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Good Morning Ladies and Gentlemen:

Today’s briefing will cover three areas.  First, I will present the highlights of economic developments during the quarter that ended in June, the trends that we have been watching and our policy responses to them.  Second, I will comment on more recent events, some of which are still unfolding but which will have an impact on what we do in the short run. My closing remarks will address the Bank’s view of where the economy is headed and, in that context, the stance that we are taking towards monetary and exchange rate policies. 

In May when we last met, I expressed the view (as outlined in the last issue of the QMPR) that an easing of the prevailing tight monetary policy stance would be contingent on the presentation and acceptance of a fiscal budget that was aimed at correcting the growth in the Government’s borrowing requirements.  We noted that our inflation forecast of 3.0 ± 0.5 per cent for the June quarter was contingent on the impact of the tax measures, the level of exchange rate pass-through and possible lingering effects of prior increases in oil prices. Further, we thought then that the outlook for the real economy was encouraging and that while the threats to world peace could affect Jamaica’s energy costs and tourism flows adversely, these conditions could just as easily be short-lived.  

As it turned out, the most significant events in the first quarter – the sharp swings in the exchange rate - grew out of a decline in investor confidence. In its wake have come adjustments to prices and portfolios which will continue to influence economic behaviour for some time both at the micro- and macroeconomic levels. 

The sequence of events is as follows.  The Jamaica Dollar began to depreciate rapidly towards the end of April. The initial slide stemmed from uncertainties surrounding the impact of the fiscal measures as presented on 17 April. Several interest groups expressed their disagreement with the new measures announced, and called for a rollback of new taxes.

Uncertainty was further fuelled by rumours of a possible return to a borrowing relationship with the International Monetary Fund. This was compounded by negative economic reviews in the national and international media.  These developments triggered greater demand for foreign exchange, and the acceleration in the depreciation of the foreign exchange rate in the first two weeks of May extended the spiral of economic uncertainty. Despite the existing relatively high interest rates and the significant sale of foreign exchange by the Central Bank in early May, the market psychology did not change.

The trend was eventually broken by a series of measures announced by the Prime Minister on 18 May in which he emphasized the Government’s strong commitment to taking the necessary steps towards restoring order in the foreign exchange market. This stance was supported by changes in the Bank’s overdraft rate, the issue of a Government instrument that offered a strong hedge against exchange rate slippage and the adoption of a more liberal approach to enhancing foreign exchange supply.  In the weeks following the Prime Minister’s speech, our action in the foreign exchange market was effectively supported by a period of relatively low Jamaica Dollar liquidity

For the June quarter as a whole, the exchange rate depreciated by 4.7 per cent, following a 9.4 per cent depreciation during the March quarter. As described earlier, there were fairly sharp swings in the interim. Starting from a value of $56.24 to the US dollar at the beginning of the quarter, the rate depreciated by 14.2 per cent to J$67.22 by 16 May, and subsequently appreciated by 13.1 per cent to J$58.96 by 30 June.

In the context of payment of external Government obligations and the management of the foreign exchange market by BOJ, there was a decline of US$212.3 million in the net international reserves (NIR).  Foreign exchange purchases from the Bank were funded from net maturities of open market instruments, reducing the Bank’s interest bearing liabilities by approximately $9 billion. The net effect was an overall decline in the monetary base and a pronounced shift in the pattern of maturities into 2004.  The resulting scarcity of short dated instruments has contributed to the stability being observed in the foreign exchange market and will persist for some time given the investment choices that institutions have already made in BOJ longer dated instruments.

Stability has returned to the market and the over performance on the fiscal targets for the June quarter suggest a serious effort at adjustment. Bank of Jamaica interest rates have declined significantly by ten percentage points from their recent peak but have not yet returned to the levels that obtained six months ago. During the quarter, the Bank took steps to lower interest rates as market conditions allowed. Thus, on 25 April, rates on the longer tenors of our open market instruments were lowered substantially.   Rates were again lowered on 24 June, as evidence of stability in the foreign exchange market grew. Despite the lowering of premiums, placements continued to be concentrated in the 180-day and 365-day instruments, given the anticipation of lower rates in the future.  With the widely held expectation of a trend decline in interest rates, Government was able to issue securities at lower rates than was possible earlier in the quarter. In addition, the Central Bank has reduced the rates on its longer-term instruments twice since the beginning of this quarter.  The rate on the Bank’s 365-day instrument is now 26.0 per cent relative to 30.0 per cent at the end of June.

The events of the June quarter have precipitated important changes in the macroeconomic environment to which the Bank is paying close attention.  First, there is the acceleration in competitive gains.  Mainly as a consequence of depreciation in the nominal exchange rate, Jamaica’s external competitiveness as measured by the Real Effective Exchange Rate (REER) index improved by 4.6 per cent in the June 2003 quarter. This latest round of exchange rate adjustments put the twelve-month improvement in the REER to 15.9 per cent, a potentially strong stimulus to export growth. A discussion of the concept and measurement of external competitiveness is presented in Box 1 of the QMPR. 

A separate but related effect has been the shock to inflation from the movement in the exchange rate and the expectations of yet unobserved pressures on consumer prices. Since the import content of the consumer price index (CPI) is relatively high in the Jamaican economy, the exchange rate pass-through to inflation is integral to the design of monetary policy. We have therefore highlighted a synopsis of research work conducted by the Bank on exchange rate pass-through in the Jamaican economy in Box 2.  The findings suggest that although the degree of pass-through has slowed since 1995, the influence of the short-term movements of the exchange rate is still significant for inflation. Since the exchange rate is an important nominal anchor for expectations, the pass-through is likely to accelerate in an environment of increased exchange rate volatility as experienced in recent months. We invite your comments on both of these issues. We would also encourage reasoned discussion of these measured responses to exchange rate changes in your analyses.

Returning to developments in the June quarter, headline inflation of 6.0 per cent recorded in the review period is the highest quarterly rate in Jamaica since March 1996. The widening of the consumption tax net, exchange rate depreciation as well as a decline in agricultural supplies influenced sharp increases in the CPI.  Even outside of the regular, seasonal influence of agricultural commodity prices, the CPI increased by 4.8 per cent, still significant relative to the comparable 2.0 per cent in the March quarter and 1.2 per cent in the June 2002 quarter. Core inflation was estimated at 2.3 per cent in the June quarter relative to 1.3 per cent in the March quarter and this increase could be related to the exchange rate pass through. 

On the other hand, some strongly positive trends are emerging from production indicators.  Growth in the economy is estimated to have been relatively strong in the June quarter compared to a 0.9 per cent decline in the corresponding quarter of last year.  The Bank’s estimates have suggested that all economic sectors grew except Manufacturing. The strongest areas of growth were in Domestic Agriculture, Mining, Construction, Basic and Miscellaneous Services. The tourism industry showed improved performance measured by both visitor arrivals and expenditure, relative to the June 2002 quarter. The estimates of sectoral expansion were consistent with recent trends in commercial bank loan disbursement, especially to the tourism and communication sectors.

As I previously mentioned, the fiscal performance for the first quarter was encouraging. Central Government operations resulted in a deficit of  $14.2 billion compared to the targeted $19.3 billion.  This resulted from strong effort to contain expenditure combined with buoyant revenue flows. A primary surplus estimated at 1.3 per cent of GDP was attained, higher than the surplus of 0.6 per cent targeted for the quarter, reflecting the focus on the containment of non-interest expenditure.

The fiscal outturn for the first quarter, added to an improved outlook for the tourism and bauxite/alumina industries, augurs well for economic performance in the September quarter.  Although core inflation is expected to normalize, our forecast at the time of writing the report was that headline inflation was likely to be in the range of 3.0 per cent to 4.0 per cent in the September quarter. This was predicated on the seasonal reduction in agricultural supplies, lagged and indirect effects of the recent revenue measures and an upturn in world oil prices.  However, since then we have had the announcement of increases in bus fares which will add approximately 1.0 percentage point to inflation in the quarter.

The events of the first quarter and the forecast for the September quarter have required a re-assessment of the 7.0 per cent – 8.0 per cent inflation target range for fiscal year 2003/04. The current forecast suggests an annual rate of between 11.0 per cent and 13.0 per cent. This projection incorporates the pass-through of exchange rate slippage to prices, the effects of the fiscal measures and the announced increase in transportation costs.  However, there is still the threat from possible increases in utility rates as well as the outcome of minimum wage deliberations.  Additionally, the cost of oil has been going up on the international market and grain prices have been trending up due to the extremely dry conditions in parts of North America and Europe.

Ladies and Gentlemen, as we set policy it is important to watch all the events that may affect the economy, as the best economic projections can be thrown off by unforeseen developments. In particular, the economic fortunes of our major trading partners and, in particular, the USA, are critical to these projections. So too is the stability of the international financial markets as well as global expectations for inflation. The resilience of the Jamaican economy to these developments rests critically on strong economic fundamentals. Medium term macro stability and accelerated growth can only be realized with the implementation of difficult fiscal adjustments. The vicious circle of rising deficits and an unmanageable debt will only prolong the pain of adjustment and increase the risk premium charged by investors. Containing the fiscal deficit therefore is a necessary complement to the Central Bank’s mandate of maintaining price stability and promoting a safe, sound and efficient financial system.

In conclusion therefore, the major challenge for monetary policy remains the restoration of confidence in Jamaica’s financial markets, which depend critically on preserving the stability in the foreign exchange market. Continued positive fiscal performance is a key factor in the process, and provides the basis for a sustained reduction in interest rates. The Central Bank will continue its cautious and deliberate approach in fostering price and financial market stability.

Thank you.
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