Table 1.4: Inflation rates in the Caribbean (decadal averages of annual percentage growth
rates)

Country CPI Inflation GDP Deflator Inflation
1970s 1980s 1990s 1970s 1980s 1990s

Antigua and Barbuda . . .. 11.71 7.82 3.11

Bahamas, The 6.92 6.28 2.71 6.19 6.50 2.72
Belize .. 4.3 1.8 7.88 3.72 2.36
Barbados 13.8 6.89 2.85 12.4( 7.65 3.17
Dominica 16.3 4.86 2.21 15.6 6.70 3.24
Dominican Republic 9.2C 20.87 15.2 7.6( 19.0 16.04
Grenada 19.1 7.20 2.25 14.7 5.33 2.52
Guyana .. .. 6.86 9.07 32.0 24.73
Haiti 9.26 6.62 20.6 7.86 8.25 19.39
Jamaica 17.2 15.6C 26.0 15.1 17.2 26.19
St. Kitts and Nevis . 4.81 3.5 10.5 6.87 3.36
St. Lucia 13.3 5.77 3.43 .. 4.29 3.09
Suriname 8.78 12.93 96.3 11.22 7.21 97.37
Trinidad and Tobago 11.6 11.72 5.98 15.71 5.22 5.93
St. Vincent and the Grenadines 10.4 5.49 2.8 13.5 6.51 2.71
Regional Medians

Caribbean 11.6 6.62 3.5 11.46 6.87 3.24
Latin America 13.2 25.2 19.41 12.9 26.01 19.44
Pacific Islands 9.32 11.1 4.4 9.57 7.14 4.23
Others 5.91 2.7S 3.62 7.21 6.1 2.86

Source: World Bank estimates.

12. The Caribbean is a significant recipient of foreign direct investment, and as detailed in
World Bank (2002e), FDI along with official and private transfers has helped finance the current
account deficit. In Figures 1.1 we present actual FDI as a percentage of GDP for selected
Caribbean countries. FDI is often used as an indicator of external perceptions of the viability of
a country's economic environment. The recipient country gains the advantages of externally-
financed gross capital formation, along with a stronger commitment by the foreign investor to
maintaining a stake in the domestic economy, as compared to portfolio inflows. In addition,
there are gains from improved global and technological integration, particularly in the context of
small countries that might be unable to exploit economies of scale in technology, investment and
research and development. FDI can also help increase access to foreign markets.

13. The main recipients of foreign direct investment flows (as a percentage of GDP), are the
Dominican Republic, Grenada, Guyana, Jamaica, St. Kitts & Nevis, St. Lucia, Trinidad &
Tobago and St. Vincent & the Grenadines. With the exception of Guyana, which has
experienced a sharp improvement in growth over the 1990s relative to the 1980s, along with an
upsurge in FDI, most of the lower income countries are not significant recipients. In terms of the
relative degree of integration, as measured by the ability to attract FDI, according to World Bank
(2002e), LAC, and the Caribbean in particular, outperforms all. Figure 1.2 presents a summary
chart. The LAC average FDI/GDP in 1999 was 5.1 percent while the corresponding figure for
the Caribbean was 8.3 percent.
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Table 1.5: The current account as a percentage of GDP ( - = deficit)

Country 1970s 1980s 1990s

AntiguaandBarbuda -12.86 -21.27 4.52

Bahamas, The 2.80 -3.99 -6.75
Belize .. 0.73 -5.14

Barbados -13.75 -0.92 1.56
Dominica 0.83 -12.08 -15.68
Dominican Republic -5.00 -4.48 -3.11
Grenada 0.86 -10.60 -18.25
Guyana -14.38 -26.42 -28.31
Haiti -1.97 4.86 -1.72
Jamaica -3.62 -7.58 -3.25
St. Kitts and Nevis .. -14.07 -22.37

St. Lucia .. -12.48 -11.95

Suriname 4.95 1.52 2.19
Trinidad and Tobago 6.26 -3.12 0.53
St. Vincent and the Grenadines -0.41 -7.87 -17.93
Regional Medians

Caribbean -1.19 -7.58 -5.14
Latin America -3.63 -3.47 -3.26
Pacific Islands 4.27 -2.59 4.20
Others -2.70 1.72 9.52

Source World Bank staff calculations.

Figure 1.1: FDI as a percentage of GDP
(Decadal averages)
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Figure 1.2: Regional averages: FDI as a percentage of GDP
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14. External debt-to-GDP ratios in the Caribbean do suggest, however, that sustainability
might become an issue in the future. Figure 1.3 suggests that in general, debt burdens in the
Caribbean have been increasing over time. In part through the Highly-Indebted Poor Countries
(HIPC) Initiative, Guyana has been able to reduce its debt ratio, but it is still at over 200 percent
of GDP. Moreover, growing fiscal deficits in a number of countries could lead to higher
borrowing and indebtedness. This is of concern on many fronts: fiscal solvency may impose
additional constraints on policy-makers in the future, and may threaten both inflation and
exchange rate stability.

Figure 1.3: External Debt as a percentage of GNP for
selected Caribbean countries
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Business Cycle Linkages with the US, UK, and OECD

15. Caribbean countries have fairly strong business cycle linkages with either the United
States or the European Union (mainly through the United Kingdom). Grenada, Barbados, St.
Vincent & the Grenadines, the Dominican Republic, and the Bahamas are strongly correlated
with the US and the UK. St. Kitts & Nevis is correlated with the UK and Haiti with the US but
both are more correlated with the OECD as a group, suggesting that they are strongly correlated
with some OECD countries other than the UK or the US. Antigua is mildly correlated with the
UK, and Belize, Dominica, St Lucia, Jamaica, and Suriname are not significantly correlated with
the US, the UK, or the OECD as a group. Trinidad & Tobago and Guyana tend to have a
negative correlation with OECD countries as both countries are largely dependent on commodity
trade (Table 1.6). Thus business cycles in the UK, the US, or in the OECD countries as a group
can be the source of shock in about half of the Caribbean countries. Annex 1 provides a more
detailed picture of the co- movements between the business cycles.

Table 1.6: Business cycle correlation coefficients; Caribbean and UK, US, OECD

US UK OECD
Antigua 15.2 *33.6 *38.6
Bahamas ***53.3 *33.0 **40.2
Belize -12.5 -21.9 22.8
Barbados ***69.7 ***63.1 ***66.6
Dominican Republic ***47.8 ***41.8 27.7
Dominica 10.5 22.2 20.5
Grenada ***65.5 ***63.8 ***83.7
Guyana -20.8 -22.7 *-32.0
Haiti **36.1 15.9 ***49.7
Jamaica -9.3 12.6 25.3
St. Kitts and Nevis 32.8 **43.1 ***50.4
St. Lucia -12.3 -22.1 30.8
Suriname 7.8 -7.1 14.9
Trinidad and Tobago -12.1 **-38.9 *-32.0
St. Vincent and the Grenadines *37.1 ***47.8 ***57.4

*** indicates significance at 1%, ** at 5% and * at 10%.

Country Size and Economic Performance within the Caribbean

16. The purpose of this section is to further distinguish within the Caribbean by size, since
there is a sense that the predominance of small island nations in the region does have policy
implications in itself. Table 1.7 presents the grouping of countries in our sample by the
population in 1999. Figure 1.4 presents medians for per capita GDP growth, GNDI growth,
inflation and current account/GDP for the two groups of countries.

17. It is interesting that the smaller countries as a group appear to do better on all fronts
except the current account balance, especially in the 1980s and 1990s. It should be noted here
that the current account balance is pre-grant. Both median and average GDP and GNDI growth
rates are higher for the smaller countries. In the 1980s and 1990s, these countries have also been
more successful at controlling inflation. The large current account imbalances in the small
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countries are a source of concern, however. The pre-grant median current account deficit over
GDP was 3.1 percent for the large countries: and 16.8 percent for the small group. While these
highly open economies have been able to sustain their current account deficits by maintaining
access to international capital flows in the past, it should be noted that this situation reflects a
serious resource imbalance, which may have to do with limited diversification in production

Table 1.7: Country grouping by population size in 1999

Smaller countries (less than 1 million) Larger countries (greater than 1 million)

Antigua and Barbuda Dominican Republic
The Bahamas Haiti
Barbados Jamaica
Belize Trinidad and Tobago
Dominica
Grenada
Guyana
Suriname
St. Kitts and Nevis
St. Lucia
St. Vincent and the Grenadines

Source World Bank staff calculations.

and excessive reliance on imports. At the same time, higher FDI generates higher imports,
which could be contributing to the higher current account deficits. Figure 1.4 suggests that
higher growth in income and consumption in small countries may have been fuelled by a
relatively more expansionary monetary policy stance and high growth in public consumption and
in domestic credit to the private sector. A detailed analysis of the business cycles in output
across the Caribbean is undertaken in Annex 1.

18. The external debt to GNP ratio is on average higher for the smaller countries (even if we
exclude Guyana as an outlier) as seen in Figure 1.5. This raises concerns about debt
sustainability, and fiscal solvency. To see if faster growth in the smaller countries could have
been fuelled by expansionary policies, we next examine fiscal deficits for the fast growing
countries of the Caribbean. The high growth economies in the 1 990s were as we saw earlier, the
Dominican Republic, Grenada, St. Kitts & Nevis, St. Lucia, Trinidad & Tobago and St. Vincent
& the Grenadines. Guyana and Suriname had a high average growth rate through the decade of
the 1990s, which could be at least partially a recovery from the negative growth of the 1980s.
The data on fiscal expenditures and revenues is more revealing in that it confirms that the smaller
countries within the region have on average higher deficits. Higher debts and higher deficits
suggest that the performance indicators need to be interpreted with caution. The average fiscal
deficit to GDP ratio was less than 2 percent for the four large countries with populations of more
than 1 million, and was nearly 8 percent for the small countries.

19. The above analysis would imply that while the Caribbean has out-performed the rest of
LAC by several criteria, there are several points of concern. The key policy issues are intra-
regional disparities and the fact that gaps are widening rather than narrowing, high debt-to-GDP
ratios in countries that are vulnerable to shocks, and excessively high fiscal deficits in a number
of countries, suggesting that macroeconomic stability might be at stake in the future.
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Figure 1.4: Growth rates across the Caribbean by size
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Figure 1.5: Debt to GNP ratio
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Figure 1.6: Fiscal deficits as a ratio of GDP
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B. Social Indicators in the Caribbean

19. This section gives a summary snapshot of the Caribbean countries in terms of their social
development indicators. The countries' status is captured with respect to health, poverty,
education, gender, employment and youth at risk. In general the Caribbean countries vary
greatly in their level of social development. The one indicator that was consistently unfavorable
throughout the area is that of HIV/AIDS prevalence. Otherwise health, poverty, education,
gender, employment, and youth development indicators all varied significantly from good to
poor, depending on the individual country. Similarly, when the Caribbean region was compared
to the rest of the developing world, it ranked badly with respect to youth at risk and average to
well with respect to the rest of the social indicators. More details are given in Tables 1.8(a) and
1.8(b) as well as in the following paragraphs.

20. HIV/AIDS. AIDS prevalence is a problem in the Caribbean as is the case throughout the
developing world. The Caribbean has an average HIV/AIDS incidence of 2.15 percent of the
population. This is much higher than the LAC regional average of 0.58 percent. In addition,
among the developing countries, the incidence in the Caribbean is surpassed only by that of Sub-
Saharan Africa, at 8.38 percent. Within the Caribbean region, countries vary from a minimum
frequency of 0.71 percent in Jamaica to a maximum of 5.17 percent in Haiti.
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21. Youth at Risk. Risk starts at a young age, as seen by looking at the overall high fertility
rate per every 1,000 young women, ages 15-19. The highest fertility rate is 101.4 per every
1,000 for the Dominican Republic and the lowest is 16.7 for Trinidad and Tobago. This
emphasizes the diversity of youth outcomes in the Caribbean.

22. Health. Health indicators, such as the mortality rate of infants (per every 1,000) and the
percent of births attended to by trained health personnel, point toward a good health status for the
Caribbean population as a whole. The average for the entire LAC region as a whole is 29, which
is second-to-lowest amongst all developing regions, exceeded only by Europe and Central Asia,
which has an incidence of 20. Amongst all of the Caribbean, Haiti has the poorest performance
with respect to infant mortality rate, at 70, while Trinidad and Tobago has the lowest at 16. This
relatively low average mortality rate in infants corresponds to the fact that, on average, 84
percent of the overall births in the region are attended by trained health personnel. Similarly, the
high mortality rate of infants in Haiti can be safely explained by the mere 21 percent of births
attended to by trained health personnel, the lowest in the region. Barbados has the best possible
rate of births attended to by trained health personnel in the area, at a frequency of 100 percent.

23. Poverty. Reflecting the varied nature of the region, there are significant variations with
respect to the percentage of the population below the national poverty line. Haiti has the highest
poverty rate at 53 percent, which corresponds well with the below average social indicators of its
citizens. Meanwhile, Barbados has the lowest rate of poverty at 13.9 percent, in the given
sample. According to the GINI index, a measure of the degree of income inequality of a society,
the region is not very diversified. The range between the minimum of 37.9 for Jamaica and the
maximum of 47.4 for the Dominican Republic is quite narrow.

24. Education. Education is a forte in the Caribbean, displayed not only by high public
spending on education, but also relatively low illiteracy. The average public spending on
education for LAC as a whole is 3.3 percent. This is on the high side of the developing countries
overall, surpassed only by Europe and Central Asia and the Middle East and North Africa. True
to the diversity of the region, public spending on education varies anywhere from a maximum of
9.3 percent of GDP in Guyana, to 1.4 percent of GDP in Haiti. This high spending on education
is reflected in the low illiteracy rate relative to other developing regions. For example, one can
see illiteracy rates as high as 45 percent in South Asia. LAC as a whole, exhibits the lowest
illiteracy rate of all developing regions, at 11.6 percent. Amongst the countries of the area, Haiti
once again remains an outlier, with a 50 percent rate of illiteracy. This contrasts greatly with a
country such as Guyana, which has a mere 1.5 percent rate of illiteracy.

25. Women. Women have a good standing overall in the Caribbean, with all countries except
Belize falling above 30 percent female labor force participation. This is in line with the
corresponding figure of 35 percent for the LAC region as a whole, which falls in the middle of
the range of the various developing regions. Within the Caribbean region, there is some variance
in this regard, with a maximum of 46.2 percent in Jamaica and a minimum of 24 percent in
Belize. Perhaps a more telling indicator of the strength of women in the labor force is that of the
percentage of women employed in the nonagricultural sector. For the entire LAC region, the
average is 41.2 percent, and all the Caribbean countries fall above 30 percent non-agricultural
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female employment. Within the region, there is again some variance with respect to this
indicator, but only by an 11-point spread, ranging only from a minimum of 34 percent in
Suriname to a maximum of 47 percent in Barbados.

26. Employment. Unemployment is high though the educational quality of the labor force
appears to be high also, given that limited data is available. The unemployment rate for LAC is
9 percent, which is higher than the corresponding figure for East Asia and the Pacific of 3.8
percent, and lower than that for Europe and Central Asia, which is 11 percent. Within the
Caribbean area, the countries do not vary greatly. For example, Barbados has the least
unemployment, at 9.3 percent while the Dominican Republic has the highest, at 15.9 percent.
When we consider the percentage of labor force with secondary education, there is a great deal
of variance according to the individual country. With a minimum of 15 percent in Belize and a
maximum of 64 percent in Barbados, there is a 49-point spread with regard to this indicator in
the Caribbean countries in our sample.

Table 1.8(a): Selected Social Indicators: Regional Comparisons

; percent Mo,pidityr'n Sp~iding Illiteracy UFe

percent g Rate,~ ~ ~~eren Wmn ne~l5i~z~,
Adults Re, on e eae

Region Living with tper education, pecet p
HIVAIS() I 066~) percent _ Laor S" A)4orc

GLDP(g

East Asia and .22 35.5 2.8 14.2 44.4 3.8
the Pacific

Europe and .2 20 5.1 3.3 46.3 43.1 11.1
Central Asia

Latin America .6 29.1 3.2 11.6 34.8 41.2 9.2
and the
Caribbean

Middle East .03 43 5.1 35.2 27.7 18.1
and North
Africa

South Asia .6 72.9 3 45.2 33.4

Sub-Saharan 8.4 91.2 3.6 38.5 42
Africa
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Table 1.8(b): Selected Social Indicators: Country Comparisons
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Barbados 1.17 100 16.7 13.9 5.2 46.1 46.9 9.3 63.9
Belize 2.01 77 30.5 28 4.9 6.8 24.1 39.97 12.8 15
Dominican 2.8 99 39 33.8 47.4 37.9 2.2 16.3 30.8 35 15.9
Republic
Guyana 3.01 95 53.6 35 40.2 32 9.3 1.5 34 36 11.7 28
Haiti 5.17 21 70 53 1.4 50.2 42.9
Jamaica .71 95 20.5 16.8 37.9 30.3 6.3 13.1 36.4 48 15.7
Surinamne 1.26 91 26.6 21 3.6 33.7 33.9 10.6 60
Trinidad and 1.05 98 16 21 40.3 29.9 3.2 6.2 34.3 38 13.1 55.4
Tobago

Notes
(a)Data source is 1999 United Nations HIV Report for countries in table 1 .7b, GDF-WDI for regions in table 1.7a.
(b)Data source is United Nations. Data are aver-aged over 1990-99.
(c)Data source is GDF-WDI, Barbados, Belize, Guyana and Surinane 2000; 1999 for the rest.
(d)Data source is GDF-WDI, supplemaited by poverty assessment reports of the World Bank, for last available year which is 1998 for the Dominican Republic, 1993 for Haiti, 2001 for Jamaica, 1999
for the rest.
(e)Data source is GDF-WDI, 1995.
(t)Data source is GDF-WDI, 1995.
(g)Data source is GDF-WDI, 1998 for countries in table I1.7b; 2000 for regions in table 1 .7a.
(h)Data source is GDF-WDI, 2000.
(i)Data source is GDF-WDI, 1999 for the rest, Statistical Institute of Jamaica, 200 1.
(j)Data source is GDF-WDI, 1995
(k)Data source is GDF-WDI, 1996.
(1)Data source is GDF-WDI, 1998
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CHAPTER 2: MACROECONOMIC VOLATILITY IN THE CARIBBEAN:
STYLIZED FACTS, CROSS-REGIONAL COMPARISONS, AND ANALYSIS OF
DETERMINANTS

A. Introduction

1. Many Caribbean countries are generally classified as small states or small island
developing countries. As such, they are widely perceived as being more vulnerable to
macroeconomic shocks than most other developing countries. This was supported by
recent work by de Ferranti et al. (2000) on the Latin America and Caribbean (LAC)
region. The presumption that snaller countries may suffer greater volatility is based on
three main principles.

2. First, many small states are vulnerable because of geography as they are located
in naturaldisaster-prone zones. This is largely the case for the Caribbean basin as well as
for the islands located in the Pacific ocean. These countries face natural disasters such as
tropical storms and hurricanes, earthquakes, volcanic activity, landslides and mudslides,
droughts, storm surges, floods, and bush fires. The proneness to natural disasters has
been evoked in a number of papers and reports dealing with the degree of vulnerability
facing small islands. Moreover, when they hit, even moderate shocks tend to have a
systemic and deep impact on small states because of the high physical and sectoral
concentration of their economic activity. For example, in 1988, Hurricane Gilbert caused
an estimated US$1 billion of damage in St. Lucia; in 1979 in Dominica, hurricane David
caused the temporary exodus of almost 20,000 people, equivalent to about a quarter of
the pre-hurricane population in 1978. The exodus complicated post-hurricane
reconstruction efforts as many skilled people left the island. Real GDP plummeted by 17
percent in 1979, and agricultural GDP alone dropped by 32 percent.

3. Second, to overcome constraints due to the small size of their domestic markets,
small states tend to rely more on international trade. Their openness to trade - as
measured by the ratio of exports and imports to GDP - is on average much higher than in
larger countries. Although trade is beneficial for economic growth, high trade openness
has been shown to expose small countries to terms of trade shocks, thus increasing the
volatility of their economic growth. l In addition, many small countries tend to depend
on few commodities or sectors, and few markets for their exports. This would exacerbate
the volatility of their economic growth. Moreover, the prominence of tourism and other
traded services implies marked sensitivity to developed countries' business cycles.

4. Third, small countries face diseconomies associated with small scale and are
therefore limited in their ability to put in place institutions and policies that would
normally help manage their exposure to economic and other types of shocks. They tend
to have a smaller pool of human and institutional resources to draw on to help predict,
mitigate, and manage the effects of shocks. Also, a special feature of small countries is

Easterly and Kraay (2000).
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that their financial systems tend to be small (and perhaps less competitive), which makes
it difficult to maintain liquidity. And access to international capital may also depend to
some extent on the size of the borrower. Small states' macroeconomic policies might
therefore tend to be the source, rather a remedy to, macroeconomic volatility as their
ability to conduct counter-cyclical policies could be limited by their inability to transfer
sufficient resources from good times to bad times.

5. This chapter analyzes patterns of volatility across Caribbean countries and across
time, and investigates the factors driving these patterns. The chapter compares volatility
in the Caribbean countries with volatility in other countries in the LAC region (their
regional comparators), and with the small islands states located in the Pacific Ocean, as
well as with two successful island countries: Singapore and Hong-Kong.

B. Aggregate Volatility in the Caribbean

6. Volatility in the Caribbean countries over time. Macroeconomic volatility - as
measured by the volatility of the growth rate of national income - has been high in the
Caribbean countries, particularly in the 1980s (see Box 2.1 for definition and Figure 2.1
for illustration). Volatility is higher when income is measured by the gross national
disposable income (GNDI) than when measured by the gross domestic product (GDP).
Comparing the three decades of the 1970s, 1980s, and 1990s, the 1980s have been the
most volatile period for the Caribbean (both in terms of GDP and GNDI), a result also
found in de Ferranti et al. (2000). In the Caribbean, GDP growth volatility was lowest in
the 1990s, while GNDI growth volatility was lowest in the 1970s.

Figure 2.1: Volatility of income growth in the Caribbean: 1970s, 1980s, 1990s
(Standard deviations in percentage points of growth)
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7. Volatility across countries. There are marked differences in volatility across
Caribbean countries during 1970-2000, and the list of most volatile countries varies
depending on the volatility measure used. St. Lucia, the Bahamas, Suriname, and
Dominica top the list for GDP volatility, with a volatility of 6 percent or higher; while
Guyana, Dominica, St. Kitts & Nevis, Jamaica, St. Lucia, and Trinidad & Tobago top the
list for GNDI volatility, with a volatility of 8 percent or higher (see Figure 2.2). Thus,
Dominica had a high volatility both of GDP growth and of GNDI growth on average
during 1970-2000.

8. Many Caribbean countries, especially Dominica, achieved a declining level of
volatility over the 1970-2000 period. While Dominica had the highest level of GDP
growth volatility among Caribbean countries in the 1970s, it has achieved the lowest
level of GDP growth volatility in the 1 990s (see Table 2.1). Trinidad & Tobago and
Jamaica have also seen their volatility decrease over the past three decades, both in terms
of GDP and GNDI growth volatility, and a few other countries (the Bahamas, Dominica,
St. Kitts & Nevis, and St. Vincent & the Grenadines) have seen their GDP growth
volatility decrease. At the other end of the spectrum, Guyana, Haiti, and the Dominican
Republic have seen their volatility increase over the decades.

9. Within the Caribbean region, better-off countries tend to be less volatile while -

contrary to the received wisdom larger countries are not necessarily less volatile. De
Ferranti et al. (2000) showed, based on a graph, that volatility tends to be negatively
correlated with country size and income per capita. Looking at the Caribbean region, we
find here that the observation that volatility is lower in better-off countries holds; in other
words, income matters. However, the observation that volatility is higher in smaller
countries does not hold within the Caribbean; in other words, size does not matter. In
fact, this is consistent with the result obtained by de Ferranti et al. (2000) once they took
into account other key determinants of income volatility within a more rigorous
regression analysis. As a rule, larger Caribbean countries tend to be poorer and
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(therefore) more volatile than smaller ones. In other words, within the Caribbean region,
the income factor appears to dominate the size factor.

Figure 2.2: Volatility of income growth in the Caribbean: 1970-2000
(Standard deviations in percentage points of growth)
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Source World Bank staff calculations.

Table 2.1: Volatility of income growth in the Caribbean in percent by decade

Country GDP -X GNDIo - ,

1970s 1980s 6 199Os1 97Os 91980s 1990s |
Antigua and Barbuda 2 23 3.49 3.20
Bahamas, The 13.58 5.80 2.62 .
Belize .3.96 6.14 2.99 .4.80 7.76 4.09
Barbados 3.68 4.40 3.68 5 89 6.20 6.59
Dominica 21.37 4.60 1.31 11.90 9.54
Dominican Republic .353 2.86 4.37 2.97 3.29 5.78
Grenada 042 3.54 2.58 4.52 6.23 5.96
Guyana .4.36 4.92 3.99 .17.00 9.87 11.81
Haiti .3.94 2.95 5.56 .6.73 3.36 9.13
Jamaica *6.85 4.30 2.01 .12.78 8.44 5.85
St. Kitts and Nevis 4.21 4.96 2.04 8.25 9.51
St. Lucia 10.49 6.54 12.06 5.76
Suriname 4.68 8.64 5.23
Trinidad and Tobago .5.16 5.86 2.64 .10.76 8.40 4.88
St. Vincent and the Grenadines .6.05 3.47 3.20 .364 3.64 7.72

Note: Underlying data are in constant, 1995 US dollars.
Source: World Bank staff calculations.
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10. Cross-regional comparison of volatility. The Caribbean countries appear to have
a volatility level that compares well with that of Latin American countries and the Pacific
islands. Although Caribbean countries are more volatile than other countries in the LAC
region and the Pacific islands when volatility is measured by the standard deviation of
GNDI growth, their GDP growth volatility is slightly lower (Figure 2.3). In fact, even in
de Ferranti et al. (2000), four Caribbean countries (Belize, Barbados, Haiti, and Jamaica)
out of the eight included in their sample had a GDP growth volatility that is less than the
LAC average. 2

11. Decade-by-decade variations in volatility are larger in Latin America and the
Pacific islands than in the Caribbean when volatility is measured by the standard
deviation of GDP growth. The 1970s were a lot more volatile than the 1980s and 1990s
for the Pacific islands, while the 1980s were a lot more volatile than the 1970s and 1990s
for Latin America (Table 2.2(a)). The Caribbean region falls somewhere in between:
while volatility in the 1970s was high compared to the 1990s (as in the Pacific), volatility
was highest in the 1980s (as in Latin America). This intermediate position may reflect
the fact that the Caribbean region shares some of the factors that affect volatility in the
Pacific islands (natural disasters, trade openness, new countries and new institutions in
the 1970s), while sharing some of the factors that affected volatility in Latin America
(strong business cycle linkages with the US and the UK, and the 1980s debt and
commodity crisis).

Figure 2.3: Volatility of income growth: Caribbean vs. comparators 1970-2000
(Standard deviations in percentage points of growth)

12-

10 

8

6

4

2

0 
Caribbean Latin America Pacific Islands Others

IIi GDP ° GNDI
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2 See de Ferranti et al. (2000), page 16, Table 2.1.
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Table 2.2(a): Volatility of income growth: Caribbean vs. comparators by decade
(Standard deviations in percentage points of growth)

Country GDP GNDI

1970s 1980s 1990s 1970s 1980s 1990s
Caribbean 4.28 4.60 3.20 5.89 8.00 6.27
Latin America 2.85 4.76 2.85 4.96 6.39 5.17
Pacific Islands 7.55 5.10 4.24 7.84 6.58 7.94
Others 10.59 9.88 8.91
Note: Underlying data arc in constant 1995 US dollars.
Source: World Bank staff calculations.

12. Volatility of Consumption. The Caribbean region suffers high volatility in real
private consumption growth - an aggregate which provides a more accurate measure of
the change in the standard of living of the population. Using the standard deviation of
consumption growth as the measure for consumption volatility, and comparing across
regional medians, we see that the Caribbean region was nearly twice as volatile as Latin
America in the decade of the 1990s (see Table 2.2(b)). The difference between
consumption volatility and income volatility is much greater for Caribbean countries than

Table 2.2(b): Volatility in private consumption growth for selected Caribbean
countries

(Standard deviations in percentage points of growth)

Antigua and Barbuda 3.96 16.09 9.83
Bahamas, The
Belize .. 9.84 10.39

Barbados 11.01 8.38 5.58
Dominica 10.06 8.23 5.08
Dominican Republic 8.21 5.70 6.32
Grenada 4.66 5.10 8.94
Guyana 11.46 24.08 10.02
Haiti 4.22 3.75 8.48
Jamaica 11.10 6.47 6.06
St. Kitts and Nevis 1.35 10.34 10.39
St. Lucia .. 19.36 7.61

Suriname 66.93 29.06 24.89
Trinidad and Tobago 14.96 11.82 9.93
St. Vincent and the Grenadines 9.97 9.97 12.19

Regional Medians
Caribbean 10.01 9.91 9.39
Latin America 7.26 6.99 5.84
Pacific Islands 9.83 4.74 4.42
Others 11.41 7.83 9.25

Note: Underlying data are in constant 1995 US dollars.
Source: World Bank staff calculations.
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for Latin America. This may reflect the fact that consumers in the Caribbean have less
ability to protect their consumption from fluctuations in income through mechanisms
such as asset use, borrowing, or counter-cyclical public sector policies. This would imply
that the impact of economic fluctuations on the welfare of households is likely to be
much more severe in Caribbean countries. Just as with income volatility, consumption
volatility is highest in the Caribbean countries with lower per capita income levels.
However, unlike with GDP growth volatility, consumption growth volatility tends to be
higher in the smaller Caribbean countries. 3

13. While consumption volatility tends to be higher in countries with a high GDP
growth volatility, it tends to be lower in countries with a high GNDI growth volatility
(Figure 2.4). This suggests that factor income and more importantly transfers (including
remittances) may play some role in smoothing out the volatility of consumption in the
face of a shock that increases the volatility of GDP.4 Thus the higher volatility of GNDI
found earlier may have been salutary for consumption volatility in the Caribbean region.

Figure 2.4: Income volatility and Consumption Volatility

GDP volatility and Private consumption volatility
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3 Consumption volatility in the Caribbean countries is dealt with in greater detail in World Bank (2002c),
the results of which are not strictly identical to the results reported in this report due to differences in the
methodology. While World Bank (2002c) analyzes volatility in the level of private consumption per capita,
the results reported in this report refer to volatility in the growth of (total) private consumption.

4 In fact, consumption volatility appears to be lower in countries receiving a large amount of remittances
per capita.
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GNDI volatility and Private consumption volatility
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Source: World Bank staff calculations.

14. The correlation between GDP volatility and public consumption volatility is also
strong and significant. However, there appears to be no correlation between GNDI
volatility and the volatility of public consumption. Again, this may suggest that official

transfers act to smooth out the impact of GDP volatility on public consumption in the
face of a shock. Conversely, it may also suggest that the impact of public consumption

volatility on GDP is smoothed out through private transfers.

C. Determinants of Volatility in the Caribbean

15. This section seeks to identify the determinants of aggregate volatility in the

Caribbean region. First, the section reviews the evolution of potential drivers of volatility
as suggested in the literature or by the specificities of the Caribbean region. The factors
that may drive aggregate volatility are grouped into three categories: natural disasters,
terms of trade volatility, and macroeconomic policy volatility. Factors that may amplify
or help absorb aggregite shocks are also reviewed. Then, the section presents the results

of a more rigorous econometric analysis where the statistical significance of the various
potential drivers of aggregate volatility is systematically evaluated. The section ends
with an analysis of the potential impact of aggregate volatility on economic growth.

Natural Shocks and Disasters

16. The Caribbean region is known to suffer frequent shocks related to natural

disasters, and these shocks often have serious consequences on the Region's economies.
Figure 2.5 shows that the median frequency of natural disasters of a meaningful
magnitude in economic terms (i.e., with an economic cost of at least 2 percent of GDP) in

the Caribbean is about twice that of Latin America as a group. The median peak cost of
natural disasters in the Caribbean is four times higher than in Latin America, and five

times higher than in the Pacific. We should note however that information on the costs of
natural disasters is incomplete, and the numbers should be taken as indicative.
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17. Natural disasters have larger aggregate effects in smaller Caribbean countries than
in larger ones. While the larger Caribbean countries (Haiti, Jamaica, and the Dominican
Republic) have faced the highest frequency of shocks during the three decade period of
1970-2000, probably due to the larger exposure as a result of their relatively larger size,
the smaller countries have tended to face a higher average cost relative to their GDP
(Table 2.3). St. Lucia, St. Kitts & Nevis, Dominica, and Antigua & Barbuda have
incurred average costs ranging from 11 percent of GDP to 144 percent, compared to 4 to
5 percent for the larger countries, despite a frequency of shocks of about half that of
larger countries.

18. The impact of natural disasters hls been higher in countries that depend more on
agricultural production. For example, as illustrated earlier in Table 2.1, the volatility of
Dominica declined substantially as the share of agriculture in GDP declined from about
40 percent in the 1970s to about 20 percent in the 1990s. Using regression analysis,
Benson et al. (2001) confirmed that the impacts of hurricanes have become relatively less
severe as agricultural sector product has declined as a share of GDP. However, it is
acknowledged that hurricane David in 1979 was more severe than most subsequent
hurricanes, and that the decline in volatility is also attributable to many factors other than
the fall in the agricultural share of GDP.

Figure 2.5: Frequency and costs of natural disasters
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Source: World Bank staff calculations based on EM-DAT:
The OFDA/CRED International Disaster Database
(www.cred.be/emdat - Universite Catholique de Louvain - Brussels, Belgium)
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Table 2.3: Frequency and cost of natural disasters in the Caribbean over the period 1970-
2000 5

Average
Country Frequency cost/GDP

(in percent)
Antigua and Barbuda 6 10.76
Bahamas, The 4 7.87
Belize 6 9.72
Barbados 4 3.54
Dominica 6 29.40
Dominican Republic 15 4.98
Grenada 4 3.93
Guyana 5 4.04
Haiti 19 3.68
Jamaica 17 4.02
St. Kitts and Nevis 7 32.94
St. Lucia/1 8 143.93
Suriname 0
Trinidad and Tobago 4
St. Vincent and the Grenadines 8 17.13
': In 1988, Hurricane Gilbert caused an estimated US$1 billion of damage.
Source World Bank staff calculations based on EM-DAT: The
OFDA/CRED International Disaster Database (www.cred.be/emdat -

Universite Catholique de Louvain - Brussels, Belgium)

19. Going forward, climatic changes, especially the rise in global air and sea
temperatures in the Caribbean basin, could give rise to more frequent and more powerful
hurricanes. Climate changes could cause a rise in mean sea levels, making the costal eco-
system and shore base facilities more vulnerable (especially in countries with important
tourist facilities in coastal zones as well as countries with land areas below sea level such
as Guyana). With a higher sea level, storms and hurricanes could be more destructive to
capital stock and economic and social activity even if their frequency and intensity do not
increase.

Terms of Trade Disturbances

20. Real external shocks which come in the form of terms of trade disturbances
transmitted to the domestic economy through the trade channel are particularly relevant
for macroeconomic volatility in countries that participate in international trade and that
export goods and services whose prices are subject to significant fluctuations. We first
review the importance of terms of trade growth volatility where only the prices are taken
into account. Then we review the importance of terms of trade shock volatility where the
degree of trade openness of the country is also taken into account.

5 In table 2.3, we consider the frequency of all natural disasters, including those that cost less than 2
percent of GDP, and those for which cost data is not available.

27



21. The volatility in terms of trade growth (Figure 2.6) captures the uncertainty about
relative price changes gven the level of trade diversification. Highly volatile terms of
trade growth may imply that exports are concentrated and that price movements (of
relevant individual goods or services) therefore have a big impact on the consolidated
price. This would be the case, for example, if exports are concentrated in a few
commodities known to have volatile prices on international markets. The volatility in
terms of trade growth was higher in the Caribbean than in the Pacific Islands during the
1990s. In previous decades, terms of trade growth volatility was lower in the Caribbean
than in the Pacific (in the 1970s) or comparable (in the 1980s). Interestingly, the volatility
of terms of trade growth in the Caribbean was less than that in Latin America in all three
decades.

Figure 2.6: Volatility in terms of trade growth
(Standard deviations in percentage points of growth)
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22. The lower volatility of terms of trade growth experienced in the Caribbean
compared to Latin America is consistent with the fact that Caribbean countries are less
dependent on commodities for their exports and the fact that many Caribbean countries'
commodity exports (e.g., sugar and bananas) benefit from preferential access to the EU
market at prices not subject to large fluctuations. A key factor that may contribute to
amplifying the economic impact of terms of trade volatility faced by a country is export
concentration in a few commodities, i.e., the high share of a few commodities in total
exports. Looking at the share of the first four commodities in total exports, Caribbean
countries' export concentration is not inordinately high (Figure 2.7(a)). Only one
Caribbean country - Suriname - out of a total of 14 for which data exist, has an export
concentration of more than 40 percent, while three of seventeen Latin American countries
for which data are available have a trade concentration of more than 40 percent (Figure
2.7(b)). And Suriname, despite having a very high commodity dependence, faces
relatively low terms of trade shocks.
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Figure 2.7(a): Concentration of exports in the four top commodities in the Caribbean
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Note: The underlying data are taken from GDF-WDI and refer to the year 1998.
Source: World Bank staff calculations.

23. However, Caribbean countries have a high export concentration when tourism is
taken into account, but again, it is unlikely that this high concentration has represented a
major source of volatility. When tourism is added to the first four commodities, a lot
more Caribbean countries show a very high export concentration (Figure 2.7(c)). Export
concentration then exceeds 80 percent for Suriname and St. Lucia. It exceeds 60 percent
for St. Kitts & Nevis and Antigua & Barbuda, and reaches 50 percent for Barbados,
Belize, Dominica, Grenada, and Jamaica. Only four countries - Dominica, Guyana, the
Dominican Republic, and Haiti - show an export concentration of less than 40 percent
when tourism is taken into account. However, these countries experienced a high
income volatility (with the exception of the Dominican Republic), while many countries
with high export concentration (when tourism is taken into account) such as Antigua &
Barbuda, Belize, and Barbados, experienced relatively low aggregate volatility. Thus, it is
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unlikely that the higher trade concentration due to tourism has played a significant role in
increasing the income volatility faced by Caribbean countries.6

Figure 2.7(b): Concentration of exports in the four top commodities:
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Note: The underlying data are taken from GDF-WDI and refer to the year 1998.
Source: World Bank staff calculations.

6 It should be noted however, that the data set used here does not cover the aftermath of the events of
September HI, 2001, which had a moderately severe impact on tourism in the Caribbean region.
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Figure 2.7(c): Concentration of exports in the four top commodities plus tourism:
Caribbean
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24. The impact of terms of trade fluctuations on an economy is determined not only
by the magnitude of price fluctuations, but also by the degree of openness of the economy
to international trade. Therefore, to gauge that impact, we look not only at volatility in
terms of trade growth, but also at the volatility of terms of trade shocks, which reflects
both the changes in the terms of trade and the degree of openness of the economy.7 The
volatility of terms of trade shocks is found to be relatively high in the Caribbean. It was
higher than in the Pacific in the 1990s though lower in tlr previous two decades. The
comparison with Latin America reveals an interesting reversal: although terms of trade
growth volatility was lower in the Caribbean than in Latin America, terms of trade shock
volatility is higher in the Caribbean (Figure 2.8(a)). The higher volatility of terms of
trade shocks found in the Caribbean is due to the much higher openness of the region to
external trade (Figure 2.8(b)).

7 Volatility of terms of trade shocks is measured as 10-year standard deviations in terms of trade shocks.
Terms of trade shocks are defined as (change in price of exports)*(exports/GDP)(change in price of
imports)*(imports/GDP).
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Figure 2.8(a): Volatility in terms of trade shocks
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Figure 2.8(b): Average openness as a percentage of GDP
(Regional medians)
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the 1 990s include Antigua & Barbuda, Barbados, Trinidad & Tobago, St. Lucia, and
Guyana (Table 2.4). In fact, Trinidad & Tobago faced an even greater volatility of termns
trade shocks in the 1980s as a result of wider oil price fluctuations. Over all three
decades, Haiti has faced lower volatility in terms of trade shocks owing to the fact that its
economy is relatively less open. Suriname also displays a relatively smaller degree of
exposure to terms of trade shock volatility, a result which appears somewhat surprising
given Suriname's high concentration of its exports in four commodities but consistent
with price stability enjoyed on the EU preferential market.
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Table 2.4: Volatility in terms of trade shocks "

Country 1970s 1.98Os-, 1990s

Antigua and Barbuda 19.16 11.56 75.25

Bahamas, The 2.25 7.17

Belize .. 12.32 2.48

Barbados 3.56 6.52 11.03

Dominica 1.09 7.42 3.63

Dominican Republic 12.10 4.78 4.22

Grenada 7.23 13.12 6.79

Guyana 19.97 9.18 8.67

Haiti 4.45 5.24 1.63

Jamaica 9.06 7.95 5.87

St. Kitts and Nevis 7.68 6.28 7.42

St. Lucia .. 7.32 9.43

Suriname 5.31 9.09 3.54

Trinidad and Tobago 4.23 11.99 10.46

St. Vincent and the Grenadines 7.60 4.07 5.47

Median Volatilities
Caribbean 7.23 7.42 6.33

Latin America 6.76 5.91 3.51

Pacific Islands 13.26 10.24 4.32

Others 5.46 3.87 3.11

1 Terms of trade shocks are defined as (trade/GDP)*(change in terms of trade)
Source: Terms of trade data are from the IMF for the Caribbean and from

WDI-GDF for the rest.

Macroeconomic Policy Volatility

26. Macroeconomic policy volatility can affect income volatility. This is so because
economic agents make income-generating decisions taking into account the (future)
economic environment. Also, the stability of macroeconomic policies may directly affect
the return on investments. However, to a great extent for Caribbean countries, large
exogenous shocks in the presence of weak insurance and financial markets may cause
policy variables to be reactive and therefore add to macroeconomic policy volatility. Of
course, government spending (say) could increase in response to exogenous shocks, in
which case higher volatility of fiscal policy might be desirable. Figure 2.9 shows that
both fiscal policy volatility and monetary policy volatility have a positive association
with GDP growth volatility in the Caribbean region. Whether this means that
macroeconomic policy volatility causes aggregate volatility, or whether it means that
aggregate volatility causes macroeconomic policy volatility in a pro-cyclical or anti-
cyclical fashion will require further analysis.

S In the next phase of the work on this report, we intend to analyze the pro-cyclicality of fiscal policy in
greater detail by constructing estimates of the structural fiscal balance, and estimating the correlation

between the fiscal cycle and the output cycle.
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Figure 2.9: Macroeconomic policy volatility and income volatility
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27. Fiscal policy volatility, as measured by the volatility of real public consumption
growth across decades, has been relatively high in the Caribbean, possibly because public
consumption responds to shocks. In fact, the Caribbean has had a higher fiscal policy
volatility than all comparator groups throughout the period studied (Figure 2.10).
Guyana, St. Kitts & Nevis, the Dominican Republic, and Haiti have had especially
volatile fiscal policies in the 1990s (Table 2.5).
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Figure 2.10: Volatility in public consumption growth
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Table 2.5: Fiscal Policy Volatility by Country

(Standard deviations in percentage points of growth in public consumption)

Country 1970s 1980s 1990s
Antigua and Barbuda 17.60 7.88 5.04

Bahamas, The 8.29 3.26
Belize 10.57 13.78

Barbados 17.32 6.31 11.19
Dominica 10.36 5.95 2.78
Dominican Republic 28.05 11.96 22.75
Grenada 33.77 10.98 7.27
Guyana 22.52 32.86 35.87
Haiti 11.42 8.13 21.99
Jamaica 10.35 9.07 14.11
St. Kitts and Nevis 16.30 15.05 35.91
St. Lucia .10 15.25 9.94
Suriname 15.07 57.23 13.72
Trinidad and Tobago 12.27 31.39 8.38
St. Vincent and the Grenadines 4.40 4.40 11.91
Regional Medians

Caribbean 15.07 10.57 12.82
Latin America 8.94 9.96 12.73
Pacific Islands 14.39 8.58 9.04
Others 5.10 9.09 4.77

Note: Underlying data are in constant 1995 US dollars.

Source: World Bank staff calculations.
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28. Contrary to fiscal policy volatility, the Caribbean has had a lower monetary policy
volatility than the Latin American countries, most of which have experienced episodes of
extreme inflation driven by monetary financing of unsustainable fiscal imbalances over
the last two decades (Figure 2.1 1). In fact, since the 1970s, the standard deviation of base
money growth has been higher in LAC than in most other world regions (see de Ferranti
et al. (2000)). In the 1 990s, the Caribbean region had a lower volatility of reserve money
growth than all comparators (Latin America, Pacific islands, and Singapore-Hong Kong),
reflecting by and large sound monetary policy in the Caribbean, notably among the
Eastern Caribbean Central Bank member countries.

Absorption and Amplification of Shocks: The Importance of Financial Markets and
Remittances

29. Domestic and international financial markets can play an important role in
amplifying or absorbing shocks. By diversifying their assets and buying risk-reducing or
selling risky income-generating assets on financial markets, agents can reduce the
magnitude of income volatility. Economic agents can also buy market insurance on
domestic and international markets to reduce the impact of shocks on their economic and
social activities. Thus, access to international financial markets, including insurance
markets, can allow domestic economic agents to limit the effect of aggregate country-
specific shocks on the domestic economy by attempting to protect themselves.

29. The link between Caribbean countries and world financial markets is weak,
however. In fact, as documented in de Ferranti et al. (2000), even the more developed
countries in the Latin America region are only weakly integrated with world financial
markets. In the Caribbean region, only a few countries have access to international
financial markets, and the extent of their use of international financial instruments is
rather limited.

30. Contrary to their weak integration with international financial markets, Caribbean
countries have, on average, fairly well-developed domestic banking systems, although
domestic stock markets are embryonic. As indicators of banking system development, the
ratio of M2 to GDP and the ratio of private credit to GDP are higher in the Caribbean
region than in Latin America or the Pacific islands (Figures 2.12(a) and 2.12(b)).
However, stock market turnover is 3 times lower than in Latin America9 , even though
traded volume on the stock market as a ratio to GDP is slightly higher for Caribbean
countries (Figures 2.13(a) and 2.13(b)). The fact that capital markets are weakly
developed in the Caribbean may limit the ability of economic agents to diversify their
risks.

9 Turnover ratio is the total value of shares traded during the period divided by the average market
capitalization for the period. Average market capitalization is calculated as the average of the end-of-period
values for the current period and the previous period.
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Figure 2.11: Volatility of reserve money growth
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Table 2.6: Volatility in reserve money growth for selected countries in the Caribbean
( Standard deviations in percentage points of growth )

Country 1970s 1980s 1990s
Antigua and Barbuda 26.12 27.81 13.81

Bahamas, The 11.23 8.53 9.22
Belize 25.24 14.08 9.80
Barbados 9.95 7.32 13.69
Dominica 145.81 75.71 11.80
Dominican Republic 14.25 32.12 10.20
Grenada 7.35 16.49 7.10
Guyana 15.74 32.66 19.08
Haiti 9.81 20.25 12.87
Jamaica 10.54 21.11 11.05
St. Kitts and Nevis .. 164.28 8.73

St. Lucia .. 20.62 5.71

Suriname 14.23 19.85 20.70
Trinidad and Tobago 19.49 21.71 15.26
St. Vincent and the Grenadines 31.99 31.99 13.96
Regional Medians

Caribbean 14.25 21.11 11.80
Latin America 15.51 21.42 15.80
Pacific Islands 16.58 20.80 20.67
Others 9.75 3.35 31.10

Note: Underlying data are in constant, 1995 US dollars; volatilities are proxied
by decadal standard deviations.
Source: World Bank staff calculations.
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Figure 2.12(a): Average M2 as a percent of GDP
(Regional Medians)
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Figure 2.12(b): Average Domestic Credit to the Private Sector as a percent of GDP
(Regional Medians)
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Figure 2.13(a): Average stock market turnover ratios and traded volumes/GDP
(Regional Medians in percent over 1990-2000)
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Figure 2.13(b): Stock market turnover ratios and traded volumes/GDP for the Caribbean
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31. Although domestic credit markets may be deeper in the Caribbean than in Latin
America and the Pacific islands, the volatility of domestic credit growth is fairly high in
the Caribbean region; and it has been increasingly so over the past three decades (Figure
2.14(a)). This may increase uncertainty and therefore adversely affect investment and
consumption decisions. Thus, although the relatively high level of credit to GDP ratio
may act to reduce income volatility, the relatively high volatility of credit to GDP may
trigger precautionary responses to shocks, thus amplifying shocks or delaying recovery
from them. The Caribbean region and Pacific islands experience a lower volatility of the
M2 to GDP ratio than Latin America, indicating that the economies remain relatively
liquid even after shocks (Figure 2.14(b)). This may have its explanation in their access to
alternative sources of financing investment and consumption such as remittances and
official transfers, after shocks.
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Figure 2.14(a): Volatility of Private Credit GDP ratio
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Figure 2.14(b): Volatility of M2/GDP ratio
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32. Workers' remittances are very important in the Caribbean. As a share of GDP,
workers' remittances are higher in the Caribbean than in the Latin American countries
over the period 1970-2000, and higher than in the Pacific island countries in the 1990s.
Workers' remittances averaged nearly 4 percent of GDP for the Caribbean during the
1990s compared to less than 1 percent for Latin America and less than two percent for the
Pacific islands as a group (Figure 2.15(a)).
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Figure 2.15(a): Workers' remittances; Caribbean and Comparators
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Figure 2.15(b): Workers' remittances in the Caribbean
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workers' remittances were Jamaica, the Dominican Republic, and Grenada. The decline
in the remittance to GDP ratio in high remittance countries such as Dominica, Belize, and
St. Kitts may have been in response to the decline in GDP volatility between the 1980s
and the e990s.
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34. While remittances tend to increase with GDP growth and may be pro-cyclical (as
they may track investment opportunities in the Caribbean), we find that workers'
remittances appear to increase in response to the occurrence of natural disasters in the
Caribbean. 10 Preliminary results suggest that while official transfers are negatively
correlated with per capita GDP growth, the opposite is true for private transfers. This
suggests that there is potential pro-cyclicality in the case of private transfers. More
detailed analysis of the relationship between net remittances and the business cycle is
reserved for a later version of this report. Future analysis will cover the role of
remittances in dampening shocks to consumption and investment, i.e., at a more
disaggregated level.

35. Net remittances as a ratio of GDP are higher in the immediate aftermath of natural
disasters, and this correlation is both significant and persistent as shown in Table 2.7.
The results would also appear to suggest that these transfers go towards reconstructive
efforts: gross capital formation (GCF) as a percentage of GDP is higher when disasters
are costly, and is also higher when net remittances are high. Net workers' remittances
have been increasingly less volatile in the Caribbean across the three decades of the
1970s, 1980s, and 1990s (Figure 2.16). The lower volatility in remittances in the 1990s
is consistent with the lower volatility in GNDI.

Table 2.7: Correlations (and significance levels) for the countries of the Caribbe an

cost of disasters/GDP 9.32%
13.71%

GCF/GDP 44.56%*** 9.68%*
0.00% 6.08%

Disaster(t-l) 15.94%*** 6.62%

1.06% 16.59%

Disaster 21.57%*** 17.73%***
0.05% 0.02%

Note: significant: dis aster with cost, and net remittances over GDP; disaster lagged and net
remittances over GDP; GCF/GDP and net remittances/GDP and cost of disasters/GDP; * indicates
significance at 10%, ** at 5% and *** at 1%.

10 The role of remittances as a self-insurance mechanism in discussed in more detailed in chapter 3 using
household survey data for Guyana and Jamaica.
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Figure 2.16: Volatility in workers' remittances as a percent of GDP: Caribbean and
Comparators
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36. Private capital flows to the Caribbean countries are relatively large compared to
their GDP. In fact, Caribbean countries tend to have higher capital flow to GDP ratios
than Latin American countries (Figure 2.17)."1l Pacific islands also have relatively high
ratios because of the small size of their economies. Hong Kong and Singapore, although
small in terms of land size, have much larger economies than the Caribbean countries and
Pacific islands. Thus, although they receive large amounts of flows, their capital flow to
GDP ratios tend to be lower than Caribbean countries and Pacific islands. Capital
inflows to the Caribbean countries rose steadily in the late 1970s before declining in the
early to mid- 1980s at the time of the developing country debt crisis. Inflows
subsequently picked up again but slowed down for a short while in the early 1990s. The
largest drop in capital inflows to the Caribbean over the past three decades occurred from
1995 to 1999 as a result of the combined effect of the Mexican Tequila Crisis in 1995 and
the East Asian Crisis in 1998.

37. The volatility of capital flows is high but not inordinately so in the Caribbean, and
does not appear to be associated with higher income volatility. The volatility of capital
flows increased between the 1970s and the 1990s. However, capital flow volatility in the
Caribbean remains comparable to Latin America and is lower in the Pacific islands.
Generally, the volatility of capital flows reflects not only external shocks, but also
domestic factors such as macroeconomic policy volatility. In the Caribbean, the volatility
of capital flows does not appear to be associated with macroeconomic policy, suggesting
that capital flows can easily respond to external and natural shocks without being
constrained by domestic factors. Figure 2.19 shows that in the Caribbean region, capital

i IPrivate capital flows consist of private debt and non-debt flows. Private debt flows include commercial bank
lending, bonds, and other private credits; non-debt private flows are foreign direct investment and portfolio equity
investment.

43



flow volatility does not appear to have been associated with higher GDP growth volatility
across countries.

Figure 2.17: Median Gross Private Capital Flows as a percent of GDP; Caribbean and
Comparators
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Figure 2.18: Volatility in gross private capital flows
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Figure 2.19: Capital Flow Volatflity and Income Volatility
(Standard deviations in percentage points of growth)_
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Explaining Volatility in the Caribbean

38. The previous section discussed the link between income volatility and a series of
variables that may play a role in explaining volatility in the Caribbean region. This
section provides more rigorous econometric estimates of the role of these variables in
determining the growth of income volatility experienced by Caribbean countries.

39. We conducted an analysis of the factors explaining income growth volatility in
the Caribbean. We undertook a cross-sectional regression with volatility in per capita
GDP growth as the dependent variable first on a large sample of countries. The
explanatory variables that turned out to be significant are volatility in terms of trade
shocks (positive and significant), volatility in the growth of public consumption (positive
and strongly significant), and volatility in the growth of private credit (positive and
significant). We then undertook a similar regression on a smaller sample of countries for
which data on natural disasters were available. The smaller sample include the Caribbean
countries, Latin American countries, and the Pacific islands. In order to increase the size
of the small sample and ensure the significance of the results, we included OECD
countries in the smaller sample assuming that they were not affected by any natural
disaster that had a significant cost in proportion to GDP during the period under study. 12

40. Natural disasters appear to have a significant impact on volatility in the Caribbean
region and, consistent with the econometric results presented in de Ferranti et al. (2000),
when relevant variables are taken into account, within the Caribbean region, the size of a
country does not matter for aggregate income volatility. In addition to the volatility in
terms of trade shocks, the volatility in the growth of public consumption, and the
volatility in the growth of private credit, the frequency of natural disasters has a positive
and significant explanatory power in the smaller sample. Thus, the results of the
econometric exercise (table 2.8(a)) indicate that policy- induced disturbances, external
shocks, and natural disasters all contribute to volatility in the Caribbean while credit in
security appears to prevent agents from smoothening away shocks effectively. Log of
population (to control for country size), was included in the equation but was not
significant.

41. However, country size does matter for consumption growth volatility in the
Caribbean. When the dependent variable is volatility in private consumption, size does
enter with a negative sign, and is highly significant. These results are presented in Table
2.8(b). These results suggest that smaller nations find it more difficult to smooth
consumption. As noted earlier, consumption volatility is higher than income volatility for
the countries of the Caribbean, and some of the special features of small island states may
indeed work to amplify the effects of shocks on consumption. The inability to exploit
economies of scale in the development of more sophisticated financial markets could
interfere with consumption risk diversification. Volatility in domestic credit to the
private sector captures both policy induced uncertainty, and to an extent uncertainty
regarding credit availability. Even though the Caribbean performs well in terms of credit

12 The disasters considered here are those having caused more than 2 percent of GDP in damage.
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depth as defined by the ratio of private credit to GDP, the stock and bond markets are
weakly developed.

Table 2.8(a): Cross-sectional regression: full (partial) sample for specification excluding
(including) frequency of natural disasters, 1970-2000

Dependent variable: volatility in per capita GDP growth "; Robust standard errors

Variable Co- Standard Co- Standard
efficient' error efficiente3 error

Frequency /4 *.63 .36 -

Volatility in
Terms oftrade shocksi *1.5 .82 **1.4 .6
Public consumption *.012 .006 ***.03 .008
Private credit growth **.005 .002 **.004 .002

Log of population (1995) -1.8 2.1 1.2 1.4
constant .004 .003 .0003 .003
No. of observations 53 'z 98 "
R-squared 64.28% 52.92%
Adjusted R-squared 61.30% 50.89%
F-test ***39.68 ***20.69

" Underlying data are in 1995 US dollars.
/2 Latin America, the Caribbean, selected Pacific Islands and the OECD countries.
13 Also includes Africa, Middle East and North Africa, and South and South-East Asia.
/4 Multiplied by 10000

implies significance at 1%, ** at 5% and * at 10%.
Source: World Bank staff calculations.

42. However, natural disasters and terms of trade disturbances interacted with
openness (the terms of trade shocks variable), do not appear to be significant, suggesting
that consumption uncertainty has more to do with macroeconomic policy uncertainty.
Disasters do not appear to affect private consumption growth volatility. Conversely,
World Bank (2002c) suggests that they have a significant effect on the volatility in the
level of per capita private consumption. ' 3 One reason why private consumption growth
uncertainty might be relatively unaffected by disasters relates to the notion of remittances
increasing in response to negative shocks from this source. If such transfers are meant to
support consumption, then they may act as a shock absorber. 14

13 Since the dependent variable (volatility in private consumption growth versus volatility in privatc per
capita consumption levels) differs as between the work of this report and that of World Bank (2002c). The
results are not directly comparable and therefore not (necessarily) contradictory. We intend to further
explore the relationship between the two sets of findings in the next phase of work.

14 Of course, it is not immediate that this would satisfactorily explain why natural disasters would affect
volatility in the level of per capita private consumption but not significantly affect volatility in the growth
of (total) private consumption. This will be further investigated in the next phase of the work.
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Table 2.8(b): Cross-sectional regression: full (partial) sample for specification excluding
(including) frequency of natural disasters, 1970-2000

Dependent variable: volatility in private consumption growth "; Robust standard errors

Co- Standard Co- StandardVariable efficiente' error )efficient' 3 error

Frequency -.03 .06 -

Volatility in
Terms of trade shocks -.09 .18 -.02 .17
Public consumption ***48.83 16.55 ***48.33 14.76
Private credit growth **7.01 3.23 **3.85 1.85

Log of population (1995) **-.55 .25 ***-.45 .17
constant **10.55 4.17 ***8.91 3.06
No. of observations 52 'z 70
R-squared 67.68% 66.21%
Adjusted R-squared 62.60% 61.46%
F-test ***22.60 ***26.86

"Underlying data are in 1995 US dollars.
/2 Latin America, the Caribbean, selected Pacific Islands and the OECD countries.
13 Also includes Africa, Middle East and North Africa, and South and South-East Asia.
/4 Multiplied by 10000
*** implies significance at 1%, ** at 5% and * at 10%/o.

Source: World Bank staff calculations.

43. The cross-sectional regression results contained in Table 2.8(a) are broadly
consistent with those obtained from the estimation of a generalized least squares (GLS)
model. 15 Macroeconomic policy volatility and uncertainty regarding external terms of
trade again appear to be the key determinants of income volatility. Openness and size do
not appear to affect income volatility, and (this time in contrast to the findings in the
cross-sectional regression) neither does the occurrence of natural disasters. Table 2.9
summarizes the results.

Macroeconomic Vulnerability and Economic Performance in the Caribbean

Small states do not necessarily have a poorer economic performance than larger
countries. In fact, in a cross-country regression with 157 countries, Easterly and Kraay
(2000) found that "Microstates are 50 percent richer than other states, controlling for

15 We implemented a GLS (random effects) model in which we consider three time periods: the decades
of the 1970s, 1980s and 1990s for each of the cross-sectional units. This avoids the serial correlation
problem introduced by using rolling standard deviations. The choice of estimation technique was based on
a Hausman specification test. The null hypothesis of zero correlation between individual effects and the
other regressors could not be rejected at I percent. We are concerned about possible co-linearity among
regressors, however the result of correlation tests presented in Annex 2 suggest that the set of explanatory
variables are not strongly correlated with another. In addition, the Wald tests suggest that the set of
explanatory variables is jointly highly significant in explaining both volatility, and actual growth of, per
capita GDP.
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location". Analyzing the relative performance of small island developing economies,
Lino Briguglio wondered "whether the economic fragilities of small island developing
economies are actually the reason for their relatively high GDP per capita and Human
Development Index". One is therefore led to wonder whether macroeconomic volatility
is a structural hindrance to the development prospects of Caribbean countries, and more
specifically, whether macroeconomic volatility has an impact on long-term economic
growth in the Caribbean.

Table 2.9: Panel GLS (Random effects)

Dependent Variable: Volatility in the growth of per capita GDP

Co-efficient z- Co-efficient z-Variable /2 statistic /2 statistic

Volatility in "
Terms oftrade shocks ***.020 2.74 ***.016 2.73
Public consumnption **.008 2.02 **.008 1.99
Private credit **.004 2.21 **.004 1.93
Trade as a ratio of GDP -.0001 -.24 -.0001 -.15
Log of population -.02 -1.15 -.02 -1.05
Decadal frequency natural disasters - .004 .52
constant *.531 1.90 *.503 1.77
Wald chi-squared test ***44.11 ***44.59
No. of observations 12 199 199
Hausman Specification Test: HO: Zero
correlation between individual effects and ***Cannot be rejected ***Cannot be rejected
other regressors

Volatilities are defined as standard deviations (t-l,t-2,t-3) over each decade between 1970 and 2000.
/2 Full sample excluding Africa. Natural disasters data is not available in a comparable format for the
African countries.
* implies significance at 10%, ** at 5% and *** at 1%. In the specification that includes disasters, volatility
in private credit growth and in terms of trade shocks are both significant only at 1%.
Source: World Bank staff calculations.

44. In fact, for Caribbean countries, some of the factors responsible for
macroeconomic volatility might turn out to be assets. For example, while openness to
trade tends to increase the bvel of vulnerability to terms of trade shocks, it also favors
income growth. Easterly and Kraay (2000) find that even if one takes into account the
fact that the volatility brought about by the greater vulnerability to terms of trade shocks
in turn has a negative impact on economic growth, on balance, small states' greater
openness is a positive factor in their growth performance. Similarly, while the location of
Caribbean countries makes them more vulnerable to hurricanes, it also gives them easy
access b the nearby US market for their exports - a very important factor in their
economic performance. Moreover, except during the hurricane season, the Caribbean
zone offers a physical and climatic environment that makes it a premier tourist
destination.
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45. Based on the foregoing, it is not surprising that, despite high consumption
volatility, Caribbean economies have a fairly good performance in terms of economic and
social development, as documented in Chapter 1.16 Table 2.10 shows that the unweighted
average GDP per capita for Caribbean countries is 50 percent higher than that of Latin
American countries, which is consistent with the Easterly-Kraay finding.

Table 2.10: Average GDP growth rates; Caribbean and Comparators

GDP per capita
1960s 1970s 1980s 1990s 1960-2000 (1995 US$)

Caribbean countries 4.95 3.61 3.00 2.76 3.22 4573
Latin America countries 5.05 4.67 1.17 3.68 3.62 3043
Ratio Car. / Latin Am. 0.98 0.77 2.56 0.75 0.89 1.50

Source: World Development Indicators, World Bank

46. The results of econometric tests confirm that while policy-induced volatility does
appear to have an adverse impact on income growth, external shocks and natural disasters
do not. We tested for the impact of external and policy- induced volatility on actual
growth over the period 1970-2000. The results are presented in Table 2.11. Table
2.11(a) contains the results of the cross-sectional regression. The volatilities are once
again standard deviations over the period 1970-2000, while the remaining variables are
averaged over the same period. The results are not as unambiguous as in the previous
model, and should be interpreted with caution. 17

47. Table 2.1 I(b) repeats the specification for the panel with three time periods: the
decades of the 1970s, 1 980s and 1990s. The dependent variable is average growth in per
capita GDP. The independent variables are volatility in terms of trade shocks, volatility in
the growth of public consumption, volatility in the growth of private credit, average trade
as a ratio of GDP, log of population. and the decadal frequency of occurrence of natural
disasters. While volatility in public consumption does not have a significant effect on
growth, volatility in domestic credit

16 In fact, the 1979 Dominica budget address stated that: "Dominica has, unfortunately, since its
independence been savagely scarred by the ferocity of David. This however has, perhaps, provided the
opportunity - and possibly the capital - for us to build a new nation and achieve a greater standard of living
for our people than would otherwise have been possible".

17 It is well known that a correctly specified growth equation would contain several other variables
unrelated to volatility. However, here we are interested only in the impact of volatility on growth. In effect
we are assuming that the model for income volatility is correctly specified, and are testing for the impact of
volatility on growth. In the next phase of the work, we will investigate whether inclusion of traditional
growth determinants alters the results.

49



Table 2.11(a): Cross-sectional regression: full sample for specification excluding frequency
of natural disasters

Dependent variable: Growth in per capita GDP "; Robust standard errors

Variable Co-efficient Standard Co-efficient Standard
error /3 error

Frequency i
4 -.0006 .303 -

Volatility in
Terms oftra& shocks' 4 -1.4 1.4 **-1.01 .51
Public consumption .002 .006 -.006 .007
growth __002___ 006___006____ 007

Private credit growth **-.005 -2.27 ***-.005 .002
Log of population (1995) -1.8 .0003 .0002
/4 -. . 00 00

Trade as a ratio of GDP 4 .0063 .0082 ***.3 .008
constant *.006 .003 -.003 .004
No. of observations 53 98
R-squared 31.85% 31.18
F-test ***3.31 ***8.48

"1 All relevant variables in 1995 USD.
/2 Latin America, the Caribbean, selected Pacific Islands and the OECD countries.
/3 Also includes Middle East and North Africa and South and South-East Asia.
/4 Multiplied by 10000.
*** implies significance at 1%, ** at 5% and * at 10%.

Source: World Bank staff calculations.

Table 2.1lb: Panel GLS (Random effects):

Dependent Variable: Growth of per capita GDP
Co-efficient z- Co-efficient z-

Variable /2 statistic /2 statistic
Volatility in "
Terms of trade shocks -.002 -.26 -.002 -.43
Public consumption .003 .83 .004 .99
Private credit ***-.004 -2.51 *-.003 -1.72
Trade as a ratio of GDP *.001 1.84 * 001 1.66
Log of population **.034 2.05 *.029 1.79
Decadal frequency natural disasters - **-.016 -2.16
constant -.327 -1.06 -.227 -.74
Wald chi-squared test **11.18 ***16.12
No. of observations IL 199 199
Hausman Specification Test: Ho: Zero
correlation between individual effects and ***Cannot be rejected ***Cannot be rejected
other regressors I_ I
" Volatilities are defined as standard deviations (t-l,t-2,t-3) over each decade between 1970 and 2000.
/2 Full sample excluding Africa. Natural disasters data is not available in a comparable format for the
African countries.
* implies significance at 10%, ** at 5% and *** at 1%. In the specification that includes disasters, volatility
in private credit growth and in terms of trade shocks are both significant only at 1%.
Source: World Bank staff calculations.
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to the private sector is significant and the sign remains negative, suggesting that uncertain
credit availability has an adverse impact on long-run growth rates in addition to
increasing GDP growth volatility as seen earlier. Interestingly enough, openness and size
or diversification are both positively and significantly related to growth although they did
not appear to have a significant impact on the volatility of GDP growth. The adverse
impact of terms of trade shocks on GDP growth is not strong. This confirms results
reported elsewhere that international price movements may or may not adversely affect a
given country's GDP growth, and that for countries that are highly open to trade, any
adverse impact of price movements may be compensated, in the long-term, by the
benefits of trade for growth. The occurrence of a natural disaster enters the equation with
a negative sign, and is statistically significant. When the natural disaster variable is
lagged, its impact becomes positive, because in the year(s) following a disaster, there is a
sharp, artificial increase in growth reflecting the recovery after the impact.

Conclusion

48. While income volatility in the Caribbean countries compares well with that in
Latin America and the Pacific islands, consumption growth volatility is much higher in
the Caribbean. The sources of aggregate volatility in the Caribbean countries are
numerous. However, three of these appear to matter the most for the region as a whole:
macroeconomic policy volatility, external terms of trade shocks, and vulnerability to
natural disasters. In addition, in several (though not all) Caribbean countries, a financial
system that is unable to provide adequate means to hedge against risk amplifies the
impact of slocks and interferes with smoothing mechanisms.
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CHAPTER 3: HOUSEHOLD RESPONSES TO MACROECONOMIC VOLATILITY

A. Introduction

1. As discussed in the previous chapter, Caribbean countries face a relatively high degree of
macroeconomic volatility, which appears to be driven largely by natural-disaster-related shocks,
terms of trade disturbances, and macroeconomic policy volatility. The extent to which these
macroeconomic shocks have more serious and longer-lasting effects depends in large part on
how households react to those shocks. How do economic downturns affect household income
and consumption, how do these effects differ by socioeconomic characteristics (e.g., do the poor
suffer relatively more than other groups), and how long does it take households to recover?
Given that information, how do households cope with difficulties and insure themselves against
downturns, and what policy responses can effectively deal with household insecurity? This
chapter reviews the literature on the subject and exploits household and country- level datasets to
try to shed some new light on it in the context of Caribbean countries.

B. Poverty and Economic Shocks in Latin America

2. Several factors might, in theory, make some households especially susceptible to
economic shocks: interdependence with the larger economy, little diversification in household
income, unstable employment, and reduced demand for low-skill employment as a result of
technological change (Glewwe and Hall, 1998). These conditions would seem to apply mostly to
poor households. Glewwe and Hall (1998) point out, however, that poverty is a subtly different
concept from vulnerability. Poverty describes a condition at a point in time, while vulnerability
is a dynamic concept that refers to changes in socioeconomic status or welfare.

3. There has been relatively little work at the household level on the effects of
macroeconomic shocks. The primary obstacle to such research is the lack of appropriate data.
Studying the subject ideally requires panel data that follows individuals and households over
some time period that includes a macroeconomic shock. However, true household panel data are
rare, and panel data that cover a macroeconomic shock even rarer. Two studies have been able
to exploit panel data to begin to answer the question of how households are affected by macro
shocks (Cunningham and Maloney, 2000; Glewwe and Hall, 1998).

4. These studies reach similar, and sometimes unexpected, conclusions regarding household
vulnerability. Glewwe and Hall (1998) find that relatively well-educated households are less
vulnerable to shocks, female-headed households are less vulnerable (contrary to conventional
wisdom), and households with more children are more vulnerable. Likewise, Cunningham and
Maloney (2000) used panel data from Mexico to study the effects of the 1995 Mexican crisis on
household income. They found that the least educated, the poor, and single mothers seemed to
suffer slightly less than others, and recovered from the crisis more quickly. On the other hand,
their household incomes were less affected than others largely because those households sent
additional members into the labor force, presumably to make up for reduced earnings from the
primary wage earner. As a result, the study does not provide any information on how the shock
affected changes in welfare of different socioeconomic groups.
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5. De Ferranti et al. (2000, p. 78) analyze these results and others to conclude that
"macroeconomic volatility-in particular unexpected negative aggregate income shocks-do not
appear to disproportionately affect the incomes of any particular range of the income
distribution. Specifically, we find no support for the common claim that the poorest are always
those most affected by economic fluctuations". One additional study reaches slightly different
conclusions. Conning et al. (2001) used a panel dataset in El Salvador to explore the effects of a
weather-related shock on poverty. They found that landless agricultural workers were more
likely to become impoverished with the loss of wage labor. Households with even small assets
were better able to weather a downturn than households with nothing. One problem with this
study, though, is that it does not seem to distinguish carefully between existing poverty and
vulnerability, as the other studies do.

6. Nonetheless, even if macroeconomic shocks do not affect one group disproportionately
over another, this does not mean that they are not a problem. Indeed, some eviderce suggests
that even as some economies have become more stable, economic insecurity has grown. Rodrik
(1999) notes that one survey found that 61 percent of respondents in 14 Latin American
countries thought their parents lived better than they did, while less than half believed their
children would live better than they do. Rodrik cites three possible reasons for these feelings.
First, deep crises in the 1980s caused many people to place a high value on stability, much like
the Great Depression of the 1930s did in the United States. Second, the influx of international
financial institutions caused a dramatic increase in capital flows, especially from short-term
investors, forcing governments to focus on macroeconomic policies on managing these flows
rather than on the real economy. Finally, social and political institutions did not respond to these
issues, thus contributing to increased feelings of insecurity.

7. Indeed, Gill (1999) notes that while some evidence suggests that macroeconomic
volatility may hive decreased in the last decade, other evidence suggests that macroeconomic
changes are transmitted to workers more directly than in the past. This possibility, and the
simple fact that people may feel more insecure than in the past, suggests that potentially
beneficial policies may be nonexistent or ineffectively implemented.

C. Have Labor Markets Become More Sensitive to Macroeconomic Shocks?

Mechanisms that Might have Increased Sensitivity

8. In addition to concerns about whether macroeconomic volatility has increased over the
past few decades, there are also concerns that various structural changes might have made
workers more vulnerable to economic shocks than they were in earlier decades. Discussing
recent reforms in Latin America, de Ferranti et al. (2000, pp. 21-23) suggest several reasons why
this might be the case. First, citing Rodrik (1997), they suggest that increased product
competition brought about by market-oriented reforms and trade liberalization might have made
markets more price sensitive and, in turn, restricted enterprises' ability to pass wage increases
onto consumers. Since enterprises in competitive environments are unable to adjust prices, they
will need to either lay off surplus workers or reduce wages when faced by aggregate economic
shocks. Because enterprises need greater flexibility to reallocate workers or reduce the size of
their workforce under these circumstances, de Ferranti et al. (2000) argue that this has increased
pressure for labor market reforms that increase labor market flexibility. In the Caribbean,
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increased competition on the tourism market, and increased liberalization in hitherto protected
commodity markets in the EU are likely to increase the price sensitivity of exports of goods and
services. De Ferranti et al (2000) also argue that market and trade liberalization might weaken
trade unions and make collective bargaining more difficult. By increasing competition, market-
oriented reforms reduce economic rents, diminishing the power of trade unions that have
traditionally helped workers capture some of these rents.

9. Second, the success that many countries in Latin America and the Caribbean had in
battling inflation might have also increased the extent to which enterprises have to lay off
workers during economic shocks. They argue that it is more difficult for wages to adjust
downwards in low inflation environments, forcing employers to make labor market adjustments
through workforce reductions rather than adjustment in wages. That is, inflation allows real
wages to adjust downwards without reductions in nominal wages, something that might be
important if employers are unwilling to cut wages in nominal terms.

10. Finally, the growing importance of foreign investment might also make labor markets
more sensitive to macroeconomic fluctuations. Several arguments support this contention. First,
de Ferranti et al. (2000, p. 23) argue that reduced barriers to foreign direct investment "make it
easier for foreign investors to relocate production in response to modest movements in wages."
Consequently, small changes in wage rates can result in large reductions in investment as new
investors decide to locate production elsewhere and current owners shift production to low-cost
regions, forcing wages and employment to adjust more rapidly when the economy is faced with a
macroeconomic shock. Second, Rodrik (1999) argues, based upon the experience in Latin
America, that governments have become dependent on foreign investment (especially short-term
investment) over the past decade. Consequently, they have to use key policy instruments such as
fiscal policy and the exchange rate to manage these flows, divorcing macroeconomic policy from
the real economy and exacerbating volatility. This prevents them from using these instruments
to ease the burden of unemployment in the domestic economy. Finally, even if foreign owners
do not completely abandon investment programs due to wage rigidities, they might behave
differently from domestic owners fr other reasons. For example, Stiglitz (2002, pp. 56-57)
argues that foreign owners feel a greater obligation to foreign shareholders than to domestic
workers in the host economnies where they invest. Consequently, they are less concerned about
the social situation in the host countries where they invest than domestic owners would have
been and hence are more willing to lay off surplus workers in environments where workers will
find it difficult to find new employment.

How Powerful are these Mechanisms in the Caribbean?

11. Most of the arguments for why labor markets might have become more sensitive to
macroeconomic volatility were originally proposed based upon the experience in Latin America
in the 1980s and 1990s (see, for example, de Ferranti et al., 2000; Rodrik, 1999). However,
similar changes might have also increased labor market fluctuations in the Caribbean. Because
of their small size, Caribbean islands tend to be relatively open, making them more vulnerable to
terms-of-trade shocks (see Chapter 2 and Easterly and Kraay, 2000), but it is less clear whether
this vulnerability has increased in recent years. Table 3.1 shows exports of goods and services as
percent of GDP for 12 countries in the Caribbean. On average, exports increased from about 49
percent of GDP in the 1980s to about 54 percent in the 1990s. Tourism receipts also increased
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between the 1980s and 1990s - on average and in eight of 12 low and middle countries in the
region - but also fell in the latter half of the decade (see Table 3.2). In summary, although the
Caribbean countnres have always been relatively open - an inevitable consequence of their
modest size - it appears that they might have become even more open over the 1 990s. However,
for the most part, these increases appear relatively modest.

Table 3.1: Exports of Goods and Services (as percent of GDP) for Caribbean, decade averages
Country 70-79 80-89 90-99 -90-94 95-99

Antigua and Barbuda 74.3 81.5 86.0 76.9

Belize 55.4 53.9 57.1 50.7

Dominica 41.9 52.9 51.1 54.8

Dominican Republic 20.8 24.2 30.3 30.0 30.6

Grenada 44.0 46.7 44.0 49.5

Guyana 62.0 59.7 102.8 106,0 99.5

Haiti 15.4 16.9 9.8 9.5 10.2

Jamaica 35.1 48.1 49.0 53.4 44.6

St. Kitts and Nevis 57.6 54.1 57.1 51.2

St. Lucia 67.0 65.3 68.7 61.9

St. Vincent and the Grenadines 65.3 52.8 54.8 50.8

Trinidad and Tobago 47.3 37.6 47.8 44.2 51.4

UnweightedAverage 36.1 49.3 53.9 55.2 52.7

Source: World Bank (2002b)

Table 3.2: Tourism Receipts (as percent of GDP) for Caribbean, decade averages
Country -80:89:- 90-99- 90-940 95-99

Antigua and Barbuda 55.2 55.9 65.8 46.

Belize 5.6 13.2 12.0 14.

Dominica 8.1 14.8 13.4 16.1

Dominican Republic 6.9 13.0 12.4 13.

Grenada 18.5 18.2 18.4 17.

Guyana 3.9 9.6 9.9 9.

Haiti 3.8 1.6 1.5 1.

Jamaica 14.9 19.6 20.2 19.1

St. Kitts and Nevis 33.0 31.6 36.9 26.3

St. Lucia 34.3 44.8 42.1 47.5

St. Vincent and the Grenadines 22.6 21.6 21.5 21.

Trinidad and Tobago 1.8 2.2 1.9 2.

Unweighted Average 17.4 20.5 21.3 19.7

Source: World Bank (2002b)
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12. It might also have become increasingly difficult for employers in the Caribbean to adjust
real wages downwards when faced with economic shocks during the 1990s. As discussed
previously, another potential concern in Latin America was that decreases in inflation might
reduce enterprises' ability to make labor market adjustments through changes in real wages.
Although this might not appear to be as great a concern in the Caribbean as it has been in the
Latin American countries since inflation did not appear to decline as rapidly in the Caribbean as
it did in Latin America - on average, inflation was 8.7 percent per year in both decades (see
Table 3.3)

Table 3.3: Average Inflation for Caribbean, decade averages
Country 70-79 80-89 90-99 90-94 95-99

Antigua and Barbuda

Belize 4.3 2.C 2.3 1.

Dominica 16.3 4.9 2.3 3.2 1.

Dominican Republic 9.2 20.9 15.3 23.1 7.

Grenada 7.2 2.2 3.1 1.

Guyana 7.

Haiti 9.3 6.6 21.3 25.0 17.

Jamaica 17.3 15.6 27.8 41.5 14.1

St. Kitts and Nevis 4.8 3.( 2.9 4.

St. Lucia 13.4 5.8 3.4 3.8 3.

St. Vincent and the Grenadines 10.5 5.5 3.2 4.4 2.

Trinidad and Tobago 11.7 11.7 6.2 8.2 4.

Unweighted Average 12.5 8.7 8.7 11.8 5.9
Source: World Bank (2002b)

the average obscures the fact that inflation fell in eight of the ten countries for which data were
available, while increasing dramatically in the remaining two - Jamaica and Haiti. Further,
inflation peaked in Jamaica in the early part of the decade, reaching 77 percent in 1992, before
falling to 6 percent by 1999. In fact, inflation was lower in the latter half of the decade in all but
one of the ten countries for which data are available. The final measure of vulnerability that we
look at is foreign direct investment. There is also strong evidence that foreign direct investment
might have increased in the Caribbean in recent years. On average, incoming foreign direct
investment increased from 3.7 percent of GDP in the 1980s to 7.2 percent in the 1990s (see
Table 3.4). Despite the crises in East Asia, Russia and Brazil that might have reduced flows to
developing countries in the latter part of the decade, there was also more foreign direct
investment in the latter half of the decade than in the first part. This pattern was also similar
across most of the region - foreign direct investment was higher in 1990s than it was in the
1980s in eight of the ten countries for which data are available and was also higher in the latter
half of the decade in eight of ten countries.
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Table 3.4: Net incoming foreign direct investment (as a percent of GDP) in Caribbean,
decade averages

Country 70-79 80-89 90-99 90-94 95-99
Antigua and Barbuda

Belize 0.0 1.4 3.2 3.0 3.4
Dominica 2.9 9.4 8.8 1l.0
Dominican Republic 2.1 1.0 2.9 2.0 3.8
Grenada 3.5 8.( 7.3 9.9
Guyana -1.8 9.2
Haiti 0.9 0.4 0.2 0.0 0.3
Jamaica 3.0 0.2 3.7 3.0 4.4
St. Kitts and Nevis 12.3 12.5 12.9 12.1
St. Lucia 10.2 9.C 9.3 8.7
St. Vincent and the Grenadines 0.0 2.8 15.1 9.4 20.7
Trinidad and Tobago 5.8 1.7 7.8 5.5 10.
Unweighted Average 3.6 7.2 6.1 8.4
Source: World Bank (2002b)

13. In summary, the macroeconomic evidence suggests that some of the mechanisms that
observers have suggested might increase labor market sensitivity to macroeconomic volatility
might be important in the Caribbean. In particular, foreign direct investment increased and
inflation fell throughout much of the region. One exception to this general rule is Haiti, where
foreign direct investment remained very low (less than 1 percent of GDP) and inflation
increased. In contrast to inflation and foreign direct investment, there is less evidence that
increased trade openness might affect labor market sensitivity for the region as a whole. On
average, exports only increased modestly between the 1980s and 1990s, although they increased
more dramatically in some countries (e.g., Guyana and Trinidad and Tobago). Given that most
countries were already very open - with exports averaging about 49 percent of GDP in the 1980s
this might not be very surprising.

Are Workers in the Caribbean Facing more Risk?

14. Although there is some evidence of macroeconomic changes in the Caribbean that might
increase the vulnerability of workers to economic shocks, this does not necessarily mean that
worker vulnerability did increase. In this sub-section, we look at aggregate data on
unemployment and wage volatility in the Caribbean region. Unfortunately, it is generally
difficult to find long data series for most of the Caribbean and, therefore, for the most part we
will concentrate on data from the 1990s, sometimes comparing them with data from earlier
decades for the larger Caribbean countries.

15. In the Caribbean, the fall in wage growth volatility in the 1990s was not as dramatic as
the fall in Latin America, mostly because the Caribbean had lower inflation rates in the 1980s
and did not experience as dramatic a fall in inflation as Latin America did. For example, Figure
3.1 shows real wage growth volatility for Guyana for the 1970s, 1980s and 1990s. As in Latin
America, real wage growth volatility appears to have increased in the 1980s and fallen in the
1990s. However, in contrast to the countries that were most successful in reducing inflation in
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Figure 3.1: Wage Growth Volatility in Guyana, Decade Averages
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Source: de Ferranti et al (2000, Table 2.3) and World Bank (2002b)

the 1990s, real wage growth volatility remained considerably higher in the 1990s than it had
been in the 1970s. This difference might be due in part to differences in inflation between
Guyana and Latin America. l In contrast to many countries in Latin America (and other countries
in the Caribbean), inflation was slightly higher in the 1990s than it had been in the 1980s in
Guyana.

16. De Ferranti et al. (2000, p. 24) argue that although workers in Latin America did not
appear to be facing higher wage volatility in the 1990s, this might reflect a "new reality in that,
because of the fall in inflation without deep reforms of labor market institutions, adjustments
occur largely through fluctuations in unemployment." They argue that despite economic growth
in the 1990s, average unemployment was higher in the 1990s than in the 1970s in most (7 of 12)
of the countries in Latin America for which they had data. In addition, they note that despite
unusually rapid growth in Argentina, Brazil, Mexico and Uruguay in the 1990s, few formal
sector jobs were created.

17. Comparable data on unemployment across decades was available only for Jamaica and
Trinidad and Tobago. In Jamaica, unemployment fell from about 23.1 percent in the 1970s to
about 15.8 percent in the 1990s (see Table 3.5). This drop occurred despite relatively modest
growth in the 1990s - GDP growth averaged only about 1.6 percent in the 1990s. Further,
despite negative GDP growth in the latter part of the decade (averaging about - 0.4 percent per
year between 1995 and 1999), unemployment increased only modestly and was actually lower in

I Since consumer price inflation data were not available for the entire period, Figure 3.1 shows inflation for the
GDP deflator for Guyana.
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1999 than it had been in 1994. In contrast, unemployment appears to have increased in Trinidad
and Tobago between the 1970s (averaging 13.4 percent) and the 1990s (averaging 17.2 percent)
despite economic growth in the 1990s (averaging 2.8 percent). However, this disguises the sharp
downward trend in unemployment in the latter part of the decade - unemployment declined from
20 percent in 1990 to 13 percent in 1999 due to rapid growth in the latter part of the decade
(averaging over 4 percent in the last half of the decade).

Table 3.5: Average Unemployment Rates by Gender for Caribbean, decade averages

70-79 80-89 90-99 90-94 95-99

Total

Belize 12.4 13.

Dominican Republic 17.7 19.0 16.1

Jamaica 23.1 23.8 15.8 15.7 16.

St Lucia 18.3 18.5

Trinidad and Tobago 13.4 15.4 17.2 19.3 15.1

Men

Belize 9.5 10.

Dominican Republic 10.8 11.4 10.1

Jamaica 14.1 14.4 10.0 9.7 10.3

St Lucia 14.9 15.

Trinidad and Tobago 11.0 14.0 14.7 16.8 12.

Women

Belize 18.3 19.

Dominican Republic 30.3 32.2 27.

Jamaica 35.1 34.7 22.6 22.5 22.

St Lucia 22.4 22.1

Trinidad and Tobago 19.2 18.3 21.4 23.4 19.3

Source: International Labor Office (2001) and World Bank (2002b). Decade averages are for countries with at least seven
years of data available for that period. Half-decade average are for countries with at least 3 years of data. Note that definition
of unemployment is slightly different for Jamaica than the definition used in tables using data from the JSLC.

18. In summary, many of the mechanisms that de Ferranti et al. (2000) suggest might have
increased the sensitivity of labor markets to economic shocks in Latin America appear also to
have affected the Caribbean. Foreign direct investment increased, inflation fell, and openness
might have increased very modestly. However, it is less clear that this has actually increased
labor market sensitivity to shDcks. In contrast to Latin American countries. such as Argentina,
there is little evidence that economic growth failed to reduce unemployment in the Caribbean in
the 1990s. In fact, over the course of the decade, unemployment appears to have fallen in
Jarmica despite low growth and to have fallen dramatically in Trinidad and Tobago in response
to more rapid growth.

D. Poverty and Economic Shocks in the Caribbean

19. Very little work has been done on household vulnerability in the Caribbean, perhaps
because of the scarcity of appropriate data for much of the region. The most comprehensive
source of household data available is for Jamaica, where the Jamaica Survey of Living
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Conditions (JSLC), a cross-sectional Living Standards Measurement Survey (LSMS), has been
conducted annually since 1988.2 In addition to the basic survey, which has changed modestly
over time, specialized modules were conducted in particular years, including a module on
poverty and coping strategies in 1999. A second source of data we use here is the 1999 Guyana
Survey on Living Conditions (GSLC). These data were collected in 1999 to provide background
information for the Interim Poverty Reduction Strategy Paper (I-PRSP) prepared by the
Government of Guyana (Government of Guyana, 2000). In contrast to the JSLC, which is
collected annually, the GSLC was collected in only 1999.4

Who does Unemployment Affect Most?

20. As noted in de Ferranti et al. (2000, p. 73), economic crises and downturns do not affect
all households equally. Although real wages drop during crises, shocks to individual households
are often most severe when the head of the households or the main wage earner loses his or her
job - assumed to be older males in many Latin American countries. De Ferranti et al. (2000)
note, however, that unemployment does not seem to disproportionately affect this group in most
countries in Latin America. Table 3.6 shows unemployment rates for Jamaica in 1997 (the year
when growth was slowest in Jamaica - see Figure 3.2) for Guyana in 1999 (a year of slow
growth sandwiched between two years of negative growth) and for several countries in Latin
America. The patterns in Jamaica and Guyana are fairly similar to the patterns in other countries
in Latin America. Unemployment tends to be lower for men than for women, lower for the most
highly educated individuals (although not necessarily higher for individuals with only a primary
education when compared to individuals with a secondary education), and highest for individuals
under 19. One notable difference between the two Caribbean countries and the Latin American
countries is that the difference in male and female unemployment rates is greater for the
Caribbean countries than for the other countries in Latin America.

2 The JSLC is described in detail in World Bank (2002a). Individual surveys are also described in annual reports by
the Statistical Institute of Jamaica (STATIN) and the Planning Institute of Jamaica (PIOJ). See, for example,
STATIN/PIOJ (2000) for the 1999 report. These reports are available on the LSMS website at the World Bank
(http://www.worldbank.org/lsms/)

3 This paper, along with Poverty Reduction Strategy Papers for other countries, is available on the IMF's website
(http://www.imf.org/external/np/ prsp/2000/guy/0 1/103000.pdf).

4An additional LSMS for Guyana was conducted in 1993.
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Figure 3.2: Annual GDP growth in Guyana and Jamaica, 1981-2000
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Table 3.6: Unemployment rates by age, sex and gender in Jamaica, Guyana, and selected
countries in Latin America. 1997 (in percent)

Jamaica Guyana Argentina Brazil Chile Colombia Mexico Uruguay
Salvador

Male 6.3 6.5 12.5 5.6 9.1 12.1 8.1 3.4 8.1

Female 14.2 15.3 17.4 8.0 11.7 18.1 6.0 5.5 12.8

12-19 31.2% 29.6% 36.8% 13.9% 36.7% 11.6% 13.3% 20.2%

20-29 15.7% 12.8% 16.5% 8.6% 16.5% 20.7% 10.2% 4.6% 12.7%

30-49 6.2% 5.3% 10.2% 4.2% 7.6% 9.8% 4.9% 1.8% 6.4%

50-65 4.2% 5.5% 12.9% 2.5% 6.1% 8.5% 4.7% 2.0% 4.3%

66 and Older 0.6% 7.5% 11.0% 1.1% 5.6% 8.7% 3.1% 6.8% 4.3%

Primary 5.1% 8.9% 16.6% 10.2% 13.7% 8.5% 4.7% 9.4%

Secondary 10.3% 12.3% 13.8% 6.8% 17.3% 8.9% 3.7% 10.0%

University 0.5% 4.9% 6.0% 2.4% 5.9% 4.9% 2.9% 5.1%

Source: Jamaica is from authors' calculation from the Jamaica Survey of Living Conditions (JSLC) for 1997. Other data is from de Ferranti et al
(2000, Table 5 2). Data for Argentina is for 1997 and data for Peru is for 1996. Data for Jamaica for 12-19 year olds is for 14-19 year olds.
Definitions of unemployment may differ slightly between countnes.

21. Noting that individuals under 19 are unlikely to be household heads in most Latin
American countries - something that is also true for both Jamaica and Guyana - de Ferranti et al.
(2000, p. 74) suggest that "facilitating the entry of the young into the workplace may be as
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important an item on LAC government agendas as mitigating unemployment risk among
household heads, generally assumed to be older males." Since the pattern in the Caribbean
countries is similar to the pattern observed in the Latin American countries covered in de
Ferranti et al. (2000), this might suggest that similar conclusions could be reached for Jamaica
and Guyana.

22. There are, however, some differences between Jamaica and the Latin American countries
studied in de Ferranti et al. (2000). First, in contrast to other countries in Latin America and to
Guyana, unemployment appears to affect low-income households more seriously than other
households in Jamaica. When households are classified according to per capita income, de
Ferranti et al. (2000, p. 73) note that unemployment rates were significantly higher for low-
income households than for high-income households. However, they note that since temporary
periods of unemployment can result in sudden drops in reported income, this could be due to
unemployment resulting in temporary drops in household income rather than unemployment
being a less serious problem for well-off households (i.e., that a temporary job-loss will make a
well-off household appear poor even if they recover quickly once the unemployed member finds
a new job).5 Consequently, they reclassify households for some countries based upon household
consumption, which they note will generally drop less sharply than income when a household is
hit by a temporary shock. When they do this, they note that unemployment appears to be
relatively evenly distributed across consumption classes in Mexico and Uruguay and that
unemployment appears to affect the poor disproportionately less in Peru and Brazil. The pattern
for Guyana is similar - unemployment does not appear to affect households with low per capita
consumption disproportionately. However, this is not the case in Jamaica - even when
households are classified according to per capita household consumption, unemployment is
generally higher for poor households (see Table 3.7).

Table 3.7: Unemployment Rate by Household Consumption Quintile, Jamaica, Guyana,
and other countries (in percent)

Jamaica Guyana Brazil Mexico Peru Uruguay
Poorest 20% 14.9 8.9 5.8 4.8 5.2 25.1

20-40% 12.6 11.8 8.8 4.4 6.3 20.3

40-60% 8.9 9.2 6.8 4.5 8.1 21.1

60-80% 5.9 10.3 6.2 3.9 9.1 19.7

Richest20% 4.7 8.9 4.7 3.8 7.4 13.6

Source: Jamaica is from authors' calculation from the Jamaica Survey of Living Conditions (JSLC) for 1997. Guyana is from Authors'
calculations for Guyana Survey on Living Conditions for 1999. Other data is from de Ferranti et aL (2000, Table 5 2) Data for Jamaica for 12-
19 year olds is for 14-19 year olds. Defuiitions of unemployment may differ slightly between countries.

5 Although classifying households based upon contemporaneous consumption is preferable to classifying
households based upon contemporaneous income, even this might not be ideal in countries with less developed
financial markets. Under these conditions, it might be difficult for households faced with a temporary loss of
income to maintain consumption at historical levels. To reduce problems associated with using contemporaneous
measures of consumption and income, we intend to use the limited panels that can be constructed from the JSLC to
classify households based upon past income in the next phase of the work on this report.
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23. A second and potentially more important difference between Jamaica and the Latin
American countries discussed in de Ferranti et al. (2000), is the prevalence of female-headed
households in Jamaica. In 1999, 37.4 percent of households and 45.4 percent of households with
children under the age of 14 had a female head with no spouse present (see Table 3.8). In
contrast, only 25.2 percent of households and only 23.0 percent of households with children
under 14 in Guyana had a female head with no spouse present. Most of these female heads had
never been married and relatively few of them were married with absent spouses (see Table
3.8).6 This suggests that older males do not head most households in Jamaica, including
households with children. Since unemployment is generally higher among female heads of
households than male heads of households (9.6 percent and 1.9 percent respectively in 1999) and
labor force participation rates are generally lower (69.9 and 90.3 percent respectively in 1999),
this suggests that unemployment could be a greater concern for household insecurity in Jamaica
than in other countries in Latin America and the Caribbean. 7

Table 3.8: Households with married and unmarried heads in Jamaica and Guyana in 1999
(in percent)

Jamaica Guyana

Households Households
All Households with Children AllHouseholds with Children

Male or Female Head, spouse present 26.1 29.6 64.1 72.6

Female Head, no spouse present 37.4 45.4 25.2 23.0

Male Head, no spouse present 36.4 25.0 10.6 4.4

Source: Authors' calculation from the Jamaica Survey of Living Conditions (JSLC) for 1999.

Unemployment Over Time in Jamaica

24. Since household data was available only for two years in Guyana, we focus on Jamaica in
this section of the paper, which looks at how different households respond to economic shocks
and slowdowns. Although the annual data collected for the JSLC is an invaluable source of data,
it has some deficiencies when looking at these questions. First, the JSLC does not provide panel
information on individual households over time (i.e., different households are covered in each
survey) meaning that it is not possible to see how individual households change their behavior in
response to macroeconomic shocks. Because of this limitation, we cannot, for example, see
whether non-working family members enter the labor force when employed household heads
lose their jobs or suffer cuts in pay. 8 A second problem is thiat Jamaica faced only relatively
modest macroeconomic shocks over this time period (at least as reflected in annual data). Since

6 Guyana is also different in this respect - only 29 percent of female heads with children and no spouse present
were married. However, a much larger percentage was divorced (26 percent) and a slightly greater number were
married with no spouse present (7 percent).

7 Note that these figures are for household heads only - the figures in Table 7 and Table 10 are for all individuals
including non-household heads.

8 Short panels of two years can be constructed for some households in the sample (see World Bank, 2002a, p. 45).
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Figure 3.3: Female Headed Households in Jamaica in 1999 by marital status
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Source. Authors' calculation based upon data from the 1999 Jamaica Survey of Living Conditions (JSLC)

we are primarily interested in the effect of shocks on household behavior, this restricts us to
looking at relatively minor macroeconomic shocks.

25. Even in the absence of a single discrete shock, the Jamaican economy did experience
large changes in its GDP growth rate. As previously shown in Figure 3.2, during the time period
our household data covers (1988-99), economic growth varied from a high of nire than six
percent (in 1989) to a low of nearly negative two percent (in 1997). In particular, after nearly a
decade of positive growth, the economy contracted between 1996-1999, although it appeared to
start recovering in 1997. In addition to this period of negative growth, another shock hit the
economy during this period. On the 12th of September 1988, the largest hurricane in the island's
history hit Jamaica, causing about 45 deaths and 810,000 people to lose their homes.9 This
occurred between the 1988 and 1989 rounds of the JSLC. Although GDP growth remained
positive in 1988 - and, indeed, was faster than in many years preceding and following the shock
- economic growth was slower in 1988 than in either 1987 or 1989 (see Figure 3.2).

26. Unemployment and labor force participation rates have also shown interesting variations
over time. Figures 3.4 and 3.5 show labor force participation and unemployment rates over the
decade by sex. While, as noted previously, unemployment is higher and labor force participation
lower for women, the data reveal a consistent decline in unemployment for both groups over

9 Data is from EM-DAT: The OFDA/CRED International Disaster Database (http://www.cred.be/emdat), Universitc
Catholique de Louvain, Brussels, Belgium.
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time - a trend that is especially pronounced for women. Reversing the generally downward
trend over the decade, unemployment appears to have increased slightly in 1996 and 1997 - the
two years of slowest growth. This decline appears to have been reversed by the end of the
decade (see Figure 3.5) - the downward trending unemployment rate seems to overwhelm any
effect from the recession of the late 1990s.

Figure 3.4: Labor force participation rate for men and women in Jamaica, 1989-1999
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Figure 3.5: Unemployment rate by sex, Jamaica, 1990-1999
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27. The downward trend in unemployment is not matched by a similar upward trend in labor
force participation rates. The male labor force participation rate remained relatively steady at
about 70 percent (see Figure 3.4) over most of the decade and appears to have increased in 1994
and 1995. The female labor force participation rate appears to have increased slightly over time
- from about 46.5 percent in 1990 to about 49.0 percent in 1999. However, the change is
relatively modest compared to the decrease in unemployment (from 21.9 percent to 12.7
percent). The trends in unemployment and labor force participation are similar by age group,
although, as noted previously, unemployment is highest and labor force participation, lowest
among the youngest age group (age 14-19) and improve by ag group (see Tables 3.9 and 3.10).
The changes in GDP do not seem to be reflected in these figures.

Table 3.9: Unemployment Rate by Sex, Age, and Education Level in Jamaica, All
(in percent)

1988 1989 1990 1991 1993 1994 1995 1996 1997 1998 1999

Male 8.0 8.0 8.0 7 5 4.9 4 8 6 3 4.9 5.2

Female 219 18.4 15.8 13.5 129 140 142 117 127

20-29 19.9 18 5 17 3 14.7 13.1 13.4 15.7 13 5 15 6

30-49 8.2 7.3 6.6 5.7 5.6 5.4 6.2 5.0 5.2

50-65 5.6 4.4 3.8 4.0 2 2 3.5 4 2 2.4 2.0

66 andOlder 2 5 1 0 2.2 1.1 1 8 05 06 03 2.2

Primary 13.2 12.5 9.1 7.7 7.5 7.6 46 5.3 7.4 51 50

Secondary 26.9 23.7 20.9 19.6 15,2 12 9 112 113 12 1 10 3 11.1

University 1.6 1.6 1.5 4 8 0 0 0.0 2.7 2 4 0.0 05 2 6

Source Authors' calculation based upon data from the Jamaica Survey of Living Conditions (JSLC).

Table 3.10:Labor Force Participation Rate by Sex, Age, and Education Level in Jamaica,
All (in percent)

Labor Force Participation:Rate 1988 1989 1990 1991 1993 1994 1995 1996 1997 1998 1999

Male 71.0 70.9 71.1 69.6 74.0 72.6 71.1 71.5 70 1

Female 46.5 47.6 47.5 48.9 49.7 48.8 49 8 50 3 49.

20-29 66.3 67.5 67.0 68.9 71.8 69.2 68.7 69 3 67 0

30-49 81.0 81.4 81.2 81.1 82.5 83.4 82.7 82 7 82.9

50-65 69.5 68.3 65.3 67.0 70.7 70.0 67.7 69.7 70.9

66 and Older 32.1 36.6 29.4 30.2 35.8 32.2 29.1 32.7 30.1

Primary 63.5 62.8 65.1 65.9 61.3 61.2 68.5 65.9 66.4 65.0 64.0

Secondary 47.3 49.6 51.8 51.8 57.2 57.5 59 2 58.8 58 2 59.0 58 1

University 85.1 88.2 90 3 83 3 83.1 91.2 88 9 90.1 92 4 95 6 93 7

Source: Jamaica (1999) is from authors' calculation from the Jamaica Survey of Living Conditions (JSLC)
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28. Unemployment and labor force participation, however, provide only limited information
on how people are affected by and how they cope with downturns. Some additional information
from the Jamaica LSMS casts some light on the issue. In particular, the 1999 LSMS survey
asked whether households were facing financial difficulties and, if so, how they responded to
those difficulties. While these data lack a time-series element, making it difficult to know how
people were affected over the economic cycle, we can assume that data from this time period is
indicative of what happens during macroeconomic downturns because 1999 was the tail end of a
recession.

29. Preliminary results suggest that poorer households are hit harder by shocks than better-off
households. The unemployment rate increased for the poorest in 1997 (the worst year of the
recession), though it had returned to previous levels by 1999. Likewise, the labor force
participation rate declined for the poorest during the recession years, but had begun to return to
previous levels by 1999. These statistics are generally consistent with previous results found in
other studies. First, the poor are (almost by definition) worse off in general than other groups.
In this sample their unemployment rate increases by more and labor force participation rate
decreases by more than it does for other groups. Nonetheless, the levels fairly quickly return to
the previous trend levels, suggesting a fairly rapid recovery from shocks.

E. Household Responses to Financial Difficulties

Household Responses to financial difficulties in Jamaica

30. The 1999 Jamaica Surwy of Living Conditions (JSLC), which was taken in the final year
of a four-year period of negative GDP growth, included a series of questions about how
households cope with financial difficulties. These data provide a useful summary of how
different households respond to financial problems and how common certain responses are
across different economic groups. Also, this allows us to assess whether households respond to
financial problems in ways that might jeopardize their future in an irreversible way e.g.,
responding to financial difficulties by pulling children out of school, selling income-producing
assets or failing to get needed health care).

Characteristics of Households Reporting Financial Difficulties

31. Many households reported having financial problems, on a rather persistent basis. Table
3.11 provides information on households reporting financial difficulties in 1999. Nearly 70
percent of all households reported having financial problems, though there was no specific
definition of "financial problems." These financial difficulties appear to be chronic for many
households -only 13 percent reported that the difficulties were for one year or less. Female-
headed households were more likely to report having difficulties, as were households where the
head was unemployed. In general, the less educated the household head the more likely the
family was to face difficulties. Finally, and not surprisingly, the poorest households were the
most likely to report having financial difficulties.
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Table 3.11: Households Reporting Financial Difficulties in Jamaica in 1999, by Household
Characteristics (in percent)

All Households

Total 68.1

Length of time facing financial problems

Less than I year 12.9

Between I and 2 years 13.7

Between 2 and 5 years 40.8

More than 5 years 32.5

Sex of Head

Male 65.1

Female 72.7

Employment Status of Head

Unemployed 83.4

Out of Labor Force 66.8

Employed 68.1

Age of Head

20-29 65.3

30-49 74.5

50-65 64.7

Over 65 60.6

Education of Head

Primary Education 73.7

Secondary Education 65.9

University Education 41.9

By Household Consumption

Poorest Quintile 85.0

20-40 78.9

40-60 70.3

60-80 59.6

80-100 48.6

Responding to Financial Difficulties

32. In the face of financial difficulty, many Jamaican households resort to prayer as a coping
mechanism. Table 3.12 shows how households with financial problems respond to those
difficulties. The most ubiquitous coping mechanism appears to be praying, which more than
one-third of all households with financial difficulties, and nearly half of the poorest households,
report doing. Unfortunately it is difficult to assess how successful this tactic is in relieving
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financial pressures. On a more terrestrial level, 23 percent of these households report asking
local relatives for help. Far more households with unemployed heads - nearly 44rpercent - ask
for help from local relatives than households with employed heads. In general, poorer
households and households headed by someone with less education are more likely to ask
relatives - domestically or abroad - for help. Richer households are more likely to dip into
savings, probably simply because richer households are more likely to have savings in the first
place. The less educated the household head the more likely the household is to sell assets.

33. Financial difficulties, of course, do not mean the same thing to all households, as Table
3.13 demonstrates. While more than one-quarter and one-half of the richest and best-educated
households, respectively, report forgoing vacations in response to financial difficulties, nearly 80
percent of the poorest households report being unable to afford food.
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Table 3.12: Households with financial difficulties reporting using different methods of coping in Jamaica in 1999, by
household characteristics (in percent)

Asking- Stopping or Borrowing
Dip into Selling Askingelocal relatives or Foregoin delaying Planning to from Hutl Doing extra
savings relai ves or friends abroad necessities Y bill Migrate established usting Jobs

'ssets help for help payment creditors

Households with Financial Difficulties 21.4 5.1 22.8 19.1 36.7 36.8 25.6 1.7 2.6 4.6 5.4

Sex of Head

Male 25.2 6.8 18.2 16.2 38.1 34.2 24.0 2.2 2.8 4.9 7.3

Female 17.9 3.3 27.5 22.8 36.1 39.6 28.4 1.3 2.5 4.8 2.7

Employment Status of Head

Unemployed 22.6 3.2 43.7 26.6 37.2 40.3 35.8 1.8 0.0 5.5 0.0

Out of Labor Force 17.3 4.5 33.2 28.4 35.3 44.6 24.4 0.5 0.9 3.1 1.3

Employed 23.3 5.5 17.6 15.8 37.8 33.9 25.9 2.2 3.4 5.3 6.9

Age of Head

20-29 21.5 2.6 23.7 20.7 39.2 29.5 31.4 2.4 0.6 8.0 6.5

30-49 23.9 4.9 15.9 16.6 37.1 34.4 28.7 2.4 4.1 6.6 6.8

50-65 22.2 5.7 27.0 18.6 38.6 38.4 24.3 0.6 1.9 2.1 3.5

Over 65 16.3 7.5 34.4 26.3 34.3 46.5 16.9 1.1 0.9 1.3 1.1

Education of Head

Primary Education 18.5 5.8 24.7 20.5 37.1 37.8 21.8 1.2 2.0 4.4 5.8

Secondary Education 24.9 4.3 19.6 17.8 36.7 35.0 31.3 2.0 2.8 5.8 5.0

University Education 39.9 2.8 8.5 12.8 51.4 43.0 23.8 5.3 13.8 4.1 6.2

By Household Consumption

Poorest Quintile 11.6 5.9 34.5 13.0 38.4 46.2 23.2 1.3 1.4 4 4 3.4

20-40 19.5 4.4 21.5 24.2 41.1 34 3 30.3 1.6 1.9 5.2 5.5

40-60 23.0 6 2 21.4 19.3 35.9 33.9 27.6 2.9 1.4 4.6 5.4

60-80 27.1 3.6 20.0 24.9 32.8 31.6 19.8 1 4 2.2 4.1 5.0

80-100 30.7 5.3 11.4 14.0 32.7 35.7 26.3 1.5 7.9 4.9 9.3
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Table 3.13: Households with financial difficulties reporting difficulties meeting specific household costs in Jamaica in 1999, by
household characteristics (in percent)

Unable to Unable to Unable to Unable to pay Unable to Unable to Unable
Unable to cover health-coepa

Vanable pay school pay utility pay buy food transportation ° pay loans afford coer to buy pay Other
fees bills mortgage desUt . ~ lis vacations cnlronmn tohbyi ouin

e%penses t costs costs

Households with FinancialDifficulties 29.0 59.4 5.4 61.9 24.1 33.7 6.4 10.1 8.6 3Z7. 15.1 6.8

Sex of Head

Male 27.3 56.8 6.1 61.0 26.1 31.1 5.5 11.2 10.8 40.3 13.4 8.5

Female 32.4 63.6 4.3 63.3 22.0 37.1 6.7 8.5 6.1 34.4 15.9 5.2

Employment Status of Head

Unemployed 34.5 59.2 4.8 76.1 30.7 41.6 3.0 6.0 3.0 55.1 10.2 3.0

OutofLaborForce 27.2 63.3 4.6 69.4 20.1 52.8 3.9 5.1 6.1 32.2 9.5 4.4

Employed 30.1 58.9 5.6 58.8 25.2 27.2 7.0 11.8 9.9 38.2 16.4 8.1

Age of Head

20-29 20.3 53.1 5.4 60.4 26.0 26.1 8.0 11.7 13.1 45.9 24.4 9.2

30-49 37.3 61.8 4.7 59.0 23.7 26.9 7.7 12.4 10.8 38.6 16.3 6.5

50-65 27.8 68.3 5.9 63.0 26.5 37.5 5.3 7.7 5.1 33.5 10.6 8.3

Over 65 16.6 49.2 6.6 70.1 21.4 54.8 1.4 4.6 3.9 32.8 7.1 5.5

Education of Head

Primary Education 26.9 57.2 3.8 65.6 25.0 38.1 4.0 5.0 6.9 38.0 11.3 7.7

Secondary Education 34.2 65.4 7.1 58.0 24.3 29.4 8.9 13.7 10.3 38.2 17.8 6.3

University Education 35.8 44.7 10.5 29.5 31.9 7.4 6.5 50.2 24.0 16.1 26.4 8.5

Household Consumption

Poorest Quintile 38.6 53.4 2.0 79.9 25.5 40.6 4.9 2.3 3.9 46.7 12.0 5.3

20-40 26.2 59.7 3.5 65.9 22.9 35.3 3.6 6.9 7.0 38.8 11.4 5.3

40-60 31.3 65.4 5.7 58.5 27.5 40.9 4.7 7.1 6.8 35.4 15.8 7.6

60-80 24.8 63.7 6.5 57.9 25.2 27.2 7.0 13.1 10.7 36.9 15.8 5.8

80-100 19.7 54.8 12.3 36.8 17.9 18.1 14.3 27.8 18.6 21.9 23.8 11.8
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F. Effect of Financial Difficulties on Human Capital

34. One important way that households might respond to temporary shocks in way that might
have an impact beyond the particular downtun is that they might take actions that affect human
capital formation such as withdrawing children from school - either to work or because they
cannot afford school fees - or failing to get needed healthcare. Table 3.13 shows that more than
40 percent of the poorest and less than 20 percent of the wealthiest families facing financial
difficulties reported that they had difficulty paying for health care. Moreover, nearly 40 percent
of the poorest households reported that they had difficulty paying school fees, compared to only
20 percent for the richest households. 10 We provide more detail on these phenomena below.

35. Households facing financial difficulty forgo health care although not in the same fashion
depending on the household head. Table 3.14 explores the health care issue in more depth,
presenting data on the number of households who reported that they did without health care
(rather than had difficulty covering health-related expenses). Poorer households and those
headed by someone with less education were more likely to go without health care than
households that are richer or headed by someone with more education. Interestingly, and
consistent with previous research, female-headed households facing financial difficulties are less
likely to forgo lralth care than households in similar circumstances headed by men. Moreover,
households with employed heads are more likely to go without health care than are households
with unemployed heads. It is not possible to determine the causes of these statistical results.
One possibility is that this demonstrates the existence of safety net programs that help people
with commonly-recognized difficulties - single motherhood and unemployment, for example -
while people facing financial difficulties for other reasons but still have a job have no assistance
to fall back on.

36. Another way that financial difficulties might have long-term effects is if temporary
difficulties affect a household's decision to invest in education for children. The responses
outlined in Table 3.13, indicate that a relatively large percentage of households have trouble
paying school fees, suggesting that some children may permanently lose out on an education in
response to a family's financial difficulties. However, like existing research on the question, the
table provides some reason for optimism. Even though a large number of people report having
trouble paying school fees during financial difficulties, very few households pull their children
out of school for long periods. Indeed, only 10 percent of households reporting financial
difficulties reported pulling their kids out of school for more than ten days and the vast majority
of households with financial difficulties pull kids out of school for only two to five days. It is
important to note, however, that this question was only asked if the child was currently enrolled
in school - it does not provide any information on whether families pull children out of school

10 This comparison is cloudy and probably overstates the effect of financial difficulties on the wealthy. The rich
are almost certainly more likely to send their children to more expensive schools, meaning that when they cannot
pay school fees they mean much higher private school fees. In that case they would probably send their children to
less expensive schools. The poorest, of course, would not have that option.

72



Table 3.14: Households reporting foregoing healthcare due to financial problems in
Jamaica in 1999, by household characteristics (in percent)

All Households -. H,ouseholds with
Financial-Dif iculties

Total 17.0 25.0

Sex of Head

Male 17.0 26.1

Female 16.3 22.5

Employment Status of Head

Unemployed 14.3 17.1

Out of Labor Force 16.3 24.4

Employed 17.0 24.9

Age of Head

20-29 14.6 22.4

30-49 17.0 22.9

50-65 17.2 26.5

Over 65 16.7 27.6

Education of Head

Primary Education 19.5 26.4

Secondary Education 14.8 22.4

University Education 3.9 9.3

By Household Consumption

Poorest Quintile 28.4 33.4

20-40 23.4 29.7

40-60 18.1 25.7

60-80 11.2 18.7

80-100 5.3 11.0

permanently. That is, if the family had pulled the child out of school permanently in response to
financial difficulties, they would not have been asked this question at all - it only applied to
temporary withdrawals.

G. Remittances as a Form of Self-Insurance

37. One of the problems in small economies, such as in many countries in the Caribbean, is
that it can be difficult for individual households to self-insure against economic downturns. For
many of the same reasons why growth tends to be volatile in small economies - small countries
tend to be more open making them more vulnerable to terms of trade slDcks (Easterly and
Kraay, 2000), more heavily reliant on a narrow range of products (Briguglio, 1995) and subject
to natural disasters (e.g., hurricanes) that can affect the entire economy (Srinivasan, 1986) - it
might also be difficult for households to diversify heir sources of income. Problems with
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diversification within small economies have led some observers to suggest that it might be
appropriate for them to be open to international capital markets (Easterly and Kraay, 2000). In
addition to diversifying capital income, the Caribbean's proximity to the United States allows
households to diversify labor income - household members can find work abroad and send
remittances home. As Figure 3.6 demonstrates, remittances are substantial in the Caribbean -
more than five percent of GDP - remittances are higher only in the North Africa/Middle East
region (primarily due to the very high level of remittances in Jordan). In Jamaica remittances
through official sources are as high as ten percent of GDP.

38. The effect of remittances on economic behavior - especially in small economies - is
controversial. Some research explores the sociological effects of family members working
abroad, while other research tries to determine what recipients finance with remittances (Connell
and Conway, 2000), primarily due to the concern that recipients use remittances primarily to
fund consumption, as opposed to more lasting investment. Even if remittances mainly finance
consumption, it is possible that they might be useful as a form of insurance against domestic
downturns - if remittances are either uncorrelated with other sources of income or even are
counter-cyclical they might allow households to smooth consumption in countries with
underdeveloped capital markets.

Who Receives Remittances?

39. The characteristics of remittance recipients differ between countries. Table 3.15 provides
some detail on who receives remittances in Jamaica and Guyana in 1999. About one-third of all
households in Jamaica and nearly half of households in Guyana received some remittances from
abroad. Households headed by older people appear more likely to receive remittances than are
households headed by younger people, although this pattern is more noticeable in Jamaica than it
is Guyana. One plausible explanation for this might be that households headed by older
individuals are more likely to have adult children who are old enough to be working abroad and
sending money home. In addition, female-headed households appear more likely to receive
remittances than male-headed households. This might be because some female-headed
households receive remittances from husbands working abroad or that other relatives see female-
headed households (especially with children) as more vulnerable and therefore are more willing
to remit income to them. Although the first interpretation seems reasonable, it is important to
note that relatively few female-headed households reported having an absent spouse (only 3
percent of female headed households in Jamaica - see Figure 3.3 - and only 7 percent of female-
headed households in Guyana). 12

1 l In general, there are a number of problems with workers' remittance data from national accounts. Since different
countries use different definitions of remittances - and sometimes include items other than worker's remittances in
this category - it can be difficult to compare data across countries (Russell, 1986). Although the data used in Figure
3.6, which is from World Bank (2002b} was constructed using a standard definition of remittances (and so might
differ from data presented in national accounts), even this data only includes flows through official channels. In
contrast, the data from the JSLC and the GLSC are self-reported by households and, therefore, do not suffer from
this deficiency.

12 Although marital status was self-reported and included informal unions, it is also possible that unmarried heads
receive remittances from partners living abroad.
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Figure 3.6: Worker remittances as percentage of GDP in Caribbean and other regions in 1999.
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Source: World Bank (2002b). Averages for regions are simple (unweighted) averages for countnes in that region for which data are available.

40. In general, high- income households (based upon income excluding remittances) in
Jamaica appear to be less likely to receive remittances than low-income households. Classifying
households based upon their income from sources other than remittances, only about 22 percent
of households in the highest quintile received remittances from abroad, compared to over 30
percent of households in the second lower and middle quintiles. This could be because high-
income households do not need income from remittances to meet basic needs, reducing the need
for relatives to remit to these households. In contrast, high-income households (again excluding
remittances) in Guyana, appear more likely to receive remittances than other households.
Further, the poorest households in both countries appear to be less likely to receive remittances
from abroad than some wealthier households. One plausible reason for this second set of results
might be that moving abroad is costly - to the extent that moves are financed out of household
resources, low-income households might not have the resources to cover the fixed costs of
emigration (e.g., transportation costs).
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Do Remittances Serve as Self-Insurance against Shocks?

41. An important question is to what extent households use remittances as a form of self-
insurance.13 Remittances might act as self-insurance in two ways. First, if remittances are
uncorrelated with other sources of income, they would provide limited self- insurance if domestic
sources of income are more highly correlated with each other than they are correlated with
foreign income. Even if remittances do not increase during downturns, they will provide limited
insurance simply because they are uncorrelated with income from other sources. For example, if
household members living abroad always remit a certain share of their income regardless of
circumstances, this will tend to smooth household income as long as the business cycles in the
domestic economy and the foreign economies are only weakly correlated. However, they would
be more successful in this respect if remittances actually increased when individual families
faced financial difficulties. This could occur if foreign and domestic business cycles are
negatively correlated or if relatives living abroad are more likely to remit income when the other
sources of income for households fall.

42. Although the previous evidence that low- income households are less likely to receive
remittances than some middle-income households might appear to be inconsistent with the
hypothesis that remittances serve as a form of self-insurance (see Table 3.15), this does not
necessarily imply that remittances do not serve as a form of self- insurance. As noted earlier, it is
costly to send family members abroad and, therefore, individuals from low-income households
might find it more difficult to go abroad even with family support (i.e., low-income households
might be less likely to use this form of self-insurance because it is too costly). That is, low-
income households might be less likely to receive remittances not because individuals living
abroad do not remit to households that have faced temporary drops in income but because
households that have permanently low-income might be less likely to have close relatives or
household members living abroad. The distinction here is between households that have
temporary shocks to income and households with low lifetime income. If households with
permanently low income are less likely to receive remittances then, on average, low- income
households might receive lower remittances even if households facing temporary income shocks
are more likely to receive remittances after the shock.

43. Although ideally we would want panel data showing how remittances respond when
households are faced with temporary shocks (i.e., comparing xrmittances before and after the
shock for an individual household), this is not possible with the cross-sectional data in the JSLC
and GSLC. However, other evidence from these surveys appears to be consistent with the
hypothesis that remittances serve as a form of self-insurance and that they tend to increase when
families face financial difficulties. First, to some degree, requests from the households receiving
remittances appear to affect remittances (i.e., remittances are not only sent at the initiative of the
remitter). In Jamaica, nearly 20 percent of households facing financial difficulties reported that
they asked

1 Remittances can be seen as self-protection to the extent that they constitute an investment by the household to
help reduce risk or severity of impact in the event of a shock to the domestic labor market (the investment takes the
form of fixed costs related to emigration, e.g. transportation, acquiring necessary education).
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Table 3.15: Household receiving remittances from abroad, by household characteristics
(in percent)

Guyana Jamaica

1999 1999
% of households receiving remittances from abroad 42.8 33.6
Age of Head

20-29 40.7 31.5

30-49 41.7 29.0

50-65 46.1 33.5

Over 66 46.0 47.1
Sex
Male 38.2 30.5
Female 53.4 37.6
Education
Primary 39.3 36.7
Secondary 49.4 31.0
Tertiary 52.9 36.0
Labor Market
Out-of-Labor Force 52.4 49.3
Unemployed 56.7 42.5
Working 39.8 28.1
Area
Kingston
Other Towns a 58.0 29.4
Rural 34.7 33.5
By Household Income excluding remittances

Poorest Quintile 24.3 28.6
20-40 37.6 34.1
40-60 44.3 31.4
60-80 52.3 27.5
80-100 55.3 22.0

a All Urban Areas for Guyana. Data for Jamaica is authors' calculations from the 1999 Jamaica Survey of Living Conditions (JSLC). Data for
Guyana is authors' calculations from the 1999 Guyana Survey on Living Conditions. Remittances only include remittances from abroad (i.e.,
they do not include remittances from local sources).

relatives abroad for help (see Table 3.12). Consistent with this, Connell and Conway (2000) note
"the evidence suggests that most remitters respond rather than initiate..." This combination of
relatives sending money when asked and households responding to crises by asking relatives
abroad for help suggests that remittances could act as self- insurance.

44. A second piece of evidence is that households with unemployed heads - and heads who
are out of the labor force for other reasons - appear more likely to receive remittances than other
households. In Jamaica, 28 percent of households with employed heads receive remittances,
compared to 43 percent of households with unemployed heads and 49 percent of households with
heads not in the labor force. In Guyana, 40 percent of households with working heads received
remittances compared to 57 percent of households with unemployed heads and 52 percent of
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households with heads that are out of the labor force. This suggests that relatives living abroad
might be more likely to remit money to households facing temporary drops in labor income.
However, causation might run in the opposite direction: individuals living in households
receiving remittances may be less willing to take low-paying or unattractive jobs, and hence
more likely to be unemployed or out of the labor force than individuals in households not
receiving remittances.

45. A final piece of evidence relates to the time-series evidence on the level of remittances in
periods when the economy faced aggregate level shocks. Figure 3.7 shows average remittances
in Jamaica between 1989 and 1997. Although remittances appear to generally be trending
upwards over the decade, two years appear to stand out. First, although comparable data was not
available before 1989, remittances appear to be significantly higher in 1989 than in following
years. This is interesting because the JSLC conducted in 1989 was the frst survey conducted
after Hurricane Gilbert - the most powerful hurricane to hit Jamaica in recent history. Since the
remittance data covers the twelve months prior to the survey date, remittances received following
the hurricane would have been included in the data from this year.'4 Second, the other peak
appears to be in 1997, the worst year of the recession. Together, this suggests that remittances
appear to increase in response to aggregate shocks, suggesting that they act as a form of self-

Figure 3.7 Average real remittances per household in Jamaica, 1989-1999
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Source: Authors' calculations based upon data from the JSLC. All figures are
in 1995 Jamaica dollars.

14 Preliminary evidence using household data from Honduras also appears to suggest that remittances increase
following natural disasters. In Honduras, following the devastating hurricanc that hit that country in late 1998
causing mudslides and a massive loss of life, households appear to be far more likely to receivc remittances in the
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insurance. These results are consistent with the cross-country results for the Caribbean presented
in Chapter 2, which showed that remittances appear to be higher in years following natural
disasters throughout the region.

44. In summary, although the evidence is not conclusive, it appears that remittances serve as
a form of self-insurance in Guyana and Jamaica. Households facing temporary shocks appear to
receive higher remittances, households appear to actively request remittances when they face
financial difficulties, and remittances appear to increase when exogenous shocks hit the
economy. This suggests that remittances might be a useful way for households in small
economies to self- insure against aggregate shocks.

H. Insurance, Coping Mechanisms, and Policy Responses

45. Determining optimal policy responses is no simple task. Risks cannot be entirely
eliminated at any reasonable cost. In an ideal setting, programs to help reduce, manage, and
cope with risk would meet many conditions, including appropriate coverage, ability to provide
benefits quickly, and be well-targeted to those affected the most (Hicks and Wodon, 2000)'5
One of the most important conditions - and conveniently one that allows for a test of
effectiveness - is that they be counter-cyclical. That is, expenditures on risk management
policies should increase during a contraction and be scaled back when conditions improve.
These counter-cyclical tendencies are more common in industrialized countries where many
welfare programs are entitlements: people are automatically eligible when they suffer a bad
shock such as being laid off. Such entitlement programs are less common in Latin America.

46. Gill (1999) notes that there are, in general, four types of income insurance programs in
Latin America: unemployment insurance, severance pay, individual accounts, and public works
programs. Public works programs were used extensively in Chile in the 1970s and 1980s, and
introduced more recently in Argentina, Brazil, and Mexico. It is important to note that although,
in general, income insurance programs can be designed to be counter-cyclical, their effectiveness
in reaching vulnerable households is likely to depend upon the labor market characteristics of the
individual countries where they are enacted as well as on program design. For example,
unemployment insurance is more likely to be effective in reaching po or households in countries
where unemployment primarily affects low-income households. Thus, based upon the household
data from the GLSC and the JSLC, it appears that unemployment insurance would target low-
income households better in Jamaica than it would in Guyana. Similarly, since low,-income
households facing financial difficulties appear especially likely to forego health care in Jamaica

period following the hurricane than in the period prior to the hurricane. This issue will be explored further in the
next phase of work in this report.

15 Hicks and Wodon (2000) cite a 1999 World Bank Social Protection Strategy Paper to identify three types of risk
management policies. The first is risk reduction, which includes macroeconomic management, regulations, and
other institutions in place to help prevent crises from occurring in the first place. The second is risk management,
which are policies put in place prior to a shock to reduce the impact of one when they do occur. The third is risk
coping, which are measures implemented after a shock to deal with impacts not captured by management strategies.
They also point out that "one should differentiate between the social safety nets which should be in place at all times
to deal with idiosyncratic shocks, and the programs which are specifically designed to help large numbers of poor
people suffering from temporary adverse covariant shocks."
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(see Table 3.14), programs that provide emergency health interventions might be useful in
protecting the poor.

47. Although in principle, social expenditures can be designed to be counter-cyclical, this has
not always been the case. As de Ferranti et al. (2000) conclude, the evidence suggests that
"governments do make efforts to protect the poor - or at least to protect social expenditures
during crises - and that they increase these expenditures faster than economic growth during
periods of expansions. Unfortunately, the findings also indicate that their efforts during
contractions are not enough - spending per poor person falls despite their efforts. And equally
worrisome is that government behavior in expansions may be pro-poor but short-sighted -
democratic governments expand too fast, perhaps responding to strong political pressures to
'make up' for their inadequacies during recessions." Ironically, as de Ferranti et al. (2000) point
out, while the evidence suggest that many of the poor successfully weather downturns without
substantial harm to their consumption patterns, governments end up responding like the poor
people they are supposed to help: they decrease spending in bad times and increase it in good
times. l 6

16 Hicks and Wodon (2000) find that the pro-cyclical nature of these programs can be quite severe. They find that
"a one percentage point decrease in per capita GDP leads to at least a two percentage point decrease in targeted
public spending per poor person".
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CHAPTER 4: IMPLICATIONS FOR POLICY AND ASSOCIATED
INSTITUTIONAL MECHANISMS

A. Introduction

I. Chapters 2 and 3 examined the manifestations and drivers of macroeconomic
volatility and the impact on household insecurity, respectively. This chapter discusses
policy and associated institutional mechanisms which may help mitigate macroeconomic
volatility and household insecurity. It proposes a general taxonomy of such mechanisms,
drawing largely on prior work (notably de Ferranti et al. (2000)), and uses this to review
in broad terms the prevalence and effectiveness of these mechanisms, and to highlight
gaps and areas meriting attention, in the context of the Caribbean countries. However, it
needs to be underscored at the outset that the review at this stage is a very general and
preliminary one. Further work planned on this topic prior to the preparation of a final
report will provide a more in-depth study of mechanisms and gaps in individual
Caribbean country contexts.

B. A Taxonomy and Review of Policy and Institutional Mechanisms to deal with
Macroeconomic and Microeconomic Risk

2. Examining what policies and institutions at the national (or supra-national) level
might help reduce aggregate volatility is critical in the Caribbean because international
diversification of individual Caribbean countries' aggregate risk is not being realized
anywhere near potential. In fact, existing work (see for example World Bank (2002c))
indicates that Caribbean countries would accrue very significant welfare gains if they
were each able to diversify their aggregate risk internationally. But mechanisms for
international diversification of risks remain underdeveloped in the Caribbean countries,
even relative to Latin America. The central idea underlying the desirability of such
mechanisms is that higher volatility is a manifestation of greater risk, which it is desirable
to reduce. To illustrate, we present in Table 4.1 the approach taken in de Ferranti et al.
(2000) based on Athanasoulis and Van Wincoop (2000), to calculate the potential gains
from the elimination of country-specific risk in consumption. The idea is that if
instruments to hedge successfully were available, only global risk would remain and the
consumption paths of different countries would become closely correlated. The
calculations in Table 4.1 suggest that the Caribbean countries can benefit enormously
from greater diversification. These and related issues are more extensively addressed in
the Caribbean country context in World Bank (2002c), which reaches similar conclusions
using a slightly different approach. 1

we note in particular that whereas the potential gains from eliminating country-specific consumption risk
are measured in terms of consumption levels, World Bank (2002c) adopt the alternative approach of
measuring potential gains in terms of consumption growth, which it is argued offer several advantages.
This results in some differences in results.



Table 4.1: Estimated Welfare Gains from Diversification as a percent of private annual
consumption /1

COU IrVTR '-
Dominican Republic 22.39

Jamaica 79.05
Trinidad and Tobago 97.01
Belize 7.54
Barbados 6.80
Guyana 27.58

Mean 40.06
Median 24.98

Rest of LAC Mean 12.29
Industrialized Economies Mean 1.17

Note: total consumption used in the case of Barbados

Source: de Ferranti et al. (2000, p.63).

3. Mechanisms to address risks can be divided into three categories: market
insurance, self-insurance, and self-protection. This taxonomy was used by de Ferranti et
al. (2000, pp. 38-41) in their discussion of how to respond to economic shocks in LAC,
using a framework proposed by Ehrlich and Becker (1972). The primary distinction is
between insurance, which transfers resources between 'good' and 'bad' states of the
world, and protection, which reduces the likelihood that bad states of the world will
occur. The primary distinction between market insurance and self-insurance is that
market insurance involves the pooling and spreading of risk, while self- insurance does
not involve any such pooling or spreading.2 For example, faced with the potential of
significant property damage during a hurricane, households might either purchase
homeowner's insurance that protects against hurricane damage (a form of market
insurance), might set aside precautionary savings to finance repair and reconstruction in
the event of hurricane damage (a form of self-insurance), or might purchase or construct
a sturdier house that is less likely to be damaged during a hurricane or move to an area
where hurricanes are less common (a form of self-protection).

4. Ehrlich and Becker (1972) find that self-insurance and market insurance will
generally act as substitutes. For example, de Ferranti et al. (2000, p. 38) note that
households will generally reduce precautionary savings when unemployment insurance is
available to them. In contrast, Ehrlich and Becker (1972) find that market insurance and
self-protection can act as complements under some conditions. In particular, de Ferranti
et al. (2000, p. 38) note that if the price of self-protection falls and hence people increase

2 In practice, as noted by de Ferranti et al. (2000, p. 39) it can be difficult to determine whether an action
should be classified as self-insurance or self-protection and, in some cases, it can even be difficult to
classify insurance as 'market insurance' or 'self-insurance'.
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self-protection, this should reduce demand for both self-insurance and market insurance.
This, however, reduces aggregate risk for the economy as a whole and therefore should
reduce the price of market insurance (which depends upon the likelihood of bad states
occurring). In turn, this will increase demand for market insurance. Whether market
insurance is a complement or a substitute for self-protection, therefore, depends upon the
relative magnitude of these two effects.

5. Macroeconomic volatility. Following de Ferranti et al. (2000, p. 65), the first part
of Table 4.2 provides a taxonomy of policy and institutional mechanisms - grouped
under market insurance, self-insurance, and self-protection - to tackle specific sources or
amplifiers of macroeconomic volatility.3 All three broad sources of aggregate risk -
external, domestic-policy-related, and natural-disturbance-related-are considered, in
light of the findings in Chapter 2 that all three appear to matter for the Caribbean
countries. Also considered in the last column are mechanisms of "outside" support
which, in effect, help the country cope with the effects of aggregate risk stemming from a
given source. The availability of such outside support mechanisms, or the country's
perception to this effect, may of course foster moral hazard by influencing the extent to
which insurance, self-insurance, and self-protection mechanisms are established and
maintained.

6. As outlined in Table 4.2, aggregate risk stemming from volatility in terms of trade
shocks can be reduced through mechanisms that encourage greater international portfolio
diversification and hedging of commodity risks (insurance), commodity stabilization
funds (self-insurance), and trade diversification (self-protection). Similarly, aggregate
risk stemming from natural disturbances, including natural disasters, can be addressed
through catastrophic insurance for public and private sector assets (insurance),
accumulation of reserves and/or fiscal surpluses in non-disaster periods, possibly in the
form of an explicit catastrophe fund (self-insurance), and more accurate identification of
natural risks and preparedness for them in various ways, such that the damage from them
is lessened (self-protection). Aggregate risk stemming from volatility in fiscal policy can
be mitigated through precautionary targets and contingent fiscal rules (self- insurance) and
by working towards a more diversified tax base and careful management of external debt
stocks and flows to ensure that different types of shocks have less of an impact on the
fiscal accounts (self-protection). Finally, outside support mechanisms applicable in most
cases include recourse to external borrowing or grants from the international financial
institutions or bilateral agencies, some or all of which may be linked to specific sources
of risk (e.g., the European Union's STABEX funds to address commodity-export-linked
risks (See Box 4. 1)).

3 The same caveats as in de Ferranti et al. (2000) apply here (see p. 65 of that document). In particular: (i)
the taxonomy is meant to be illustrative rather than comprehensive; (ii) certain policy and institutional
mechanisms may combine two or more of the insurance, self-insurance, and self-protection aspects; and
(iii) the benefits of implementing such policy and institutional mechanisms need to be weighed against the
costs of doing so, and the cost-benefit calculation may be quite different across country contexts.
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Table 4.2: Taxonomy of Mechanisms to deal with Macroeconomic Volatility and Household Insecurity

Macroeconomic Volatility

Source or Amplifier of Insurance Self-lInsurance Self-Protection Outside Protection
Volatility

Terms of Trade Shocks Intemational portfolio Stabilization funds (e.g., oil export Trade diversification (products and markets) Increased extemal borrowing (e.g.,
diversification; hedging vs. revenue fund) from IFIs); STABEX
export commodity pnce
risks

Natural Disasters Catastrophic insurance for National catastrophe funds; Better standards for construction; information campaigns; readiness Increased extemal borrowing (e.g.,
public and private sector extemal reserve build-up; fiscal investments, nsk identification systems; diversification into more from IFIs), intemational disaster
assets surpluses in good times natural disaster-resilient economic sectors (e.g. offshore services); relief funds (govemmental and

multi-destination tourism with adequate revenue sharing non-govemmental)
arrangements; sea defenses

Financial System Facilitate risk Enhanced capital and liquidity Adequate bank regulation and supervision; avoidance of portfolio Intemational financial workouts
diversification through requirements for banks; deposit mismatches
capital market insurance
development;
intemationalization of the
banking system

Fiscal policy Precautionary targets and Tax base diversification; public debt management Increased extemal borrowing (e.g.,
contingent rules from IFIs)

Monetary and exchange rate Clear and transparent exchange Increased extemal borrowing (e.g.,
policy rate/monetary rules; balance from IFIs)

flexibility against credibility

11M1ir7-e-oX6rnic.i7C-Vfiiln'erTability fdj]167seiiiity,,

Channel of Transmission Insurance Self-Insurance Self-Protection Outside Protection

Labor market (sources of Unemployment Increased household savings; Investment in education, skills and professions that increase Safety nets (possibly means-tested,
shocks: terms of trade, insurance/benefits informal (e.g., extended family) resilience to retrenchment in case of economic downtum conditional, cash or in-kind
natural disturbances, mutual assistance networks transfers), including job creation
macroeconomic policy programs; community and non-
volatility) Diversification of household wage govemmental networks

income (including through
migration and remittances)

Assets (sources of shocks: Property insurance (house, Household precautionary savings Investments that reduce risk of damage in the event of a natural Relief programs, reconstruction
natural disaster, and macro car, livestock); crop and calamity (e.g., strap on roof, stronger house structure, moving away programs (public and/or voluntary
economic policy volatility in other insurance from risk -prone locations, etc...) sector, perhaps assisted extemally)
the case of financial assets)
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7. In terms of mechanisms to deal with terms of trade volatility, the Caribbean
countries, like other developing countries, generally do not have significant international
portfolio diversification. With the exception of certain recent cases of agreement with
Venezuela on oil purchases, they generally do not undertake any systematic management
of imported or exported commodity price risks through market or other mechanisms.
Trinidad's Oil Fund aside, commodity export stabilization funds or germane mechanisms
are rare, possibly owing to the preferential price mechanisms in European markets that
have existed for the main export crops, but which now have impending sunset clauses.
However, while preferential market access at guaranteed prices may have reduced the
need for hedging against price fluctuations, hedging against exchange rate movements
appears to be of major importance in some Caribbean contexts. For example, the Guyana
Sugar Corporation has seen its reserves vanish in the past few years on account of the
weakness of European currencies vis-a-vis the US dollar, causing the country to postpone
its sugar sector modernization program for lack of investment capital.

8. The special characteristics of the small states of the Caribbean make it difficult
for countries to put in place the full range of mechanisms to self- insure against shocks.
In Chapter 2, we noted that relative to GDP, the Caribbean countries exhibit comparable
liquidity and credit depth to Latin America. However, size in an absolute sense does
matter for the development of the financial sector. The Caribbean countries are, by and
large, small, if not tiny, financial systems.4 Nine of the countries in our sample had total
M2 in 1998 of only US$1 billion. Greater openness can improve opportunities to
diversify risk, and offset some of the disadvantages faced by small financial systems.
The Caribbean countries are characterized by a high degree of openness, both on the
current and capital accounts, which suggests several possible routes to greater financial
development and "internationalization". Openness in a financial sense could mean cross-
border trade in financial flows and services, foreign ownership of financial
intermediaries, and regional and international cooperation in the establishment of

4Of our sample, Haiti, Jamaica and Trinidad and Tobago had total M2 of less than US$ 10 billion in 1998.
Antigua & Barbuda, Belize, Dominica, Grenada, Guyana, St. Kitts & Nevis, St. Lucia, St. Vincent & the
Grenadines and Suriname had M2 less than US$1 billion in 1998.
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financial infrastructure. 5 Additionally, given the relative lack of development of stock
markets in the Caribbean, regional securities markets could be a solution. The OECS
countries are already experimenting with this at the sub-regional level.

9. Moreover, "smallness" raises specific issues that cannot be wholly taken care of
by greater openness. According to Bossone, Honohan and Long (2001) financial services
in small economies tend to be more expensive to produce, less competitive, and
potentially to suffer from weak management and supervision. Missing financial
products, limited growth potential for intermediaries, lumpy projects, and unsuitability of
"normal" regulations in the face of higher financial fragility are other problems likely to
be faced by small financial systems.

10. Meanwhile, trade diversification has progressed. While the export base remains
concentrated for most Caribbean countries, in several cases the composition has changed
quite substantially over the decades, with tourism and other traded services (e.g., offshore
financial services) replacing the traditional commodity exports. In Jamaica, for example,
the share of services in the total exports of goods and services has gone up from 30
percent in 1980 to over 60 percent in 2000. While this arguably leaves the Caribbean
countries open to such setbacks as the post-September 1 1 th decline in travel and the
recent initiatives to compel a tightening of controls on offshore financial sector activities,
there is some evidence that earnings from the new lines of service exports are generally
less volatile than commodity exports are known to be. Of course, excessive market
concentration within traded goods or services carries with it greater risk of shocks: for
example, in the aftermath of September 1 1 th, many Caribbean economies suffered from
being owrly dependent on tourism from the United States. In response, some countries
(e.g., Jamaica and several of the OECS countries) have put in place a campaign to
diversify their tourism base and attract a larger share of British and other European
visitors. Other external sources of risk, such as volatility in international capital flows,
do not appear to be inordinately high for the Caribbean and to be systematically linked to
macroeconomic volatility, and are therefore not discussed in detail here.

11. Policy and institutional mechanisms to deal with aggregate risk stemming from
natural hazards are comprehensively discussed in World Bank (2002d) and are not taken
up in detail here. We note here only that, while the Caribbean countries vary in terms of
the existence and effectiveness of the various mechanisms to address natural risks, there
remains much room for strengthening mechanisms across the board, although the agenda
varies across countries. Because natural hazards are a source of aggregate risk to which
Caribbean countries are disproportionately subjected, establishing and strengthening such
mechanisms probably deserves top priority.

12. The Caribbean countries' policy and institutional mechanisms to deal with
aggregate risk stemming from policy volatility vary in their prevalence and effectiveness.
One area which appears especially worthy of further investigation and policy attention

5It also implies potentially volatile capital flows, which can be both a buffer and an additional source of
vulnerability.
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concerns volatility in fiscal policy. In particular, few of the Caribbean countries have any
formal precautionary fiscal targets and contingent rules, such as might be provided for in
a fiscal responsibility code, as a mechanism of self- insurance against fiscal policy driving
or amplifying aggregate volatility. With formal fiscal convergence criteria to bolster the
ECCU under consideration for some time and likely to be formalized in the near future,
the OECS countries are perhaps closest to such a mechanism on paper, although in
practice concern has grown significantly in the recent past at the deterioration in fiscal
balances in several of the countries. Similarly, there remains much scope for pursuing
tax base diversification and public debt management as self-protection mechanisms
against shocks having a major impact on the fiscal accounts. High on the agenda, for the
OECS countries in particular is the need for a broad-based, low-distortion VAT-like
indirect tax instrument to replace an eroding trade-tax revenue base.

13. The need for more active management of external debt is recognized and being
pursued in several of the Caribbean countries, notably the Dominican Republic, Jamaica,
and Dominica. In Guyana, the pursuit of policies that would secure the country's access
to full relief under the Enhanced Heavily Indebted Poor Countries (E-HIPC) initiative is
key, as such assistance would significantly reduce the country's debt service burden,
thereby increasing flexibility in the fiscal accounts and policy-makers' ability to use
fiscal policy to respond to possible shocks. Jamaica, which has a very high debt
overhang, has been seeking to diversify its investor base, both domestically and
externally, in order to promote market stability, thereby enhancing market efficiency and
increasing liquidity. For example, in 2000, it successfully floated a EURO 200 million
bond offering in Europe, going for the first time beyond the US dollar zone. Moreover,
to reflect this increased activity outside the dollar zone, the Bank of Jamaica has
diversified its currency holdings by increasing its EURO reserves. Although reserve
accumulation can be an effective self-insurance mechanism, it should be noted that
smaller countries can be constrained in their ability to use reserves effectively to self-
insure against shocks. The level of international reserves of a small country is unlikely to
match the economic cost of aggregate shocks, especially if the country is also poor, partly
because the shock is likely to have a large impact and partly because savings are small in
absolute terms, even when the saving rate is high.

14. Policy and institutional efforts notwithstanding, Caribbean governments will
continue to rely on external financing during times of shocks, especially during shocks
that originate in natural disasters, as the domestic component of fiscal revenue or
international reserves are unlikely to help respond to shocks in a counter-cyclical manner.
The domestic component of fiscal revenue tends to decline during adverse disturbances
and limit the scope for increasing fiscal outlays. Official transfers and external
borrowing by the public sector therefore become, in effect, part of governments' coping
strategy. In fact, we found that public sector investment is positively correlated with
official transfers (while there is no correlation between public sector consumption and
official tansfers), suggesting that official transfers tend to be used for reconstruction
after natural disaster-related shocks.
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15. While aggregate risk in the Caribbean countries does not appear to be especially
amplified by the financial system, it is clear that inancial deepening would, over time,
help better absorb macroeconomic volatility. It is instructive to note that Jamaica's 1995
financial crisis, while being responsible for a very large increase in public debt, did not
spill over into a currency crisis (as happened in the 1997 East Asian crisis), in part owing
to the presence in Jamaica of stable and strongly capitalized foreign banks. The crisis led
to a flight to quality, but within the country. Jamaica has since made significant progress
in addressing previous weaknesses in its banking system. Most other Caribbean
countries have also made significant progress in facilitating capital market development
and the internationalization of the banking system, as well as in strengthening capital and
liquidity requirements for banks and in strengthening the regulatory and supervisory
framework. However, all the countries still have an unfinished financial sector reform
agenda. Active pursuit of this agenda will, over time, help strengthen mechanisms that
absorb aggregate volatility.

16. Household Vulnerability. The second part of Table 4.2 provides a taxonomy of
mechanisms to deal with volatility at the level of the household. These may be
established, supported, or mandated by government, or may be undertaken entirely at the
level of the household or broader familial or local community networks without any
government intervention. Again, mechanisms can be conceptually divided into
insurance, self-insurance, and self-protection. We also distinguish, in a fourth column,
outside support mechanisms: these are mechanisms - funded from outside the household -
that may not strictly qualify as insurance, but may kick in according to pre-determined
criteria to help the household cope with an adverse downturn.

17. We review mechanisms according to the transmission channel whereby aggregate
shocks impact the household, which are twofold: labor market outcomes (partial or total
loss in pecuniary or non-pecuniary labor remuneration); and direct loss in assets and/or
asset-related income, such as might occur following a natural disaster. As enumerated in
Table 4.2, to deal with household insecurity transmitted through the labor market,
possible mechanisms would include unemployment insurance and/or benefits (insurance);
precautionary saving by the household or extended family support networks or initiatives
to spread household labor income generation across more than one sector or place of
employment such as through migration and remittance by a household member (self-
insurance);6 and investment in education or skills resulting in employment that might be
more downturn-resilient. It should be noted that the labor market impact on the
household may have its source variously in an external (e.g., terms of trade or financial)
shock, volatility brought about or accentuated by policy, or a natural shock. Outside
support mechanisms would include safety net provisions, whether in the form of cash or
in-kind transfers, means-tested or not, conditional (e.g., on providing labor, sending
children to school, or ensuring that infants get health care) or not. These may be

6 As before, the presentation here is meant to be illustrative rather than comprehensive.

88



provided by government or by the local or international voluntary sector.7 Of special
note is that, because it is household insecurity stemming from aggregate (rather than
household-specific) shocks that is under consideration here, an important dimension is
the capacity of the various types of mechanisms for "scaling up" to handle large numbers
of households who may be impacted by a shock or downturn.

18. To deal with household insecurity stemming from the risk of direct adverse
impact on household assets or asset-related income as a result of a natural catastrophe,
possible mechanisms include property and crop insurance policies (insurance);
precautionary saving and investing abroad to spread household asset-related income
generation across more than one place (self-insurance); and incurring up-front costs such
that the impact of a natural shock is lessened (self-protection). Outside support
mechanisms in this case - again to help the household cope with loss of assets or income
to the extent that other mechanisms fall short - would include relief and reconstruction
programs, which may be provided by government or the voluntary sector, and may be
supported by international financial institutions and bilateral development cooperation
agencies.

19. What of the prevalence and effectiveness of mechanisms to deal with household
insecurity in the Caribbean countries? With respect to risks transmitted through the labor
market, insurance mechanisms - formal unemployment insurance or benefit schemes -
rarely exist. There is at least some evidence that informal familial and community
networks self-insure among themselves by helping those in need, whether as a result of
labor income loss or not. Also, income sources for Caribbean households tend to be
more diversified as a result of migration of household members abroad and remittance of
funds, particularly in times of need. For example, in Guyana, the percentage of
households receiving remittances increased significantly (from 55.2 percent to 62.7
percent between 1992 (a year within a good economic period) and 1999 (a year within a
bad economic period). Similarly, in Jamaica, remittances appear to have reached a local
peak in 1989 (a year in which the country was struck by a hurricane) and 1997 (a year of
dire recession). Another clue is that in Jamaica it appears that households with
unemployed heads are more likely to receive remittances than those whose heads are
employed, supporting the hypothesis that households diversify the geographical location
of their labor force as a self-insurance mechanism. However, poorer households are less
likely to be able to incur the expenses necessary for self-insurance. For example,
household data fr Guyana suggests that better-off households are more likely to be the
beneficiaries of remittances from abroad, possibly because the fixed costs of migration
are too high for poor households to meet.

20. With respect to outside support mechanisms to help households cope with a loss
of labor income, generalized safety net mechanisms in the Caribbean countries remain
weak - patchy in coverage, high in errors of inclusion or exclusion, and heavy in
administrative costs. Several countries, notably Jamaica, have initiated efforts to

7 To the extent that they are provided by government, it may also be possible in some cases to interpret
outside support as insurance mechanisms.
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streamline social assistance mechanisms while increasing their reach and effectiveness,
and to strengthen "scaling-up" capability to counter household insecurity driven by
aggregate, rather than idiosyncratic, downturns.8 As regards job-creation programs, in
general, these have had only limited success in the Caribbean countries. There are
virtually no organized, large-scale job-creation programs with well-defined efficiency
and effectiveness criteria in existence.9 Instead, in some countries, notably several of the
OECS countries, job creation in times of generalized hardship for households (e.g.,
following a natural disaster) has often taken the form of new hires on to the government
sector payroll. 10

21. Concerning risks arising from the impact of natural disasters on household assets
or income, penetration rates for private property insurance policies remain low in the
Caribbean countries. 11 While it would be unwise for governments to intervene directly in
insurance markets, it is widely acknowledged that there is a role for the public sector in
fostering greater coverage among low-income groups. A key focus of government
intervention would be to encourage more systematic implementation of self-protection
measures among all households, including the poor and vulnerable (e.g., through better
definition and enforcement of land use policy and building codes), which would also
have the effect of increasing insurability. The implications for public policy of risks to
households as a result of natural hazards are the subject of comprehensive examination
in, among others, World Bank (2002d) and are therefore not discussed in detail here.

22. Finally, outside support to households to assist in coping with the effects of
shocks brought about by natural events - typically coordinated by government - has been
prevalent in the Caribbean countries, often with the support of IFIs, bilateral development
partners, and the local and international voluntary sector. Interventions have varied in
scale and effectiveness, but one general shortcoming has been that relief and
reconstruction programs, perhaps because of the urgency that is typically involved, often
have not sufficiently incorporated initiatives and measures to ensure preparedness and
risk reduction in facing potential future risks associated with natural disturbances.

C. Key Areas of Policy Attention

23. Definitive conclusions as to the implications for public policy are clearly
premature, pending a more systematic and in-depth assessment of Caribbean countries'

8 For details, see Government of Jamaica (2001).

9 There are, of course, several programs in existence, although they are typically not on a very large scale.
In Jamaica, for example, the Jamaica Social Investment Fund provides resources for the upgrading of
community and social infrastructure, primarily in poor areas, and in the process provides significant
employment.

10 For example, in St. Kitts, the second half of the 1990s witnessed three hurricanes (Luis in September
1995, Lenny in November 1998, and Georges in November 1999). Over the same period, recruitment of
non-established government workers increased very rapidly, reportedly at least in part to assist in relief,
clean-up, and reconstruction efforts. However, the number of workers has not declined since then.

For more details, see World Bank (2002c)
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policy and institutional mechanisms to deal with aggregate and household-level risk.
Nevertheless, based on the very preliminary assessment thus far, three areas of focus in
terms of mechanisms to reduce aggregate volatility can be flagged. The first is to deal
with volatility generated or amplified by fiscal policy, in effect through more effective
self- insurance and self-protection mechanisms. Countries could achieve greater
macroeconomic stability by reducing their debt levels, and pursuing tighter fiscal policies
in good times.

24. The second is to address volatility brought about by natural disturbances as part of
a comprehensive framework of risk management for natural hazards, as laid out in,
among others, World Bank (2002d). This could be complemented with policies to
encourage the emergence and expansion of economic activities in sectors less prone to
natural disasters. The third is to enhance insurance and protection mechanisms that help
reduce terms of trade volatility as the Caribbean countries increasingly face more
liberalized trade regimes with declining access to protected markets at guaranteed prices.
Caribbean countries could also use their openness to international goods and financial
markets to achieve more international risk diversification.

25. At the microeconomic level, as discussed in more detail in chapter 3, in terms of
dealing with volatility affecting the household through the loss of labor income, the main
area of policy and institutional focus should be to strengthen safety net programs, with
special emphasis on targeting and "scalability". Attention should also be directed to
addressing risk facing the household as a result of natural hazards. Policy and
institutional measures in this area need to be designed and implemented as part of a
comprehensive framework for natural risk management.
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Annex 2

Correlations between volatilities in key regressors and frequency of natural disasters:
(significance levels in parentheses)

^Ir = Eowth of privat eredi o Terms Mf tr s
Growth of private credit I

Growth of public consumption 36.08%

(1%

Terms of trade shocks 13.77% 42.57% 1

(1% (1%

Frequency of natural disasters 21.46% 1.31% -1.58O/
(1°%/ 0.8264 (not significant
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