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Good morning ladies and gentlemen:

Welcome to the release of another of the Bank’s Quarterly Monetary Policy Reports. As usual, I will outline the main developments in the March quarter and provide you with an outlook for the near-term. 

Macro-economic Environment

With regard to the March quarter, I am pleased to report that the macroeconomic conditions remained generally favourable during the quarter. The financial markets continued to be stable and there was moderation in the inflationary pressures. Government’s operations for the fiscal year also contributed to continuing stability, deviating only marginally from the fiscal targets. This, in spite of the disruption caused by two hurricanes during the year. 

Against this background I believe that you will be interested to know that the recent review of Jamaica’s macroeconomic developments by the IMF was positive. The Fund Report commended the overall macroeconomic stability, making special mention of the satisfactory performance of monetary and fiscal policies despite domestic and external challenges, including the passage of Hurricane Ivan. 
Inflation

For the March quarter, inflation was 1.4 per cent - in line with the expected normalization of prices relative to the December 2004 quarter. However, despite the moderation, inflation for the period was somewhat higher than the Bank’s expectation.

Drought conditions and bushfires in some parishes, together with administrative adjustment in the costs of some services and increases in the prices of certain international commodities, particularly oil, were the main factors affecting the inflation out-turn for the March quarter.

For the fiscal year inflation was 13.2 per cent – or 3.6 percentage points below the rate recorded in F/Y 2003/04. Most of the inflation for the fiscal year was due to the impact of Hurricane Ivan in the December quarter. 

Core inflation for the March quarter was estimated at 1.1 per cent, relative to 1.7 per cent in the December quarter - consistent with the Bank’s management of base money over the past six months as well as with the stability in the foreign exchange market.

Foreign Exchange Market

The foreign exchange market remained relatively stable during the March quarter. The appreciation in the exchange rate observed in the December quarter continued into the March quarter, with the result that the weighted average selling rate for F/Y 2004/05 depreciated by just 0.9 per cent relative to the sharp depreciations of 7.8 per cent for F/Y 2003/04 and 15.3 per cent for F/Y 2002/03. 

The favourable foreign exchange market conditions were influenced by strong US dollar supplies from the traditional earners of foreign exchange, as well as from remittance flows.  In addition, growing investor confidence contributed to an increase in net capital inflows, as was evidenced by the sale of foreign exchange by commercial banks to the BOJ over and above the usual surrender requirements. 

With higher foreign exchange flows to the economy, the net international reserves of the Bank of Jamaica increased to US$1,901.6 million at the end of March. This was US$43.1 million above the figure at end-December 2004 and US$231.6 million above the target of US$1,670.0 million for end-March. The gross reserves at the end of March were US$1 924.1 million, representing 17.2 weeks of imports of goods and services.

The NIR has increased by an additional US$108.8 million since the end of March. Consequently, at the end of April the reserves were US$2,010.4 million. 

Monetary Policy 

With generally favourable conditions in the financial markets during the March quarter, the Bank continued its careful easing of monetary policy. We reduced interest rates on the Bank’s open market instruments on two occasions, resulting in the lowest yield curve on these securities since August 2002.  

The interest rate on the 30–day instrument is currently 12.95 per cent relative to 13.80 per cent at end December 2004, while the rate on the 365-day instrument was reduced to 14.50 per cent from 15.50 per cent over the same time interval. Despite these reductions, the demand for the Bank’s instruments, particularly the 30-day and 365-day tenors, has continued be strong.

During the March quarter the Bank also reduced the Special Deposit Requirement for deposit taking institutions from 5.0 per cent to 3.0 per cent. The funds released were reinvested with the Bank - further evidence of the market’s confidence in the macroeconomic policy.  

Real Sector Performance

Our assessment of the performance of the real sector suggests that the economy experienced marginal growth in the March 2005 quarter.  This growth was driven by the performance of the services sectors, as there was an overall contraction in the goods producing sectors due to the significant contraction in agriculture. The recovery in agriculture has been retarded by drought conditions and bushfires in some parishes.  

Near-term Outlook
The Bank expects that the generally favourable macroeconomic conditions that prevailed in F/Y 2004/05 will continue into F/Y 2005/06. We are forecasting an acceleration in economic growth in the June quarter and for the rest of the fiscal year. We expect that growth will be largely influenced by expansions in bauxite/alumina, tourism, construction, communications and distribution. Growth should also be enhanced by the positive spin-offs expected from continued global expansion and sustained stability in the domestic financial markets. 

Foreign inflows should continue to be strong in the June quarter and also during the rest of the fiscal year, with export earnings, foreign direct investments and private transfers being the major sources.  These flows should facilitate continued stability in the foreign exchange market and should also help in creating the conditions that will allow us to lower interest rates further.  

For the quarter, the Bank is expecting that the inflationary impulses coming from the usual increases in the prices of domestic agricultural products due to seasonal shortages will be exacerbated by the recent adverse weather conditions. In addition, revenue measures recently announced by the Government are likely to have an impact on inflation during the quarter. The uncertainty about international oil prices and the likely effect on utility rates could also adversely affect the inflation out-turn for the June quarter. 

We expect, however, that as agricultural supplies normalize later in the year and as continued stability in the exchange rate tempers the effects of imported prices, the rate of inflation will moderate as we go forward.

At this point, I would like to return to the matter of the accumulation of reserves. Recently there have been reports of discussions regarding the reason for and the cost of holding reserves. We have sought to explain the issues in Box 2.  

However, as I indicated before, the Bank expects that supplies to the foreign exchange market will remain buoyant. Consequently, we will continue to purchase excess supplies in order to smooth conditions in the foreign exchange market, as we have always done. 

The Bank’s reserves policy is motivated by the necessity to ensure a stable and orderly system of international payments over the medium term. There is also a need to protect the economy from domestic and international shocks. The openness of our economy and its vulnerability to these shocks requires that notions of reserve adequacy move beyond coverage of a mere 12 weeks of imports of goods and services. The purpose of the accumulation of the reserves is therefore to ensure that we make the best financial preparation to meet unforeseen challenges.  

Financial Sector Assessment Programme (FSAP)

Ladies and gentlemen, the accumulation of reserves offers protection from some shocks.  But as the economy enters a new phase of development and growth there are new risks that our financial institutions will face and we must therefore ensure that the financial system is as resilient as we can make it. 

As a consequence, Jamaica like a number of regional and other countries, has agreed to participate in a Financial Sector Assessment Programme (FSAP), which will assess the soundness of the financial system and its vulnerability to shocks as well as the observance and implementation of the relevant international financial sector standards and codes. The assessments are conducted jointly by the International Monetary Fund and the World Bank, in collaboration with the participating country. 

Jamaica’s assessment commenced on Monday May 9, 2005 and will involve a comprehensive assessment of critical aspects of the financial sector framework. The FSAP exercise has the potential to be of significant value to domestic policymaking and should assist in moving the financial system further towards full convergence with internationally accepted best practices. The FSAP offers the opportunity for valuable review by international experts and should also provide the basis for a more consistent and comprehensive framework within which to analyse the stability of the financial sector and prioritise its development needs.

The current FSAP team will be in the island until May 27, 2005 in the first of a two-part mission – the second is scheduled for sometime in July 2005.   One of the techniques that will be employed by the Mission is “stress-testing” and we have therefore included a brief discussion of this subject in Box 1. You can also find a detailed discussion on the FSAP in Box 2 of our Quarterly Report for April  to June 2004.

Finally, the Bank of Jamaica continues in its effort to improve the macroeconomic conditions for growth and development and also to improve the service we provide to the public. Consequently, I invite you to visit our recently upgraded website where you will find a wealth of information on the economy that will help you to help us in this endeavour.
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